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HOW INVIDIOUS DISCRIMINATION
WORKS AND HURTS: AN EXAMINATION
OF LENDING DISCRIMINATION AND
ITS LONG-TERM ECONOMIC IMPACTS
ON BORROWERS OF COLOR

Wednesday, February 24, 2021

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT
AND INVESTIGATIONS,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 3:05 p.m., via
Webex, Hon. Al Green [chairman of the subcommittee] presiding.

Members present: Representatives Green, Cleaver, Adams, Tlaib,
Garcia of Illinois, Williams of Georgia; Barr, Loudermilk, Mooney,
and Taylor.

Ex officio present: Representative Waters.

Chairman GREEN. The Oversight and Investigations Sub-
committee will come to order.

Without objection, the Chair is authorized to declare a recess of
the subcommittee at any time. Also, without objection, members of
the full Financial Services Committee who are not members of this
subcommittee are authorized to participate in today’s hearing.

As a reminder, I ask all Members to keep themselves muted
when they are not being recognized by the Chair to minimize dis-
turbances while Members are asking questions of our witnesses.
The staff has been instructed not to mute Members, except when
a Member is not being recognized by the Chair and there is inad-
vertent background noise.

Members are also reminded that all House rules relating to order
and decorum apply to this remote hearing. And Members may only
participate in only one remote proceeding at a time. If you are par-
ticipating today, please keep your camera on, and if you choose to
attend a different remote proceeding, please turn your camera off.

If Members wish to be recognized during the hearing, please
identify yourself by name to facilitate recognition by the Chair.

The title of today’s hearing is, “How Invidious Discrimination
Works and Hurts: An Examination of Lending Discrimination and
Its Long-Term Economic Impacts on Borrowers of Color.”

We will now move to opening statements, and, in so doing, I will
recognize myself for 4 minutes for an opening statement, with the
understanding that the Chair of the Full Committee, Chairwoman
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Waters, will be present at some point, and will receive 1 minute
of the additional time that we have for opening statements.

Friends, lie on a mortgage application to secure a loan, and you
are likely to get caught and criminally prosecuted for mortgage
fraud, with jail time as a consequence. Lie as a loan originator to
deny a loan to a person of color, and you are not likely to get
caught, and if you do get caught, a civil monetary fine is likely the
consequence, and little more than the cost of doing business.

H.R. 166, the Fair Lending for All Act, provides the best tool
available—testing—to catch, prosecute, and deter these predatory
criminal lenders.

First, H.R. 166 would provide critical tools for detecting, ending,
and sanctioning discrimination that would otherwise go undetected.
It would deter the predatory lending that perpetuates race-based
differences in wealth, asset accumulations, income, and financial
security.

There is no enforcement tool—some things bear repeating—there
is no enforcement tool with the utility of matched-pair testing. This
is why H.R. 166 creates a dedicated Federal office within the Con-
sumer Financial Protection Bureau (CFPB), which would be
charged with conducting such testing.

Second, H.R. 166 would expand the Equal Credit Opportunity
Act’s (ECOA’s) terms to expressly prohibit lending discrimination
against LGBTQ+ persons.

Finally, H.R. 166 would establish criminal penalties for lenders
and lending officials who engage in knowing and willful discrimina-
tion in violation of ECOA.

This concludes my opening statement.

At this time, without objection, I would like to place in the record
the following documents: a GAO report dated February 24, 2021,
a document styled, “Financial Resilience Challenges During the
Pandemic,” which is an article from the Atlanta Federal Reserve
Bank examining the history of discriminatory policies that leave
many Black and Hispanic households less resilient in the face of
economic shock caused by the pandemic; and a document styled,
“Mortgage Prepayment, Race, and Monetary Policy,” a working
paper from the Boston Federal Reserve Bank which finds that
Black and Hispanic borrowers pay more than 50-basis-points-high-
er interest rates than White borrowers in a large representative
sample of loans insured by Fannie Mae and Freddie Mac.

Without objection, it is so ordered.

Having made my opening statement, it is now my honor to yield
to the ranking member of the subcommittee, Mr. Barr, for 5 min-
utes for his opening statement.

Mr. BARR. Thank you, Mr. Chairman. I appreciate you yielding,
and I appreciate you holding today’s hearing.

Thank you also to our witnesses for appearing today.

Discrimination in lending and other financial services is wrong,
it is illegal, and it should not be tolerated. There is no room for
compromise on that point.

While discrimination is illegal, that does not mean that there are
not large pockets of the population who continue to be left behind
by our banking system. It is important that we review and address
those problems holistically. Our discussion on the economic impacts
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of inequities in the financial system should extend to all unbanked
and underbanked groups.

Economic recovery is well under way in the wake of the COVID
pandemic. Unfortunately, many Americans continue to struggle fi-
nancially. The pandemic has exposed and exacerbated certain
weaknesses in our financial system, highlighting how large por-
tions of the population still have trouble accessing credit. Every
American should have equal access to our financial system regard-
less of their race or gender, whether they live in urban or in rural
America, or any other factor.

One area of particular concern to me is the access to capital and
other financial services in rural areas. According to a recent FDIC
study, people in rural areas are more likely than their urban and
suburban counterparts to visit a bank branch in person to do their
banking. Unfortunately, the number of bank branches across the
country continues to decrease, and the pace of de novo bank forma-
tion has slowed significantly compared to pre-financial crisis levels.

As there has been a movement towards online banking, we know
the challenges that rural Americans face with respect to rural
broadband, and that is another impediment.

There were 181 de novo charters granted in 2007, but between
2010 and 2019, an average of fewer than 10 new banks opened per
year. A recent Federal Reserve study shows that 51 percent of the
3,114 counties in the United States saw net declines in the number
of bank branches between 2012 and 2017. These declines in bank
branches disproportionately hit rural communities. A total of 794
rural counties lost a combined 1,553 bank branches over the 5-year
period, a 14-percent decline.

The negative financial impacts on rural counties of branch clo-
sures are perpetuated by the continuing difficulties due to burden-
some regulations and other roadblocks of de novo community bank
formation.

The Federal Reserve report identified 44 counties considered
deeply affected by trends in bank closures and consolidation, which
it defines as counties that had 10 or fewer branches in 2012, and
lost at least 50 percent of those branches by 2017. Eighty-nine per-
cent of the deeply affected counties are rural counties, including
Nicholas County in my district, and counties in the districts of sev-
eral of my colleagues.

The current framework of Federal, State, and local laws prohibits
discrimination of any kind in lending. Financial regulators have de-
veloped robust tools to ensure that regulated firms play by those
rules. To the extent that firms are failing to comply with those
rules, or that additional statutory authority is needed to combat
discrimination, we must act.

However, we must also be cautious about imposing additional re-
strictions and regulations on lenders that do not accomplish a spe-
cific goal, and monitor potential impacts of our actions on the wide-
spread availability of financing to creditworthy borrowers.

Emerging technology has allowed people previously outside the
banking system to access financial services and has enhanced lend-
ers’ ability to tailor their products to the specific characteristics of
the borrower based on race-blind metrics. Meaningful restrictions
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on risk-based pricing will do more harm than good, as creditworthy
borrowers pay more for the capital they need.

Promoting across-the-board financial inclusion should be a top bi-
partisan priority for this subcommittee. I appreciate the oppor-
tunity to discuss ways to ensure that more people, including those
currently underserved in the market, have easy, fair, and safe ac-
cess to financial services.

I look forward to working with Chairman Green to ensure that
discrimination does not occur in lending, and to promote policies
that expand access to credit and lead to long-term economic
growth. And, again, the warning is to not do away with risk-based
pricing, which I think would curtail and restrict access to credit for
creditworthy borrowers.

I look forward to hearing from our witnesses today, and I yield
back the balance of my time.

Chairman GREEN. Thank you, Mr. Ranking Member. I appreciate
your commentary, and I look forward to working with you.

I am told that the Chair of the Full Committee, Chairwoman
Waters, has arrived, so I will now yield to Chairwoman Maxine
Waters for 1 minute.

Chairwoman WATERS. Thank you so very much. Good afternoon,
Chairman Green.

The discriminatory lending practices of the 20th Century con-
tinue to affect minority communities long after they are repealed.
The effects of decades of government-sanctioned discrimination con-
tinue to plague our housing and lending markets today, ultimately
hindering the ability of households of color to build equity and ac-
i:luiréulate wealth through homeownership relative to White house-

olds.

Since home equity is the primary source of wealth for most fami-
lies, disparities in homeownership and home equity are key drivers
of the racial wealth gap. So, I look forward to hearing from our wit-
nesses today about what we can do to remedy the continuing eco-
nomic effects of discrimination.

Thank you, and I yield back the balance of my time.

Chairman GREEN. Thank you, Madam Chairwoman.

Let me make an announcement, if I may. We will have addi-
tional votes, and the staff has indicated that we will make a great
attempt to wait until the first vote has expired, or nearly expired.
This way, we will be able to cast two votes and then come back to
the hearing. My hope is that we will get this done as expeditiously
as possible.

Today, I would like to welcome each of our witnesses. And I am
pleased to introduce this panel: William Darity, Jr., professor of
public policy, African and African-American studies, and economics
at Duke University, as well as the director of the Samuel DuBois
Cook Center on Social Equity; Lisa Rice, president and CEO of the
National Fair Housing Alliance; Andre Perry, senior fellow at the
Metropolitan Policy Program at the Brookings Institution; Frances
Espinoza, executive director of the North Texas Fair Housing Cen-
ter; and Cheryl Cooper, an analyst for the Financial Economics Di-
vision at the Congressional Research Service.

Witnesses are reminded that your oral testimony will be limited
to 5 minutes. You should be able to see a timer—and this timer
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should be on your screen—that will indicate how much time you
have left, and a chime will go off at the end of your time. I would
ask that you be mindful of the timer, and quickly wrap up your tes-
timony if you hear the chime, so that we can be respectful of both
the witnesses’ and the committee members’ time. And without ob-
jection, your written statements will be made a part of the record.

Once the witnesses finish their testimony, each Member will
have 5 minutes to ask questions. And may I remind Members to
please get your questions and answers in within that 5-minute
time period. Let me restate this differently; you should not, at the
end of your 5 minutes, have multiple questions to be answered.
Please be mindful of the time of other Members in trying to get
your time in within the 5 minutes.

Professor Darity, you are now recognized for 5 minutes to give
an oral presentation of your testimony.

STATEMENT OF WILLIAM DARITY, JR., PROFESSOR OF PUBLIC
POLICY, AFRICAN AND AFRICAN-AMERICAN STUDIES, AND
ECONOMICS, DUKE UNIVERSITY; AND DIRECTOR, SAMUEL
DUBOIS COOK CENTER ON SOCIAL EQUITY

Mr. DaAriTY. Thank you, Chairman Green, Ranking Member
Barr, and members of the subcommittee.

Discrimination in access to credit and the terms of credit is an
important barrier to Black wealth accumulation. Elimination of
this barrier, albeit wholly desirable, will not eliminate the gaping
chasm in wealth between Black and White Americans.

The fundamental reason for Black-White differences in wealth is
not high Black indebtedness. The fundamental reason is low Black
asset holdings.

A Prosperity Now study in 2019 reported that median Black
household liabilities were $30,800, while the median White house-
hold liabilities were more than twice as large, at $73,800. However,
White households had a median level of assets valued in excess of
$260,000, in contrast with the median Black households’ assets,
valued at $55,900.

The median Black household had 40 percent of the debt of the
median White household but only 20 percent of the assets. Cor-
respondingly, the ratio of assets to debts for Black households was
1.6, versus 2.8 for White households, both measured at the median.

The magnitude of the racial wealth gap, driven predominantly by
a racial difference in asset ownership, is staggering. The 2019 Sur-
vey of Consumer Finances indicates that the Black-White wealth
gap at the median was $164,000, and at the mean, it was substan-
tially larger, at $840,900.

Assuming an average household size of 3 persons, the median
gap per person was $52,500 and the mean gap was $280,000. These
are conservative estimates of per-capita differentials because the
average White household size is actually less than 3 people.

Many observers treat the median gap as the target for closing
the racial wealth gap in the United States. In this context, it may
be more appropriate to set the more demanding target at the mean.

Wealth is so densely concentrated in the United States that 90
percent of the wealth held by White Americans is in the possession
of White households with a net worth above the White median.
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Close to 99 percent of White household wealth is held by those
with a net worth above the national median, approximately
$100,000. Twenty-five percent of White households have a net
worth in excessive of $1 million, in contrast with only 4 percent of
Black households.

The limitations of an exclusive focus on debt reduction rather
than asset building comes into stark relief when considering a pol-
icy of student loan relief. Whether one eliminates student debt by
trying to erase the difference at the median or the mean, there will
be at best an incremental effect on the racial wealth differential.

The net reduction in the gap will be $1,856 after we adjust for
the enrollment rates that are different between the two commu-
nities. And, therefore, the reduction amounts to only 3 percent of
the total median gap of $52,500. It amounts to less than 1 percent
at the mean gap of $280,000.

Indeed, the key to understanding the sources of the racial wealth
gap is government policy that supported the underdevelopment of
asset accumulation in the Black community.

In January 1865, General William T. Sherman, after Secretary
of War Edwin Stanton and he held a consultation with a group of
Black leaders in Savannah, Georgia, issued Special Order No. 15.
His directive assigned 5.3 million acres of land, stretching from the
Sea Islands of South Carolina to the portion of northern Florida
bordered by the St. Johns River, as a site for settlement and prop-
erty for the newly emancipated.

Here was an intended preliminary phase of a substantial land re-
form on behalf of the formerly enslaved that would have amounted
to at least 40 million acres of land for the 4 million persons re-
leased from bondage.

Ultimately, only 40,000 persons settled on 400,000 acres, but
even that small allotment was lost by the end of the year. Andrew
Johnson, Lincoln’s successor, ended the land allocation program
and restored the properties to the former slaveholders. The promise
of 40-acre land grants remained unfulfilled.

Simultaneously, the Federal Government, under the auspices of
the Homestead Act of 1862, was distributing 160-acre tracts of
lands to upwards of 1.5 million White families in the western terri-
tories. This huge asset-building policy resulted in benefits carrying
over to a conservative estimate of 45 million White living descend-
ants of Homestead Act patents.

The racial wealth gap in the United States originates with the
failure to give the formerly enslaved 40 acres, while White Ameri-
cans, including new immigrants, were given 160 acres of land.

Conditions worsened with wave upon wave of White massacres
that took place between the end of the Civil War and World War
II. In the Red Summer of 1919, upwards of 35 White terrorist ac-
tions took place across the country in locations ranging from Chi-
cago, Illinois; to Omaha, Nebraska; to Washington, D.C.; to Elaine,
Arkansas.

The most famous of these—

Chairman GREEN. Professor, I am going to have to ask that you
summarize quickly, please.

Mr. DARITY. Okay—took place in Tulsa, Oklahoma, in 1921.
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I would add that the destruction of Black property and the ap-
propriation of Black property that was lost in that period of time
was compounded by the policies in the 20th Century that
discriminatorily provided support for asset building in the form of
homeownership.

Indeed, the effects of these disparities transmitted across genera-
tions resulted in the contemporary Black-White wealth gap. And
the disproportionate growth in Black debt matters in explaining
America’s racial wealth gap, but the disproportionate deprivation of
Black assets matters far more.

By all means, we should take steps to make the credit market
more racially equitable, but if our goal is to eliminate the Black-
White difference in wealth, the focus must be placed on building
Black assets to a level consistent with White asset ownership.

[The prepared statement of Mr. Darity can be found on page 44
of the appendix.]

Chairman GREEN. Thank you, Professor.

Ms. Rice, you are now recognized for 5 minutes to give your oral
presentation.

STATEMENT OF LISA RICE, PRESIDENT AND CEO, NATIONAL
FAIR HOUSING ALLIANCE (NFHA)

Ms. RICE. Chairwoman Waters, Subcommittee Chair Green, Sub-
committee Ranking Member Barr, and other members of the sub-
committee, I want to first thank you for inviting me to talk about
this really important issue.

Housing and lending discrimination have been a part of the
United States since its inception, and have helped create the racial
wealth and homeownership gaps that Professor Darity has just
spoken about.

Due to government-sanctioned discriminatory policies as well as
private-market practices, underserved groups have been system-
ically excluded from wealth-building opportunities such as home-
ownership.

These groups still experience high levels of discrimination. There
are over 4 million instances of housing discrimination each year.
Redlining, which persists in various forms today, real estate sales
discrimination, appraisal bias, lending discrimination, and tech
bias are significant barriers that keep the dream of homeownership
from becoming a reality for many people, and contribute to the ra-
cial wealth gap.

Moreover, structural barriers, such as the dual credit market,
segregation, and restrictive zoning ordinances, create systemic im-
pediments which significantly prohibit the ability of people of color
to access fair housing and fair lending opportunities and perpet-
uates the racial wealth and homeownership gaps.

The segregation of people based on race, coupled with the seg-
regation of resources, drives many of the disparities in health, edu-
cation, wealth, and many other areas. And these structural bar-
riers, these structural inequities are a reason that Blacks, Latinos,
and Native Americans are contracting and dying from the COVID
virus at disproportionately higher rates than their White counter-
parts.
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Segregation is also a driver of the racial homeownership gaps.
The homeownership rate for Black Americans, for example, is
where it was when the Fair Housing Act was passed in 1968. And
the homeownership gap between Blacks and Whites is as wide
today as it was in 1890.

There are many ways that invidious discrimination harms com-
munities. For example, many of the technologies used in the hous-
ing and financial services space are biased, and discriminate
against consumers of color. Tenant screening selection tools, auto-
mated underwriting systems, credit scoring models, risk-based pric-
ing systems, and digital marketing platforms all have discrimina-
tory outcomes and lock people out of housing opportunities.

Too many people experience discrimination when they seek to ac-
cess housing and housing-related opportunities. Newsday recently
completed an in-depth testing project on Long Island, New York, in
which they found that 49 percent of African Americans, 39 percent
of Hispanics, and 19 percent of Asian Americans experienced dis-
crimination, including racial steering.

Real estate discrimination can take on myriad forms, and our re-
cent lawsuit against Redfin illustrates that: NFHA and nine of our
member organizations conducted a comprehensive investigation of
Redfin, one of the nation’s largest real estate companies. The inves-
tigation uncovered disturbing practices that suggested really wide-
scale discrimination and modern-day technology-based real estate
redlining. The groups found that Redfin offered its best available
service at significantly higher rates in extremely White commu-
nities, and offered no service for homes in communities of color at
much greater rates than in predominantly White areas.

Appraisal bias and lending discrimination are also still too com-
mon. Analysis of Home Mortgage Disclosure Act (HMDA) data re-
vealed that communities of color are still being redlined by main-
stream financial institutions.

One way to overcome discrimination is to increase funds for test-
ing programs. And the Supreme Court has stated that testing is
one of the best mechanisms for ferreting out discrimination.

This is why the National Fair Housing Alliance supports the Fair
Lending for All Act, which would help address longstanding bar-
riers to fair and equal credit by adding sexual orientation and gen-
der identity protections to the Equal Credit Opportunity Act, but
would also make it illegal to discriminate against people based on
geographical location, and re-empower the Consumer Financial
Protection Bureau (CFPB) to address fair-lending issues and to test
for fair-lending violations.

And I thank you.

[The prepared statement of Ms. Rice can be found on page 60 of
the appendix.]

Chairman GREEN. Thank you very much, Ms. Rice, for your testi-
mony.

Mr. Perry, you are now recognized for 5 minutes to give an oral
presentation of your testimony.
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STATEMENT OF ANDRE M. PERRY, SENIOR FELLOW, METRO-
POLITAN POLICY PROGRAM, THE BROOKINGS INSTITUTION

Mr. PERRY. Chairwoman Waters, Chairman Green, Ranking
Member Barr, Vice Ranking Member Timmons, thank you for invit-
ing me to testify today on this extremely important issue that af-
fects millions of people across the country.

“We are here today because we are tired. We are tired of paying
more for less.”

Dr. Martin Luther King, Jr., said those words in 1966, to 35,000
people in Chicago’s Soldier Field, as part of the Chicago Freedom
Movement, also known as the Chicago Open Housing Movement.
Dr. King went on to relay housing price differences that resulted
in Black people paying higher rents in Black-majority communities
for worse housing than their White counterparts.

“Now is the time to make real the promises of democracy,” Dr.
King declared. “Now is the time to open the doors of opportunity
to all of God’s children.”

More than half a century later, now is still the time. According
to the most recent Census figures, the Black homeownership rate
in America is 46 percent, almost the exact same level that it was
when Dr. King spoke in 1966. This is compared to the White home-
ownership rate, which is roughly 74 percent.

Even as overall U.S. homeownership has grown over the last 2
decades, there has been a catastrophic loss of homeownership in
key cities that have large shares of Black residents.

When people in Black neighborhoods do own homes, we accrue
less wealth. Homeowners in disproportionately Black and Latino
neighborhoods are gaining wealth at about half the speed of home-
owners in predominantly White neighborhoods.

One of the reasons is that these homes are devalued. In the 2018
Brookings report, “The Devaluation of Assets in Black Neighbor-
hoods,” Jonathan Rothwell, David Harshbarger, and I found that,
even after accounting for structural characteristics such as square
footage, age, and number of bedrooms, as well as neighborhood
characteristics such as crime and school quality, homes in Black
neighborhoods were valued, on average, $48,000 less than they
would have been if the residents of the neighborhood were mostly
White. That is a cumulative loss of $156 billion nationwide.

And we witness viral news stories revealing how appraisers
value Black and White homeowners differently. In Jacksonville,
Florida, a mixed-race family looking to sell their home in a pre-
dominantly White neighborhood received an original appraisal of
$330,000. After presenting a White owner, a second appraisal came
in $135,000 higher.

A similar incident occurred in Denver. Again, after the family re-
moved indicators of Blackness, the home increased in value by
$145,000. In San Francisco, a second appraisal increased its value
by $500,000.

“We are here today because we are tired. We are tired of paying
more for less.”

These seemingly individual acts of racism are part and parcel of
a structural problem. The housing market is structured to dis-
proportionately exclude Black and Brown households.
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For instance, our zoning codes and building practices are stream-
lined to deliver large, single-family homes. My colleague, Tracy
Loh, and I showed in a recent study that, for decades, the very
largest houses—four or more bedrooms—have grown as a share of
all housing inventory, while smaller homes, which are more afford-
able for low-wealth families, have stagnated or declined.

Over 6 million Black and Brown millennials would be considered
mortgage-ready if there were any attainable homes for sale in
prime locations.

Black buyers are subjected to racist steering practices when look-
ing for a home. When applying for a loan, Black buyers are per-
ceived as higher-risk, leading to more denials and higher interest
rates.

Devaluation limits the amount of gain from refinancing. As we
have heard, bad appraisals also rob families of wealth.

And all of these housing industry actors blame each other for the
problem.

“We are here today because we are tired. We are tired of paying
more for less.”

We made individual racism in the housing market illegal, and
when it finds its way back in, we make a headline. But structural
racism rigs the game from the start. The root cause for these nega-
tive trends is structural racism, which is systemic. To unlock the
potential of Black neighborhoods and their residents, systemic rac-
ism must be pulled at its roots, rather than trimmed neatly, only
to grow again.

Thank you for my time.

[The prepared statement of Mr. Perry can be found on page 52
of the appendix.]

Chairman GREEN. Thank you, Mr. Perry.

Ms. Espinoza, you are now recognized for 5 minutes to give an
oral presentation of your testimony.

STATEMENT OF FRANCES ESPINOZA, EXECUTIVE DIRECTOR,
NORTH TEXAS FAIR HOUSING CENTER

Ms. EsriN0zA. Thank you, Chairman Green, Ranking Member
Barr, and subcommittee members.

The North Texas Fair Housing Center is a nonprofit organization
that provides fair-housing services to residents of north Texas. Our
services consist of fair-housing counseling, intake, and investiga-
tion of housing discrimination complaints, and fair-housing edu-
cation.

It has been 50 years since the Federal Fair Housing Act banned
racial discrimination in lending, yet African-American and Latino
applicants continue to be routinely denied conventional mortgage
loans at rates far higher than their White counterparts.

In 2011, the North Texas Fair Housing Center did an analysis
of Home Mortgage Disclosure Act data and found that African-
American and Latino mortgage applicants were denied conven-
tional mortgages at much higher rates than Whites in the Dallas-
Fort Worth market.

For example, African-American mortgage applicants to Wells
Fargo Bank were 57 percent less likely to get a home purchase
loan when compared to White applicants. Latino mortgage appli-
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cants to Chase Bank were 64 percent less likely to get a loan than
were White applicants. Home Mortgage Disclosure Act data from
2015 and 2016 confirmed the same pattern.

One of the most valuable tools we use to investigate housing dis-
crimination is testing. Testing allows us to compare how applicants
of color are treated as compared to their White counterparts.

As part of our enforcement program, we use the results of testing
as evidence in housing discrimination complaints. We file both ad-
ministrative complaints with the U.S. Department of Housing and
Urban Development and lawsuits in Federal court.

The most common form of testing we do is rental testing. In
2011, we conducted rental testing which showed that African
Americans who were otherwise qualified encountered discrimina-
tion in 37 percent of their housing searches. This means that Afri-
can Americans face discrimination in two out of every five housing
searches.

The testing also showed that Latinos experienced discrimination
in 33 percent of their housing searches, or at least once in every
three housing searches.

In our most recent enforcement initiative in 2019, we conducted
tests to measure how veterans with Housing Choice Vouchers were
treated in the housing market in Dallas, Texas. We conducted a
total of 35 tests, and the results of 32 of them showed evidence of
discrimination. We filed housing discrimination administrative
complaints for all 32 tests.

The next most common form of testing that we do is sales test-
ing. These tests measure how real estate agents treat buyers of
color as compared to their White counterparts. In 2018, we con-
ducted sales tests which showed that African-American testers are
still being steered, based on their race, to neighborhoods that are
predominantly African-American and steered away from neighbor-
hoods that are majority-White.

Unlike rental and sales testing, mortgage lending testing is very
resource-intensive. One of the challenges is the significant amount
of time that testers must devote to each test. Unlike rental tests,
which can be completed rather quickly, lending interviews involve
several complex financial components, even at the pre-application
stage. Testers must also be knowledgeable about the entire lending
process.

Rental, sales, and lending testing can all be used to uncover
practices that lead to segregation of neighborhoods. However, there
is a particular need to devote resources to lending testing because
it is so resource-intensive.

There is also a need for enforcement of complaints based on lend-
ing testing evidence. Because lending testing cases are more com-
plex, they sometimes languish in the administrative process. There
is a need for a strong entity with an expertise in lending discrimi-
nation that can take the testing evidence generated by local fair-
housing organizations and move forward with enforcement that
will thwart illegal practices.

Thank you for inviting me. My statement is complete.

[The prepared statement of Ms. Espinoza can be found on page
50 of the appendix.]

Chairman GREEN. Thank you very much, Ms. Espinoza.
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Ms. Cooper, you are now recognized for 5 minutes to give an oral
presentation of your testimony.

STATEMENT OF CHERYL R. COOPER, ANALYST, FINANCIAL
ECONOMICS DIVISION, CONGRESSIONAL RESEARCH SERVICE

Ms. CoOPER. Chairman Green, Ranking Member Barr, and mem-
bers of the subcommittee, thank you for the opportunity to testify
today.

My name is Cheryl Cooper, and I am an analyst in financial eco-
nomics at the Congressional Research Service (CRS), focusing on
consumer finance markets and policy issues. For those who might
be unfamiliar with CRS, our role is to provide objective, non-
partisan research and analysis to Congress.

Any arguments presented in my testimony are for the purposes
of informing Congress and not to advocate for a particular policy
outcome.

My testimony today will focus on disparities in access to financial
products and services, including racial, ethnic, income, age, and ge-
ographic disparities. In particular, I will focus on discussing dis-
parities in access to banking services and disparities in inclusion
in the credit reporting system. These areas are generally consid-
ered foundational for households to successfully manage their fi-
nancial affairs and to graduate to wealth-building activities in the
future, like homeownership.

Consumers often rely on family or community connections to get
their first bank account, establish a credit history, and gain access
to affordable credit. However, research suggests that disparities in
family wealth or in community relationships with financial institu-
tions can potentially persist across generations.

A factor that may be influencing racial disparities is the inter-
generational effects of discrimination—for example, historical mort-
gage lending practices, redlining practices.

Moreover, violations in fair-lending laws can cause harm to con-
sumers who do not get access to financial services. This is impor-
tant because safe and affordable financial services are an impor-
tant tool for most American households to help them avoid finan-
cial hardship and build assets over the course of their lives.

According to the FDIC’s 2019 survey, over 5 percent of house-
holds in the United States were unbanked, meaning that these
households did not have a bank account. In addition, over 17 per-
cent of households used a nonbank financial transaction service,
like a money order, a check-cashing, or a bill payment service.

These households are disproportionately of a racial or ethnic mi-
nority and tend to be lower-income, younger, and have less formal
education. Urban and rural households are more likely to be
unbanked, compared to suburban households.

Unbanked households report that they do not have a bank ac-
count because they do not have enough money, they don’t trust
banks, they have privacy concerns, and they want to avoid high
and unpredictable bank fees.

These disparities in access are significant because some research
suggests the importance of emergency savings and affordable pay-
ment transactions. Also, developing a relationship with a bank can
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sometimes lead to access to other financial products, helping young
consumers develop a credit history.

A limited credit history may serve as a barrier to achieving af-
fordable credit, yet consumers also can’t develop a credit history
without access to credit products. This chicken-and-egg situation
can make it difficult for some people to enter the credit reporting
system.

According to the CFPB, credit scores can’t be generated for ap-
proximately 20 percent of the U.S. population due to their limited
credit histories. Limited credit history is correlated with age, in-
come, race, and ethnicity. Many of these consumers are young. For
example, 40 percent of credit invisibles are under 25-years-old.
These consumers are disproportionately Black or Latino and live in
lower-income or rural neighborhoods.

Most young adults transition into the credit reporting system in
their early twenties. Young adults in lower-income and rural neigh-
borhoods tend to make the transition to credit visibility at older
ages than young adults in higher-income areas. And, notably, in
lower-income communities, it is less common to enter the credit re-
porting system through what is called, “piggybacking,” or becoming
a joint account holder or authorized user on another person’s ac-
count, such as a parent’s account.

The disparities in inclusion to the credit reporting system are
significant because it is generally a precursor to gain access to af-
fordable credit and eventually to homeownership.

Thank you for your time, and I am happy to answer any ques-
tions that you have.

[The prepared statement of Ms. Cooper can be found on page 32
of the appendix.]

Chairman GREEN. Thank you very much, Ms. Cooper.

The Chair will now recognize Members for questions.

The gentleman from Missouri, Mr. Cleaver, who is also the Chair
of our Subcommittee on Housing, Community Development, and
Insurance, is now recognized for 5 minutes.

Mr. CLEAVER. Thank you, Mr. Chairman. I appreciate this oppor-
tunity. And I think this is exactly the kind of hearing that we need,
so thank you.

Where I would like to center my discussion, my questions, is on
the fact that the current Federal public policies operate to perpet-
uate or expand the racial wealth gap.

So, I would like to ask any of the panelists, are there Federal
public policies that actually contribute to the exclusion of African
Americans, Brown people, people of color? And what impact does
it have on the wealth gap? I am talking about Federal policies.

Mr. PERRY. I will take a stab at that.

One of the things I am noticing is that current legislation does
not address wealth in this country. We measure almost everything
by income. And by doing so, you essentially abdicate responsibil-
ities of dealing with the structures that created the gaps in the
first place. In many different systems—housing, education, and
other areas—if you don’t address the wealth gap, you essentially
gloss over the problem.

In addition, we also have a race and space problem. Because rac-
ist policies have followed Black people, we see discrimination in
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rural communities, in urban communities, in suburbs. And, for my
take, it is hard to not have a race and place approach to change.

And so, for me, it is not necessarily what the Federal Govern-
ment is doing; it is what the Federal Government is not doing, not
measuring, not testing. Because we have ample data that shows
the impact of our policies, but what we have not done is really get
at the reasons, the causes for these disparities.

Mr. CLEAVER. Yes. I think you are making a case for the increase
of the minimum wage, and I think that is going to—that is a de-
bate we are having right now.

Ms. RICE. Congressman, if I can add to that, too, there are a lot
of policies that perpetuate racial disparity. So, in terms of Federal
policies: the recently promulgated cap rule that was promulgated
by the Federal Housing Finance Agency; the GSE LLPA structure,
the loan-level pricing adjustment structure, discriminates against
communities of color; the current Affirmatively Furthering Fair
Housing rule that was promulgated several months ago by the De-
partment of Housing and Urban Development, which really evis-
cerates our civil rights rules; and the current Disparate Impact
rule that was promulgated by the Department of Housing and
Urban Development several months ago, which also eviscerates a
mzijor civil rights tool that we have for addressing discriminatory
policies.

So, there are many, many Federal policies that right now, work
to perpetuate discriminatory outcomes.

Mr. CLEAVER. Thank you.

I think my time is running down, so I appreciate both you and
Mr. Perry for your comments. Thank you.

Chairman GREEN. The gentleman yields back.

The Chair now recognizes the ranking member of the sub-
committee, Mr. Barr, for 5 minutes.

Mr. BARR. Thank you, Mr. Chairman.

Last year, I introduced H.R. 8410, the Promoting Access to Cap-
ital in Underbanked Communities Act, which is designed to spur
de novo bank formation and promote banking services in under-
served areas.

The bill would ease the up-front burden of opening a bank, and
provide incentives for banks to open and operate in rural areas.
The bill is intended to address the problem of deeply affected coun-
ties that I referenced in my opening statement, which have lost a
large portion of their bank branches.

Ms. Cooper, how have bank closures in rural communities im-
pacted customers living in those areas? What long-term issues will
arise if rural communities continue to face an unprecedented num-
ber of bank closures? And we anticipate that, given the trend of
bank consolidation. Could a bill like the one I just referenced, de-
signed to promote more banking activity in rural and otherwise un-
derserved areas, help with those problems?

Ms. COOPER. Thank you so much for your question, Congress-
man.

As I mentioned in my oral statement, there are geographic dis-
parities that exist in terms of access to financial products. And as
you mentioned and I mentioned, research suggests that, for con-
sumers living in rural areas, these consumers may be living farther
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from bank branches or also may be less likely to have access to
high-speed internet, and both of these factors could possibly make
it more difficult for consumers to access quality banking services.

We at CRS don’t advocate for a particular policy outcome, but I
would be happy, after this hearing, to look at the bill with some
of my CRS colleagues.

Also, in general, around trends in terms of consolidation in the
banking industry, this has been happening for decades. We have
seen a reduction in community banks for the past few decades, par-
ticularly a reduction in bank branch openings in the past decade.

And there are a lot of different factors that are leading to this
trend. In general, economists would say that you are starting to see
economies of scale, which basically means that big banks are be-
coming more profitable than smaller banks to operate. And that is
probably part of the reason why we are seeing this consolidation
in the banking industry.

Mr. BARR. Ms. Cooper, I did see, though—and I respect that CRS
doesn’t make policy endorsements, but I did see in your testimony,
in the, “Possible Policy Responses” section, “Bank Regulation
Changes,” that you mentioned the Community Reinvestment Act
(CRA). And I think, for our friends and neighbors in underserved
parts of our country in both urban and rural areas, this is some-
thing that I think would be welcome, to give banks more credit for
bank account outreach activities in those underserved areas.

Do you have any specifics on that? We saw an effort by the OCC,
and Lael Brainard at the Federal Reserve, to update the CRA, but
how can we give incumbent banks and new banks in these under-
served areas credit for originating loans under the CRA?

Ms. CoOPER. Yes. Thank you so much for that question.

You are right, one of the things that I mentioned in terms of pos-
sible policy options for expanding access to credit was possible pro-
posed changes to bank regulation. So, this is one of the areas
where we see proposals on this.

For example, I know the bank regulators have stated that they
were considering changes to the Community Reinvestment Act to
give banks more credit for bank account outreach activities in un-
derserved communities. But I think there are trade-offs to these
type of policies.

The positive, as you were saying, is that it can encourage bank
outreach and connect more consumers to banks. But I think the
flip side to it is, also, it could give credit for what some may con-
sider effectively marketing, rather than the intention of the law,
which was to encourage lending in underserved communities.

Mr. BARR. Thank you.

Ms. COOPER. This is an area where there—

Mr. BARR. Thank you.

And just reclaiming my time, in the final time I have, how is
compliance under the Equal Credit Opportunity Act currently test-
ed? And is there any indication that the testing regime needs to be
strengthened? Or do regulators currently have enough authority to
enforce that law?

And that is again to you, Ms. Cooper.
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Ms. CoOPER. Yes. Thank you so much for that question. And we
are running out of time, so let me get back to you with that. I am
happy to answer that question with one of my CRS colleagues.

Mr. BARR. Mr. Chairman, my time has expired, and I know that
is a subject or a topic that is part of your legislation, so I invite
any or all of the witnesses to comment on that and how we can
make sure the ECOA is tested.

With that, I yield back.

Chairman GREEN. The gentleman’s time has expired. And the
witness may respond in writing to the gentleman’s question.

The Chair will now recognize Ms. Adams, the gentlelady from
North Carolina.

Ms. ApamS. Thank you, Mr. Chairman.

And thank you to our witnesses for your testimony today.

Mr. Darity and Mr. Perry, you have both have done extensive re-
search and writing on economic and racial inequity in the United
States. In today’s hearing, we focus primarily on how lending dis-
crimination harms individual borrowers of color, but I am curious
to hear your thoughts on how the same dynamics, primarily rac-
ism, also impact institutions of color, such as Historically Black
Colleges and Universities (HBCUs).

In December of 2019, a study in the Journal of Financial Eco-
nomics found that HBCUs pay higher underwriting fees to issue
tax-exempt bonds compared with similar non-HBCUs, apparently
reflecting higher costs of finding willing buyers. The effect is 3
times larger in the Deep South, where racial animus remains the
most severe.

For example, identical fee differences are observed between
HBCUs and non-HBCUs with triple-A ratings or when insured by
the same company, even before the 2007-2009 financial crisis.
HBCU-issued bonds are also more expensive to trade in secondary
markets and, when they do, sit in inventory longer.

So are you familiar with this type of institutional lending dis-
crimination? And what policy steps can we take to collect more
data on the prevalence of this issue and ultimately to eradicate this
type of harmful discrimination in lending for institutions that have
been historically underserved and undervalued?

Mr. DARITY. It is my impression that this is a serious problem,
but I think it is compounded or generated by the fact that Histori-
cally Black Colleges and Universities have such low endowment
levels that they are then pressured to go into the credit market, a
discriminatory credit market, to gain resources.

Another way to think about improving their circumstances is
something that I think is applicable to individual households as
well, which is, we need to build the wealth position of those institu-
tions in such a way that they don’t have the same type of pressure
to seek predatory lending options to try to maintain their oper-
ations.

And we should think about how we could go about building the
endowments of Historically Black Colleges and Universities so that
they are comparable to the endowment levels that exist for White
institutions in the United States. That is where we have a very
glaring and dramatic difference.
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In addition, of course, I think that we do have to confront these
kinds of discriminatory practices. And it may be necessary for the
Federal Government to take the step of providing public banking
services in competition with the private sector to offset the types
of behavior that we are observing that the private sector is under-
taking.

And one final comment in this context. I said that this parallels
the conditions that we observe for households, because the reason
why households are pushed into trying to seek high levels of credit
under very, very difficult circumstances, discriminatory cir-
cumstances, is, again, because their initial levels of wealth are so
low. So, again, I would say, we have to think about asset building
in addition to trying to improve credit market conditions.

Ms. Apams. Thank you, sir.

Mr. Perry, did you want to comment?

Mr. PERRY. I think Mr. Darity said everything I was going to say.
In a nutshell, I think Black institutions are treated like Black peo-
ple. And you have school boards and universities that, because of
their wealth position, have to take essentially subprime market
products, for all of the reasons that Mr. Darity indicated.

But I will just leave it there.

Ms. Apams. Okay. Thank you, sir.

Let me move on quickly. Ms. Rice, Ms. Espinoza, just how perva-
sive is lending discrimination in the United States? Is it widescale,
or is it just a small problem?

Ms. Rice?

Ms. RICE. Sure. I am happy to answer that.

Yes, it is very widescale, especially when you consider, Congress-
woman Adams, that almost all of the technologies that we use in
the lending space—automated underwriting systems, risk-based
pricing systems and credit scoring systems—discriminate against
consumers of color and other underserved groups.

So the discrimination is very prevalent, which is why we have to
really work to de-bias all of these technologies that we are using
in the housing and financial services space.

Ms. Apams. Okay. Is the answer—

Chairman GREEN. The gentlelady’s time has expired.

Ms. Apams. Okay. Thank you very much, and, Mr. Chairman, I
yield back.

Chairman GREEN. The gentlelady’s question can be answered in
writing.

Ms. Apams. Great. Thank you.

Chairman GREEN. The gentleman from Georgia, Mr. Loudermilk,
is now recognized for 5 minutes.

Mr. LoUDERMILK. Thank you, Mr. Chairman.

As I was preparing for this hearing, I was trying to think of ways
that we as policymakers can help the minority communities have
more access to financial services and wealth building. One thing
that immediately came to mind, which is something that I have
been working on for a long time, is fintech.

In recent years, developments in the financial technology arena
have made enormous strides toward giving minority consumers ac-
cess to the banking system. Let me just go through a few of these.
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The first is mobile banking. It makes it easier than ever to open
a checking account without having to go into a bank branch.

The second is online lending. It uses fintech platforms and even
incorporates artificial intelligence in underwriting and has ex-
panded access to credit to millions of consumers who were credit-
invisible and didn’t qualify for a traditional bank loan.

Prepaid cards are another. They have enabled consumers who do
not have credit or debit cards to access e-commerce.

And the list goes on and on.

And it is not just in consumer finance. A recent study by New
York University showed that fintech companies are by far the num-
ber-one source of Paycheck Protection Program (PPP) loans for
Black-owned small businesses, exceeding Minority Depository Insti-
tutions (MDIs) and Community Development Financial Institutions
(CDFIs). Fintechs have also been the number-one source of PPP
lending to Hispanic-owned businesses.

As a result of this, I offered an amendment at this committee’s
markup of the stimulus bill that would allow fintech companies to
participate in the State Small Business Credit Initiative (SSBCI).
Unfortunately, it was rejected by the Majority. I would just say, if
my colleagues are interested in improving access to financial serv-
ices for minority consumers, I would suggest embracing fintech in-
stead of opposing it.

Ms. Cooper, in your testimony, you said that new technology can
provide more affordable financial products to consumers. Can you
discuss how fintech has expanded access to credit for minority con-
sumers?

Ms. CooPER. Thank you so much for that question, Congress-
man.

So, yes, as you just stated, I think new technology could poten-
tially provide more affordable financial products to underserved
communities, but it also could introduce consumer protection risks
as well.

And this is similar to what you were saying. One example of this,
for example, would be internet-based or mobile financial products,
which, for example, could lower the cost to provide payment serv-
ices or other types of products, but these types of products could
have, for example, cybersecurity or privacy risks as well.

So, I think there is always a trade-off there when you are think-
ing about this stuff.

Mr. LOUDERMILK. Thank you for that, and I appreciate it.

On another note, because of these developments and what you
have laid out, data security and data privacy laws, I think, need
to be updated, and we need a uniform national standard. Do you
have any thoughts on that?

Ms. COOPER. No. In general, I would say that CRS does not advo-
cate for any particular policy outcome. And I personally am not the
one at CRS who covers those issues, but I would be happy to put
you in touch with the CRS analyst who does, to work with you and
your staffers.

Mr. LOUDERMILK. I appreciate that.

And as we continue to hopefully promote fintech, since it is very
beneficial in underserved areas of our nation and underserved de-
mographics, we do have to address some limitations, which could
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be the data security, because we are looking at more than 50 dif-
ferent standards with which we have to deal.

So, I appreciate the time here, Mr. Chairman, and I yield back.

Chairman GREEN. The gentleman yields back.

The Chair now recognizes the gentlelady from Michigan, Ms.
Tlaib, for 5 minutes.

Ms. TraiB. Thank you, Mr. Chairman.

And thank you all so much for being with us.

As we all know, despite decades of civil rights laws on the books,
Black homeownership is plunging across the nation, with the worst
losses happening right here in Michigan. Detroit has seen a dra-
matic shift from a city of homeowners where Black family members
could build intergenerational wealth to, now, a city of renters. And
the predatory lenders on Wall Street who crashed the economy in
2007-2008, as we know, got bailed out, while many of my residents
got foreclosed on by the thousands.

Redlining never ended in Detroit. In 2019, in a city of more than
650,000 people, there were only 1,535 mortgages issued. And that
is up from 2012, when we only had 244 mortgages that were re-
ported. When mortgages are issued in Detroit, they go towards
those who are White borrowers, who are a small minority of the
population.

And so, unwillingness of banks to lend in Detroit and other ma-
jority-Black communities pushes our residents into riskier arrange-
ments, like land contracts, which offer opportunities but also fewer
protections and have been abused by predatory sellers.

Ms. Rice, we know banks aren’t drawing red lines on a map any-
more but that discrimination still persists. Can you describe some
of the tactics and technology that lenders use now to perpetuate ra-
cial redlining?

Ms. RICE. Sure. Thank you so much for that question, and it is
a critically important issue.

I am from Toledo, Ohio, and so I am very familiar with the De-
troit market and other markets like it. One major problem that we
have in cities like Detroit is that a lot of the housing stock is very
affordable and is priced under $100,000. And, for a variety of rea-
sons, it is extremely difficult in today’s marketplace for consumers
to access mortgage credit in the financial mainstream when you
are trying to get what we call a smaller-dollar loan.

The qualified mortgage rule, coupled with the LLPAs from the
GSEs, coupled with other Federal policies, really restrict credit ac-
cess for more affordable loans. So, that is a major problem.

The other problem is the industry’s overreliance on credit scores.
Back when I was underwriting mortgages years ago, two of the key
things that I relied on to determine a borrower’s creditworthiness
were: What are your current housing payments? Have you been
paying your rent on time? And if you have been paying your cur-
rent housing bill on time, you are a very good candidate. And, also,
what is your housing payment shock? So, is the new mortgage that
you are going to be paying appreciably different from the housing
payment that you have been used to making? And if you have been
paying your rent on time, and if there is really no housing payment
shock, you are a very good candidate for getting credit.
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But we don’t use those two indicators anymore. Today, we
overrely on algorithmic-based systems, like credit scores, auto-
mated underwriting systems, that don’t include those kind of indi-
cators.

And you heard one of the other panelists already testify that con-
sumers of color are disproportionately credit invisible. So, just the
systems that we have in place in order to give people an entrance
into the financial mainstream are blocking folks out because those
systems do not work for underserved communities.

Ms. TLAIB. Thank you, Ms. Rice.

I am not sure how much time I have, but I just want folks on
the panel and just the public to notice that none of this discrimina-
tion that we are talking about today is explicitly spelled out in
some sort of company handbook, but it is all implicit and cloaked
in, like, proxies and codewords and misguided assumptions. And its
effect, regardless of the intent, is to disproportionately deny home-
ownership opportunities to Black and Brown folks.

We have the tools to fight it. Just last year, though, unfortu-
nately, President Trump struck a huge blow to fair-housing protec-
tion with this disparate impact final rule which failed to comply
with the Supreme Court’s Inclusive Communities decision. And we
need to address that, Mr. Chairman.

We also know that, as recently as 2015, the Supreme Court rec-
ognized the continuing availability of disparate impact litigation on
the Fair Housing Act. We need to restore these protections. They
are getting watered down by conservative courts and decisions. And
so, I just hope our subcommittee can proceed and be very inten-
tional about addressing this discrimination that leaves a lot of my
residents out of opportunities for economic stability.

Thank you, and I yield back.

Chairman GREEN. The gentlelady’s time has expired.

We will now hear from Mr. Mooney from West Virginia for 5
minutes, and then, we will take our break. So if you are after Mr.
Mooney, you might want to go cast your vote now. And we will cast
our second vote as well. That is two votes before we return.

So, please, now, Mr. Mooney, you are now recognized for 5 min-
utes.

Mr. MooONEY. Thank you, Mr. Chairman.

My concerns are going to address access to rural banking, gen-
erally speaking. And I am going to direct a question to Ms. Cooper.
But I want to highlight some of the concerns related to getting my
constituents in rural West Virginia, and others, access to loans,
credit, and banking, any and all banking services in general.

According to a survey by the FDIC, 7.8 percent of West Virginia
households are unbanked. This puts West Virginia in the bottom
10 in the nation in terms of unbanked households.

Ms. Cooper, what can we do to help rural Americans get access
to credit and basic financial services?

And just as a quick follow-up to that, after you answer that one,
how do you feel the COVID-19 pandemic has affected efforts to
reach the unbanked?

Ms. CooPER. Thank you so much for your questions, Congress-
man.
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So, yes, in general, I know we have already spoken about this,
and in my oral and written statements I have mentioned, kind of,
the geographic disparity, the fact that research suggests consumers
living in rural areas may be living farther from bank branches, and
are less likely to have access to high-speed internet, and these rea-
sons might make it more difficult for them to access quality bank-
ing services.

In general, in my written testimony, I talk about some policy op-
tions that are often discussed in this space just generally to in-
crease access to credit to consumers.

And there are five broad types of policy approaches in this space:
first, possible changes to bank regulation to further encourage
banks to serve underserved communities; second, payment system
improvements that may make bank products more attractive; third,
financial technologies to potentially increase access to consumers;
fourth, the government directly providing certain financial products
directly to consumers; and fifth, financial education programs.

And I would say, in terms of all of these policy options, they all
have costs and benefits and potential unintended impacts and
risks, but they are all things that could be potential places to ex-
plore in this space if you are interested in expanding access to
credit.

Thank you so much. And then your second question was around
the COVID-19 pandemic? Is that correct?

Mr. MooNEY. That is correct, how you feel that affects efforts to
reach the unbanked?

Ms. COOPER. Yes. Thank you so much for that question.

I am actually not aware of that much data, since the COVID-19
pandemic is something that has happened in this past year, and
the FDIC’s survey that they do regularly was most recently done
in 2019.

But, yes, I think at least at the beginning of the pandemic, there
were a lot of reports of more people accessing banking services on-
line, given the pandemic. That pattern makes sense. So, I do think
that is an interesting trend in this space.

Mr. MooONEY. Okay.

Thank you, Mr. Chairman. I yield back.

Chairman GREEN. The gentleman yields back.

At this time, we will stand in recess for the Members to cast two
votes and then return.

[brief recess]

Chairman GREEN. Thank you, everyone, for your patience, espe-
cially our witnesses. Thank you so much. It is not unusual for
Members to have to rush out and vote, and we try to do it as expe-
ditiously as possible, because we know that your time is very valu-
able

Let me just see if Mr. Garcia of Illinois is present.

Mr. Garcia, are you with us? If so, I will yield 5 minutes to you
for your questions.

We will stand in recess for a bit longer. We are awaiting the ar-
rival of our ranking member and additional members, so please be
a little bit patient with us. Thank you so much.

[brief recess]
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Chairman GREEN. Friends, just to give you a quick update, we
are not waiting on Mr. Garcia, so that you won’t think that we are.
We are waiting on our ranking member, Mr. Barr. I assume that
he will be arriving shortly, so please continue to be patient with
us while we await his arrival.

Mr. GarciA OF ILLINOIS. And Mr. Garcia is on standby, Mr.
Chairman.

Chairman GREEN. Yes, sir. I have noted that you are here. As
soon as Mr. Barr arrives, we will come right to you. Thank you so
much, Mr. Garcia.

Friends, if I may have your attention, please, the hearing will
now return to order.

We will continue with questions. And next in order for questions
will be Mr. Garcia of Illinois. Mr. Garcia, you are recognized for 5
minutes to ask your questions.

Mr. GARCIA OF ILLINOIS. Thank you so much, Mr. Chairman, for
convening this important meeting.

When we talk about wealth in this country and opportunities to
build wealth, we have to talk about housing. So when I think about
the wealth gap, I think about neighborhoods like mine. I represent
a working class, mostly Latino community in Chicago. I have lived
here for more than 50 years. Most of my constituents are renters,
and the housing crisis they are facing now under COVID-19 isn’t
new.

My neighbors are squeezed. On the one hand, our community
can’t get the investment they need. On the other hand, working-
class Latino and Black people are being pushed out of their own
neighborhoods by wealthier White residents who do have access to
capital. So, I am glad to talk with you today to learn more about
what is driving that and what we can do to support working-class
communities and communities of color especially. I thank all of the
witnesses for being here.

I would like to ask Ms. Espinoza a question on bank mergers.
This country had 12,000 banks in 1990, and now it has fewer than
5,000. The Fed and the Department of Justice rubber-stamped
bank merger applications without a second thought, even though
mergers can often close down local bank branches and leave com-
munities underserved.

Do you find that consolidation in the banking industry has a neg-
ative impact on marginalized communities, and does it hurt access
to credit in communities like mine?

Ms. EsPINOZA. It does hurt access to credit, and one of the things
that we have seen here with the bank mergers is that the Commu-
nity Reinvestment Act (CRA) requirements don’t change when
banks merge. Instead of them having to do twice the amount, for
example, by merging, they are actually having to do less under the
CRA. So, it is definitely hurting people, and it hurts people of color
because as they merge, they seem to close down branches in minor-
ity neighborhoods that are predominantly African American and
Latino.

Mr. GARcIA OF ILLINOIS. Okay. Thank you.

Mr. Perry, in your testimony, you mentioned recent high-profile
instances of the appraisal gap, that is, when a family’s home is ap-
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praised at a low value because of racial discrimination. This is a
huge problem in my City of Chicago.

Could you talk a little bit more about how the appraisal gap
hurts communities that have always had a hard time getting loans,
and what can Congress and housing advocates do to get help?

Mr. PERRY. Yes, that is a difficult one, because Congress does not
authorize appraisals. However, there are some key areas that we
know are at fault. We know that the price comparison model in
which homes are compared to other homes in similar neighbor-
hoods essentially recycles racism, because if you are essentially
measuring homes against other homes that have been impacted by
discrimination, you really never get a sense of values.

The other area that is clear that home improvements are not
treated the same in Black and Brown communities as they are in
White communities, and we see that time and time again.

And there is one other area, and this is the area—the Dodd-
Frank Act created an arm’s-length relationship between appraisers
and lenders, and it seems that in some communities, it is very
strict, where lenders and appraisers don’t talk at all, and it results
in loans falling through, where in White communities, there seems
to be enough communication to come to an agreed-upon price. And
so those are the three areas where I see of some of the biggest
problems.

Mr. GARcIA OF ILLINOIS. Thank you very much.

Mr. Chairman, I don’t have any more questions at this time. I
have to go vote.

GrChairman GREEN. The gentleman yields back. Thank you, Mr.
arcia.

The Chair now recognizes the vice ranking member, Mr.
Timmons from South Carolina, for 5 minutes.

Mr. TiMmmMONS. Thank you, Mr. Chairman.

Ms. Cooper, since the 1990s, the median wealth among minority
families has plateaued, while it has increased roughly 50 percent
for White families. This is a huge problem, as White families on av-
erage now have 41 times the wealth of Black families and 22 times
the wealth of Latino families. I think we can all agree that that
is a major problem.

A friend of mine, who is Black, explained it to me in a way that
really stuck with me. He said, imagine a game of monopoly. Cer-
tain families have been playing for generations. They have been
passing go, collecting $200. They have been purchasing property,
building houses, building hotels, buying the railroads, and certain
families have started much later. And it is challenging to play the
game, it is challenging to compete, it is challenging to have a
chance when you are faced with those kind of odds.

So, a racial wealth gap has always been an issue. But why has
it gotten worse over the last few decades, and does it have any-
thing to do with lending practices of financial institutions?

Ms. CoOPER. Thanks for that question. As I was saying in my
oral testimony, as you were describing, research suggests that dis-
parities in family wealth or in community relationships with finan-
cial institutions can potentially persist across generations. For ex-
ample, from parents to children, influencing children’s financial
outcomes, so, for example, children’s credit history or homeowner-
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ship status. And in this way, past discrimination can cause inter-
generational effects, and as I described, these disparities exist in
terms of access to financial products.

I will say in general, I am not aware of research around in-
creases or decreases in some of these disparities. Over time, a lot
of this research, particularly around intergenerational effects, is
relatively new. But I would be happy to do some more research on
that question and get back to you.

Mr. TiMmMONS. Thank you.

Mr. DarITY. I would like to comment on this, if I may, to say
that the widening gap that we have observed is in part attributable
to the adverse effects of the Great Recession, but more significantly
is due to the cumulative nature of wealth accumulation and
decumulation across generations. That is to say, wealth begets
wealth and lack of wealth begets lack of wealth.

And so communities that have been subjected to denial and dep-
rivation have less of an opportunity to transfer resources across
generations and, therefore, we observe a widening gap over the
course of time. It is a fact that is associated with the very way in
which people acquire additional assets.

Mr. TIMMONS. Sure. And, Mr. Darity, let me follow up on that.
I appreciate you jumping in.

Mr. DARITY. Yes.

Mr. TiMMONS. Would you agree that it is a worthy endeavor to
try to find ways to give people opportunities, who have not had op-
portunities in the past, without necessarily putting people who do
not fall into that category at a disadvantage?

I am in the military. I am in the South Carolina Air National
Guard, and we talk a lot about these issues, and the question be-
comes, not everyone is in the same box, and if you are going to try
to give people opportunities who have not had opportunities in the
past, that is a worthy endeavor, and I actually support that. My
concern is that there are people who would be lumped in with the
people who theoretically have had opportunities, who really haven’t
had opportunities.

So while we look at these statistics, and I agree they are actually
quite terrible and we need to take steps, the question is, if someone
is not necessarily in the bucket of, wealth begets wealth, they are
struggling just like anyone else, how do we not disadvantage that
person? Does that question make sense to you, sir?

Mr. DARITY. It makes sense to me, but I think that we have to
recognize that those differences in opportunity historically have
been racialized to the point that Whites who are in the bottom 20
percent of the income distribution have a higher median level of
wealth than all Black Americans taken together. And so, I would
argue that there is a racial differential that needs to be addressed.

Mr. TiMMONS. And I will do everything I can to help address
that, because I do agree with you, in large part.

And I guess my next question is, would you segment out—

Chairman GREEN. The gentleman’s time has expired. Excuse me.
I'm sorry.

Mr. TIMMONS. Oh, I will yield back, Mr. Chairman. Thank you.

Chairman GREEN. Okay. Because we are trying to end before this
next vote. The gentleman’s time has expired.
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And we will move on now to Ms. Garcia of Texas. You are now
recognized for 5 minutes.

Ms. GARCIA OF TEXAS. Thank you, Mr. Chairman, and thank you
so much for hosting this hearing.

And thank you to all of the witnesses. And most of all, thank you
for your patience as we struggle through these votes.

I want to start with Ms. Rice. Ms. Rice, the Center for Investiga-
tive Reporting report revealed that out of 31 million Home Mort-
gage Disclosure Act records, that modern-day redlining still exists
in 61 metro areas in our country. As compared to White borrowers,
lenders denied African-American borrowers in significantly higher
rates in 48 cities, Latinos in 25 cities, Asian Americans in 9 cities,
and Native Americans in 3 cities.

Still, 98 percent of the banks nationally received a passing grade
in the Community Reinvestment Act examination. What is wrong
here? Do you think that we need to redo how we grade for the
Community Reinvestment Act, and would moving from a pass/fail
system to a more transparent letter grade be better?

Ms. RICE. Thank you so much, Congresswoman Garcia, for that
question. One of the challenges that we face with the Community
Reinvestment Act and the CRA examinations is that it is not auto-
matically a given that if there are fair-lending violations at a finan-
cial institution, that it will translate into a lower score for the fi-
nancial institution.

And so, oftentimes, fair-lending violations are not even consid-
ered in terms of being reflected in the ultimate score for the finan-
cial institution. And that is why you have seen, since 1977, when
the Community Reinvestment Act was enacted, multiple examples
over and over again of financial institutions who have been found
to violate the Fair Housing Act, they have been found to have en-
gaged in discrimination, and received an outstanding CRA grade.

Part of that is because CRA is tied to income. The Community
Reinvestment Act says that lenders are supposed to be meeting the
credit needs of their entire delineated community, including low-in-
come areas. And it just depends on the guidance at the regulatory
agencies at the particular time, but for some reason, the part that
says that the banks are supposed to meet the credit needs of their
entire community—somehow, communities of color don’t get picked
up in that definition.

Ms. GARcIA OF TExAS. Should we look at other punishment, if
you will? Should we look at criminal sanctions for intentional dis-
crim?ination by the landlords, the builders, the mortgage compa-
nies?

Ms. RiCE. We can certainly look at that, whether or not there
should be criminal violations. But I think one of the first steps that
should be taken is we should add race as a consideration explicitly
in the Community Reinvestment Act, so it makes it clear that lend-
ers cannot redline communities of color, they cannot avoid serving
communities of color in order to get the higher grades in the CRA
designations.

And also, lenders should be required to include communities of
color in their service area. In other words, you shouldn’t be able to
carve out neighborhoods of color when you are designating what is
your service area.
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Ms. GArcia OF TExAs. Okay. But as my colleague, Ms. Tlaib,
mentioned, nobody goes around and says, “Okay neighborhood A,
you are being redlined.” It is a lot more subtle. And with algo-
rithms and the technology that is being used now, it is hard to
find, and it is hard to find the appropriate enforcement tool. But
thank you for that.

And I wanted to ask quickly, Ms. Espinoza, because I know I am
running out of time, you mentioned the three different kinds of
testing that you all do and look at. I think you said there was rent-
al testing, self testing, and mortgage testing. How complicated is
that, and about how much money do you all need for more testing
so that we can more easily prove some of these cases?

Ms. EspiNozA. Well—

Chairman GREEN. If I may, Ms. Espinoza, the gentlelady’s time
has expired, and we are trying to get back for the next vote.

Ms. EsPINOZA. Oh, okay. I can address that in writing.

Ms. GARcIA OF TExXAS. Thank you, Ms. Espinoza.

I yield back, Mr. Chairman. I apologize.

Chairman GREEN. That is quite all right. We are trying to get
to everybody.

We will now go to Ms. Williams from Georgia for 5 minutes. And
my apologies to everyone, but we do want to finish before the next
vote.

Ms. WiLLIAMS OF GEORGIA. Thank you, Chairman Green, and
thank you for convening this hearing today.

In my district and across the country, we see racial wealth dis-
parities brought on by barriers like invidious discrimination. In
2019, the median wealth in Black households was about $24,000,
compared to $188,000 for White households, with the gaps sure to
continue to widen because of the disproportionate impact of
COVID-19.

I have an obligation in Congress to work to break down these
barriers and ensure communities of color have a fair chance to buy
homes, start their own businesses, and even send their kids to col-
lege without taking on the massive debt that I have had to incur.
When fewer of us face barriers to building wealth and long-term
prosperity, the better off our economy, our communities, and our
people will be.

Professor Darity, student debt certainly stands in the way of
closing the racial wealth gap, but in your testimony, you mention
that there are some limitations to focusing exclusively on debt re-
duction. What are some next steps that we should consider from an
asset-building perspective to lessen the financial burden of things
like going to college for communities of color?

Mr. DARITY. Historically, the United States has practiced asset-
building policies. Representative of these are the 19th Century poli-
cies that involved land allocation. In the 20th Century, the policies
were focused primarily on supporting homeownership.

I would argue, though, that since the 1960s, the entire emphasis
of Federal policy has been on income supports rather than wealth
building or asset building. And so, if we are really concerned about
improving opportunities for all Americans to engage in the widest
range of opportunities, there needs to be a shift back towards
asset-building opportunities.
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And I would think that if we are thinking about individuals hav-
ing an opportunity to go to college and to leave college on a debt-
free basis, either we have to eliminate the expense of attending col-
lege altogether, as some people have advocated zero tuition for at-
tending State universities. I think that is an idea that should be
explored.

But on the other hand, I think that we tend to think about edu-
cation as driving wealth, but we really should think about wealth
as driving educational achievement. So, if we could alter the foun-
dation for assets that are held by a large number of wealth-poor
families in the United States, we would create greater opportuni-
ties for their kids to go further in school and not have to do so on
the basis of the acquisition of extraordinary levels of indebtedness.

Mr. PERRY. And, Representative Williams, I just wanted to add
that there are a number of innovative products going on right now
which are enabling people to get a mortgage and cancel a student
loan debt at the same time, and I think those are the kind of prod-
ucts we need to see in communities.

Ms. WILLIAMS OF GEORGIA. Thank you so much.

And, Professor Darity, I appreciate that.

Ms. Rice, I do have a quick question for you. As we have heard
today, we must break down the discriminatory barriers to things
like owning a home if we really want to close the racial wealth gap.
In your testimony, you offered some suggestions to increase diver-
sity in the real estate industry. Do you have any additional rec-
ommendations for increasing diversity in other parts of the finan-
cial services industry that impact how communities of color access
housing?

Ms. RICE. Yes, absolutely. One of the first things we have to do
is break down barriers to credit access and the overreliance on
things like credit scores. Credit scores are a major factor that pre-
clude people of color from being able to access financial services.
People of color disproportionately live in credit deserts. They also
disproportionately live in communities where there is a hyper con-
centration of nontraditional financial services providers who do not
report positive behavior to the credit repositories.

So, that is a huge thing that we need to break down, and we can
actually use new artificially intelligent tools in order to do that.
But we do need more support from regulators and Congress in
order to onboard those new debiasing, tech debiasing methodologies
so that we can expand opportunities for people.

Ms. WILLIAMS OF GEORGIA. Thank you.

Ms. COOPER. And I will just—

Ms. WILLIAMS OF GEORGIA. We are out of time, because we only
get 5 minutes, but I appreciate everyone being here today. And I
look forward to working with everyone on the subcommittee as we
continue to address these disparities.

Thank you, Mr. Chairman. I yield back the balance of my time.

Chairman GREEN. And thank you very much for being a little bit
conscious of the time. I greatly appreciate it.

Let me move expeditiously and yield myself 5 minutes, so that
we may quickly get to the next vote.

I was here in 2008 when we had the downturn in the economy,
and one of the questions that we asked quite consistently was,
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would anyone go to jail for the predatory lending that took place?
The answer to the question is, yes, someone did: one person. One
person went to jail for that long line of predatory lending that took
place. In fact, we had one CEO of a major bank who settled out
of court with the Justice Department, and the bank’s board of di-
rectors gave this CEO a 74 percent raise in salary, amounting to
about $20 million.

So, the question becomes this: Do we want to continue to allow
persons who make loan applications to be punished criminally for
falsifying information on a loan application while the loan origi-
nator does not face any charges if the loan originator denies a per-
son credit? That is predatory lending, by the way. If you inten-
tionally deny a person credit who is qualified for that credit, you
are engaging in predatory lending, which is a crime.

But the question becomes, how do we deal with it? And testing
is the means by which we can acquire the empirical evidence nec-
essary to prosecute these crimes.

Let me start with you, Ms. Rice. Would you give me some indica-
tion as to how efficacious testing is, in your opinion, with reference
to bringing forth the empirical evidence necessary to prosecute?

Ms. RICE. Testing is extremely efficacious for that purpose. And
thank you so much, Congressman Green, for that question. The Su-
preme Court actually has stated that testing is one of the most
verifiable and efficient ways of ferreting out discrimination.

Part of the challenge though, is that we don’t have sufficient
funding to support testing in the United States, and it is private
fair housing organizations who engage in testing in a consistent
fashion, as you have heard Frances Espinoza already testify to. But
the challenge is that, some years we have very, very little funding
to support testing and in some years we have more funding, but
we never have sufficient funding.

The other thing that—

Chairman GREEN. Let me intercede for just a quick second. I am
familiar with the Fair Housing Initiatives Program (FHIP) and the
Fair Housing Assistance Program (FHAP). Here is something that
is important. In H.R. 166, we provide for, in the Consumer Finan-
cial Protection Bureau (CFPB), an entity to conduct these tests. We
want to formalize it to a greater degree.

I still support FHIP and FHAP. That is a great program, so I am
going to support it. But what I would like to know is, if we put this
together with the CFPB, does that give you some greater degree of
belief that we can police and deter those who would intentionally
deny people loans? Ms. Rice?

Ms. RICE. Yes, I do. And we vehemently support the bill that you
referenced, the Fair Lending for All Act. It definitely will, and it
is important for Congress to include protections, guardrails, so that
the testing program can be ongoing no matter who is in control or
who is at the helm of the organization.

Chairman GREEN. Let me move quickly to Ms. Espinoza. Ms.
Espinoza, would you agree that testing is an efficacious method-
ology, and would you support H.R. 166 as we propose having test-
ing take place through the CFPB?

Ms. EspiNozA. Yes. Testing is the best way to uncover these
predatory practices in fair housing investigations, so I do support—
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Chairman GREEN. Okay. And let me ask Mr. Perry, would you
agree as well?

Mr. PERRY. Yes. And, in fact, journalists and individuals are
doing it.

Chairman GREEN. I hate to do this to you, but I am going to have
to accept your yes, because I am running out of time.

Mr. PERRY. Yes.

Chairman GREEN. And I can’t be unfair to others by giving my-
self more time.

Just let me say, Professor, I am very much familiar with Andrew
Johnson and what happened, especially as it relates to him in 1868
when there was an effort to impeach him. I would add that he was
the bigot of his time, and he denied the newly free persons the op-
portunity to start to amass wealth with the land that would have
been accorded them. I can only say this, I don’t pretend to say that
this is the silver bullet, but this will at least help us with some of
the credit issues. I do agree with you that the wealth issue is some-
thing that is paramount for us.

With that said, my time has expired, friends. I do appreciate all
of the witnesses for being here today. Your being here and being
patient with us has meant a lot to us. I regret that we had to inter-
cede with votes, but these things happen, and we now have another
vote that we have to deal with. So thank you, all of you.

The hearing is now adjourned, after I read a statement, excuse
me. There is a statement that I have to read before we can adjourn
this hearing, so please be patient as I move to the statement.

I thank the witnesses for their testimony and for devoting their
time and resources to share their expertise with this subcommittee.
Their testimony today will help to advance the important work of
this subcommittee and of Congress in addressing lending discrimi-
nation and systemic racial inequality.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

This hearing is now adjourned. Thank you so much.

[Whereupon, at 5:23 p.m., the hearing was adjourned.]
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Chairman Green. Ranking Member Barr. Members of the Subcommittee. thank vou for the opportunity to
testify today. My name is Cheryl Cooper, and [ am an Analyst in Financial Economics at the
Congressional Rescarch Service (CRS) focusing on consumer finance markets and policy issues. CRS’s
role is to provide objective, nonpartisan research and analysis to Congress. CRS takes no position on the
desirability of any specific policy. Any arguments presented in my written and oral testimony are for the
purposes of informing Congress. not to advocate for a particular policy outcome,

My testimony will focus on racial, ethnie, and other disparities in access to financial products and
services. In particular, I will focus on discussing disparities in access to bank and other pavment accounts
and disparities in inclusion in the credit reporting system. These areas are generally considered
foundational for houscholds to successfully manage their financial affairs, and graduate to wealth-
building activities in the future, such as homeownership.'

Consumers often rely on family or community connections to get their first bank accounts, establish a
credit history, and gain access to affordable credit. However, research suggests that disparities in family
wealth or in community relationships with financial institutions can potentially persist across
generations.” A factor that may be influencing racial disparities is the intergenerational effects of
discrimination—for example, historical redlining practices in the mortgage lending market.” Morcover,
violations in fair lending laws can cause harm to consumers who do not get access to financial services.
This is important because safe and affordable financial services are an important tool for most American
houscholds to help them avoid financial hardship and build assets over the course of their lives.

Some U.S. houscholds do not use banking services or have a robust credit history. Different barriers affect
different populations. For some vounger consumers, a lack of a co-signer might make it more difficult to
build a credit report history, and a lack of knowledge or familiarity with financial institutions may be a
barrier to obtaining a bank account. For consumers living paycheck to paycheck. a bad credit historv ora
lack of money could serve as barriers to obtaining affordable credit or bank accounts. For consumers
living in rural areas, living further from bank branches or not having high-speed internet may make it
more difficult to access quality banking services.

My testimony will first discuss the impact on consumers of access to financial products and services,
Second, I will discuss racial. ethnic, and other disparitics in access to financial services and then. lastly.
potential policy interventions.

! Wealth-building activities include access to homeownership, education, and other financial investments, such as for retirement.
For more mformation on homeownership, see CRS Report R42993, An Overview of the Housing Finance System in the United
States, by Katie Jones, Darryl E. Getter, and Andrew P. Scott, For more information on education finance, see CRS Report
R43351, The Higher Education Act (HHEA): A Primer, by Alexandra Hegji. For more information on saving and investing for
retirement, see CRS Report R46441, Saving for Reti > Household Decisi king and Policy Options, by Cheryl R.
Cooper and Zhe Li.

* For example, recent research studies suggest correlations between parent credit and wealth characteristics and children’s future
credit scores and homeownership status. See Andra C. Ghent and Marianna Kudlvak, “Intergenerational Linkages in Household
Credit,” Federal Reserve Bau.f. af San .F':w:( rcw w orimg Paper Se'm's'. Working Paper 2016-31, December 2016,

http:fwww frhstorg/ fworking-papers/wp2016-31.pdf; Rawley 7. Heimer and Nicholas Fritsch,
“Intergenerational Homeownership and Mongagc Distress,” Lcwmnc (“ommem'ary Federal Reserve Bank of LI;.ueI'md June
18, 2020, hitps:/www.clevelandfed.org/, el y/2020
commentaries/ec-202012- uncrgr.uu 1omal-1 mershiy J-mor.,_, listress.aspx and Jung Hyun, Choi Jun Zhu, and
Laurie Good Interg [ H. ship: The Impact of Parental Homeownership and Wealth on Young Adults®

Temire Choices, Urban Institute, October 2018,
https:/fwww urban.org/sites/default/files/publication/992 5 | /intergenerational_homeownership_(.pdf.

* Mehrsa Baradaran, The Calor of Money: Black Banks and the Racial Wealth Gap (Harvard University Press, 2017)
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Prepared for Congress



34

C ional R h Service

The Impact of Access to Financial Products and Services*

In the United States, robust consumer credit markets allow most consumers to access financial services
and credit products to meet their needs in traditional financial markets. For example, the vast majority of
consumers have a bank account, a credit score, and a credit card. However, some consumers—who tend
to be vounger adults. low- and moderate-income (LMI) consumers. racial or ethnic minorities, and those
who live in rural areas—can find gaining access to these products and services challenging. In addition,
discrimination, such as violations in fair lending laws, can also prevent consumers from accessing
financial services.

These consumers may find managing their financial lives expensive and difficult. Some houscholds also
use financial products and services outside of the banking system cither by choice or due to a lack of
access to traditional institutions. While products outside the banking sector may better suit some
households’ needs, these products might also lack consumer protections or other benefits that traditional
financial institutions tend to provide.

Financial inclusion refers to the idea that individuals “have access to useful and affordable financial
products and services that meet their nceds—transactions, payments, savings, credit, and insurance—
delivered in a responsible and sustainable way.™ Access to financial products allows households to better
manage their financial lives, such as storing funds safely, making payments in exchange for goods and
services, and coping with unforeseen financial emergencies, such as medical expenses or car or home
repairs.

The Consumer Financial Protection Bureau (CFPB)° defines financial well-being as:

1. having control over day-to-day. month-to-month finances.

2. having the ability to absorb a financial shock,

3. being on track to meet financial goals, and

4. being able to make choices that allow a person to enjoy life.”

Many Americans have low financial well-being and live pavcheck to paycheck. National surveys suggest
that about 40% of Americans find “covering expenses and bills in a typical month is somewhat or very
difficult.”™ and they could not pay all of their bills on time in the past vear” In addition. more than 35% of
households did not set aside any money in the past year for emergency expenses.'” Therefore, a sizable
portion of the adult population report they would have difficulty meeting an unexpected expense. If faced
with a $400 unexpected expense. 39% of adults say they would borrow, sell something, or not be able to

* For more information on financial inclusion and credit access policy issues, see CRS Report R45979, Finaneial Inclusion and
Credit Access Policy Issues, by Cheryl R. Cooper.

* The World Bank's definition of financial inclusion. See World Bank, “Financial Inclusion,” October 2, 2018,
https:/fwww. worldbank org/enftopic/{i talinclusion/overview.

@ For more information on the Consumer Financial Protection Bureau (CFPB), see CRS In Focus IF1003 1, Introduction to
Financial Services: The Consumer Financial Protection Burean (CFPB), by Cheryl R. Cooper and David H. Carpenter.

T CFPB, Financial Well-Being: The Goal of Financial Education, January 2015, p. 5, https:/files. consumerfinance.gov/f/
201501 _cfpb_report_financial-well-being, pdf.

8 CFPB, Financial Well-Being in America, September 2017, p. 72, hitps://files. finance.gov/ifd ts/
2001709 _cipb_financial-well-being-in-America.pdf.

? Financial Health Network (formerly CFSI), U.S. Financial Health Pulse: 2018 Baseline Survey Results, May 2019, p. 4,
hittps:/finhealthnetwork org/research/u-s-financial-health-pulse-2018-baseline-survey-results/,

1 Federal Deposit Insurance Corporation (FDIC), How America Banks: Household Use of Banking and Financial Services, 2019
FDIC Survey, October 2020, p. 35, https:/fwww fdie. govianalysisThousehold-survey /201 9report pdf’
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cover the expense.'' These financial struggles lead to real impacts on the health and wellness of these
families; those with low financial well-being are more likely to face material hardship.'

Banking and Other Transaction Accounts

The banking sector provides valuable financial services for houscholds that allow them to save, make
payments, and access credit.”* Most U.S. consumers choose to open a bank account because it is a safe
and secure way to store money.'* For example, the Federal Deposit Insurance Corporation (FDIC) insures
up to $250,000 per depositor against an institution’s failure. In addition, consumers gain access to
payment services through checking accounts, such as bill pay and paper checks. Frequently, a checking
account includes access to a debit card. which facilitates payment transactions through the account. For
most consumers, a bank account is less expensive than alternative ways to access these tvpes of services.
Some studies suggest that affordable access to payment transactions may be particularly important for
consumers to manage their financial lives.””

For most consumers, opening a bank account is relatively easy. A consumer undergoes an account
verification process and sometimes provides an initial opening deposit of money into the account. Many
consumers open their first depository account when they get their first job or start post-secondary
education. Bank accounts are often the first relationship that a consumer has with a financial institution,
which can later progress into other types of financial products and services, such as loan products or
financial investments. Financial institutions sometimes provide consumer loans to existing customers.
even if the borrower lacks a credit history (e.g., a consumer with a checking account who is a student or
voung worker) to build long-term relationships.

Banking Account Alternatives

Some houscholds use financial services outside of the banking system. Nonbank financial transaction
products include check cashing. money orders, and bill pavment services. These products can sometimes
be less expensive, faster, and more convenient for some consumers.'® For example, although check
cashing, money orders, and other nonbank transaction products might charge high fees. some consumers
may incur higher or less predictable fees with a checking account. In addition, such nonbank financial
transaction products might allow consumers to access cash more quickly, which might be valuable for
consumers with tight budgets and little liquid savings or credit to manage financial shocks or other
expenses, Lastly, nonbank stores often are open longer hours than banks, including evenings and
weekends, which might be more convenient for working houscholds. Although consumers may find
benefits in using financial services outside of the banking system, these products may not always have all
of the benefits of bank accounts, such as FDIC insurance or other consumer protections.

General-purpose prepaid cards are another popular altemative to a traditional checking account. These
cards can be obtained through a bank, at a retail store, or online, and they can be used in payment
networks such as Visa and MasterCard. General-purpose reloadable prepaid cards generally have features

' Federal Reserve, Report on the Economic Well-Being of U.S. Households in 2018, May 2019, p. 2,
hittps:/fwww.federalreserve gov/publications/files/2018-report ic-well-being-us-households-201905 pdf.

12 CYFPB, Financial Well-Being in America, p. 6.

1* The banking sector includes both banks and credit unions,

' Bank accounts refer 1 checking, savings, and other accounts at all depository mstitutions, including banks and credit unions.

1* CFPB, Financial Well-Being in America, p. 57, and Dean Karlan et al., Research and Impacts of Digital Financial Services,
National Bureau of Economic Research (NBER), Working Paper no. 22633, September 2016, p. 3.

16 Lisa Servon, The Unbanking of America: How the New Middle Class Swrvives (Marner Books, 2017).
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similar to debit and checking accounts, such as the ability to pay bills electronically, get cash at an ATM,
make purchases at stores or online. and receive direct deposits. Prepaid cards often have a monthly
maintenance fee and other particular service fees, such as for using an ATM or reloading cash.

Impact of Access to Banking and Other Transaction Accounts

Research has examined the impact of access to bank and other transaction accounts in achieving financial
well-being. For example. a CFPB study found that not having a bank account and nonbank transaction
product use (e.g., check cashing or money orders) is correlated with lower financial well-being.'” In
addition, accumulating liquid savings'® is highly correlated with the CFPB’s financial well-being scale."”

Other research suggests that emergency savings are crucial for a houschold’s financial stability. The
ability to meet unexpected expenses is particularly important, because within any given yvear most
houscholds face an unexpected financial shock.” For example. one study found that following a financial
shock, families with even a relatively small amount of non-retirement savings (e.g.. $250-8$750) are less
likely to be evicted or miss a housing or utility payment.*' These findings are consistent throughout the
income spectrum, not only for lower-income families.™

One barrier for building emergency savings may include not having a separate account dedicated to
saving.”” When money is kept in a transaction account intended for emergencies, it can be vulnerable to
unintentional overspending,™ In particular, debit accounts seem to help consumers save more by reducing
money spent on financial services and monitoring costs.™ Morcover, access to faster and more secure
payment services has also been shown to provide benefits to consumers. including helping lower-income
consumers better handle financial shocks.™

The Credit Reporting System?”

The credit reporting industry collects information on consumers that is frequently related to their past
financial performance and repayment history on traditional credit products. Lenders use the information

T CFPB, Financial Well-Being in America, p. 57.

"% Liquid savings are financial assets, such as a savings account, from which the household can easily access funds. In contrast,
illiquid wealth includes valuable items, such as a car or home that a household owns. For more information on U8, households’
balance sheet, see CRS Report R43813, An Overview of Consumer Finance and Policy Issues, by Cheryl R, Cooper

12 CFPR, Financial Well-Being in America, pp. 49-53,

2 According to a Pew Charitable Trusts survey. 60% of houscholds face a fnancial shock within 12 months, such as a major car
or home repair, a trip to the hospital, a pay cut, or another large expense. The median cost of a household's most expensive shock
during a year is 32,000, For more information, see Pew Charitable Trusts, How Do Families Cope with Financial Shocks? The
Role of Emergency Savings in Family Financial Security, October 2013, pp. 4-3, https:/fwww. pewtrusts org/~media/assets/20 15/
1(Memergency-savings-report-1 _artfinal pdf.

2 Signe-Mary McKeman et al., Thriving Residents, Thriving Cities: Family Financial Security Meaiters for Cities, Urban
Institute, April 2016, p. 2, https://www.urban, org/ h/publi idents-thriving-cities-family-financial-security-
matters-cities.

m/thnving.

3 McKeman et al., Thriving Residents, Thriving Cities, pp. 6-9.

 Karlan et al., Research and Impacts of Digital Financial Services, p. 2.

2 For more information on consumer financial biases, see CRS Report R45813, An Overview of Consumer Finance and Policy
Issues, by Chervl R. Cooper.

2 Pierre Bachas et al., How Debit Cards Enable the Poor to Save More, NBER, Working Paper no. 23252, October 2018,

* Rarlan et al., Research and Impacts of Digital Financial Services, p. 3.

*7 For more information on the eredit reporting industry, see CRS Report R44125, Consumer Credit Reporting, Credit Bureaus,
Credit Scoring, and Related Policy Issues, by Chervl R. Cooper and Darmrvl E. Getter
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to estimate the probability of successfully repaying a loan or defaulting on it. Consumer files generally do
not contain information on consumer income or assets or on nonbank financial services. Credit bureaus
collect and store payment data reported to them by financial firms and others, and they or other credit
scoring companies use this data to estimate individual consumers” creditworthiness, generally expressed
as a numerical “score.” The three largest credit bureaus—Equifax, Experian, and TransUnion—provide
credit reports nationwide that include repayment histories.™ Credit reports generally may not include
information on items such as race or ethnicity, religious or political preference, or medical history.

Impact of Access to the Credit Reporting System

The credit reporting industry significantly affects consumer access to financial products, because lenders
and other financial firms use consumer data or a credit score as a factor when deciding whether to provide
credit or other products to an individual and under what terms. For this reason, inclusion in credit bureaus
can have positive effects on consumers by reducing market information asymmetry and allowing some
consumers to obtain better terms of credit.” Consumers with good credit histories may find it casy to
access credit on good terms. Consumers who find it challenging to enter the traditional credit reporting
svstem may face challenges accessing many consumer credit products, such as mortgages or credit cards.
In this way, a limited credit history can serve as a barrier to obtaining affordable credit. Yet consumers
also face challenges developing a credit history without access to credit products, This chicken-and-cgg
situation can make it difficult for some people to enter the credit reporting system.

Some consumers can access nonbank credit financial products for their credit needs without a credit
history. Nonbank credit financial products include payday loans, pawn shop loans, auto title loans, and
other types of loan products from nonbank providers.*” Some argue that these products are expensive and
are more likely than bank products to lead to debt traps. Bank credit may be less expensive for borrowers
with good credit histories or relationships with banks. For other consumers. nonbank credit financial
products might better serve their needs due to fee structure or less stringent underwriting ™

Disparities in Access to Financial Services

Racial, ethnic, and other disparities exist in access to bank and other payment accounts and in inclusion in
the credit reporting system. One factor influencing these disparities is likely the intergencrational effects
of discrimination. Some consumers face barriers that make it more difficult for them to open bank
accounts, enter the credit system, and gain access to financial product and service offerings. These
barriers can be significant because they may disadvantage these consumers from effectively managing
their financial lives and achieving financial well-being.

% For a list of consumer reporting agencies, see ‘List of Consumer Reporting Agencies,” issued by CFPB, at
hitps: //files consumerfinance. gov/fid fefpb_ct porting: P ist.pdf,

¥ Karlan et al., Research and Impacts of Digital Financial Services, pp. 4-5.

* For more information, on nonbank altemative credit products, see CRS Report R44868, Shon-Term, Small-Doliar Lending:
Policy Issues and Implications, by Darryl E. Getter; and CRS Insight IN11059, CFPE Finalizes New Payday Lending Rule,
Reversing Prior Regnlation, by Chervl R. Cooper

31 The extent to which borrowers’ financial situations would be harmed by using ea\pm‘:l\'e credit or having limited access to
credit is widely debated. Credit 15 an important way houscholds pay for pecls p and pensate for emergencies,
such as a car or home repair, a medical expense, or a pay cul. Research suggests that access to this tvpe of short-term credit can
help households during short-term emergencies, vet unsustainable debt can harm households. Consumer groups often raise
concerns regarding the affordability of small-dollar loans. Some borrowers mav fall into debt traps, situations where borrowers
repeatedly roll over existing loans into new loans and find it difficult to repay outstanding balances.
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Disparities and Barriers to Bank Accounts and Transaction Services®

According to the FDIC s 2019 survey, 5.4% of houscholds in the United States were unbanked. meaning
that these households do not have a bank account.” Unbanked consumers tend to be lower-income,
vounger, have less formal education, of a racial or ethnic minority, disabled, and have incomes that varied
substantially from month to month compared with the general U.S. population.™ Urban and rural
houscholds were more likely to be unbanked compared to suburban houscholds.** Unbanked persons may
be electing not to open a bank account due to costs, a lack of trust, or other barriers. According to the
survey. these households report that they do not have a bank account because they do not have enough
money, do not trust banks, are concermed about privacy, and want to avoid high and unpredictable bank
fees.™ Prepaid card use was more prevalent among unbanked houscholds.’” Morcover, unbanked
households are much more likely to report not saving for unexpected expenses and emergencies (74%)
than banked households **

In addition, 17.2% of houscholds used nonbank financial transaction services in the past vear.”” Nonbank
financial transaction services include money orders. check cashing, and bill pavment services.
Houscholds using nonbank financial transaction services tend to be lower-income, vounger, have less
formal education, of a racial or ethnic minority, and have incomes that varied substantially from month to
month compared with the general U.S. population.* These households are more likely to be unbanked:
however, 15% of banked consumers used nonbank financial transaction services in the past year as well !

Consumers with low bank account balances or who are less creditworthy may generally be less profitable
for banks to serve. Lower-balance consumers provide banks minimal funds to lend out and earn interest.
Moreover, less creditworthy consumers may be less likely to develop profitable relationships with banks
if they are not in a position to obtain loans. Therefore, bank fees allow banks to recoup the costs
associated with providing accounts for these consumers. Because of the way bank fees are structured,
consumers with lower balances using checking and savings accounts tend to incur more fees than
consumers with higher balances.

The availability of free or low-cost checking accounts has reportedly diminished in the past decade or so,
and fees associated with checking accounts have grown.* In addition to certain minimum account balance
and other service fees, the most common fees that checking account consumers incur are overdraft and
nonsufficient fund fees. ¥ Overdraft services can help consumers pay bills on time, but fees can be costly,

¥ For more information on access to bank accounts, see CRS In Focus IF11631, Financial clusion: Access to Bank Accounis,
by Cheryl R. Cooper.

BFDIC, How America Banks, p. 1.

HEDIC, How America Banks, pp. 1-2.

BEDIC, How America Banks, p. 2.

B EDIC, How America Banks, p. 3,

STEDIC, How America Banks, p. 6.

EFDIC, How America Banks, p. 56.

B EDIC, How America Banks, p. 6.

W EDIC, How America Banks, p. 6.

WFDIC, How America Banks, p. 39.

1 CFPB, CFPB Study of Overdraft Programs: A White Paper of Initial Data Findings, June 2013, pp. 15-17.
hitps://files.consumerfinance.gov/f/201306_cfpb_whitepaper_overdraft-practices.pdf; and FDIC, FDIC Quarterly Banking
Profile: Ouarterly Income Time-Series Data, 2019, https: fwww. fdic.gov/bank/analy tical/gbpy/.

3 Trevor Bakker et al., Data Point: Checking Account Overdraft, CFPB, July 2014, p. 5, https://files.consumerfinance. gov/{/
201407 _cipb_report_data-point_overdrafts pdf.
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particularly if used repeatedly.* For consumers living paycheck to paycheck. maintaining bank account
minimums and avoiding account overdrafts might be difficult, leading to unaffordable account fees. In
addition, unpaid fees can lead to involuntary account closures, making it more difficult to obtain a bank
account in the future.

Bank access may also have a geographic component, as some observers are concerned that banking
deserts—areas without a bank branch nearby—exist in certain communities. Branch offices are still
important to many consumers, even as mobile and onling banking has become more popular. For
example, most banked houscholds visit a bank branch regularly, and over a quarter of banked households
visit 10 or more times in a year.** Older and rural households were more likely to visit bank branches
more frequently than other banked houscholds.*® However, in the past decade. the number of bank branch
offices has declined in the United States due to many causes, such as bank consolidations and the rise of
online banking,*’ Some argue that this has left some communities without any nearby bank branches,
making it more difficult to access quality banking services. particularly in lower-income, non-urban
arcas.” Yet others argue that banking deserts are not a major issue in the United States because they have
been stable over time, and minority areas are less likely to be affected than other areas of the country.*

Disparities and Barriers to Entering the Credit Reporting System

According to the CFPB, credit scores cannot be generated for approximately 20% of the U.S. population
due to their limited credit histories.” The CFPB categorizes consumers with limited credit histories into
several groups. One category of consumers, referred to as credit invisibles, have no credit record at the
three nationwide credit reporting agencies and. thus, do not exist for the purposes of credit reporting.
Credit invisibles represents 11% of the U.S. adult population. or 26 million consumers. Another category
of consumers have a credit record and thus exist, but they cannot be scored or are considered unscorable.
Unscorable consumers either have insufficient (short) histories or stale (outdated) histories. The
insufficient and stale unscored groups. each containing more than 9 million individuals, collectively
represent $.3% of the U.S. adult population, or approximately 19 million consumers.”!

* For more information on overdraft, see CRS In Focus IF 11460, Overdrafi: Payment Service or Small-Dollar Credit?, by
Andrew P. Scott.

BFDIC, How America Banks, p. 23.

4 FDIC, How America Banks, p. 24.

7 Although some traditional banks have tried to compete in digital banking to provide cheaper products to consumers, banks
have not alwz 1ys been successful with the enline product channel, See Penny Crosman, “Where Did JPMorgan Chase’s Finn
Experiment Go Wrong?,” American Banker, June 6, 2019,

* Drew Dahl and Michelle Franke, “Banking Detr'r.rs Become a C ocer ot Bmudn.s Dy Up. Federal Reserve Bank of St
Louis, Tuly 25, 2017, https:/fwww.stlouisfed org ions/reg ist/second-quarter-2017/banking-deserts-become-
a-concerm-as-branches-dry-up: Donald Morgml Ma\lm Pinkov b}\l\' and Brvan Yang, Banking Deserts, Branch Closings, and
Soft Information, E-ederal Rcﬁer\.c. Bank of New York, March 7, 2016, hltp» /Mibertystreeteconomics. newvorkfed org/20 16403/

banking-deserts-t s-and-solt-infi ion. html: and Francisco Covas, Some Facts Abowt Bank Branches and LM
Customers, Bank }’oliu Institute, April 4, 2019, hitps://bpi.conmynotes-papers-p ions/some-facts-about-bank-t hes-and
Imi-customers/.

** Morgan, Pinkovskiy, and Yang, Banking Deserts, Branch Closings, and Saft Information, and Covas, Seme Facts About Bank
Branches and LMI Customers.

* Kenneth P. Brevoort, Philipp Grimm, and Michelle Kambara, Data Point: Credit Invisibles, CFPB, May 2015, p. 6,
http://iles.consumerfinance.gov/(/201305_ctpb_data-point-credit-invisibles. pdf.

*I Brevoort, Gnmm, and Kambara, Data Poini: Credit Invisibles, p. 6
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Limited credit history is correlated with age. income, race, and ethnicity. Many consumers that are credit
invisible or unscorable are young. For example, 40% of credit invisibles are under 25 vears old. ™
Moreover, consumers who live in lower-income neighborhoods or are Black or Latino are also
disproportionately credit invisible or unscorable compared with the U.S. population.™ Credit invisibility
is higher in rural arcas as well as arcas where fewer houscholds have high-speed internet.

Most voung adults transition into the credit reporting system in their early 20s—80% of consumers
transition out of credit invisibility before age 25. and 90% do so before age 30.™ For young consumers,
the most common ways to become credit visible are through credit cards, student loans, and piggvbacking
(i.c., becoming a joint account holder or authorized user on another person’s account, such as a parent’s
account).”® Young adults in LMI neighborhoods tend to make the transition to credit visibility at older
ages than do voung adults in higher-income neighborhoods. In urban areas, consumers over 25 years old
from LMI neighborhoods have higher rates of credit invisibility than those in middle- and upper-income
areas.”” In addition, the highest rates of credit invisibility for consumers over 23 vears old are in rural
arcas, and these rates do not vary much based on neighborhood income.** Credit invisible consumers in
LMI and rural areas are less likely to enter the credit bureaus through a credit card than credit invisible
consumers in other parts of the country,” possibly because piggybacking is notably less common in LMI
communities.”” Moreover, using student loans to become credit visible is also less common in LMI

arcas.”’

Over 27% of houscholds do not have access to bank credit products.” generally because they are either
unscorable or have a blemished credit history. These households tend to be lower-income. have less
formal education, of a racial or ethnic minority, and disabled compared with the general U.S.
population.* Morcover, less than 5% of households used nonbank credit financial products, such as
payday or pawn shop loans. in 2019.°* These houscholds also tend to be lower-income. have less fomlal
education, of a racial or ethnic minority, and disabled compared with the general U.S. population.** Rural
houscholds were more likely to use nonbank credit products than suburban and urban houscholds, as well
as houscholds in the South.*

1 Brevoort, Grimm, and Kambara, Data Poimt: Credit Invisibles, p. 14.
3 Brevoort, Grimm, and Kambara, Data Point: Credit Invisibles, pp. 16-23.
* Kenneth P, Brevoort et al., Data Point: The (‘eagmpln af C redu .Irmnr-‘!r.frry CF i’]i.t‘cptn.mber 2018, p. 11, 20,

https:/ffwww. finance.gov/data- phy-credit-invisibility/.
* Kenneth P. Brevoort and Mi»h\.]!c Kambara, Data Peint: b’mwmg C redit Visible, CFPB, June 2017, pp. 5 and 8,
hitps:#files finance.g /BecomingCreditVisible_Data_Point_Final pdf.

* Brevoort and Kambara, Data Point: Becoming Credit Visible, p. 13; and CFPB, Building a Bridge to Credit Visibility: 4
Report on the CFPB sSuptembep 2018 Bm!rfuqea Bnd’g\e to Credit Visibiliny Symposinm, July 2019, p. 12,
hittps: files.c finance. gov/fidoc pb_building-a-bridge-to-credit-visibility _report.pdf.

5 Brevoort et al., Data Point: The Geography of Credit Invisibility, pp. 10-11.
*% Brevoort et al., Data Point: The Geography of Credit Invisibility, pp. 11-12,
* Brevoort el al., Data Point: The Geography of Credit Irvisibility, p. 13.

0 Brevoort and Kambara, Data Point: Becoming Credit Visible, p. 6.

ol Brevoort and Kambara, Data Point: Becoming Credit Visible, p. 17.
S2FDIC, How America Banks, p. 8.

SYFDIC, How America Banks, p. 48.

SFDIC, How America Banks, p. 8.

SFDIC, How America Banks, p. 8.

e FDIC., How America Banks, pp. 9,49
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Possible Policy Responses

Expanding access to banking services and the credit reporting system could reduce racial, ethnic, and
other disparities that currently exist, and help more consumers achieve higher financial well-being and
graduate to wealth-building activities in the future, such as homeownership. Some research suggests that
consumers may particularly benefit from (1) access to affordable electronic payment system services and
a safe way to accumulate and hold emergency savings, for example, through a traditional bank account:
and (2) access to the credit reporting system and affordable credit. The government, the private sector,
and the nonprofit sector may all be in a position to help increase access to these types of financial
products for the underserved.

Bank Regulation Changes. Some propose changes to bank regulation to try to increase access to bank
accounts and bank credit products. For example, bank regulators have considered changes to the
Community Reinvestment Act (CRA; 12 U.S.C. §§2901-2908) to give banks more credit for bank
account outreach activities in underserved communities.®” In addition. bank regulators have considered
their guidance to banks interested in offering small-dollar lending products.”* However, policymakers
often face a trade-off between consumer protection and access to credit when regulating the banking
sector.

Payment System Improvements.”” Payment system improvements, either by the government or by the
private sector, may also have the potential to improve welfare for unbanked consumers or consumers who
use nonbank transaction products. Many of these consumers choose nonbank transaction products such as
check cashers to access their funds quickly.” These consumers might not require such products if bank
payment svstems operated faster than they currently do. Both the private sector and the government are
currently working on initiatives to make the bank payment system faster.” For example, the Federal

7 See U.S. Department of the Treasury, “Memorandum for the Office of the Comptroller of the Currency, the Board of
Governors of the Federal Reserve System, the Federal Deposit Insurance Corporation,” April 3, 2018,

hitps:/Mome treasury. gov/sites/default/Tiles/201 8-04/4-3-18%620C RAY20memo pdf; and Federal Reserve, Perspectives from
Main Street: Stakeholder Feedback on Modemizing the Commumity Reinvestment Act, June 2019, p. 9,

hittps: www. federalreserve gov/publications/files/stakeholder-feedback-on-modemizing-the-community -reinvestment-act-
200906 pdt. For more information on the Community Reinvestment Act (CRA), see CRS Report R43661, The Effectiveness of
the Community Reinvestment Act, by Darryl E. Getter.
% Before 2013, some banks offered deposit advance products to s with bank which were shori-term loans
paid back automatically out of the borrower’s next qualifying electronic deposit. In 2013, the Office of the Comptroller of the
Currency (OCC), FDIC, and Federal Reserve issued supervisory guidance advising banks to make sure deposit advance products
complied with ion and safety and soundness regulations. In October 2017, the OCC rescinded the 2013
guidance and in May 2013 issued a new bulletin to encourage their banks to enter this market. In November 2018, the FDIC
solicited advice about how to encourage more banks to offer small-dollar eredit products. See OCC, “Guidance on Supervisory
Concers and Expectations Regarding Deposit Advance Products,” 78 Federal Register 70624, November 26, 2013; FDIC,
“Guidance on Supervisory Concerns and Exp ions R ling Deposit Ad Products,” 78 Federal Register 70552,
November 26, 2013, Federal Reserve, Statement on Deposit Advanee Products, CA 13-7, April 25, 2013,

hitps:/fwww federalreserve. govisupervisionreg/ealetters/CA 1 3-0Tattachment. pdt, OCC, Core Lending Principles for Short-Term,
Small-Dollar Installment Lending, May 23, 2018, hitps:/fwww.occ. ﬂo\-'fnm\'s—i&wancesﬂmllelinsfmIEﬂaullelin—llllﬂ—l*l html,
OCC, “Rescission of Guidance on Supervisory Concems and E tions R 2 Deposit Ad Products,” 82 Federal
Register 196, October 12, 2017, and FDIC, “Request for Information on bnwl] Dullm' Lending,” 83 Federal Register 58566,
November 20, 2018, htps:/fwww govinfo.govicontent/pkg/FR-2018-11-20/pd 720 18-25257 pdf.
% For mote information, see CRS Report R43927, U.S, Payment System Policy Isswes: Faster Payments and Innovation, by
Cheryl R. Cooper, Marc Labonte, and David W. Perkins.

™ Aaron Klein, “The Fastest Way to Address Income Ilmql.ulill\"J Implement & Real Time Payment System,” Brookings
Institution, January 2, 2019, hitps:/fwww brookings.edw fthe-fastest-way-to-address-income-inequality-implement-a-real-
time-payment-system.

I Several private sector initiatives are underway 1o implement faster pavments. For an overview, see Nacha, Faster Paymenis
101, hitps:/fwww nacha org/system/files/2020- 1 2/FasterPayments101_Nacha_Alliance pdf. Notably, the Clearing House
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Reserve plans to introduce a real-time payment system called FedNow in 2023 or 2024, which would
allow consumers access to funds quickly after initiating the transfer.”

Financial Technology.™ New technology could potentially provide more affordable financial products to
underserved consumers, Whereas bank products may be expensive to provide to lower-income or less
creditworthy consumers, technology may be able to reduce the cost. For example, internet-based or
mobile financial products could provide access to payvment services or lower the cost to provide loans for
underserved consumers,™

Alternative data could potentially be used to expand access to credit for current credit invisible or
unscorable consumers, but it could also create data security risks or consumer protection violations.™
Alternative data generally refers to data that the national consumer reporting agencies do not traditionally
usc (e.g., information other than traditional financial institution credit repayments) to calculate a credit
score. New products that use alternative data on prospective borrowers—either publicly or with the
borrower’s permission—may be able to better price lenders’ default risk, which could expand credit
access or make credit cheaper for some consumers.”® Recent findings suggest that some types of
altemative data—such as education, employment, and cash-flow information—might be promising ways
to expand access to credit.”” Yet these technologies also create risks for consumers. For example, new
digital technology exposes consumers to data security risks. Some prospective borrowers may be unaware
that alternative data has been used in credit decisions, raising privacy and consumer protection concerns.”
In addition, lenders” alternative data used to make credit decisions could result in disparate impacts or
other consumer protection violations.™ In terms of using new technology and alternative data in consumer

introduced its real-time payment network (with real-time settlement) in November 2017, According to the Clearing House, it
currently “reaches 50% of .S, transaction accounts, and is on track to reach nearly all U.S. accounts in the next several years.”
For more mformation, see the Clearing House, The RTP Network: For All Financial Institutions,

hittps:/fwww. theclearinghouse org/pay ment-systems/rip/institution.

" The Federal Reserve stated that “it will likely take longer for any service, whether the FedNow Service or a private-sector
service, lo achieve nationwide reach regardless of when the service is initially available.” Board of Govemors of the Federal
Reserve, Fm’em!Reserw Actions to ?ﬂpmn Interbank Settle qf.Fh:wr. August 5, 2019, Docket No. OP-1670,
https:/fwww. federal Ve.2ov/ 1 ffiles/other20190805a] pdf.

73 For more background on financial technology policy issues, see CRS Report R46332, Fintech: Overview of lnnovative
Financial Technology and Selected Policy Issues, coordinated by David W, Perkins,
™ For more mformation, see CFPB, Mobile Financial Services: A Summary of Comments from the Public on Opportunities,
Challenges, and Risks for the Underserved, November 2013, p. 7, https:/ffiles.consumerfinance gov/fl201511_cfpb_mobile-
finameial-services. pdf.
" For more information, see CRS In Focus IF11630, Altemative Data in Financial Services, by Cheryl R. Cooper.
" See Julapa Jagtiani and Catharine Lemieux, The Roles of Alternative Data and Machine Learning in Fintech Lending:
Evidence from the LendingClub Conswmer Platform, Federal Reserve Bank of Philadelphia, Consumer Finance Institute,
Working Paper no. 18-13, https:/fwww.philadelphiafed. org/-/media/frbp/! fworking-papers/2018/wpl 8-15r.pdf7la=en.
7 For example, initial results from the Upstart Network's credit model, which uses altemative data to make credit and pricing
decisions, shows that the model expands the number of consumers approved for credit, lowers the rate consumers pay for credit
on average, and does not increase disparities based on race, ethnicity, gender, or age. See Patrice Ficklin and Paul Watkins, An
Update on Credit Access and the Burean s First No-Action Letter, CFPB, August 6, 2019, https:/fwww.consumerfinance.gov/
about-us/blogfupdate-credit-access-and-no-action-letter/. Moreover, another recent study suggests that cash-flow data may more
accurately predict creditworthiness, and its use would expand credit access to more borrowers while meeting fair lending rules.
See FinReglLab, The Use of Cash-Flow Data in Underwriting Credit: Empivical Research Findings, July 2019,
https:Minreglab.org/wp-content/uploads201907/FRL_Rescarch-Report_Final.pdt.

" For more information on data privacy and data protection law, see CRS Report R43631, Data Protection Law: An Overview,
by Stephen P. Mulligan, Wilson C. Freeman, and Chris . Linebaugh

7E or example, a Charles River Associates report suggests that “geographic location, use of banking services, educational

1t t i.O“.ch or university attended and use Bf]mnpmm. credit tend to bm. Lorrclamd \\1L'h race and ethnicity,” Bank
regulatory agencies have not made it clear whether using this information is a legiri st (Using credit
bureau information is generally a legitimate business justification. ) For more information, see Mar‘ilu 1. Courchane and David M.
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lending, questions exist about how to comply with fair lending and other consumer protection
regulations.™

Government Providing Consumer Financial Products. Other policy proposals include the govemment
directly providing accounts or credit to retail customers—for example, offering banking services through
postal offices™ or providing banking services online to the public through the Federal Reserve, which
already provides accounts to banks.** Providing credit to consumers is more risky than providing bank
accounts or other banking services, because some consumers will default on their loans. Opposition to
these proposals often argue that the government should not be competing with the private sector to
provide these services to consumers, especially in the competitive banking market.”

Financial Education. Financial education programs or outreach initiatives coordinated by the
government, nonprofit organizations, and financial institutions could support financial inclusion as well *
For example, the “Bank On” movement—a coalition of city. state, and federal government agencies:
community organizations: financial institutions: and others—aims to encourage unbanked consumers to
open and use bank accounts.* In addition. financial education and partnerships between financial services
providers and nonprofit groups may help consumers leam how credit reporting works, develop a credit
history, and become scorable.” For example. financial wellness programs at workplaces are a growing
way to deliver these types of programs.*” Yet financial education, coaching. and counseling can be
expensive and difficult to provide to consumers **

Skanderson, Fair Lending in the Brave New World of Big Data, Charles River Associates, May 2017, p. 5, hitps:/fwww.crai.com/
sites/default/files/publications/FE-Fair-Lending-whitepaper-050317 . pdf.

0 For example, the Equal Credit Opportunity Act (ECOA; 15 U.S.C. §§1691-16911) Iy prohibits discrimination in credit
transactions based upon certain protected classes, including sex, race, color, national origin, religion, marital status, age, and
“because all or part of the applicant’s mcome derives from any public assistance program.” ECOA has historically been
interpreted to prohibit both intentional discrimination and disparate impact discrimination, in which a facially neutral business
decision has a discriminatory effect on a protected class, However, the Supreme Court's reasoning in a June 2015 decision
mvolving the Fair Housing Act. another federal antidiscrimination law, has sparked debate about whether disparate impact claims
are covered under ECOA. For background on disparate impact claims, see CRS Report R44203, Disparate Impact Claims Under
the Fair Housing Act, by David H. Carpenter.

# Mehrsa Baradaran, “It's Time for Postal Banking,” Harvard Law Review Forum, vol. 127 (February 2014), pp. 165175, and
Mehrsa Baradaran, How the Other Half Banks: Exclusion, Exploitation, and the Threat to Demoeracy (Cambridge, MA: Harvard
University Press, 2015).

2 Morgan Ricks, John Crawford, and Lev Menand, “A Public Option for Bank Accounts (or Central Banking for All),”
Vanderbiit Law Research Paper 18-33 & UC Hastings Research Paper No. 287, January 26, 2019,

# Eric Grover, “Retum to Sender: Here's What's Wrong with Postal Banking.” American Banker, May 17, 2018,

# Adele Atkinson and Flore-Anne Messy, P, ing Ii ial Inclusion through Financial Edueation: OECDVINFE Evidence,
Policies and Practice, Organization for I..q.ommn. Co- -operation and D«,\n.lopmcnl (OECD), OECD Working Papers on Finance,
Insurance and Private Pensions no. 34, 2013, https:/fwww.oecd-ilibrary org/docserver/Sk3xzom88smp-en. pdf.

5 Heather Hennerich, A Look ar the Affordable Banking Movement, Federal Reserve Bank of St Louis, January 23, 2019,
hittps:/fwww. stlouisfed org/open-vault201 9january/affordable-banking-movement.

3 CFPR, Building a Bridge to Credit Visibilitv, p. 9.

STCFPB, Financial Wellness at Work: A Review of Promising Practices and Policies, August 2014,
hitps://files.consumerfinance. gov/f/201408_cfpb._; n:porl financial-wellness-at-work. pdf, and Diana Elliott, Christine Heffernan,
and Adacze Okoli, Credit Building at the Workplace: . i C far Particiy m Warking Credit NFP, Urban
Institute, June 20, 2019, ]mpa.m\w urban,org/ h/publi feredit-building-workp ing-outcomes-participants-
working-credit-nip.

8 CFPB, Building a Bridge to Credit Visibilioy, pp. 22-23.
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Testimony before the House Committee on Financial Services Subcommittee on Oversight and
Investigations

February 24, 2021

William Darity Ir., Samuel DuBois Cook Professor of Public Policy, Duke University

Discrimination in access to credit and the terms of credit is an important barrier to black wealth
accumulation. Elimination of this barrier, albeit wholly desirable, will not eliminate the gaping chasm in
net worth between black and white Americans. The fundamental reason for black-white differences in
wealth is not high black indebtedness; the fundamental reason is low black asset holdings.

A Prosperity Now (Nieves) study in 2019 reported that median black household liabilities were $30,800,
while median white household liabilities were more than twice as large at $73,800. However, white
households had a median level of assets valued in excess of $260,000 in contrast with the median black
households’ assets valued at $55,900. The median black household had forty percent of the debt of the
median white household, but only 20 percent of the assets. Correspondingly, the ratio of assets to debts
for black households was 1.6 versus 2.8 for white households, both measured at the median.

Moreover, households with lower levels of prior wealth tend to acquire relatively higher levels of debt
to meet their obligations and to try to make investments in future opportunities for wealth-building. For
example, for given socioeconomic status, black students obtain more years of schooling and more
educational credentials than white students {Mangino 2010, 2012). Their greater drive for educational
attainment is a consequence of more restricted options for upward mobility. Unfortunately, because of
their families’ smaller resource base, especially sharply lower levels of wealth, they must rely
disproportionately on loan finance to pursue higher education.

The result is black college graduates owe $25,000 more in student loan debt than white college
graduates. Forty-five percent of that indebtedness is due to borrowing to meet graduate school
expenses. If black families had higher levels of wealth at the outset, there would be considerably less
pressure to seek credit to finance their children’s higher education. In short, lower relative levels of
wealth drive higher relative levels of indebtedness, especially with respect to student loan debt.

indeed, black parents are comparatively generous in providing support for their children’s higher
education. Black parents who provided any support for their sons’ and daughters’ higher education had
a net worth one-third of that for white parents who provided no support for their sons’ and daughters’
higher education (Nam et al. 2015, Figure 3). Black families do more with less; they could do even more
with more.

The magnitude of the racial wealth gap, driven predominantly by a racial gap in asset ownership, is
staggering. The 2019 Survey of Consumer Finances (Bhutta et al. 2020) indicates that the black-white
wealth gap at the median was $164,000, and, at the mean, it was substantially larger, $840,500.
Assuming an average household size of three persons, the median gap per person was $52,500 and the
per person mean gap was $280,000. These are conservative estimates of per capita differentials because
average white household size actually is iess than three people.
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Many observers treat the median gap as the target for closure of the black-white gap in wealth. In this
context, it may be more appropriate to set the more demanding target at the mean. Wealth is so
densely concentrated in the United States that 97 percent of the wealth held by white Americansisin
the possession of white households with a net worth above the white median. Close to 99 percent of
white wealth is held by white households with a net worth above the national median, approximately
$100,000. Twenty-five percent of white households have a net worth in excess of $1 million in contrast
with only four percent of black households (Darity, Addo, and Smith 2020). Centering on the median as
the target for eliminating the racial wealth gap leaves vast amounts of white wealth untouched.

The limitations of an exclusive focus on debt reduction rather than asset building as a route toward
closing the wealth gap is transparent when considering a policy of student loan relief. Whether one
eliminates student debt by trying to erase the difference at the median or the mean gap, there will be,
at best, an incremental effect on the racial wealth differential. The average level of student loan debt for
all black students and graduates is $23,400, while the average for white students and graduates is
$16,000.

Gauging the amount of the gain in net worth by erasure of student foan debt requires applying weights
to these values by enrollment rates for each group; persons who do not enroll in college or university do
not acquire student loan debt. Whites currently have a higher enroliment rate than blacks {41 percent
versus 36 percent, respectively). Adjusting the amounts by enroliment rates, the black gain in wealth
becomes $8424, while the white gain in wealth becomes $6560. The net reduction in the gap will be
$1856. The reduction amounts to only three percent of the total median gap of $52,500. It amounts to
less than a one percent reduction at the mean gap of $280,000.

The key to understanding the sources of the racial wealth gap is government policy that supported
white wealth accumulation and stifled black wealth accumulation. Black wealth accumulation has
undergone a sustained process of asset underdevelopment via an array of American programs and
practices.

In January 1865, General William T. Sherman, after Secretary of War Edwin Stanton and he held a
consultation with a group of black leaders in Savannah, Georgia issued Special Field Orders No. 15. His
directive assigned 5.3 million acres of land stretching from the Sea Islands of South Carolina to the
portion of northern Florida bordered by the St. John’s River as a site for settlement and property for the
freedmen. Here was an intended preliminary phase of a substantial land reform, on behalf of the
formerly enslaved, that would have amounted to at least 40 million acres of land for the four million
persons released from bondage {Darity and Mullen 2020, 156-159).

Ultimately, only 40,000 persons settled on 400,000 acres, but even that small allotment was lost by the
end of the year. Andrew Johnson, the successor to the Presidency after Lincoln’s assassination ended
the land allocation program and restored the properties to the former slaveholders. The promise of 40
acres land grants remained unfulfilled.

Simultaneously, the federal government, under the auspices of the Homestead Act of 1862, was
distributing 160 acres tracts of land to upwards of 1.5 million white families in the western territories.
This mammoth asset-building policy has resulted in benefits carrying over to a conservative estimate of
45 million white living descendants of Homestead Act patents.
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The racial wealth gap in the United States originates with the failure to provide the formerly enslaved
with 40 acres while white Americans, including new immigrants, were given 160 acres of land.

Conditions worsened with wave upon wave of white massacres that took place between the end of Civil
War and World War . In the “Red Summer” of 1919 upwards of 35 white terrorist actions took place
across the country in locations ranging from Chicago, linois to Omaha, Nebraska to Washington DC to
Elaine, Arkansas. The most notorious of the massacres took place win Wilmington, North Carolina in
1898 and Tulsa, Oklahoma in 1921. These white uprisings frequently targeted black communities where
some measure of visible prosperity had been achieved. They led to the loss of black lives and either the
destruction or seizure of black-owned property by white terrorists. The lynching trail also was a path of
intentional appropriation of black property (Darity and Mullen 2020, 207-217).

In the twentieth century, national asset-building policies shifted from provision of land grants to support
for homeownership. Federally sanctioned redlining reduced the credit available for black households to
engage in home buying {Rothstein 2017). Discriminatory access to homeownership subsidies under the
New Deal legislation and the G.1. Bill gave a further edge to white wealth growth, an advantage denied
black households (Katznelson 2005).

Racial zoning practices (Silver 1997) and tax policies that disproportionately favor the already wealthy
exacerbate the black-white wealth gap. Vanessa Williamson {2020) has indicted the effects of the long
carry-over of state tax policies that date from the early years of the Jim Crow period as having an
especially pernicious effect on prospects for black wealth accumulation.

Dorothy Brown {2018-2019) highlights the importance of the regressive nature of the home mortgage
interest deduction in producing asset-building deficits for black Americans. Not only is there a racial gap
in rates of homeownership {73 percent for whites versus 45 percent for blacks), there is a racial gap in
the equity values associated with white and black owned homes. Zillow listing prices indicate that a
home in a neighborhood with no black residents has a median value of $341,000. in contrast, homes in
neighborhoods with a majority of black residents have a median value of $184,000 (Perry, Rothweli, and
Harshberger 2018). The average level of equity whites hold in their homes is $216,000; for blacks the
average level is $94,000 (Ross 2020).

Moreover, there are wide differences in the possession of other types of assets by race. Sixty percent of
white households have retirement accounts but only 34 percent of black households. Fifteen percent of
white households have family owned business equity but a mere 15 percent of black households. Sixty
percent of white households have publicly traded stocks but only 31 percent of black households (Ross
2020).

There is a tendency to overemphasize homeownership as the primary route toward asset-building.
Plainly, equity in @ home is the core asset for households in the middle of the wealth distribution.
However, for persons in the upper quarter of the wealth distribution, homeownership is markedly less
important in comparison with non-residential land ownership, business ownership, and stocks and other
financial assets.

The effects of these disparities, transmitted across generations, result in the contemporary black-white
wealth gap. Several major factors come into play with respect to the impact of intergenerational
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transfers of wealth-building opportunities: inheritances, gifts (“in vive" transfers), reduced anxiety,
better education, better health, and greater confidence in taking risks (a “cushion” effect).

The disproportionate growth in black debt matters in explaining America’s racial wealth gap, but the
disproportionate deprivation in black assets matters far more. By all means, steps should be taken to
make the credit market more racially equitable, but if the objective is to eliminate the black-white
difference in wealth, the focus must be placed on building black assets to a level consistent with white
asset ownership (Darity and Mullen 2020).
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Testimony of Frances Espinoza, Executive Director
North Texas Fair Housing Center
February 24, 2021
Committee on Financial Services, Oversight and Investigations Subcommittee Hearing

How Invidious Discrimination Works and Hurts: An Examination of Lending Discrimination
and Its Long-term Economic Impacts on Borrowers of Color

Introduction

The North Texas Fair Housing Center is a nonprofit organization that provides fair housing
services to residents of North Texas. Qur services consist of fair housing counseling, intake and
investigation of housing discrimination complaints, and fair housing education.

It has been 50 years since the federal Fair Housing Act banned racial discrimination in lending,
yet African American and Latino applicants continue to be routinely denied conventional
mortgage loans at rates fair higher than their white counterparts. In 2011, the North Texas Fair
Housing Center did an analysis of Home Mortgage Disclosure Act data and found that African
American and Latino mortgage applicants were denied conventional mortgages at much higher
rates than Whites in the Dallas-Fort Worth market. For example, African American mortgage
applicants to Wells Fargo Bank were 57% less likely to get a home purchase loan when
compared to White applicants. Latino mortgage applicants to Chase Bank were 64% less likely
to get a loan than were White applicants. Home Mortgage Disclosure Act Data from 2015 and
2016 confirmed this same pattern.

Investigating Lending Discrimination Through Testing

One of the most valuable tools we use to investigate housing discrimination is testing. Testing
allows us to compare how applicants of color are treated as compared to their White
counterparts. As part of our enforcement program, we use the results of testing as evidence in
housing discrimination complaints. We file both administrative complaints with the U.S.
Department of Housing and Urban Development and lawsuits in Federal court.

The most common form of testing we do is rental testing. In 2011 we conducted rental testing
that showed African Americans who were otherwise qualified, encountered discrimination in
37% of their housing searches. This means that African Americans face discrimination in two
out of every five housing searches. The tests also showed that Latinos experienced
discrimination in 33% of their housing searches, or at least once in every three housing
searches.

In our most recent enforcement initiative in 2019 we conducted tests to measure how veterans
with housing choice vouchers were treated in the housing market in Dallas, Texas. We
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conducted a total of 35 tests; the results of 32 of the tests showed evidence of discrimination.
We filed housing discrimination administrative complaints for all 32 tests.

The next most common form of testing we do is sales testing. These tests measure how real
estate agents treat buyers of color as compared to their White counterparts. In 2018, we
conducted sales tests that showed that African American testers are still being steered, based
on their race, to neighborhoods that are predominately African American and steered away
from neighborhoods that are majority White.

More Resources Needed for Mortgage Testing

Unlike rental and sales testing, mortgage lending testing is very resource intensive. One of the
challenges is the significant amount of time testers must devote to each test. Unlike rental
tests, which can be completed rather quickly, lending interviews involve several complex
financial components, even at the preapplication stage. Testers must also be knowledgeable
about the entire lending process.

Rental, sales, and lending testing can all be used to uncover practices that lead to segregation
of neighborhoods. However, there is a particular need to devote resources to lending testing
because it is so resource intensive. There is also a need for enforcement of complaints based on
lending testing evidence. Because lending testing cases are more complex, they sometimes
{anguish in the administrative process. There is a need for a strong governmental entity with an
expertise in lending discrimination that can take the testing evidence generated by local fair
housing organizations and move forward with enforcement to thwart illegal practices.
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Racial Disparities in Home Prices Reveal Widespread
Discrimination

QUALITY. INDEPENDENCE. IMPACT.
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“How Invidious Discrimination Works and Hurts: An Examination of Lending
Discrimination and Its Long-Term Economic Impacts on Borrowers of Color”

Written testimony of Andre M. Perry
Senior Fellow
Metropolitan Policy Program
The Brookings Institution
February 24, 2021

Chairman Green, Ranking Member Barr, Vice Ranking Member Timmons,

Thank you for inviting me to testify today on this extremely important issue that affects
millions of people across this country. It is a pleasure to be here again in front of the
distinguished representatives of this Committee and Subcommittee.

“We are here today because we are tired. We are tired of paying more for less.”

Dr. Martin Luther King Jr. said these words in 1966 to 35,000 people in Chicago’s Soldier
Field as part of the Chicago Freedom Movement, also known as the Chicago Open Housing
Movement.

Dr. King went on to relay housing price differences that resulted in Black people paying
higher rents in Black-majority communities for worse housing than their white
counterparts.

“Now is the time to make real the promises of democracy,” King declared. “Now is the time
to open the doors of opportunity to all of God’s children.”

More than a half-century later, “now” is still the time.

According to the most recent census figures, the Black homeownership rate in America is
46%—almost the exact same level that it was when King spoke in 1966. The white
homeownership rate is roughly 74%. In 2017, home prices in Black-majority
neighborhoods across the country were priced $48,000 less on average than similar-sized

1



53

homes in comparable white neighborhoods. And we've witnessed viral news stories
revealing how appraisers value Black and white homeowners differently:

s In Jacksonville, Fla, a Black family looking to sell their home in a predominantly
white neighborhood received an original appraisal of $330,000. After removing
family photos and other indicators of race, a second appraisal came in at to
$465,000.1

s In Denver, a Black family in another white neighborhood was looking to make
renovations and sought an appraisal for a loan, which initially came in at $405,000.
At first, comparisons were drawn from a separate Black-majority neighborhood.
During the second appraisal, the family removed indicators of race and received an
appraisal based on comparisons from within their own neighborhood, which came
in at $550,000.2

e In San Francisco, a Black family invested $400,000 into renovations, and received an
increase in appraised value of only $100,000. After removing indicators of race,
effectively scrubbing Blackness from the home, it was appraised a second time for
$500,000 more.?

On their face, each one of these bad appraisals shows some form of malpractice. Certainly,
it's in the entire nation’s interest to hold individual appraisers accountable for these
seemingly racist outcomes. Municipalities fund vital services such as education and
infrastructure based on the priced value of homes. Individuals use the equity in their home
to start businesses, pay for soaring tuition at postsecondary institutions, and move to
better neighborhoods. If not for the ingenuity of the homeowners in the examples
provided, those biased appraisals would have robbed the homeowners of hundreds of
thousands of dollars. However, Brookings Institution research shows a much more
systemic and costly problem, which largely goes unaccounted for and involves many more
parties than the appraisal industry.

In the 2018 Brookings report "The devaluation of assets in Black neighborhoods,” Jonathan
Rothwell, David Harshbarger, and | make an apples-to-apples comparison of homes in
Black neighborhoods to similar homes in similar neighborhoods that are predominantly
white.* We did not recreate the job of the appraisal industry with direct comparisons,
because differences in structural characteristics of homes between Black and white
neighborhoods do exist. Instead, we built a research model that assessed variation in price
relative to similar homes in comparable conditions, carefully looking at the impact of the
racial composition of the neighborhood.

We found that even after accounting for structural characteristics of homes such as square
footage, age, and number of bedrooms (as well as neighborhood characteristics such as
location, crime, school quality, and walkability), homes in Black neighborhoods were
valued on average 23% less than they would have been if the residents of the
neighborhood were mostly white, That's $48,000 less per home on average—a cumulative
loss of $156 billion nationwide that year.
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Homes of similar quality in neighborhoods with similar amenities
are worth 23% less in majority-black neighborhoods

Past racist housing policies have contributed to this loss, including redlining—the
government-sponsored practice of outlining areas with sizable Black populations in red ink
on maps as a warning to mortgage lenders, effectively isolating Black people in areas that
would suffer lower levels of investment than their white counterparts. Racial housing
covenants, predatory lending, and neighborhood-destroying highway construction have
also contributed to consistently lower home prices in Black-majority neighborhoods. These
lower home prices have led to a wealth gap in which white families have roughly 10

times the net worth of the average Black family.5 Past discrimination that privileged
whiteness—and current biases that do the same—heighten white homeowners’ ability to
increase assets while throttling Black individuals’ capacity to acquire, retain, and grow
assets thatare critical to well-being.



55

Neighborhood median home value by black population share
U.S. metropolitan areas, 2012-2006
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Many anti-Black, discriminatory practices officially ended with the passage of the 1968 Fair
Housing Act and the 1977 Community Reinvestment Act, which barred redlining.67 But de
facto segregation continues, evidenced by home price variations.

Sociologists Junia Howell and Elizabeth Korver-Glenn found homes in metropolitan areas
increased, on average, by $68,000 from 1980 to 2015 after adjusting for inflation.® But
homeowners in disproportionately Black and Latino or Hispanic neighborhoods are
gaining wealth at around half the speed as homeowners in disproportionately white
neighborhoods. Howell and Korver-Glenn argue that appraisal practices contribute to this
form of segregation in two ways. First, appraisers continue to explicitly use neighborhood
racial demographics in their modeling to determine which homes are comparable. Second,
because no steps were taken to mitigate historical redlining practices, when appraisers use
previous home sales to predict future home prices, they are feeding discrimination into
their modelling only to produce more.

This disparity cannot be wholly explained by the physical quality of Black homes or by the
actions of any individual actors in the market. The fact that home values vary widely
between white and Black neighborhoods (with homes in Black-majority neighborhoods
worth less than half that of homes in white neighborhoods) reflects the magnitude of the
systemic obstacles faced, not the quality or characteristics of the homes or neighborhoods
themselves.
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The 23% difference that we found in the housing devaluation study suggests that homes in
Black neighborhoods have twice as much crime as there actually is, or if education and
walkability are far worse than they actually are. In other words, the negative perceptions of
Black neighborhoods reveal themselves in the form of lower prices. Those negative
perceptions are shared by leaders and practitioners throughout housing and other
markets.

High-profile reporting of instances of appraisal bias should also draw attention to the
systems that facilitate those behaviors. We must understand that these stories are not
isolated incidents (racist appraisal practices have occurred and continue to occur without
making headlines), and that the appraisal is not the only step of the process in which
racism distorts housing markets and extracts wealth across numerous systems.

How racism distorts the housing market

Black buyers are subjected 1o racist "steering”
! practices, in which the selection of homes shown for
sale are restricted 1o certain neighborhoods.

‘When applying for loans, Black buyers are perceived as
Purchase ! highrisk, leading to higher interest rates than white
peers or simply being denied access o capital

Homeowners who wish 1o remaded have the option of
leveraging their home equity to finance investments.
But homes in Black neighborhoads are devalued, which
restricts this source of capital.

Improvement !

Megative perceptions of Black neighborhoods can
influence appraisal through explicit or implicit bias. In
Black neighborhoods, homeowners cannot simply
remove family photos and other indicators of race.

Appraisal !

Due to false narratives of Black neighborhoods, the
f market demands 23% less, on average, for homes in
> Black neighborhoods, This represents 5756 billion in
lost equity nationwide.

Even with the prohibition of overt racial discrimination and oversight, the housing market
is structured to disproportionately exclude Black and brown households.? For instance, our
zoning codes and building practices are streamlined to deliver large single-family homes at
the urban fringe. My colleague Tracy Hadden Loh and I showed in a recent piece that for
decades, the very largest houses (four or more bedrooms) have grown as a share of all
housing inventory, while smaller configurations have stagnated or declined. Because
people of color are far more likely than white people to be first-time rather than repeat
homebuyers, a mass of housing inventory weighted against attainable starter homes
disproportionately favors households with higher concentrations of generational wealth to
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pay bigger down payments.1011 Qver 6 million Black and brown millennials would be
considered mortgage-ready if there were any attainable homes for sale in prime
locations,12

Nationwide housing y by number of bed
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Meanwhile, during the last two decades, even as overall U.S. homeownership has grown,
there has been a catastrophic loss of homeownership in key cities that have large shares of
Black homeowners.1?

Change in the number of owner-occupied housing units
2000 and 2018
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The root cause for these negative trends is structural racism, which is systemic. Corrective
policies and prescriptions must be as well. We must create a new regulatory environment
and market-based solutions that address various facets of the home pricing gap.

In closing, homeownership lies at the heart of the American Dream, representing success,
opportunity, and wealth. Progress has been made toward racial equity in housing in the
last 100 years, particularly through the landmark legislation of the Fair Housing Act. But
structural racism—as much as personal racism—still inhibits the growth of Black wealth.
Because of the legal triumphs of the civil rights movement, the most insidious forms of
discrimination that were once supported by federal policy are now illegal. However, it
would be a mistake to believe that the largest obstacle Black families face in the housing
market today is the personal bias of an individual appraiser, realtor, or lender.

We made individual racism in the housing market illegal, and when it finds a way back in,
we make it a headline. But structural racism rigs the game from the start. To unlock the
potential of Black neighborhoods and their residents, systemic racism must be pulled at its
roots rather than trimmed neatly, only to grow again.
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How Invidious Discrimination Works and Hurts: An Examination of Lending Discrimination and Its Long-term
Economic Impacts on Borrowers of Color

introduction

Housing and lending discrimination have been a part of the United States since its inception. Due to
government-sanctioned discriminatory policies as well as private market practices Blacks, Latinos, Native
Americans, Asian Americans, people with disabilities, women, and many other groups have been systematically
excluded from wealth-building opportunities such as homeownership. Redlining, which persists in various forms
today, real estate sales discrimination, appraisal bias, lending discrimination, and tech bias are significant
barriers that keep the dream of homeownership from becoming a reality for many people and contribute to the
racial wealth gap.

Moreover, structural barriers such as the dual credit market, segregation, and restrictive zoning ordinances
create systemic impediments which significantly prohibit the ability of People of Color to access fair housing and
lending opportunities and perpetuates the racial wealth and homeownership gaps. The homeownership rate for
Black Americans is still where it was when the Fair Housing Act was passed in 1968; White homeownership is
73.4%; Latinx homeownership is 47.8%; and Black homeownership is 42.7%. This translates to a homeownership
gap between Blacks and Whites that is as wide now as it was in 1890.

Systemic barriers that impede access to housing and lending opportunities for millions of people will require a
long-term commitment to overcoming those impediments and a comprehensive set of tools to create a fairer
marketplace where everyone has equitable access.

Congress has a ripe opportunity to create a just society by ensuring full and complete enforcement of our
nation’s fair housing and lending laws, closing loopholes established by the previous administration, beefing up
oversight, clarifying guidance and regulations, and providing robust support for groups working on the ground to
advance fair housing and lending goals.

Biased Technology

Algorithmic systems are increasingly deciding many aspects of everyday life; as we gain more insights about
these systems we are also learning about their discriminatory impacts. Whether applying for a job, renting an
apartment, getting a mortgage or seeking insurance coverage, algorithmic systems will likely be used to decide
whether a person will be approved or denied.
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Algorithmic systems hold great potential since they can minimize human subjectivity, facilitate more consistent
outcomes, increase efficiencies, and can be more accurate and easier to audit. These are powerful utilities that,
if built and used correctly, can expand opportunities for people. At the same time, because of limitations in data
and math, inherent biases in the data, a lack of diversity in the technology field, limited or no training in the field
about civil rights issues, and systemic inequalities, algorithmic decisions can also be prone

to discriminating’ against historically underserved groups.

These systems have been shown to inappropriately deny Black, Brown and Female loan applicants or approving
them on worse terms than their white counterparts. Goldman Sachs, Ally, Toyota, Honda and many other
lenders have all been subject to charges of algorithmic bias. Researchers at Berkeley found that traditional and
FinTech lenders using algorithmic risk-based pricing systems charge Black and Latino borrowers higher rates for
purchase and refinance mortgage loans to the tune of $765 Million each year.? This discriminatory pricing may
likely be occurring because algorithmic systems are designed to optimize for profit and may be penalizing
consumers who have low-shopping behavior. The systems may also be amplifying and mimicking discrimination
that exists in the marketplace.

Fair housing groups have challenged digital advertising systems, operated by algorithms, that manifest
discrimination against protected groups.® Fair housing groups are also challenging the use of tenant screening
tools due to their ability to arbitrarily discriminate against underserved groups.*

Credit scoring systems can also manifest bias against Communities of Color and other underserved groups
unnecessarily restricting their access to credit and keeping them locked out of the financial mainstream.® These
systems are built using information primarily contained in the repositories of credit reporting agencies which
creates systemic challenges for consumers of color who disproportionately live in credit deserts. Consumers who
live in credit deserts disproportionately rely on non-traditional lenders like payday lenders and check cashers
who typically do not report consumers’ positive behavior to credit repositories.” These consumers are often
credit invisible — not because they are not responsible but rather because their responsible payment behavior is
not reflected in traditional financial databases. Credit scoring systems can perpetuate discrimination not only
because of the information contained in the data sets used to build them but also because of the data that is not

- I(areem Saleh, “Black Wealth Matters. Al Can Help Create It. Here's How,"” Forbes June 24, 2020, Avallab'le at

how, 7sh ?lesaaﬂ'!dOb
*Robert Bartlett et al., Ce Lending Discrimination in the FinTech Era, available at

766650251.1611367030
*Tracy Jan and Elizabeth Dwoskin, “Facebook Agrees to Overhaul Targeted Advertising System for Job, Housing, and Loan
Ads After DISLT[mInatIDI'I C laints,” The Washi Post, March 19, 2019 Available at

*Shannon Houston, “Center Files Federal Lawsuit Against National Tenant Screenlng Company,” Connecticut Fair Housrng
Center Blog, August 24, 2018. Available at https://www.ctfairhousing.org/corelogic/

* Lisa Rice and Deidre Swesnik, Discriminatory Effects of Credit Scoring on Communities of Color. 2013. 46 Suffolk University
Law Review 935. Available at https.//cpb-us-el wpmucdn.com/sites.suffolk.edu/dist/3/1172 /files/2014/01/Rice-
Swesnik_Lead.pdf

£ See National Fair Housing Alliance website “Access to Credit” available at https://nationalfairhousing.org/access-to-credit/
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included in these data sets. Credit scoring systems also often reflect the inequities of the environment in which a
consumer is utilizing credit.

In the 1990s and early 2000s, NHFA brought administrative complaints and lawsuits against Prudential and other
insurers over the discriminatory effects their decision-making systems were having on consumers.” NFHA is
currently suing Redfin for discriminatory offering of their services in non-White areas.® Redfin hosts a website
that perpetuates discrimination against Communities of Color. In NFHA's investigation, fair housing groups
found that Redfin offered “No Service” for homes in non-White areas at a greater rate than for homes in White
areas.

Algorithmic systems have been found to perpetuate discrimination beyond the financial services space.
Researchers found that they discriminate against Black patients by prioritizing care for healthier White patients.®
This discrimination resulted in Black patients receiving less care then healthier White patients. The system may
have also contributed to extremely harmful outcomes for Black patients including death. Algorithmic systems
have also been found to discriminate in hiring potential job candidates™, determining who is eligible for bail*?,
and how much time a person may serve in jail.'?

We are now learning that algorithmic systems do not have to perpetuate bias. Researchers at universities like
Stanford®, Carnegie Mellon™, Berkeley, and elsewhere are developing techniques that allow fairness

"NFHA, et al v. Prudential Insurance, Motion to Dismiss decision, 208 F. Supp. 2d 46 (D.D.C. 2002) which acknowledges the
following bases for the plaintiffs’ lawsuit against Prudential - 1) Prudential's mini underwriting requirements for
obtaining replacement cost coverage include the age of the home, the market value of the home and the difference
between the replacement cost and the market value; (2) Since 1994, Prudential does not have a policy of selling
homeowners insurance policies in the District of Columbia; to the extent that Prudential has re-entered the District, it has
done so for select clients and without notice to the D.C. Insurance Commissioner or the public; (3) Prudential rates
territories by segregating neighborhoods into zones that reflect their racial composition; (4) Prudential uses credit scores or

credit ratings of applicants to determine eligibility for b 5 il e policies. Availabl
at https://casetext.com/case/national-fair-housing-alli-v-prudential-ins-co
“See NFHA, et al. v. Redfin i igation y, availabl +//nati
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considerations to be embedded into algorithms so that banks, insurers, landlords, employers and others that
make high-stakes decisions can use technology that's fairer and ultimately more profitable®.

Legislators, regulators and policy makers must do more to encourage the development and use of algorithmic
fairness technologies. As an initial matter, the users of algorithmic systems in high-stakes applications ought to
be required to do much mare rigorous fairness testing. Today many lenders are afraid that efforts to root out
bias in their automated decisioning systems will expose them to liability. Consequently, many companies
choose not to look for bias in their algorithms or use rudimentary fairness assessment methods that overlook
biases in these systems.

Companies using algorithmic systems to decide important aspects of our lives need to be required to do more
rigorous fairness testing and, when factors and methodologies that result in biased outcomes are identified,
they ought to be required to correct for bias in these systems.

Other steps policymakers can take to ensure the fairness of algorithmic systems include:

1. Require and Support Data Sharing. The federal government must mandate that the FHFA, GSEs, FHA,
and CFPB release more loan-level data into the national mortgage survey and the national mortgage
databases so researchers, advocacy groups and the public can study bias in the housing market.

2. Improve Consumer’s Awareness of Algorithmic Systems. Since algorithms have such profound impacts
on people’s lives, they must be more explainable. Companies must be required to give consumers a
roadmap for being approved by algorithmic systems that have denied them, for example by requiring
adverse action reasons to be actionable not merely descriptive.

3. Provide Clear Guidance on Defining and Measuring Fairness. Though the law currently prohibits
discrimination in lending, lending rules do not specify the dimensions on which fairness should be
evaluated or the thresholds that ought to be used for bias measurement. This has led to wildly varying
approaches to fairness by lenders and uneven standards across the industry.

4. Use Disparate Impact to Increase Fairness. Lenders who rely on “Business Necessity” must be required
to justify disparities in their loan portfolios to document and justify how they balance fairness
considerations with profitability objectives.

5. Expand Application of Guidance to All Industry Players. Congress and regulators must extend the
Fed/OCC/FDIC madel risk management guidance to non-bank FinTechs, specialty finance companies and
other lenders.

6. Increase Fair Lending Practices. All algorithmic-based systems can be improved to be fairer and
responsibly expand credit access to underserved consumers. Lenders must be required to search more
rigorously for less discriminatory alternative algorithms.

7. Improve Fairness in Credit Scoring Systems. Credit scoring systems can be improved in many ways to
lessen discriminatory impacts. Regulators must require examiners of financial institutions to evaluate
how 3rd party credit scores contribute to loan portfolio bias.

* Nick Moel, Duwain Pinder, Shelley Stewart, and Jason Wright, “The Economic Impact of Closing the Racial Wealth Gap,”
McKinsey & Company. August 13, 2019, Available at https://mck.co/2NrVddw
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8. Support the Public's Ability to Advance Fairness. Increasing funding for fair housing, academic, and
public policy organizations to conduct research, education, and enforcement activities to help effectively
address algorithmic bias.

Artificial Intelligence (“Al") has the potential to expand the availability of affordable credit to thin-file, no-file
and other hard-to-score borrowers, but Al models can be so complex that even their developers lack visibility
into how they work. This opacity and the complex data interactions relied upon by Al can result in discrimination
and digital redlining if algorithms are not designed and governed to address these risks. We believe sensible
updates to our laws and regulations can help to ensure that the power of Al is harnessed and managed for
good.

The Need for Increased Support for Real Estate Sales Testing

We are particularly encouraged by the Subcommittee’s attention to the importance of testing as a powerful civil
rights enforcement tool. The widely acclaimed Newsday investigation shows the tragic persistence of housing
discrimination in the real estate market more than fifty years after passage of the Fair Housing Act. It also
demonstrates the continuing, vital role of fair housing testing in ensuring our national commitment to ending
housing discrimination and advancing racial integration is fully and finally realized.

Discrimination in the real estate market perpetuates racial segregation of communities. Subjecting customers of
color to more onerous conditions of sale deprives them of opportunities to purchase homes in which they can
build equity and thereby contributes to the substantial racial gap in wealth accumulation. When realtors steer
potential home-seekers to neighborhoods based on their race or the racial composition of the neighborhood,
they are reinforcing long-established geographic boundaries that were rooted in segregationist palicies and now
still separate communities. They are also violating the law.

The Fair Housing Act was intended to redress these practices, and some of the earliest cases filed under the Act
addressed this form of discrimination in home sales.’® As the Newsday investigation demonstrates, real estate
agents still impose differential conditions upon customers and direct them to different locations based on race
at startlingly rates.'” Even to veteran fair housing advocates like members of the National Fair Housing Alliance
(NFHAJ, it was stunning to learn that 40 percent of the tests conducted by Newsday showed discrimination
against Customers of Color, with Black testers experiencing differential treatment 49% of the time; Hispanic
testers 39% of the time; and Asian American testers 19% of the time."®

The value of testing to support strong enforcement of fair housing laws within the residential sales market
cannot be overstated. The practice involves pairing an individual belonging to a protected class with someone
outside of that class to pose as home-seekers in order to “test” whether a real estate agency treats their
qualifications differently or sends them to different neighborhoods. Fair housing testing is well-established and a
tremendously effective method for detecting housing discrimination. As early as 1982, the Supreme Court

1% See e.g.,, United States v. Pelzer Realty Co., 484 F 2d 438 (5™ Cir. 1973), cert. denied, 416 U.5. 936 (1974) (telling Black
potential homebuyers they can live in some developments but not others).

7 Ann Choi, Bill Dedman, Keith Herbert & Olivia Winslow, Long Island Divided, Newsoay, Nov. 17, 2019, available at
https.//projects.newsday.com/long-island/real-estate-agents-investigation,
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authorized the use of tests by recognizing the legal standing of testers to sue under the Fair Housing Act. In
Havens Realty Corp. v. Coleman, the Court acknowledged that “a tester who has been the object of a
misrepresentation made unlawful under § 804(d) [of the Fair Housing Act] has suffered injury in precisely the
form the statute was intended to guard against.”**

Over the years, a substantial amount of enforcement of the Fair Housing Act against real estate companies has
often involved testing, largely because of the difficulty in comparing the treatment of an individual home-seeker
with similarly situated individuals. Testing evidence provides additional proof of discrimination to support the
discrimination claims of bona fide home-seekers. As the Havens case from 1982 made clear, testing alone can
serve as proof of discrimination and form the basis of a lawsuit. Some of the most seminal fair housing cases
involving sales of homes have relied exclusively on testing to prove discrimination by realtors.™

Testing is still widely used by NFHA and its members to affirmatively investigate potential violations of the Fair
Housing Act in the sales market. We have also relied on testing to identify and challenge discrimination in the
rental of housing, appraising of housing, and within the lending and insurance markets. The Department of
lustice has recognized the value of testing, and its testing program has operated for thirty years.** As long as our
communities remain segregated, it is important to have available all of the enforcement tools for detecting and
redressing discriminatory practices. While testing originated as a method for uncovering race discrimination, it is
deployed to detect all forms of discrimination prohibited by the Fair Housing Act, including national origin,
religion, color, gender, disability, and familial status.

Importantly, testing assists real estate companies in complying with fair housing laws. The real estate industry
has a tremendous role to play in helping to challenge and overcome both discrimination and the segregated
housing patterns we still see today. Through testing and fair housing training and education, companies and
agents can learn how their actions and statements can signal to customers—either consciously or
unconsciously—characteristics of neighborhoods that can have racial significance. Discussion of schools, crime
rates, and even access to grocery stores and transportation can serve as code words for describing
neighborhoods in racialized terms, without mentioning the neighborhood’s racial composition, which most
agents know by now is prohibited by law.

The real estate industry also has an opportunity to join others in the housing industry to work together to
promote fair housing and advance integration. In addition to ensuring they are not committing acts of
discrimination, there are numerous affirmative actions they can take to foster integration and equal housing
opportunity.

Real estate agents play a significant role in the decisions that potential homebuyers make about where to buy a
home. In many ways, agents are gatekeepers, with the power to determine which buyers get the chance to
view and bid on different properties and the power to influence which bids are presented to and accepted by

9455 U.S. 363, 373 (1982).

“ Chicago v. Matchmaker Real Estate Sales Ctr., 982 F.2d 1086 (7th Cir. 1992), cert. denied, 113 5. Ct. 2961 (1993)
(upholding steering claims by City of Chicago and others against real estate agents); Heights Community Congress v. Hilltop
Realty, 774 F.2d 135 (6™ Cir. 1985), cert. denied, 475 U.5. 1019 (1986) (racial steering proven through use of testers
contracted by City of Cleveland Heights).
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home sellers. Historically, discriminatory practices in the real estate sales market were among the major forces
driving segregation and to the extent those practices continue today, they contribute to the perpetuation of
segregation. But just as real estate agents can help sustain a segregated and discriminatory housing market,
they can also be a force for good, helping to eliminate discrimination and segregation from the market. Agents
that play this positive role can help move us toward the kind of diverse, inclusive communities our fair housing
laws envision and from which our entire society benefits.

MNFHA’s Redfin Investigation

NFHA and nine of its member fair housing organizations conducted a comprehensive investigation of Redfin, one
of the nation’s largest real estate companies. The investigation uncovered disturbing practices that suggested
widescale discrimination and modern-day technology-based real estate redlining. The groups found that Redfin
offered its “Best Available Service” at a significantly greater rate in extremely White communities and offered
“No Service” for homes in Communities of Color at much greater rates than in predominately White areas. The
groups filed a lawsuit alleging violations of the Fair Housing Act in October 2020

The following maps depict the alleged discriminatory impacts of Redfin’s policies. In the maps, a green dot
represents a property that received the “Best Available Service” designation. Orange dots represents properties
designated for “No Service” based on the area in which the property is located. Red dots represent properties
that received the “No Service” designation based on price. The darker shaded areas in the maps represent
communities heavily populated with People of Color.

2 5ee National Fair Housing Alliance, et. al. v. Redfin Corporation, U.S. District Court Western District of Washington,
Available at https://nationalfairhousing.org/wp-content/uploads/2020/10/Redfin-Filed-Complaint.pdf
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'Home Listings by Redfin Service Type, March 29, 2019
City of Memphis and Shelby County, TN
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Home Listings by Redfin Service Type, June 11, 2020 1
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Home Listings by Redfin Service Type, January 2, 2019 %
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Home Listings by Redfin Service Type, November 6-8, 2018

City of Philadelphia (Philadelphia County), PA
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— 7 Home Listings by Redfin Service Type, December 17-19, 2018

City of Chicago, IL
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' Home l:Islings by Rad!in Survice Type, Juna 1| édzo'
City of Baltimore, MD
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To see more maps, click here.*

In 2019, after the release of the Newsday investigation, NFHA published a report describing the ways that
discrimination occurs in real estate sales, and outlining a number of strategies to combat this discrimination and
the segregation that it perpetuates.” That report recommends a variety of steps that members of the real
estate industry can take to help eliminate discrimination in the market. They include:

1. Promote diversity in the real estate industry. We need more real estate agents of color in this field,
serving all communities, not just communities of color. This will require aggressive, meaningful and
impactful initiatives to increase racial diversity throughout the industry, including paid internships and
mentoring programs for young real estate professionals of color and partnerships with Historically Black
Colleges and Universities IHBCUs).

2. Encourage the establishment of sales offices in communities of color. There are too few sales offices in
communities of color, and too many of those that do exist are staffed exclusively by real estate agents of

# See National Fair Housing Alliance Redfin Investigation. Available at https:
¥ Cloud, Cat, Debby Goldberg, Lisa Rice, Jorge Soto and Morgan Williams, “Fair Housing Saaut:ons Overcoming Real Estate
Sales Discrimination,” Nanr.mal Fair Houslng AI1|ance, Denember, 2019. Available at ttgs Qnatmnaifairhousmg orgfwp-
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color. This must change, so that real estate offices are diverse and all agents are conversant with all
neighborhoods in their region and willing to show homes and encourage buyers in every community.
Provide financial support for fair housing testing, research and education. National real estate
associations, local real estate boards and individual real estate offices should be closely aligned and
financially supportive of fair housing efforts at the local level, aiding efforts to conduct testing and other
research and develop education and outreach materials and activities designed to inform consumers
about their rights and industry about its fair housing obligations. They should help establish and support
new full-service fair housing organizations in underserved areas.

Provide better comprehensive training for real estate professionals. Agents should be required to go
through comprehensive training prepared by experts in housing discrimination and fair housing. Such
training should cover the history of discrimination and segregation and the role of the industry in
establishing and perpetuating both; fair housing laws and implementing regulations; recent case
examples of discrimination; information about the costs of segregation for families, communities and
the nation; and best practices to ensure compliance with fair housing.

tmpl ts serious ¢ q es for violations of fair housing laws. Education and training alone
cannot achieve full compliance with fair housing by the real estate industry. There is too much deep-
seated and unwarranted bias and too few consequences for failure to comply. Those who violate the
law should face license restrictions or revocations, financial penalties and other consequences. There
should be a national, neutral entity to adjudicate violations, applying a single set of standards of
behavior, rather than leaving these decisions to a plethora of local real estate boards.

Provide fair housing policies and best practices for real estate professionals. Just like other
professionals, real estate agents need established protocols and best practices for how to engage with
customers and the public. These should cover providing information and assistance to consumers in a
consistent fashion, treating every consumer fairly, and requiring that consumers be shown houses that
fit their needs, They should also address how to market schools and neighborhoods appropriately, as
these often drive steering and discriminatory practices.

Establish transparency around pocket listings. Pocket listings are not places on the Multiple Listing
Service {MLS} or otherwise made public, but rather shared with a limited number of agents, shielding
properties that are available for sale from most potential buyers. This practice makes it easy to support
discrimination. The industry should adopt systems and rules to bring pocket listings into the open so
that all eligible buyers, regardless of race or national origin, have a fair opportunity to submit bids.
Support fair housing policies and initiatives, including affirmatively furthering fair housing. Real estate
professionals and trade associations must be fully involved in the process conducted by state and local
governments to assess the barriers to fair housing that communities face and identify meaningful
solutions to overcome those barriers. They should also be fully committed to supporting, funding and
helping to implement the strategies and activities to overcome fair housing barriers that state and local
governments generate through this fair housing planning process.

Real estate agents cannot solve this problem alone. Government, at the local, state and federal levels, state real
estate commissions, and other industry players — including lenders, appraisers, insurance companies and others
— must also be part of the solution. But real estate agents can lead the way in helping to eliminate
discrimination from our housing markets and dismantling the segregated living patterns that reflect our nation’s
history of systemic racism and undermine our prosperity today.
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Congress Must Provide More Resources for Private Fair Housing and Lending Testing

NFHA represents the nation's network of private, nonprofit, qualified fair housing enforcement organizations
(QFHEOs) and knows firsthand the challenges in conducting housing and lending testing. Fair housing and
lending testing require highly technically expert staff that employ complex investigation methodologies to
unearth and accurately assess discrimination. It takes time and program continuity to ensure reliable results
that can be acted on in HUD's administrative complaint process or via federal or state courts.

Housing discrimination is pervasive. There are over 4 million instances of housing discrimination each year. The
news media is full of stories about the invidiousness of housing and lending discrimination. Recently, the stories
of Black families facing appraisal bias have drawn scrutiny over the lack of effective fair lending enforcement.”
In one case, a Black family in San Francisco had their home appraisal increase $500K in value after they
demanded their lender perform a second evaluation. A White friend had offered to assume the family's identity
and greeted the second appraiser. The value of the home increased from $989,000 to 51,482,000.%% Analysis of
HMDA data also reveal that Communities of Color are still being redlined by mainstream lending institutions. In
one study by WBEZ in Chicago, found that even though Chicago is almost evenly split in racial composition —
33.3% Non-Hispanic White; 29% Black; 27% Hispanic; and 6.65% Asian American — lenders invested 68.1% of
mortgage dollars in majority-White areas while just 8/1% went to majority-Black areas and 8.7% went to
majority-Latino areas. One major lender, IPMorgan Chase, invested 41 times more mortgage dollars in majority-
White communities than majority-Black communities. In fact, the study revealed that lenders invested more
money in one majority-White area — Lincoln Park — than in all of Chicago's combined majority-Black
communities.”

Moreover, industry practices in the housing and lending markets are changing at an alarming pace, especially
through the increased use of third-party service providers that operate biased machine learning systems to help
providers make housing and credit decisions. And in the age of social media, dynamic online platforms like
Facebook are playing a larger role in the placement of housing and credit product advertisements. The current
funding available to address these challenges is simply not enough and, now more than ever, Congress must
commit to providing more financial support to challenge pervasive housing and credit discrimination and better
implement the nation’s fair housing and lending laws.

QFHEOs compete for grants under HUD's Fair Housing Initiatives Program (FHIP) to test for discrimination in all
types of housing transactions, including in mortgage lending and real estate sales. FHIP is the only funding
source of this type. FHIP grantees must share a total of 540 to 546 million annually to uncover, investigate, and
address ALL reported housing and mortgage discrimination cases, as well as conduct education and outreach to
consumers, and train local housing professionals in a nation with a population of 328,000,000 people. Of those
grantees who are able to secure a FHIP grant, many are the only QFHEO in their entire state and therefore have
to stretch grant funding even further. Congress has also mandated that HUD use a minimum of 17 to 20 percent

* Debra Kamin, “Black Homeowners Face Discrimination in Appraisals,” New York Times, August 25, 2020. Available at
https://www.nytimes.com,/2020/08/25 /realestate/blacks-minorities-appraisals-discrimination.html

% Julian Glover, “Black California Couple Lowballed by $500K in Home Appraisal, Believe Race was a Factor,” ABC News,
February 12, 2021, Available at https://abc7news.com/black-homeowner-problems-sf-bay-area-housing-discrimination-
minority-homeownership-anti-black-policy/10331076/

“ Linda Lutton, Andrew Fan, Alden Loury, “Where Banks Don‘t Lend,” WBEZ, June 3, 2020. Available at
https://finteractive.wbez.org/2020/banking/disparit
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annually on education and outreach grants, leaving less money available for enforcement grants which make up
the most effective component of FHIP in curbing discrimination. Additionally, constant delays by HUD in making
available Notices of Funding Availability and award decisions each year has created recurring delays in grant
cycles, leaving many QFHEOs in limbo as they wait for the next round of enforcement funding.*®

CFHIP

i $40.10 | %40.10 | $39.20 |$39.20 |$39.60 |$39.60 |S44.95 |s463
(millions)

Rapored 27528 | 27,937 |28181 | 28825 |31,202 | 288807 | NA NA
Complaints

During the last six years for which we have reported complaint data (2014-2019), complaints increased by nearly
10 percent all-the-while FHIP funding decreased by 10 percent. In (2019), 3.5 percent of all complaints (1,013)
involved either a real estate sales or mortgage lending basis.*® However, that is not an indication that
discrimination does not occur at higher levels than what the fair housing movement can currently ascertain.
NFHA estimates that at least 4 million incidents of housing discrimination occur each year just in rental housing
alone,* yet the fair housing movemnent is only provided resources to tackle a small fraction of it. Indeed, the
recent Newsday Investigation revealed rampant real-estate sales discrimination that mirrored past real-estate
sales investigations NFHA has conducted on its own, and it showed that when QFHEOs are provided adequate
resources to conduct testing pervasive discrimination is brought to light and addressed.

We are grateful for the work Congress has done to require HUD to administer FHIP in a timelier manner, but
more must be done. Congress must fund FHIP at a minimum of 555 million each year and begin the process of
converting it into an entitlement program to ensure its reliability and efficacy. This nation’s ability to tackle the
scourge of housing and lending discrimination rests on the reliability of the resources it provides to QFHEOs.
Congress must eliminate all possible avenues through which this work can be stalled, whether that happens
through willful disregard for its importance or simply a matter of poor administration. Converting FHIP into an
entitlement program will remove the risk of funding delays; ensure that there is at least one QFHEO per MSA;
appropriately scale available funding to QFHEOs according to the population they serve; and it will provide a

2 Testimony of Keenya Robertson before House Appropriations Committee’s Subcommittee on Transportation, Housing, & Urban

Devel t and Related Agencics, February 27, 2019, available at

https:ifwww congress govi] 1 6fmeeting v 108964/ witnessesHHRG- 1 16-AP20-Wstate-Robertsonk -20190227 pdf.

2 See National Fair Housing Alliance, “Fair Housing in Jeopardy: Trump Admini Undermines Critical Tools for Achieving Racial

Equity,” available at hitps: fmationalfmrhousing orafwp-contentfuploads 2020/09/MNFHA-2020-Fair-Housing- Trends-Report pdf,
* Ibid.
1 Simonson, John, Report for the National Fair Howsing Alliance on the Incidence of Housing Discrimination Based on HDS 2000, Center

for Applied Public Policy at the University of Wisconsin-Platteville. The HDS reported on the probability (using percentages) that
discrimination would occur, NFHA's commissioned study reports instead on the number of instances of discrimination.
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better way to calibrate annual funding to the actual costs of conducting fair housing and lending testing in a
marketplace that continues to grow in complexity.

NFHA Supports the Fair Lending for All Act

Fair lending enforcement saw a dramatic turn during the Trump Administration, beginning with actions taken by
Acting Director of the CFPB, Mick Mulvaney. On February 1, 2018, then Acting Director Mulvaney took action to
strip away the CFPB’s Office of Fair Lending’s enforcement powers and diminish its role within the Bureau. The
signal this sent to the lending industry suggested it could operate with lowered expectations of being held
accountable for discriminatory practices. However, issues related to the efficacy of the Equal Credit Opportunity
and the Home Mortgage Disclosure Acts began long before even the establishment of the CFPB.

NFHA strongly supports the Fair Lending for All Act as major step forward in addressing the limitations of fair
lending enforcement. Rep. Green’s legislation addresses long-standing barriers to fair and equal credit by
adding sexual orientation and gender identity protections to ECOA, bringing LGBTQ, people closer to reaching
equity in the credit markets. The bill also makes it unlawful to discriminate against a person on the basis of
geographic location, directly addressing rampant discrimination perpetuated through the use of geography as a
proxy for race and ethnicity. The Fair Lending for All Act alse adds critical data reporting requirements to the
Home Mortgage Disclosure Act to ensure that the CFPB and other enforcement agencies can better ascertain
discriminatory patterns in the mortgage market and act upon them.

The Fair Lending for All Act also re-empowers the CFPB to conduct meaningful fair lending compliance and take
appropriate enforcement action to address credit discrimination. By establishing the requirement to conduct
fair lending testing at the CFPB, we can be assured that the CFPB’s civil rights authority is used to the fullest
extent regardiess of who runs the Bureau. Additionally, the bill’s provision which requires the CFPB to review
the loan application process of covered institutions will help unearth and address critical flaws in the credit
application process where discrimination occurs and require corrective changes to that process.

Among the most meaningful changes in the legislation is the establishment of stronger criminal penalties for
individuals who engage in a pattern or practice of knowingly or willfully violating ECOA, as well as personal
liability for executive officers at lending institutions who knowingly and willfully direct an institution to violate
the Act. Together, these changes will finally create a lending environment in which the intentional reverse-
redlining and other forms of systemic discrimination that prevailed in the run up to the 2008 foreclosure crisis
can no longer be repeated. It is well past time that leaders in finance and lending officers who knowingly cause
people of color and other protected classes to lose their homes face criminal consequences akin to the
disruption they cause to the lives of underserved communities which they have targeted.

NFHA has long been a proponent of these changes and we thank Rep. Green for his leadership. We also look
forward to working with Mr. Green and the Commiittee to ensure that additional changes in the Fair Lending for
All Act can be made to further meet the legislation’s goals.
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Appraisal
il Az

Professionals Providing
Real Estate Solutions

March 2, 2021

The Honorable Al Green The Honorable Andy Barr

Chairman Ranking Member

Subcommittee on Oversight and Investigations Subcommittee on Oversight and Investigations
House Committee on Financial Services House Committee on Financial Services

2129 Rayburn House Office Building 2129 Rayburn House Office Building
Washington, DC 20515 Washington, DC 20515

Dear Chairman Green and Ranking Member Barr:

On behalf of the nearly 17,000 Designated members, candidates, and affiliates of the Appraisal Institute, we write
to you to update on actions we and others in the appraisal profession are taking to address allegations of
discrimination or potential bias in appraisal. We respectfully request this letter be included in the hearing record
for the February 24, 2021 hearing entitled, “How Invidious Discrimination Works and Hurts: An Examination of
Lending Discrimination and Its Long-term Economic Impacts on Borrowers of Color.”

To start, the Appraisal Institute remains strongly supportive of H.R. 166, the Fair Lending for All Act. This
legislation would provide much needed resources for fair housing enforcement, among other things. As discussed
during the hearing, these resources have tended to ebb and flow over time and having a more consistent set of
resources will surely enhance enforcement efforts, including those involving appraisal.

Discrimination has no place in appraisal, and we believe any concerns over discrimination involving appraisers
should be referred for potential criminal complaint and/or fair housing enforcement. We offer the full weight and
resources of our organization to fair housing enforcement agencies in understanding appraisal related issues,
which may require specific expertise to help prove intent. When we see even one story of a consumer who feels
they were treated differently because of their race, we take pause and reflect because that goes against
everything we stand for. Bias, in whatever form it takes, is the enemy of the valuation profession.

Appraisers take a lot of pride in being an objective source of real estate value information. Appraisers look at the
numbers and facts, attempting to mirror what the market tells, Appraisers know bias is human and exists in
various forms (whether conscious or unconscious), and no profession is immune from that. We believe that it is
important to continue educating ourselves about the situations and circumstances that can potentially lead to bias

Anti-Bias Campaian

Ensuring bias does not play a role in appraisals and seeking solutions to promote equity, diversity and inclusion in
appraisal are top priorities for the Appraisal Institute. We are spearheading several initiatives, partnerships, and
commitments. We are excited to see how this work positively affects the greater real estate industry and the
communities across the country where our appraisers work.

Specifically.

1. Last year, we convened a Fair and Affordable Housing Symposium for appraisers, lenders, and others,
where we invited researchers critical of appraisers or appraisal process to present their findings on
valuation and appraisal, identify concemns, and propose ideas for solutions. The Symposium identified
several ideas that we are exploring with this Committee, Government Sponsored Enterprises and the
Federal Housing Finance Agency and others.

2. Together with other appraisal associations, the Appraisal Institute hosted a free seminar for appraisers on
unconscious bias, hosted by nationally renowned diversity, equity and inclusion consultants, the lvy
Planning Group. This presentation raised awareness amongst all appraisers about unconscious bias and
provided tips for countering it in appraisal practice.

3. The Appraisal Institute is proposing enhancements to its Code of Professional Ethics to include a new
Ethics Rule that specifically prohibits Al professionals from basing an analysis, opinion, conclusion or
report partially or completely on personal characteristics. Concerns about personal characteristics have
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“How Invidious Discrimination Works and Hurts: An Examination of Lending Discrimination and Its Long-term
Economic Impacts on Borrowers of Color."
March 2, 2021

been raised in recent media reports involving refinance appraisal appeals, and the new Ethics Rule
reinforces and makes clear that appraisers are to focus on property, not race, ethnicity, or other personal
characteristics.

4. Adjunct to the new Ethics Rule, we have also developed a Guide Mote on Personal Characteristics and
Valuation, which illustrates the application of this new Ethics Rule in appraisal practice scenarios. For
example, the Guide Note includes scenarios involving residential and commercial appraisal illustrations to
fight bias in the range of valuation scenarios encountered by appraisers,

5. We are also developing new education for our members and the public on valuation bias, reflecting on
historical developments in appraisal and real estate and providing guality control techniques to combat all
forms of bias, including unconscious bias. Lastly, we also are likely to enhance education on fair housing
considerations for appraisers that have existed for many years but deserves to be enhanced or updated.

6. We are supportive of proposals (currently pending in CA, MN, and NY) to require that appraisers take
periodic continuing professional education specifically related to the topics of valuation bias, fair housing,
and equal opportunity.

Amid these activities, we have also been working with The Appraisal Foundation, the appraisal profession's
standards-setting body, to enhance appraisal standards and qualifications requirements to address bias
concemns. Several positive changes are being made to promote valuation bias education for all appraisers.

Increasing Appraiser Diversity

We are also tackling diversity in the appraisal profession, which has been raised as an additional concern.
According to our most recent research, the appraisal profession is predominantly white and male. While some
strides have been made in recent years, much work is to be done on this front. The appraisal profession has
historically leveraged an apprenticeship model, and this has fostered many familial ties within the profession.
Historically, family run, and managed firms were common and handed down generationally. Specifically, our
efforts in diversity involve several internal committees, including our University Relations Committee, which is
conducting outreach to Historically Black Colleges and Universities to expose appraisal and establish education
connections. The Appraisal Institute Education and Relief Foundation also maintain the Minorities and Women
Scholarship Program, which supports education scholarships for existing appraisers working through certification
and licensing requirements.

Lastly, over the past two years, we have worked with Fannie Mae and the National Urban League to host the
Appraiser Diversity Initiative (ADI). ADI exposes appraisal careers to new entrants of the appraisal profession,
providing scholarships for interested individuals to complete the entry-level coursework for appraisal. The
program is sponsored by the Al Education and Relief Foundation, which has committed $150,000 in scholarships
over the next three years. We are expanding this program to involve private sector organizations as sponsors to
also offer linkages for these individuals to complete experience requirements with supervisory appraisers.

We remain committed moving forward with our initiatives outlined above. We also want to be part of the solution
to any identified concerns. For the past year, we have been working with Chairwoman Waters to discuss how all
the relevant stakeholders can gather in one room, evaluate the respective collateral underwriting guidelines from
agencies and Enterprises and develop consistent approaches to challenging topics such as lending and valuing in
limited or inactive markets. These discussions have also discussed ways in which we can continue to improve
diversity within the profession. We look forward to continuing to work on these and other issues that promote
community and economic development and housing opportunities for all Americans.

Thank you for your attention and for the opportunity today. Please contact Bill Garber, Director of Government
and External Relations al 202-298-5586 or bgarber@appraisalinstitute.org if you have any questions.

Sincerely,

Appraisal Institute
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Attn: Members of the Subcommittee on Oversight and Investigations of the House Committee on
Financial Services,

March 03, 2021

Engine is a non-profit technology policy, research, and advocacy organization that bridges
the gap between policymakers and startups. Engine works with the government and a community of
thousands of high-technology, growth-oriented startups across the nation to support the
development of technology entrepreneurship. Engine welcomes the opportunity to provide
comments for the record regarding the impact of lending discrimination in communities of color and
its impact on the economic development of startups.

Within the startup ecosystem, Black and Latino startups are both underrepresented and
underfunded’. Diversity is more than a talking point; if's a necessary element for startups to drive
innovation and growth. In a study conducted by the Boston Consulting Group, gender and racially
divcrw teams were 21 percent and 33 percent mare likely to be profitable compared to less diverse
teams.” However, many of these founders are unable to demonstrate their potential for success
because they are hindered by barriers that limit their access to capital. And significant funding
streams, like venture capital investments, are woefully behind in directing funds to diverse founders.
Specifically, women-founded companies represent roughly 3 percent of the total VC funding
circulating, and Black and Latino founders have raised a similar, small fraction.” And wealth gaps and
systemic racism mean that even many traditional financing methods, like self-funding or a friends
and family round, leave diverse founders behind in accessing needed capital.’

Faced with the lack of preexisting networks to source significant funding, underrepresented
founders are left with fewer options, and some may seek personal or business loans.” But obtaining a

! Diversity in U5, Sruma,m D:\'eml\ VC (January, 2017) available at

h[lpb fmews. hi l-opportunity-minority-lounders-still-bemg-overlooked/

* See Engine’s (.om.mu:lb Io the USPTO available at:

Ittps:/fstatic ] squarespace.com/static/57 1681 753¢44d8 3 5a440c8bSV60 366ecbd2 881 146274 3¢45/16 14180046322 /Engine+USP
TO+diversity+comments.pdf; and, Rocio Lorenzo, Nicole Voigt, Miki Tsusaka, Matt Krentz, & Katie Abowzahr, How Diverse
Leadership Teams Boost Innovation, Bos, Consulting Grp. (Jan. 23, 2018), https:/fwww.beg com/en-us/publications/2018/
how-diverse-leadership-teams-boost-innovation.

? Engine, supra note 2; and, Funding to the Female Founders (Crunchbase, $.F., Cal.), Mar. 2020, at 5 (“In 2019, female—nnl\
founded companies raised 3 percent of venture dollars.” (emphasis added)), hrlw:: {fabout hbase.comfwp-cont
uploads2020/03/Funding-To-Female-Founders Rq.mlpd £ Funding to Black & Latiny Founders, (,nmcl:busn. Diversity Spotlight
2020 (Crunchbase, S.F., Cal.), Oct. 2020, at 4 (“So far in 2020, Black and Latinx founders have raised $2.3 billion, representing
2.6 percent of funding Lhmu.gh Aug. 31, 2020." (emphasis added)), http:/fabout crunchbase com/wp-content/
uploads2020/10/crunchbase_diversity_repont_2020.pd(.

* Engine, supra note 2.

* Crunchbase Diversity Spotlight 2020: Funding ro Black and Latinx Founders (2020),

Iittp:about.crunchbase. com/wp-content/uploads 2020/ 102020 _crunchbase_diversity_report.pef.




80

loan as an underrepresented founder is not a straightforward path, nor is it always equitable. When
faced with the urgency and need for capital to support their ventures, underrepresented founders
may turn to predatory lenders, who subject loan applicants to significant interest rates and upfront
costs.” Further, when controlling for other differences in applicants, people of color and women are
still often subject to worse loan terms.” Founders of color also have fewer loan approval outcomes
compared to white founders, and they routinely do not receive the total amount of funds for which
they apply® And even when looking at programs—like the Paycheck Protection Program
(PPP)—that are designed to help struggling businesses during the pandemic, discrimination in
lending is stll a significant problem. As Engine noted in recent comments to the US. Patent and
Trademark Office (USPTO), “[d]ata show, for example, that predominantly Black congressional
districts got fewer PPP loans, where applicants faced longer delays receiving funds; minority-owned
PPP applicants had to wait longer and try harder to have applications processed; and Black
applicants received worse treatment from banks.”” Though recent efforts have been made to direct
funds to those businesses truly in need, “[t|he federal government must understand its failures and
shortcomings in order to surmount them.”"’

And other factors that influence loan issuance, like credit scoring, are often not reflective of a
founder’s ability to make on-time loan payments and are influenced by factors like income and wealth
inequality.! As we noted in comments to the USPTO, “[the current credit score system is a serious
barrier to an underserved founder’s ability to access capiral, and 1s in serious need of reform. . . credir
scores present a chicken-or-the-egg problem: you need a higher credit score to get more capital, but
you need a longer credit history to get a higher credit score. And it is often not a good measure of
whether a borrower can and will repay a loan.”"? The Consumer Financial Protection Bureau notes
that roughly 20 percent of the adult US. population is credit invisible or unscorable,” and Black and
Hispanic consumers are more likely to fall into this population compared to white or Asian
consumers." Further, as detaled by the witnesses in the hearing, these communities lack
opportunities to enter the credit market by credit-piggybacking, compared to white communities.'”®
And lack of good (or any) credit can then become a significant hindrance for underrepresented
founders to become approved for loans.

While discrimination in lending represents a significant barrier to accessing capital for

* See House Committee on Financial Services Hearing available at

https:/financialservices house. govicalendar/ ingle.aspx?EventiD=407193.

" Engine, Capital Access and Founders of Color,
https:/fstatic]_squarespace.com/static/571681753¢c44d835a440c8b5/V601972a952 3cbl6ica32288/1 612280489 T60/Capital+ Acces:
stand+Founderstof+Color.pdl.

* Engine, supra note 7.

* Engine, supra note 2.

1 Jd.

B !i’boam the cnsdu isibl ". C Fmance I§ i Bun.au (Dec 20}'6} available at
ilesc / I i - and Data Point: Credit

153 fd
'* See House Committee on Financial bcnflu.b Hearing available at
https:/financialservices. house. gov/cal ingle.aspx?EventlD=407193.
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underrepresented founders, Hngine believes policymakers have the opportunity to address the issue.
While we go into greater detail concerning possible solutions in the attached report submitted to
USPTO on their request for comments regarding diversity in innovation, briefly, policymakers could
consider a number of initiatives. Agencies could work to eliminate bias in federal lending by ensuring
that decision makers also reflect a diverse pool of talent." This requires ensuring that government is
comprised of diverse leaders and that government has “the data it needs to drive better, more
inclusive decisions in the future and that it takes steps to eliminate current bias”"" It also requires
sufficient action be taken to address the inequities the data may show.”® As Engine recommended in
the same comments, action is needed “to encourage other departments and agencies to make similar
strides in data collection and targeting, to better understand and assist underrepresented innovators.
And once that data is collected, the federal government needs to move more quickly to rectify
inequity”"’

Policymakers should also work to expand and improve small business loan programs, like
PPP or Small Business Administration’s 7(a) loan program, to ensure Black- and Latino-owned small
businesses and startups are not improperly and unfairly denied loans. Policymakers should work to
ensure that underrepresented founders have better access to relief,” and the resources needed to
know what forms of relief are available. And policymakers can also shift their focus to lending
solutions that have the potential to decrease discrimination.” As Tingine has noted in the past,
fintech firms may have some promise at reducing discrimination in lending (though more work most
certainly should be done). “While the fintech industry’s demographics are no better than the broader
technology industry, studies suggest that, while finance algorithms discriminate against Black and
Latino loan applicants, they may discriminate less in certain industries (e.g, mortgages) than
traditional face-to-face lending,”*

Finally, policymakers should work to address the inherent discrimination reflected in the US.
credit reporting system so that disadvantaged borrowers who may in actuality be good candidates for
loans or credit can better access needed funding options. Pursuing efforts to develop alternatives to
the traditional credit score-—including by encouraging the CFPB to work with credit reporting
agencies—could help provide real change within the financial system.”

Engine is grateful for the opportunity to provide feedback on the impact discrimination in
lending has on underrepreseted startup founders and to pose possible actions government can take
to help these founders. We are happy to serve as a resource for the committee on issues affecting
startup founders in the future.

Engine, supra note 2.

Id.

16
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INTRODUCTION

Engine 15 a non-profit technology policy, research, and
advocacy  organization  that  bridges  the gap  berween
pohicymakers and startups. Engine works with government
and @ community of thousands of  high-rechnology,
growth-orented startups across the nation to support the
development of  technology  entreprencurship  through
cconomic research, policy analysis, and advocacy on local and
national issues. Engme appreciates the opportunity to submit
this response to the US Patent and Trademark Office’s
(USPTO) request for comment on expanding the country’s
mnovaton ecosystems to be more diverse and mclusive.!

The National Council for Expanding Amencan Innovation’s
MNCEAD work will touch on critical challenges  and
oppocunites facmng the nanon’s mnovation ecosystems. Engine
encourages NCEAL ro seek a complete picrure of the barriers
underrepresented innovators and enrrepreneurs routinely yet
unfaidy face, and Engime urges the entire federal government to
mobi 4 mgdiversityand mchusion inmnovation.

It would be difficulr to overstate the value of diversity to
mnovation and entrepreneurship. Diverse teams genecare
better economic results, and more—often better—innovation
emerges from their unique perspectives. In addirion, as
the nation continues the essential work of seeking to
rectify systemic inequality and steuctural acism, ncreasing
diversity i novanon should be a core component
Startups make outsized contributions to economic and
job growth, and those benefits cannot continue to be
withheld from  histoncally  underserved  communities.

Looking fisst to the patent system, N [and USPTO must
recognize that the agency’s stakebolders extend far beyond
patent applicants and owners. And in seeking 1o promote
diversity m mnovation, the USPTO should not only keep

! Request for Conmments on the National Strategy for Expanding
American Innovation, 85 Fed Rep, 83906 (Dec. 23, 2020).

O Engine

startups in mind—the USPTO should also look to customers
and users whe never intend to interact with the parenr system
because they snll have a stake when the government grants
exclusive rights in certain technologies. To promote diversity,
Enging encourages the USPTO to build or expand initiatives
that equip underrepresented founders who want patents with
the tools or resources they need o obtain high-quality ones.
It should also find ways to elimmare bias i the applicanion
process and collecr berter data to monitor  progress.

Outsicle the patent system, there 15 much more the governmment
should do to foster diverse and inclusive innovation. The
most significant challenge Facing many startups 15 accessing
capital. Venture capital (VC) and equity investment is
imbalanced along race, gender, ethnic, and geographic lines.
Most VO funding goes to companies founded by white men
located i a few corners of the US. Many underrepresented
founders are further excluded because they lack equitable
access to more common sources of  startup capital—
personal or family wealth and lines of credit or business
loans. Systemic racism and sexism have creared deep gaps
in wages and wealth, leaving many underserved founders
ar an unwarmanted (and somenimes severe) disadvantage.

There are many levers the government can pull, starting with
irs own funding Agencies should seek to eliminate current
bias and dispanities in federal grants and loans. To accomplish
this they should, for example, ensure diverse leaders are at
setting more inclusive research prionnes and
making funding decisions. The government should also
create or improve existing financial programs to better serve
startups—particulady nascent tech companies, which have
different needs, and would benefit from specific rax credits or
streamlined grant review. In addirion, the governmenr should
consider how it can encourage private investors o spend m
more equitable ways, like by incentivizing angel mvestors or
implementing policies to reduce bias in banking,




86

O Engine

Another core feature of startup success 15 rooted in
networking and mentoring, Starups across the country
routinely emphasize the enormous value of commumiry. Yer
this s another area where underrepresented founders have
been historically excluded—costing them access to potential
nvestors, seasoned industry advisors, and entrepreneurial
peers. The governmenr can support and  bolster the
connective tissue of startup ecosystems by, for example,
funding incubators, acceleratory, and entrepreneurial support
organizations that focus on underrepresented  founders.
And it should actively meet startups where they are, by
attending conventions or working through regional offices
to facilitate access to government resources and hear direetly
from startups abour what they need from policymakers,

Finally, the talent pipeline &5 kev. It 15 cancal that tramning
resources are equitably distabuted, but all young people—no
matter thew zipcode—should be encouraged to be innovators,
Unfortunately, certain students fack access to STEM educarion,
but even those who pursue it often abandon STEM before
they choose a career. The government can—and should—
spend more on education, but it should figure out how to ger
“smarter” abour traming omorrow’s innovators, For many
mnovators, their path will not include a university degree. Part
of building the ralent pipeline will require new curnicula to
highlight accomplished nnovators from underrepresented
backgrounds. The government should also focus on artracting
and retaming more diverse STEM educators. And finally, the
government should mvest i inproved, dedicated nnovation
and entreprencurship education, to train creative, innovative
young people and equip them with the twols they need to
succeed in solving problems and developing new ideas into
practical solutions through advanced technology.

o Engine
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IMPORTANCE OF DIVERSITY

Engine applauds the USPTC and the NCEAI for seeking
to necrease  diversity  throughout - Amencan’s  innovation
ecosystems. Promoting diversity and inclusion m mnovation
is not only the nght thing to do, it also makes for the best
economic policy.? Studies show thar diverse teams produce
better financial returns and more mnovaton: racally and
gender diverse teams are 33 percent and 21 percent more likely
0 be profitable than their less-diverse peer teams, respectvely.?
The diversity of a company’s leadership correlates to ncreased
mnnovation, measured by the revenue anributable o new
products and services? And innovative companies whose
leaders exhibit mnherent and acquired diversity are likelier to
caprure new marker share and report market share growth.

Generations of  American inventors from muny different
backgrounds have created countless products and processes
thar ennch our lves and power our cconomy, Percy Julian
«d fire-retardant foam used throughoutr World War 112
Sarah Boone was fundamental in developing the modern
ironing board,” and Katharine Burr Blodgen made “invisible™
glass ¥ a key component of computer screens today, just o
name a few. Julian, Boone, and Blodgertt are all examples of
women and Black Amernican founders and inventors, merely
some of the mnovators from underrepresented backgrounds
who have driven America’s sciennfic progress.

oo

Similarly, diversity can impact—and improve—the direction
of product development and innovation. Diverse teams serve
a more diverse customer base, and bring unique perspectives
1o develop solutions to more problems experienced by more
people.” Merely by way of example, engineers who navigate
the world in a wheelchair wall more-readily see oppormunities
to improve accessibility in public transit, women are more
likely to introduce innovative new services that cater to the

2 for Rocio Logenzo, Nicole Voigt, Mili Tsusaka, Matt Krentz, & Katic
Abonzahe, How Diverse Laadersbsp Taans Boart lenoration, Bos. Consulting
(_urp U1|| 23 20[3} hiips: Hu‘m wiheg com/en-us/ publications 2018/
i, Vivian Hunt, Larcina Yee,
Saea l’nncc & ‘nnld:n:u L).lxml -Fyle, D{.ﬁnmﬂg ]‘m,g* IJm\rx.l!’y MeKinsey
& Co (Jan. la, ZDIS}, Im;vs..-"hn’\l i functions

3 Hunt et al,, J.\;nnnmw z

4 Lomenza et al, sypne note 2

§ Sylvia Ann Hewletr, Mefinda Marshall, & Luura Sherbin, Hoir

Dirersity Can Drsve fnnoustion, Hary. Bis. Rev, (Dee. 2013), hitps:/ /hibr.

‘orp) 2013 /137 bisw~dive sty catn e UiV,

6 Pirey fulian - Fats, Insvatins €= Dath, Biography (Jon. 8, 2021), httpa://
Lo ipie g

7 Narm Hoone . Sopeusion, Irsaing Baawd &= Fits Bawgraphy (o, 13, 221), hiep
wwwhicgraphycom fuwentor sarb-boore.

& Jscoh Robens, The Jevicibde Wasew, Science Hastory Insmute: Distillanons (May 3,
2084}, hazp ewwscieneelmstorpon/ disdliten /the -imvaible woman.

9 Ser, 2., Edward Graham, Sylagain Reimagines Ombne Shopping,
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purchasing needs of women;!? and mulrilingual feams will
better notice the value of testing voice recogninon technology
on many aceents.!! And these varied perspectives are integral
o keeping American startups at the forefront of global
mnovaton.

Startup Testimonial:

On running a startup focused on the race
and gender accuracy of facial recognition:
“Facial recognition technology has far-
reaching implications. We saw this [] during
the George Floyd protests, when law
enforcement relied on inaccurate facial
recognition technology. The issue also
offects me and the people | care about.

I am Black and | am a woman, and we
know that facial recognition technology
is particularly bad at identifying people
of color and women. . . . Part of my
social responsibility and holding Infiltron
accountable is through working with
teams that are diverse. For the company
I am building and the solutions we are
building, diversity will show in what we
build, attending to accuracy and defending
against racial or gender bias.” 12

]xl.g:ur (Jume l-l 2019), Im[vs..l"}'\\'ﬂunq;:m i/ news feategory/

istand (“Theee’s 4 huge opportunity
in m: mmlmg menuum tor create funds for women and minorities . ...
[Investors| should also be aware i
veu dou't know what their need
solution that is petentially profitalile’
of \uhq.m. in Rhode Is

(quating Sarah Fletcher, co-founder

ol
=

1d) [lencinal whaqu
“ly Haring a Diiverse Toan Wil Make Your Producty
3, 2017), |II'!|1! -/ fopen.aytimes com ) why-

1 -T3eT51R6TT.
mu 18 h- Warks -N/bww Diversity
Fast ( :nm;:aus {Iul_\' \U, ‘.’l’r‘.’ﬂ}. Illqus:.".-’w\w-.

12 Edward Gralvam, Searing Dita wed Diertees frane Hickers, Engine (Nov, 11,
2020), hisps:/ /www.engine.is/ news/ startupseverywhere-wamer- robins-
ga-infiltron ing Chasity Weight, founder and CTO of Lofiltvon i
Georgia) [bereinatter “bufiliron™].
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IMPORTANCE OF DIVERSITY

Moreover, mcreasing diversity in the naton’s innovation
ecosystems 15 one path toward creating wealth and building
the jobs of the future m communities across the country that
have been historically marginalized and excluded from these
benefits without justification.'? And the COVII-19 pandemic
has escalated the need for concerted focus on advancing
diversity in mnovation sectors, as women—especially Black
and Latina women—are being doven from the workforce n
sigmificant numbers. 4 Rapadly mereasmg unemployment rates
now put a finer point on the inequiry that existed m innovation
sectors before the pandemic, and rarchets up the urgency for
effective government intervention now.

With all of this i view it 15 apparent that the value of and
need for greater divessity and inclusion n US nnovation
i paramount. Likewise, as USPTO and members of the
NCEAI no-doubt know, the barriers facing underrepresented
founders are complex and reaching And they extend far
beyond the patent system. OF course, the solutions to expand
LIS innovarion cannor be one-size-fits-all. The NCEAI and
USPTO should mstead carefully consder the unigue needs
of different underrepresented founders and propose a variery
of strategies (0 SUPPOCt NNOVALOrS ACr0ss, €., race, gender,
and geography. Otherwse, the country risks implementing
policies that only help a few and continue to unfaidy leave
many mnovators behind.

Engine urges the USPTO and NCEAI to thoroughly examine
the complex barriers underrepresented founders face, and
consider a broad rtange of bold, creatve solutions, Were
NCEAT merely to take a narrow focus on barriers to patenting,
it would be missing an opportunity o conrribute real value
torward advancing diversity in innovarion. To be sure, patenting
i it valuable part of some innovators’ startup models, but
muovation i not always about a patentable invention—
valuable innovaton can include new business models,!s or
customer outreach services. All underrepresented innovators
and entreprencurs, regardless of whether they want or need

13 Ko, e, Wiky 18632, 1863 Ventures, hups:/ /www 1863ventmes net/
why-EB63 (last visived Feb. 2, 2021) (“Our thesis is that entreprenenship
& becoming an mereasingly visble pathway for the New Majonity (o buld
wealth. Our goal is 1o facilitate this trend by redocing barsiers and visk for
these founders acmss the natios
¥4 LuLu Garcia-Navarm, Interview with Elise Gould, The Eanomic Falft
of the Pamdemsic Has Had o Prafosnd Fffect on Wames, NPR. (Jan. 31, 2021),
htps: /S wwwnprorg/ 2021 /01/31/962528953/ the-cconomic- fallont-of-
the-p io-has-hadk i-effect %

15 Bt the value of a patent is often not the incentive to invent, espeeially
fior startups. Se Sewart |H. Geaham, Robert P Merges, Pam Samuelson, &
Ted Sichelman, Fiigh Technaduy Emiveprenases wnd the Patent Systes: Reeulte of
the 2005 Berkeley Patent Swrvgy, 24 Bedoeley Tech. L] 1255, 129697 (200
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patents, also deserve the attention and support of the USPTO,
NCEAL and the federal government more broadly.

Indeed, agencies and officials across the federal governmenrt
have a eritical role to play in dismantling the unjust barners
facing underrepresented founders, Advancing diversity n
mnnovation  and entrepreneurship will require  dedicated
efforts from all branches and levels of government, not just
the LSPTOL For example, the Small Business Adminssteation,
Narional Science Foundarion, and Deparmment of Educarion
each have expertise and authority that can be brought 1o
bear and should take a prominent role in the government’s
efforts to expand American innovation. And some steps will
require Congressional action. Engine encourages USPTO and
NCEAI to share findings with other agencies and tap into
parallel efforrs underway elsewhere.
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PATENTING

Technology startups create promusing maovations and develop
them for the benefit of their customers and the public. Many
startups continue i the foorsteps of Percy Julian, Sarah
Boone, and Kathanne Buer Blodgerr by seeking parenrs.
Some inventors hope to license o fund further research
and development, 1t and others wanr strarege advantages
associated with being the first to patent.!” For others, patents
are not a part of their innovation steategy.'® Moreover, when
the USPTO issues a patent, that has far reaching economic
consequences. And many startups’ only interaction with the
patent system s when they are accused of infringemenr.
Bur there are few avenues for the public to engage with the
Office, us it interacts Wmost exclusively with patent applicants
(or owners), and has very few ways to hear “from those who
stand to suffer immensely” from, e.g, improvidently granted
patents.! In thinking about the importance of dwersity
within the patent system, the USPTO and NCEAI should nor
ke a myopic view and misunderstand patent applicants or
owners as the only elevant stakeholders. As detailed further
below, Engine encourages the USPTO and NCEAI o focus
on the whole mnovation sectar, but here presents issues and
some possible solutions underrepresented innovators face in
patenting,

STARK DISPARITIES IN PATENT
OWNERSHIP EXIST.

Examples of excellence do not mitigate
legacies of discrimination.

Our history 15 full of stories of mventors from communitics
who have been underrepresented in innovation and prevented
from fully exploiting the fruits of ther labor, Enslaved Black
artisans literally buale the Capitol building and the White
House ! Across generations, Black mwvenrtors” ralents have

16 Lo, g, 2l i 1300 (recoumting ane ks inventon’s story).
17 Bhaven M. Samnpat, 1 Sarvey of Empirical Evidence on Patents and Insovistion
5,9 (Nat'l Burean of Eeon. Rsch., Working Paper No, 25383, 2018),
hps: f fworwnber.omg/system// files/ working_papers/w25383/w23583,
pal [,

B fal at 20 (A considerable smount of innovation ocours outside the
ram:l system").

Pt Krishuel, Opinbon, The Pati fo Racul fusiice Rorns
Themiggh Thir lgency, N.Y. Toues (Feb. 9, 2021), hatps:/ fwww.
nytmescom/ 3021 /02/09/ opinion /biden-paten-office.

l? duk grvpe=Homey
20 Felicia Bell, hm’nrrdhdwumf!-ﬂv h;m f'-:pﬂul "ls:r Soc'y (2003),
hitps:/ fusch i I b ited-states-
capitol//; Saery mm’rbr lf EukHAwt \‘(hm‘lluuﬂ_ lhsl Ass'n [].ﬁl visited
{ press-

|m153m; Imps.hm. I oy

backg d-thie wehiipe1
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been stolen and undervalued by Amencan rcism, and this s
reflected in our patent system. Despite this inglorious history,
many Black mventors were able to unleash their talent during
Amenca’s Golden Age of Inventon. Black mventors were
awarded 50,000 patents between 1870 and 1940, making
Black people among the most patent-productive groups of
Amencans at the nme2! This was m spite of Jim Crow-era
ann-Black violence thar, according to pathbreaking rescarch
by Professor Lisa C{mk,mhhed the LIS, of an esnmared 1,100
patented mventions.? In facr, Black Amencans’ patent rates
have never recovered from their high at the tum of the 20th
century, 2 The consequences of our history reverberate mto
patent disparities today. Black American innovations from the
past 1o the present, despite significant obstacles, should nor be
mterpreted as a sign of historic mclusion,

American women also have patented mventions for centunies,
despite  significant barriers. Hannah Wilknson Slater
considered by many to be the first (white) woman to receive
a patent in the US, in 179324 and Sarah Goode was the fiest
Black woman granted a patent, in 18855 Coverture doctrine
m early America meant that legal nide o a patent went w2
muarried woman's hushand, Some scholars suggest that this eardy
legal regime stopped many women from commercializing their
nventions. 2 Similarly, enslaved Black women could not receive
patents. 2 Best estmates suggest that women inventors overall
composed about 4 to 8 percent of patenr recipients between
1870 and 1940.2 The rates for Black women are much lower:

zl_luuxlh.\u Ratlrovell, Andre M. Perry & Mike Perry, The Black Imnaviators
Who Eferaated the United States: Reassessing the Coolikon e of Invwntion,
Al lmpolum Policy Prgram, Brookings Inst. (Mow: "! 20-3]

wwwd p.cdu/ rescarch/ the-black-i

i thiesglih £

22 Lisa D Coak, i’m«w}:mnﬁ.‘.rlnﬂig.' Eriddeunce from A fescay American

Pirtenis, 1EAATO0, 19 | Eeon, Growth 221, 239 (2014

2 Rethwell et al., zpra note 21,

24 Progress and Potential: A Profite af Wasmer Inventars on U5, Patents, Office

of the Chief Economist, LIS Patent and Teademark Office, 2009 11 Dasa

Highlights 2, 3 lutps:/ fwww.uspio.gov/ sites/ default/ files/ docwmuents,

Progeess-and-Potential pdit

25 Saral Booss, saprit note 7.

26 Danicl H. Shubman & Augebs Upclirch, Spanse Rights & Inventions:

Latert Threat to Corporate Putest Portfoline, 50 Seton. Hall L Rex 1,4 (2019);

B. Zorina Khan, Married Wemen's Praperty Laws and Female Commeraal

Astivity: Eidewse fram United States Patent Recordds, 17#G-1895, 56 | Econ,

Hist, 356, 385 (1996),

27 Shontavia Jacksan Johnson, The Colsllimd Batent Syrtent aed Black

Tnrentors, 11 Lanedslide 4 {ZJI‘JJ it/ wwwamercanbar. oqp"gx\xlpsf

intellectual_property_taw,/y tandslide/ 2018- 19/ marck
Jorblind-pateni-systen- “black-i i

e Repart o Congress Porrsant fo L. 115273, the SUCCESS Aat, LS

Patent and Trademark Office § (O 2019, hitgs:/ Swowwusplogoy/

sites default/ files  docwments/ USPTOSuccess Actpdf;, sec Sarada et al.,

Historical Changes m the Demographics of Inventors m the United Seates

(e, 30, 2007), hurpe/f sso.com fabstract=2008 160,
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“historians can identfy only four African-American women
who were granted patents for their inventions” between
1865 and 19002 To understand and recnify today’s patent
disparities, we must relearn our past.

Historic disparities persist today.

The latest data suggest that, while underrepresented inventors
make up a larger share of the tech community than ever,
reaching equity will require much more work. Despite beng
more than half the US. population, and holding about a
quarter of science and engmeenng jobs, women made up
only 13 percent of all mventor-parentees ™ The USPTO has
not released official dar on inventor-parentees by race, but
mu!hplr studies suggest that Black people and Latinos, a5 well
as Natve Amencans, are dramancally underrepresented
Separately, some studies suggest that women  inventors
emerge from the patent prosecution process with fewer
clams approved and more alrerations of  their claims
{therefore potentially lowering the claims’ value) than men 32
Fxvidence also suggests that patent examiners nay be inclined
to teeat applications from inventors of the same geander more
fivorably.® These data suggest the legal and cultural barcers
to diverse and mclusie patenting may have abated over tme
but remien subsran

MAKING THE PATENT SYSTEM MORE
INCLUSIVE.
Embodying diversity and minimizing bias.

The Biden-Harris Administration has an early opportunity
o nominate a USPTO Director who embodies diversity and

B Leila MeNeill, These Fowr Black Wasmen lerentors Reimagined the Techodagy
qf.r.l\r”um Suutthwn:lnagl:mu :’l"r'l;. 7, 2017), luips:/ frorww,

Fonr-black

reimagined- m_hum]‘g_\ hmmqwm_m.f
30 Art R.-,i\orf. gt note 28, an 8-10, Progrece awaf Potential, supna
note 2 wiwvensplo.goy /sites { default/ Bles/ documents

iz h)'l.c Jensen et al., Crowder Diffevemces in Ofaining and Mamrateing Patert
1, 36 Nature Biotechnology 307, 308 (2018).
3 Pranav Desai, Riased Regodatars: Erddence from Paent Exminers (Nov. 10,
2019 (unpublished manwscpe), hps: / fwwwhlhsse /contetassens /§
deZud | Gaae34Th6EI04bdi5Te02dbe 3/ 20011 T-jpr-pravav-desai_ssen-
3485965 pdf; see b Michael Risch, Rave s Gendder in the USPTO:
Selnster’s Hard Dests for Hard Teswes, Written Deseription (Aug, 18, 2020),
hnps:/ Swnttendescription blogspot.com, 2020,/08/r d-pender-in

values inclusion,™ alongside Commerce Secretary-designate
Gmna Ramondo and Small Business Administrator-designare
Isabel Guzman. The Advmunisteation should also seek o grow
diversity within the rest of USPTO leadership and among
USPTOS employees—Dy attracting and retaining a diverse
slate of examiners and admmistranve patent judges 3

The nexr USPTO Director should also move quickly
minumize bias m patent examaton. To start, she should
launch a pilot progeam to de-wennfy patent applicants—
removing inventor and artorney names.* The Director should
dlso launch an ndependent mvestigation to understand the
role of systemic cacism and bias within the patent system,

Creating better demographic data sets.

Part of understanding these problems of underrepresentation
is being able to quantfy them, and the USPTO needs
metnics o monitor progress. To thar end, it should collect
demographic dara from  patent applicants, and  “more
systematically collect and distribute data about assignees that
support the tracking of startups, small businesses, independent
mventors, minonty- and veteran-owned businesses!7 And
this data should support investigations into possible implicr,
structural, or other bias in the patent system. The USPTO
should also examine how it can act under its current authonty
to implement proposals within the TREA Act to better collect
and disseminate demographic data throughout the patent
application process.*® A strong eardy focus on equiry, backed
by data from an authoritative source, would help the country
understand and address gaps in invention and innovation,

¥ Letter from Engine to President Joc Biden and Vice President Kamala
Hards (Jan. 19, 2021}, hutps:/ /w ineis/news fengine-asks-bid
h comEider s i i

startp - 1 tor
35 The USPTO should also consider adding diversity o its pubilic
advisory committees. See Priti Krishuel, Tie Path to ot [rotice Rants
Tirouggl Tihis Agency, Y. Times (Feb. 9, 2021), htips:/ S wwwnytimes
o/ 202102/ 00/ opison/biden-patent-office himl,

36 U5, Patent wnid Trademark Chfice (USPTO) Transition Docement, Day One
Project 5 (last accessed Feb, 15, 2021), anaifable ar hitps: /938 1c38-
0c59-41d7-bhd 620544490 filesus coom /ugd / 144834

Fabhid 730achid91fa81b0fce Sdctbelt pd

3 Colleen V. Chien, Increasing Diversity in |
Women, Minosity, and Startups that Patent and 5
Experinentation in Inclusive lnsovation (June 30, 2019, anuilableat
hatps: / / papers ssencom /sol 3 papers.c| =31 305,

8 Press Release, LIS, Representanve Nydia M. Velizquer, Vilarquez,
Stivers, Hirono, Tillis, Tntroduce Bipastisan, Bicameral il to Help
l]lm‘ Patent Gap Faced by Women, Minodties {July 25, 20019, ||Il|'u. 74

uspto-schusters-hand html,
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house.goy,
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Helping underrepresented inventors seek
high-quality patents.

Patent quality is essential to starmups. High-quality patents can be
a valuable asset for underrepresented founders growing emerging
tech companies. But when the USPTO issues low-quality parents—
which somenmes happens—those patents operate as 4 dran on
mnovaton. Moreover, low-quality parents creare problems for
patent ownes—innovitoss and entrepreneurs who spent ime and
maoney on a patent application that has linde (if any) value

But to obrain a high-gquality patent, an inventor needs financial
resources to cover, eg, prior art searches, specification and
claim deafting, and prosecution counsel. It is cancal that
underrepresented inventors seeking patent protection can
access the resources they need to support ssuance of 2 high-
quality patenr.

The USPTO should rake (and Congress should support) more
direct steps 1o help underrepresented inventors who choose to
file for a patent obtam a high-quality patent. And that focus on
quality should remam paramount. Professor Colleen Chien and her
students have documented that smaller firms, such as startups, are
over 40 percent less likely to have an application end in a patent,
signaling that many startups that do file patents may need assistance

But more can be done. For example, as USPTO staff previously
noted, applicants may benefit from accessible online tools for the pre-
submussion process# Better low- and no-cost wels to research pooe
art would help both applicants and examiners. The pro bono program
should be more aceessible and prontzed to mcude more lawyers
from undereepresented backgrounds. And USPTO should also move
tix chversify the parent bar by relasing the techrical requirements for
the patent bar,®® because the lack of representation among patent
prosecutons, in part, reflects the lack of representanon in the relevant
degree programs® The government should also ensure startups
wronglv-accused of infangement can afford to challenge low-qualiry
patents or avoid the steep costs of favolous lingation 47

Finally, given the successes of its newer regrional office structure,
the USPTO should consider adding another regional office and
expanding resources for existing ones, Creating a regional office
mn the southeastern US,, for example near Atlanta, could add
a lot of value. The region is home to several historically Black
colleges and universines (HBCUs) and has burgeoning startup
mdustries, but cureently lacks a dedicated USPTO office.

Startup Testimonial:

On applying for a patent as a woman
entrepreneur: “f would fike to see the U.S.

dunng the application process*® On top of that, underrep i
inpovitoes often have less access w capita and social networks of
other innovators, which can leave them with fewer resources to tap
for gudance or assstance in navigating the examimanon process,

Congress and the USPTO have both acted in recent years to support
underrepresented nnovators. The Amenca Invents Act (ALA) wasan
important step. [tallowed the USPTO w adjust s fees and establish a
lower fee rate for smaller applicants 21 It created a pro bono program
to assist under-resourced mventoes and small businesses 2 And 1t
established regonal USPTO offices, making it easier for inventors
acmss the country to access the Office’ resources®

¥ Cormment by E

of the Senate Ju
wovwengine is/ newsengh |

10 the Subcommittes on ntellectual Property
(anmn f\m 6, 2019), mm&:\d&ufluqu.,-’,.’

i

Entreprencarsips throsgh .nfv Fatent j_;x:m Patenly-O (Now. 4, 2020, hups://
patentlyocom, patent / 2020/ 11 fadvancing-innovation-entrepreneurship,
himl.

41 Joln . Thouas, The Lasky-Saith America Invents Ait: Innvitio Lisses,
Cong Rsch. Serv. 17 (Jan 15, 2014}, bops: [/ fas.com/ spp Sco/mise/
RAZOL4.pelt.

42 B Imventors, LIS Patent and Trademark Oflu.r (Jume J o 2020), bups/ /

g do something [, like create a program
for women and minorities, becouse it's just such
a heawy lift. . .. So | think the government should
consider setting up programs [for women and
minorities] to help reduce some of the financial
burdens of the patent process.” 48
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The most significant challenge facing almost every stactup
mnovator i access to capitab—but this is especially true for
underrepresented founders. These groups of enteeprencurs
face unique and complex barriers to raising rhe money they
need 1o launch and grow their businesses and mtroduce new
technologes, But the government can, and should, help
dismantle those barniers and create new funding channels for
historically underrepresented mnovators.

I

"*u.

start on others who must choose between, e, new hires
or a new product line. Most startups begn their financial
journeys by raising money from the foundess and their Famaly?
The head start begns there: systemic meism and sexism
mean that many entreprencuss cannot equitably access those
teaditional sources of capital. The gender and racial pay gaps
are well-known dlusteations of this problem. For every dollara
white man earns in Amenca; white women eam approximately
T9 cents; Black men, 67 cents; Black women, 62 cents; Lanno
men, 68 cents, Latina women, 54 cents® These dispanties
remain when analyeng the fmily wealth gap. In the US, for
every dollar the average Black family owns, the average white

family owns about eight dollars; for every one dollar of assets
the average Latino family owns, the average white family owns

Underrepresented founders face
serious barriers across every
traditional startup funding stream.

The most common forms of startup funding
are routinely and unfairly unavailable to
underrepresented founders.

Cash and credit can propel 2 groundbreaking idea into a
successful business, bur thar capital is often not accessible
o underrepresented founders. An entrepreneur wath access
to enough capital to hire, research, and expand has a head

7 Sriartaps Financing Trends by Race; How Aecess to Capitad Ingpiacts Peofiiabelity,
Anunal Survey of Entreprencurs Data Brefing Seoes, (kau
Foundation, Kansas City, M.y, Ocy 2016, hitps:/ favorw kand s
wp-content/uploads/ 2019/ 12/ ase_brief_startup_financing_by_ace.pdf.
50 It s worth noting tha while the data trends are consistent acmss
sources, exact figures differ by source. Ses eg.,

David Leonhardr, The Black. 1V it Wige Gup Ls ar Piig s I Was i .fi':O MY,
Tirmes (June 23, 2020), hieps:/ 0,/ 2020706/ 25/ api
sunday/mce-wage-gap litml, Press Rebeaser, Feonomic Palicy Iuslmllv.
Latinz: workerss—Paticulady Women—Have Faced Some of the Most
Dhamaging Economic and Nl'a]lh E lTecl: of lln- (prmu\ i {Aug 20,
2020), heeps:/ wwweephong/ press/| h

o Engine

about six dollars>! And while the average single white woman’s
wealth is abour half as much as the average white man (the “singles
wealth gap”), comparable figures for Black people and Lannos are
insulting: single Black men's wealth s equivalent to 1% of single
white men; 0.69% for Black women; 3.3% for Latino men; 0.35%
for Latina women.52 The inequities in access to capital start with
underrepresented mnovators’ relanve lack of mcome and wealth
and balloon from there.

‘Gender & Racial Wage Gaps

"y, e, “o,
o s S St e
"o, %, Yo,
%“"»
Median Family Wealth
i = -

of- :I\r-cuumunu.,.r Lwick Fiactr A&m- .f.\’;( Crencder TF, -W("’?‘ (Center for
American Progeess, Washington, 13C), Mae 24, 2020, at 1-2, hips://
cdnamencanprogeess.org/ content /uploads/ 2020/03/ 23133916/
Gender Wage-Gap-pdf7_ga=2 77896212, 1092372900, 1612138845-
1354523628 1612138845, Courmey Cornley, New Comnus Distie Reveals No
Frogrese Huas Been Made o Clasing the Overal! Gendder Py Cap, CNBC: Make It
(&-—p; 18, 2020), hu]ss .-’.-’w« W, Ln!.)r_c.umfzﬂmfwflshm1m:“\ data-
fe-closirig-th el
51 Nl Bhul!u, et al,, Digparities in Wt .s;n.m amid mmr,mh 2019
Surrey of Consmer Finanies, Board of Governins of the Federal Reserve

System: FEDS Notes (Sept. 28, 20200, hips: .I’.-"wwu h-dua!mm—cgmf’
cconres/notes/ Feds-notes/ disparitics-i ¥
the- 2019 survey-of- finances- Im:L

32 Wotmen and Wealth: Tnsights for Grntmakers (Asset Funders Netwark,
Evanston, 11}, 2005, at 5, hups:/ /assetfonders org/wp-content uploads/
Wbnen W h_-Tnsiphts_Grantmakers_baef_15pdfl.
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Underrepresented founders also have less access to outside
financing, Relanve to white men, Black and Lanno small
business owners rely more on capital from personal and family
sources, utilize business loans less, and their loans have higher
mterest rates S Women-owned small businesses also receve
less in business loans than small businesses owned by men ™
And all of these underrepresented groups report higher
reticence to seek out business loans out of a fear of rejection.

nonbank credit, even after controlling for income It seems
likely that recent treads of bank branch closures in Black and
rural neighborhoods (the latter partculacly impacting Latino and
Native Amencan communities) will only worsen these issues?
Similacly, over the past two decades, half of Black-owned banks
have closed # Dispanties in credit scores are also an important
factor here: studies suggest that women, Black people, and
Latnos all have relanvely lower ceedit scores®! Income and
wealth inequality result i sy ic differences an credit scores,

Startup Testimonial:

“Until the whole of government addresses
the generation wealth gap, the food
insecurities a lot of aur families suffer, and
the educational challenges we continue to
have, then everything else is just lip service.
You can't grow prosperous communities
when people are hungry, poorly educated,
and the Black-white wealth gap is what it is
right now. The net worth of a typical white
family is nearly 10 times greater than that of
a Black family."” 56

These gaps m capital are the result of several factors, For
example, abour 1in 20 American Families lack any relationship
with banks, and even more families unlize credir outside the
banking system, such as payday or auro title loans 57 The FIIIC
found that Black and Latino households were more likely to use

53 Startu Finanving Trends by Rake, st novte 49 see alto Robert Faidie et
al., Bk ami Wikite: Aewvss 6o Capital among Minority-Orwmed Startupe 9-10,
25 (Sum. Inst. for Econ. Pol'y Rsch., Discussion Paper No. 1703, 2016),
hitps:/ /sieprstanford.cdu fsites /defaul/ files/ publications/ 17-003 pd
e aabsn Svanl! Bovsdness Croclit Srrey, Rp( on Minoty-Cwned Fi s {Federal
Reserve Bank of At
Tiglier interest eates), htps:/

fedsmallbusiness, files 2019/2019121 1-ced-minarity- -cwaed-lirms- -

l'* Wanmon Business Chwwers” Aecess fo Capital Litenitiore Review, (National
Women's Business Council, Washington, 1C), Mac 1, 2018, a 14-15,
heeps:/ fedmwwwnwhe gov/wp-content fupboads/ 2018/ 13/ 28215658 /
NWBC-Report_L ndﬂsumlmg the-Landscape: Access-to-Capital-for-
Women- Entreproncors pdf
35 [l at 15 (women]; Mﬂ-umll)' Simall Bossimess Crealt, supea wote 53, at 9
{peaple of colog).
36 Edward Grahom, Supporting Innoteetion and Entrepeenesrship i Sotheast
Arkanias, Ed ugmc (Itllv 31 mzn) Bt/ wornenpine.is /news [

ywl (guotimg Mildred Franco,
I-mu(m- Director of Tln' Generatist ot Go F Forsand Pine Bluff).
37 How America Banedes: Household Ulte of Bambing and Financial Services, 2019
FIDIC Sorvey, (FRIC, Washington, 13C), Oct. 2020, at 1 {unbanked), 6-%

which are then used by banks to determme who does and does
not get a loan. In additon, Black people and Lannos receve
unequal and worse reeatment by financial insttutions, even afrer
controlling for dispaatics in income, wealth, and credit scores 42

At the same ome, Black- and 1 d small b

are often pushed to use nskier credit options to capitalize
therr  businesses—mcluding  pessonal  credit cards and
cash advances—at higher mates than white-owned  small
businesses.® These closed doors to traditional finaneng push
underrepresented founders towards niskier alternatives to make
their visions a reality, and unfortunately may push many out of
mnuovation altogether,

3804 at 89,
3 v, g, Zach Fox ot ol Bank banch dasures m&gm'nl dnlf oot pfarity
dinctk aara, H&]’ Glohal: Marker Iuw]ljgmc:— Uul\ , 2019), Eu(ps..-".’uw
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Credtt, smprat ke 33, a1 6.
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Startup Tes.tlmonlal‘ V% demographic composition 15 similady concentrated: only
“But it's not just venture copital that is more about 20 percent of VO professionals are womel
challenging for underrepresented founders are Lanno, and 3 percent are Black™ While VO was ¢
to access. Black and Brown founders often the successes of certam well-known companies like Facebook,
don't have o friends and family round—ar they Zynga, or Sponfy, there are systemic failures in VO thar must be
have one that's substantially smaller than their addressed. And if addressed, could conmbute to more starps
counterparts—due to the lack of generational led by diverse teams growing mro houschold names.
wealth. In addition, when we consider securing 7~ =
loans, we often encounter additional barriers . 5
3 and difficulties.” 64 y Startup Testimonial:
"As a Black-owned business, funding has and
Equity investment from VC and ange] continues to be a challenge. | reached out to
5 B PR hundreds of venture capitalists to raise funding
investors is very Une“’emy distributed. ... and | was unsuccessful, If it were not for
the fact that | have a technology consulting
While VC is n;.;l\ll:\' acknowledged for s sfully fuehng much company where | was able to see some revenue
mnovation, it has fallen enormously short i supporting diversity to bootstrap Postagraph, then the app wouldn't
and melusion. Vs modem ongins chart tm_m the post-WW1I have been created.” 71
boom i the vhen several firms were founded in Boston
and New York City m the 194 1fomia N
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VC has not been a source of equitable financing for

many underrepresented founders. Crunchb:
that women founders receive abour 3 percent of venture
capatal, while Black and Latino founders recerve a similar

€ esnmares

fraction of overall venture funds.”? And consistent with

other rrends, Black and Latina women receive a fraction
of these fracnons from the venwre capiral secror—less
than 1 percent each.™ While there have been recent
efforts o increase racial and gender equiry, VCs snll
have a long way o go.

Startup Testimonial:

“A lot of times, VC firms aren’t looking for
early-stage entrepreneurs or businesses,
which is another big barrier. And a lot of
Black and Brown entrepreneurs cater
their services towards Black or Brown
people, and investors can't see the vision
or the mission of their companies. So they
don't understand their focus, and then
they skip over those entrepreneurs. If
they look hard enough though, and if they
really want to, they will find startups led
by entrepreneurs of color.” 74

A

72 Fiumding to the Fomale Foumders (Crunchbase, SF, C

Mar, 2020, a1 5
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Newer sources of startup funding may have some potental but
present sinilar chall I founders. Angel
investors—wealthier mndividual nvestors who back  starngps—
are nnally smaller than VCs as a whole but can have high
prof While demographic mvestment data for angels 15 sparse,
the demographic profile of angel mvestors 1 consistent with dhe
VC industry as a whole—few women and fewer Black people and
Lammnns ¢

for underrepresent

Many advocates
potential ol to combat disenminatory rends, and there are several
cowdfunding platforms designed speaifically for underrepresented
founders.” But data on efficacy is hard to find. Some smidies have

stthat cquity crowdfunding may be a
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found that crowdfimding 15 4 more welcoming envimnment for
women foundees. A PwC report found thatwomen-led coowdfunding
campaigns were 32 percent more successful than those led by men. ™

Fintech, firms focused on updaring the banking model for
the digital word, may hold similar promise i decreasing
discrimination, While the fintech mndustry’s demographics
are no better than the broader technology mdustry,™ studies
suggest thar, while finance algonthms discnminate aganst
Black and Larmo loan applicants, they may discnminate less
mn certain mdustries (e, mortgages) than traditional fice-to-
face lencling # Both the financial and technology sectors have
lagged historically in tackling discrimination, but advances in
fintech algorithm design could cut down on biased lending and
promote greater equity. While some of these developments
are encouraging, no marter the vector, the challenges to true
equity in accessing capital remain deep.

Leveraging the government in expanding
capital access across the board.

Making federal financing fairer and more
equitable.

The federal government should take a leading role in creatng
a financial system that builds bridges to innovation instead of
walls, Thar starts with addressing systemic problems within
the governmentitself. As this pandemic demonstrated, federl
programs can play an important role in exacerbating inequ

aswell as minganng them. On the one hand, researchers suggest
thar COVID-19 relief efforts like enhanced unemployment
mnsurance and stimulus checks kept millions of Americans out
of poverty3! Bur on the other, measures like the Paycheck
Protection Progeam (PPP) failed 1 provide adequate support
for Black and Latino-owned businesses, particularly those thar
were unbanked or underbanked.®2 Dara show, for example,
thar prede Iy Black congressional districts gor fewer
PPP loans,33 where applicants faced longer delays recewving
funds:® munority-owned PPP applicants had to wait longer
and try harder to have applications processed;# and Black
applicants recerved worse treatment from banks 86 The fedeml
government must understand its faillures and shortcomings in
order to surmount them.

Expanding Existing Programs for Small Business Financing,
and Prioritizing Underrepresented Founders,

Startups can tap into many existing federal funding programs
and Engme encourages the NCEAT o holistically review how
best to improve and expand them. Some ideas include:

sch., Working Paper No. 25943, 2019, Tuips://
iles /working_papers/ w23943/ w2543 pdf,
Thomas I'h:hppm: O Fiwtech and Fumanaial Inchsion (Nar'l Bureau of Econ,
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wwwiehsewscom/ news/ mcrty-busi Ters- pay
gm{u’l:nu progom-loans /.

3 Tmani Moise, Preduminately Blisck Crugreisiomal Districts €af Fower PPP
Laams: W\a& Reuters (July 340, 202(?} 11|lps .".-’uumrutcrs.\um.-’amdrf

™9 edehieving Crender Fquity in the Fintech mmmg. Enlisting Key Stakebolders o
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panyconn/ 90565223 /i Dlack it -indusiry
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8 Robent Bartlett et al., Connomer.] ending Diserimination s the Fintech Fr
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* Seeeamline and expand small busmess forgivable loan
programs,®7 like PPP or SBA% T(a) loans more broadly, so
that Black- and Latino-owned businesses are not untairly
denied and have better access to (emergency) relicfS8

Widen and simplify the Small Business Innovation
Research (SBIR) and Small Business Technology Transfer
(STTR) programs to mclude more US. startups;

* Accelerate  reforms  and  addeess  acknowledged
shortcomings in startup access o National Science
Foundation (NSF) granes,® and expand funding; and

Make direct equity investments,®e such as in (1) startups
struggling to meer operating demands during the global
pandemic, or (2) industries critical 0 maintaining, and
enhancing US, global competitvencss.

Elevating, Establishing, and h r Dedicared
Organizations to Implummr Priorities for Undermpmenwd
Founders.

The federal government should start by adopting a holistic
government approach centered on promoting innovation and
entrepreneurship. Elevaring the profile of underrepresented
entrepreneurs would be a good step forward, Part of this
should include atrractng and retammg diverse leaders and
emplovees across every government agency that funds or
regulates research and development sectors. But dedicated
organizations can provide necessary focus and momentum,
as well as make the federal government’s programs more
accessible, One way 1o move forward would be enhancing the
role and status of the Minoriry Business Development Agency
(MBDA) within the Commerce Deparrment. Under a proposal
from the Center for Amencan Progress, for example, the
MBIDA could be a one-stop -i10p for many underrepresented
ance, loans, and grants
as well as a hub for mnternal advocacy across the executive
branch.?t

87 Startyp-Orented COVTD-19 Relief Proposals (Engine, Washington, D2,
2020, at 23, hteps:/ [ static Lsquarespace.com)|

statie/ 371681 TA3c44d83 Fadd0cBb 3/ 1/ 51 5c0ehdifec TATEN

beh77/ 15052668537/ Engite+ Proposals+ foct Funre+ 4628 P liase+4%42
9+ COVID-Relict+ Packages pdf

8 e Cerulbo, Minority Busiese Shut out of PPP, supea note 82

B2 fer Jane Edwands, NSF Seeks to Rech Mare Startups Theownh Project Pitch'
Platiorm, | tivelion (June 23, 'fﬁ"ﬂ] Tauaps: f,lrwn'\\'rnmulme“uv

Startup Testimonial:

“The government has programs that we can
apply to in order to get money or support,
which is great. However, they often forget that
startups have very few resources or limited
administrative capacity. In order to get the
government funding, startup founders have to
alfocate hours and hours to get through the
application process to secure any funding.
When startups go through these lengthy and
expensive processes, by the time they end
up gqualifying for funding, they could have
gone out of business. If the government could
establish some kind of entrepreneur-residency
program to help startups with this process,
then | think that would really help.” 92

Addressing Sexism, Racism, and Bias m Federal Funding,

Part of resolving existng dispanty in federil funding will require

g thar the g 5 decisions are being made by
more diverse leaders and employees. But the gor should
also ensure it has the data it needs to dnve better, more inclusive
decisions in the future and thar it takes steps o eliminate current
bias.

Engne welcomes President Bidens  fresh  thinking  about
mnovation policy by encouragmg invesment through trgenng
specific sectors, which could bang greater geogriphic diversity
uito the aation’s novation hubs % While a good start, the Biden-
Hards Administration must also rake care that their nesearch
steategy is inclusive; one way to do this is to ensure that research
prontics are set by diverse teams and that funding decisions are
melusive.™ For example Vice President Hards and Representative

for American Product/ CAPs National Advisery Comeil on Fliminating
the Black-White Wealth Gap, Washingion, 12C), July 31, 2020, hitps:
swamericanprogeess g sics/race reports, 202007/ 31 /483423,

Juepring-r
2 Laing. !‘.m#&um"!m&m’ogy:a Dheteit ! H.-r»&whu#.rﬁw F,Mr ﬁxmm (Jann. 22
2021), hops: wwwengineds news/staompseverywherenewsyorkeayoy-
Idiseficld (quoting Yotam Asel, Founder and CEO of Blucfidd Technologies)
93 T Biden Plaw by Encuree the Fature It “Miade i oAl of Anwerica™ by 1 of
America’ Warkers (Biden-Hareis campaign, Phila, Peon ), 2020, hups: //
icebid Poadlein-amenic/

com//2020/06/nsf-secks-t I igh-proj
L!hlfoﬂllir

O Shardtup-Oriented COVTD-19 Relief Propasals, s note 87, at 2
DA Blvgprint for Reruumping the Minorsty Business Develspment Agoncy (Center

o Engine
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B4 ey, e, Tekvey Mervis, Sty Tadentifics o Key Reicon Black Seientist are Lest
Likely to Roceive NIF Finndling, Scienve (Oct. 9, 2019, hups:/ forww.
sciencemogong/ news/ 2019710/ study-identifies-key-reason-black-
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Yverte Clarke elevated the need to research uterne fibrowds,
which disproportionately harm Black women®s And as the
Biden-Harrs Admunistration has brought on a diverse group
of leaders within the White House and Cabinet, lower-level

Creating New Indirect Financial Benefits to Support
Underrepresented Founders.

The g currently offers numerous indirecr financial

leadership and staff n the federal government must also reflect
the diversity of America. Federal promotion of mnovation
and entreprencurship should start with strengthenmg the
government’s capacity  to engage with  underrepresented
founders.

In addition, the federal government should also improve its
data collecrion and rargeting capacity, For example, the 1RS
was more successful i distriburing the second round of
stimulus checks than the first ime around—confirming thar
capacity exists for change® But the lack of data collection
and proper targeting seen within the USPTO and through
the PPI* are seen throughout the federal government. And
even when data is collected, msufficient action follows, In
the procurement process, for example, recent data show that
only 10 percent of federal contracting went 1o disadvantaged
small businesses, while only 5 percent wenr to women-owned
small businesses?” Grant programs  demonsteate sunilar
disparities® The White House should use its authorty 10
encourage other departments and agencies 1 make similar
stides in data collection and targening, o berter understand
and assist underrepresented mnovarors. And once that data s
collected, the federal government needs to move more guickly
to rectify inequaty.

bess-Iikely ih-funidi

95 Rence G, Kamala Hareis Tntrodbives Bilf ta ﬁmh’l[ Tterime Filreodds, The Grio
{Aug, 1, 2020), hitps://th /20200801 kamsala-harris-bill
uteane-filoids(, Uerne Fibroid Research and Education Act of 2020,
HLR 6383, 116th Cong {2020),

96 Shahar Ziv, TR so Send Out Stinmlics Checks Favter This Tiwe, Forbes (D
21, 203?} Impn..-’,.’wwwFudmcmllf;l:nhhahann f2020/12/21}
ould-go-

600
ult-lu—hmk-mlms-mxl-u\n k' Psll—:“waﬁ-li,:rkﬁh
97 Press Release, US. Small Business Adiinistration, Federal G

Exceeds Small Business Conteacting Goals by Awarding Record-Breaking
$132.9 Billion to Sawall ﬂmmmm f'\ng. 12, 2020, IIIIpL.H\Aw\A

a 1

benefits, in significant parr through tax mcentives, 10 support
and encourage business. However, many extant fax incentives are
a poor fit for startups and new tax ncentives could be targeted
to unique needs of underrepresented founders. For example, the
govemment should:

* Grow and talor research and development (R&D) tax credits
0 better support startups,™ such as by offseming income and
paveoll fax lability for small businesses that spend on R&D,
or by expanding what counts as R&D o include commaon
software development actvanies like user expedence (UX)

research and design;

Prorinze employee retention and support the most nascent
companies, such as theough the First Employee coedit in the
PROGRIESS Act.1™ Women-owned buanesses tend to have
less annwal meome, so they may not benefir from existing tax
incentives. The PROGRESS Act would create 4 fiest emplm*ce
credit thar more we d companies and comg
owned by underre of color could rake
advantage of sooner 101

I
entrep

The fedenl government should also do more to moognize the
full extent of the work that startups do as well as W support
founders’ roles outside of the workplace. For example, women
are disproportionately responsible for tking care of childeen,
older adults, and sick family members i the US, which limts theie
opportunitics o launch new rech or companies 12 Likewise many
women—maothers and women of color i particular—have been
1:mh:d out of the workforce duning the pandenuc. '™ To support

d founders, the g should expand family

I'ulhrslf'_’nlﬁfﬂ&l)ﬂf(“mdrr R.wr -_Fthnicity,_and_MNutonal_Fnstinates
of.23, i

e

s-by dinng-recerd-breaking '32-9—bﬂ.ﬂmn-m—
simall-businesses: 301 I 11199 himl
#8 Michael A Taffe & Nicholas W Gilpin, Equity, Dirersiy ani Declesion;
Reteial imesgeity in grant finching from the UN Nowional Institwtes of Health, eLife
(2021), avaniluble of hatps:/ / elifesciencesomp/ anticles/ 63697, Is There Gender
Bices i Feclerad Carant Programs?, Rescarch Boef (RAND, Santa Monica, Cal),
2005 ("[W]e found a gender gap in the amount of funding on sverage tha
females receive relative to their male counterparts at NIH, although
tmportant caveats are associated with that finding, Second, we foumnd a
gender gap in subsequent application mtes”); Donna K Ginther e al.,
Coendler, Race/ Fthvicity, and National Instittes of Health ROT Research Auwrd: Ix
There Erdence of -r!hm’h”hm’ﬁyl!mm}f(o&r’ 21 ‘\nﬂ Med. 1098
(2006, herps:/ /jormal<
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" smmpmmm.m T0-19 Refief Propasaly, suprt note 87, at 3-4,
100 Press Rebease, Office of Senator Ron Widen, Wyden Intmduces Bill 1o
Boost Capital Access for Women- (.hm:d Blisinesses (Ocr 3, 2019,

1 !
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t 'apuafrac‘: fo
101 This bill would also ereate an investor tax eredit—a promising

proposal discussed in a subsequent section.

102 Eg, Eduardo Porter, Wy o't Mare Wasnen Wankiug? Theybe Carng for
Parents, WY, Times (Aug 29, 2019), hups: a’)’\\wwu}lulm

com/ 201908/ 29, usiness {econormy, b

V03 Alexandra Kelley, Wamen’s Labor Foree Partivipation Hite 33-Year Law, The
Hill: Changing America (Feb 8, 2021), Inlps f.l’llldn]l (omfd\mgmg-
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leave and other caregiver support programs—such as the child tax
creche. And ir shoudd consider other creanve ways 1o bang women
with carcgiving responsibilities (back) into the mnovation sector

Making Existing Funding Programs Work Berter for Startups.

While federal grants and loans can be essential for many startups,
the approval processes need to be quicker and more sereamlined
w better suir the starup hfecyele. The governmenr should also
leverage existing mcubators and accderators o improve govermment
programs to fund divesse startups directly. Applying for grants is &
lengthy and fime-consuming process, with applicants compenng fior
setamountsof money. Thisis often notswited to the startup lifecycle,
where companies tend to need more flexibality and (3 potentially
smuller amount of) capital quickly. The govemment could funnel
some rradinonal SBIR and STTR funding through incubarors,
accelenmtors, and innovation intermedianes who can disburse it
diecetly inro the starmup ecosy n their cor ifes 1 This
would make government grants more nimble and allow more focus
on underrepresented founders

Incentivizing private investment.

The govemmment can also encourage more mclusve mnovaton
by incenavizing povate mvestors to fund more diverse teams
Innovarors have many great ideas but a senous need for Aexble
capital.

Creating Public-Private Parmesships.

Bongmg public and povate dollass together can help diversify
mpovation ecosystems theough (1) increasing, available funding,
(2) mereasing prvate lenders” (perceived) nsk woletance, and (3)
prontizng underee] i founders in portfolios.
One legstanve proposal to parmer the pavate and public sectos—
the New Business Preservation Act—would help incentivize
MVESIents m searfups by creatng an equity nvestment program
at the Treasury Department to give states the necessary funding
to support the growth of new startups 1% And that funding would
be direcred ro underrepresented founders i less raadinonally rech-
heavy regions of the counrry, Businesses would be able o nvest in
these progeams as well, and the combined funding would seed new
growthin the stactup space. This type of legslanion would increase
startup diversity and development, while also creating a self-
sustaining program that would allow the federal government’s
financial teturns to be reinvested in future startups.

104 Engine and others have made similar suggestions in the past. E.g.
Startup-Orienteed CONTI019 Relief Propovats, suprs note 87, at 4,
105 o at 1-2

O Engine

Startup Testimonial:

“Not only do Black and Brown founders
and women founders face these
challenges, but founders allocated outside
of Silicon Valley face similar investment
issues as well. So there’s an opportunity
to have the government partner with
venture capital to ensure that those
dollars are available, and also ensure
that entrepreneurs who come from
underrepresented communities or outside
of Silicon Valley have the ability to build
and grow their companies.” 106

Esrablishing Tax Credits for Investors Who Make
Qualified Investments,

Startups, and underrepresented founders in partcular, have
unique expenses and challenges. Encouraging investors to
ke productive mvestments to diversify innovation should
be a prionty. For example, some states have angel investor
tax credits theough which the government offers tax breaks
to indviduals that make qualifying nvestments. To subsidize
private mvestment in underrepresented founders, Congress
should enact a federal rax program which would allow
angel mvestors a credit of the amount they mvested m a
startup launched by an undeerepresented founder (eg, new
mvestments in recently esmablished businesses with a rech-
focus and with underrepresented foundees of color or women
founders). 17 To take another example, the PROGRESS
Aet would creare an angel investor mx credie that would
offer greater incennive o invest, including i women-owned
small businesses. '™ Similady, Opportunity Zones could be
reformed w0 mclude more areas and arteact more funding ro 3
mare diverse array of communines, /%7

W% Geaham, Filw Cawnss, suprar note 64.
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198 VWyden, Cupnital laeas Bl oo nate 100,

109§ artup Oviemted OV TDT9 Relif Propasals, e note 87, at 3, ser alse
Joe Gose, Despile Challenges, Opportunity Zoves Provide Much- Neeed Capitad,
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Opening Up More Alternatives.

The fedeal government should also engage with traditional
and newer forms of srartup financing 1o get more mAovatons
mro the marker. Crowdfunding and fintech solutions offer
some promise as viable alternamves for startup financing
Engine encourages the Biden-Harris Administeation to ensure
that a recent rule change that would allow startups to ruse
more crowdfunding m a given vear goes into effect. 110

Exploring alternatives to credit scores.

The current credit score system s a senious barmer to an
underserved founder’s ability ro access capital, and is in serious
need of reform. As noted above, in general, underrepresented
founders have lower credit scores than whire male founders.
However, credit scores present a chicken-or-the-egg problem:
vou need a higher credit score to get more capital, but you
need a longer credir history to get a higher credit score. And
it 15 often nor a good measure of whether a borrower canand
will repay 2 loan. In addition, the banking system has played an
mportant part in preventing Black Americans from building
wealth, such as through historical redlining and ongong
discrepancies in mortgage lending, Because rental payments
are not counted in many credit hustones, mequitable access to
housing also contributes to lower credit scores 111

Alternative credit scoring could use 4 borrower’s ability o
pay by measunng other mputs, including rental payments,
occupations, cell  phone  pavments, checking  account
miormation and shopping history. Such scoring, according
o commumity leader, entrepreneur, mvestor, and professor
Melissa Bradley, could play a meaningful role m amelioranng
systemic  inequ i the financial  system. 112 Engme
encourages the Biden-Harris Administration to continue
is early efforts to develop alternatives wo the current credit
scoring system, such as pushing the Consumer Financial

I fee I Adoids, l"-r.ml'madzlmu Tinken by Biden Adeististration May Delay

Protection Bureau to work with existng credit agencies to
create and disseminare an alrernanve. 113

And alongaide proposals like the New Business Preservation
Acr, the federal qm'emrmn( should promote the dew:lopmem
of more com log financial 1
enhanced funding—as well as women-, Black-, and Latno-
owned banks. Rectifying mequities n the financial system
requires diversifying the financial sector, and the Biden-Harns
Administration should jomn newer efforts from major financial
mstitutions and venture capital firms to achieve that goal.114
Underrepresented innovators need 4 whole of government
approach to realize their financial dreams and grow.

ity de with
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Networking and mentoring are crucaal to every startup—
and underrepresented innovarors are no exceprion. But
underrepresented innovators and entrepreneurs have been
historically excluded from many of these opportumities.
The government can and should do more o establish and
foster links berween entrepreneurs and mvestors, between
entrepreneurs and industey advisors, and berween similardy
situated entrepreneurs, 115

Startup Testimonial:

“This is not just about underrepresented
entrepreneurs, but also about broadening
the entire ecosystem by being more
inclusive when it comes to leadership,
mentors, advisors, investors, and talent.
Underrepresented founders and women
are not in the same networks as traditional
white male entrepreneurs, so they were
not getting that same access. How do you
learn from startup failures and successes if
you're not even talking to the people who
have done it? So we wonted to almost force
our way into the existing startup ecosystem
and say, 'We are here, and we're going
to be here.’ Great ideas are not limited
to a certain race or gender. Nor are they
determined by zip codes.” 116

115 Cindy Fe ir, founder and CEO of Fierce Female Founders

in Norh Camling, summarzes it well: “When T work with
[underrepresented) entrepreneurs, there are thiee consistent issucs that
face. They'ne mot sure abowt the right next steps i they
scale, they lack 0 network of other jondemrepresented] mm‘jsmmnm Ihni
understand what thev're poing through, and they
Eric Sampsel, an'mg New Opportunities for Wom:
Ttngs: |/ fwwwengine is/ news/ starupseverywl hmr ralcigh-ne-fierce-female-
(onnders [hereinaticr ernale Founders™],

116 Edward Graham, Diirng Frirepronerial Inmsition Through Diversiy,

ol Tncdcion, Fngane (June 19, 2020), hips:/ /wwwengine.is/news/
startupseverywhere-austin-divine (quoting Preston L James, 11, co-founder
and CEO of Divlne in Texas},

o Engine

Community is critical for startup success,
and underrepresented innovators often
lack access.

Investors

Access o networks is often a cotical component of access
to capital, as mvestors  traditonally  source  invesmment
opportunities from their own nerworks or rely on inteoductions
from people they alveady know.''7 And both Vs and founders
have histoncally backed or hired people from within nerworks
thar tend to consist of people with similar views and life
experiences. 18 Geography is also key, with over 40 percent of
VC investment concentrated in Slicon Valley. 112

This means, for example, people of color, women, and
geographically diverse entrepreneurs often lack the connections
needed o get in the room with angel mvestors and VC firms,
Several underrepresented founders in Engine’s network have
faced these barners; their stones highlight rthe importance of
networks as crincal to rasing capital, For example, Bernard
Worthy, co-founder and CEO of LoanWell m North
Caroling, descabes how “[clommunity and connections are
st imporrant” o connecting “businessfes| to big companies
and  [venture  capitlists] "2 When  underrepresented
entreprencurs lack connections ro funding networks, they
struggle 1o gain needed mvestments. It is not thar funding is
unavailable generally, as noted by Thkisha Sanogo, founder
and CEO of MyTaask in Alabama it is that underrepresented
mnovators do not have access to the “paths and avenues to
caprure thar [funding]."121

VT Sor Boyowd e 1C }w."arq Gap, \Is:mau Seanley (Ocr. 23, 2019),
luap : fow d d
Diversity én LLS. Fr.lrmjh ]hl-
matemyinvestorcom / pdfjs/ full file="2F DiversityV CReport_Final pdf.
1% 1.
120 Absby Rives, Plaffirss Hefps Straamdae Loaw Origination and Serrsving
, Engine (Dec. 18, 2020, hups:/ forww engine.
15/ news / startupseverywhem-dud ' 1l heremafier “Loawell”],
121 Edward Graham, 4 New Toaf o Help People Plan, Engine (Jan. 17, 2020),
hitps: f fwwwengine is/ news/ sta Iﬂl!f“(‘\"(‘r}'\l\lw“ ~daphne-ala (quotmg
Iikisha “ualwgs.\ Founder and CEC of My Tassk in Alabama) [hercinafier
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Startup Testimonial:

On the connection between networks
and access to capital: “[A] lot of funding
that happens in this area is based on
relationships. A fot of white entrepreneurs
that are building stortups already have
those networks and connections. . . .
Programs to implement tax incentives for
angel investors could work in a way that
bypasses some of the problems associated
with other private funding programs. [ think
a program that adds a lot of incentives for
angels to make investments in underserved
communities could actually work.” 122

y

entrepreneurs and other ndustry actors, smengsocally expanding
netwnrks beyond advisors to investors and similar entrepreneurs 125

Similarly Situated Entrepreneurs

Nerworks berween similady sinared enrrepreneunal peers are also
cnncally important, not enly as a source of mformanon bur also as a
source of community, Bemard Worthy of LoanWell highlighrs thar
founders ata common stage leam from one another abour “the menu
of options fornext steps12 And, as Jake Soberal—co-founder and
co-CEO of Bitwise in Califormia—indicates, connecting mnovators
wath “similar backgrounds .. make([s] them feel safe and welcome. 127
This sense of © ity allows underrep 1 founders the
space to be free of pressure "o prove that they deserve”™ m exist and
expand tharl 128 These o then become “sacred
spacefs] to offer onganic and authentic connection(s]” ro others who
“understand what they're gping through™12 The ability 1 leam
from and grow alongside of similady siniated entrepreneurs in mm
can help foster networks for new genenitions of startup founders:

The lack of divessity m exstng starup networks and comnunines
can easdy become & cvelical problem, with the same types of people
from the same universines and regions of the country mvited nto
the same rooms. Part of solving the problem must come from
the networks themselves, wath investors thinking differently and
diversifiing their own rnks. Bur the govemnment can incentvize the
expansion of these nerworks.

Advisors

Bevond nerworks for funding, all entreprencuss need experenced
industry advisors to mentor them a5 they grow their companies 12
Industry advisors provide inside know-how on transforming an
idea into a flounishing startup,124 offer ousde perspective to mform
busmess deasions, and help founders work through thomy issues,
develop ndustry connections, and meet potential customers. This
mentosship not only empowers underrepresented innovames 1o
grow their businesses, but it also faalitates connections between

12

Grrabiam, Pastigrapd, s niote 65,

12 Rhett Morris, \Im.i\m Are the Secrct Wagpans of Swecessfil Startuips,
TechCrmch (\I.:r 2, 2015), hllps Htﬂ]:crunch com.".U] 503722/
e
123 S Edward Graham, - J P&J;\:m ta Help Pm_,rrmn.\& o,f Colar Make
Informed Career Choies, Engine (June 12, 2020), htps:/ fuwwengine.is/
news/startupseverywhere-nye-dipper (“Having advisfolrs who can talk
about how 1o scale and have a nevwork of founders is really key, because
some professionals of color might not have that network and might be
smmng l'mm scratch.” (quoting Netta Jenkins, co-tounder of Dipper in
New York)

o Engine

Startup Testimonial:

On the importance of connecting underrepresented
founders to one another: A diverse, online community
can give you more feedback to help you make your
decisions. And the beauty of the online community is
that it can transcend geography, so that a founder in
a small county in North Caroling can connect to larger
networks in Raleigh or Charlotte. Similarly, if I can
find someone in an online cormmunity who looks like
me and landed a big soles deal, then it is easy to ask
them about how they landed the deol and what the
experience of being the only Black person in the room
was like for them,"130

125 S, e, Graham, Infiltran, sypro note 12 (“Google for Startups .
empowered ws with so much mformation and 1 have been able 1o connect
with s many other people. Google opened their mlodex op to s I've
aleady been able w take what I've leamed from the progeem 1o help out
other entrepreneurs in our network” (quating Chastity Wright, founder

and CTO of Infilion in Georgia)).
126 Rives, Lawwlt el s note 120,
17 \.mm: Tech Warkers i Uderserved aud Orerdooked Communities, Engine
(Jan. 8, 2021}, hinps:/ ines/news/starmups fresuo-
calif-bitwise [bereinafier *Bitwiee”].
12 Edward Graham, 4 Saandh Engine for Colory, l-‘up,uu-{l “ch, 28 m:;_

b

hitps:/ fwwwengine.is/ news /st
(aquosting Samantha Sm h Imlmlrr 1n|1 (I W of \uslmn m North
Caroling) [hercinafer

12 Sampsel, | ror Fermale Fauniters, anpr moge: 115,

130 Rives, LoawlFall, s note 120
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Startup Testimonial:

"I wanted to ensure that there wos equal
representation on the panels and within the
actual oudience, and what that really takes is
Jjust reaching out and inviting people. Women
want to see other women in the room, becaouse
they assume if other women are there thot it's
a safe environment where they have the ability
to act like themselves and don't have to prove
that they deserve to be there."131

Facilitating and funding networking
and mentoring programs for
underrepresented founders.

To help address inequitics in innovation ecosystems and ensure
underrepresented founders are connected to robust networking
and mentorship oppormunities, the federal government should
take an active wole in promoring and financing local and nanonal
ininatives that foster diverse b s. While many of these
connections tradinonally occur face-to-face, enabling networking
through online platforms can also expand access, particulady
for those i remote or rural communines, and would encourage
connections without liitanons mherent i geography-based
networking events.

Funding

The federal govemment should merease and direct funding
to develop networks between and among underrepresented
mnovators. Specifically, ncubatos and accelerators in underserved
communities, whose stared goal is o ¢
entreprencues within their own communities, are umquely situared
to address the enteeprencunial needs of the starps they serve
and could benefit from increased access o federal resources,
including grants. For example, Arrowhead Center in New Mesico
features an accelenitor program for underserved entreprencuns in
the state, The Center connects these enteepreneurs with nerworks
of experrs so thar the entreprencurs can access (Iu resources they
need w establish and grow their bus

ate connectons for

13 Graham, § nhiw, pe note 128 (quoting Samantha Smith, founder
3 of Vishion in North Carolina),

el Graluam, Helping Entraprensrs T
& 12, 2019, hitps:/ /wwwengi egory/

sturtupseverywhere ls-cruces-mm [hewinaiter “Armowhead Center”]

o Engine

Startup Testimonial:

On the importance of looking to local
incubators and accelerators: “We [] have
a business incubator that is focused on
developing a peer community. A lot of
business owners or entrepreneurs feel very
isolated. There are no words in Navajo for
the concept of entrepreneur or business, and
people who are engoged in business octivity
feel like it's another world and separate from
our Native American identity. But Native
people have been artisans and traders
and sellers as long as we have existed.
Unfortunately, there is a lot of negative
connotation associated with the concepts of
business and entrepreneurship, so people
who run businesses are always straddling a
fine line where they hove to almost ask for
permission to start a business. Our incubator
is trying to create new narratives and help
people connect with their peers,™33

Startup Testimonial:

“It is important to invest in entrepreneurs
of color and women though without
the programming or infrastructure to
support them, the impact will not be

measurable. For a successful outcome, in
addition to providing financial support to
entrepreneurs, the funding for economic
development should include programming
and support to fund the ecosystem
builders, like In3.7124

A

133 Fdward Gralum, Sipparting the Crouth and Develipment of Nutive
FEntryprenr, Enginie mu 19, 2020), hwups:/ fwwsengine.is news/

startupseverywl !

abs {suoting Heather Fleming,
co-founder and executive director of Change Labs in Arizona)

HE n, i.u,'}ﬂ-o-km: Blsck amed Underrepeesemtva ;
mgine (July 2, 2020), hops:/ S wawony W
startupseverywherne-de-ind (guoting Aaron Saunders, CEO of the Tnclusive
Tnnovation Incubator].




104

NETWORKING & MENTORING

Building on Pre-Existing Initiatives
Federal entities can also holster pre-existing  mitiatives
mrgeted at supporting  underrepresented  innovators  so
that the programs are siuated to provide nerworking and
mentorship opportunities. For ats part, the Small Business
Admunistranon should work o hire and retin more diverse
staff, especially i its regional offices, ensure regional offices
receve and distribute resources equirably to their geographic
regions, and focus on programs rargered ar undeccepresented
entrepreners like the 8(a) Business Development Program, 135

underepresented businesses to remster s, forexample, pesson-of-
color- or woman-owned. As descabed by Cindy of Fierce Fermale
Founders, bureauceane hoops and comphcared papeswork can
make it difficult to register s an underrepresented entreprencur,
which m tum makes it difficult to aceess dedicated resounces 157
Reducing barners to the regstrton process would alo provide
local government and prvare startup services with  berrer
mformanion about where to direct resources. 18 Additionally, it can
encourage advising and peer networks by more easidly wdennfiing
similarly situared starmaps. 139

Second,  the should  show  up—ieeelly
Underre d

government

Startup Testimonial:

On the importance of building initiatives in
local innovation ecosystems: “Policy leaders
and government institutions have a unique
ability to convene and coordinate. For us, it
would be incredibly impactful if policy leaders
would use this power fo develop a strategic
vision for the future of innovation to improve
economic development and job creation in
Baltimore, as well as the rest of the state.
Specifically in Baltimore, officials could use
their strength as conveners to establish a
coordinating position or entity solely focused
on bolstering the ecosystem. 136

Taking a More Active Approach to Qutreach

Federal actors cannot expect that underrepresented innovators
will easily find them. The govemment needs to both actvely
seek out dverse entrepreneurs and also mprove rl\.e accessibiliry
of government resources. To be sure, this requires wonal

1 1 organiee and attend con
where povernment representitives are often able o participae;®
ind they should seek to do so and bring resounces in hand. Whether
it be gving out pamphl wn hooth, delven
reniarks, or just hsrmm}, 1o what founders need (but ideally all (:r
the above), federal agencies should be present where the founders
e, proacrively highlight povernment programs, and hear directly
about whar startups need to advance their businesses.

ar an

Startup Testimonial:

“I just finished with o women's entrepreneurship
conference last week. We had about 130
female entrepreneurs comein . . . . It was our
third annual conference, and it was a really

fantastic opportunity for female entrepreneurs
to network, get inspired and empowered, and

actually walk away with the tools and resources

they need to start a venture, "141 y

138 See Graham, Arroudvad Conter, s note 1 32 (“T'm also launching .
- s opens list of Female rnlmpmmm in New Mexico, i and I'm gomg o
bne this with economic deevel

and thus considecable tme and effort, but it is necessary 0 ensure
thar govemment resources and programs are more likely o be
discovered and used by those for whom they are mrended.

There are at least two specific ways the government can facilitare
direct outreach: first, government ennities should make it easser for

135 Sor Minority Orwmed, LIS,

nall Bus. Admin, hitps:/ /wwwsba.gov/

ority-owned (Lst visited Jan. 28, 2021),

L ;:.,.m,mewm Dharius €rabany (Baltimore,

MO, Engine -’\hl 3‘JI7) ||I.'tp- )’.-'ww\tmgme s/ news fcategory /
artupseverywhe mdd (quating Diagus Grabam,

dm\lul of the ‘»ocul luum.\nml Lab at Johus Hopkins University),

wpsel, Fierve Femmale Fowndders, e note 115,

o Engine

andd r:lhrr\ who are in charge of nummg

1 p ar st i or services. .. [Sjo there
are exentially o excuses for not having equal nepresentation” (quating
Fetdi Runyn Shoan of Arrowhesd Center])

139 Ser Rives, Laanllell, agpra note 120 (“[T]here are cfficiencies that
can come from companies at a similar stage who would benefit from
common advising, professional services, and counsel ™ (quoting Bemand
\‘hnln of LeanWell)).

Gioaham, 1 cbi, st mote 128 (1 initially cocated
Collective Hustle], o Chadorme-based imvestor and startup coalition, | to
be a mentlily meet-up, with the goal of having panels of investors ad
foumnders uulimgl specibie topee 1 wanted 1o endure that thene was
equil representation on the panels and within the actual audience, and
what that really takes is just reaching ot and iviting people.” {spmung
Samantha Smith of Vishion}).

141 Graham, olrmmiead Center, mpra note 132 (quoting Zetdi Runyan
Sloan of Arowhead Center),
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Startup Testimonial:

On the importance of the government
showing up: “Your network is your
net worth. It doesn’t help if you're not
exposed to officials. I've written many of
them and invited them to many things,
but they're just not coming, and | don’t
know how else to get their attention,”42

A

Including Online Resources and Ways to
Connect

But resources, like funding and nerworking opportunities,
should not be confined ro the physical word—they should be
expanded to online formars, Onling resources offer meaningful
benefits i thar they are not bounded by geograply, and they
can provide breadth and depth of advising opportunities.
Organezanons  serving underrepresented  foundees  descrbe
these benefirs after moving their own mitiatives online i lighr of
the COVID-19 pandemuc. Online platforms reach everywhere,
from urban ro rural entrepreneurs. !4 And online resources
connect underrepresented mnowvators wath perspectives beyond
asingle mentor: “1f a company only has one mentor, that's only
one persons advice. A diverse, online commumity can gve you
more feedback o help you make your decisions.”1 44

Startup Testimonial:

“We are also very intentional about bringing people
together and organizing conversations, because
innovation and businesses often start with just
a conversation. We invite a lot of people—now
virtually—to share their stories with us and connect
with other entrepreneurs, Oftentimes, these
conversations help new projects come together and
new teams form and new product ideas emerge."45

raluasn, My Tissk, smpras note 121 (quoting Thidsha Sanogo of

My Tansk)

143 Sampsel, Fierve Fomale Founiders, s niote 115 (“We pivoted by taking
online, The ad: ges we have seen i that in going virual
we are 5o bonger bound by geograply. 1t has opened us up to be able 1o
serve women everywhere” (quoting Cindy Foy-Uhlie of Fierce Female
Founders)).

143 Rives, Laanll e, st note 120 (quoting Bemard Worthy of LoanWell).

o Engine

Startup Testimonial:

On the importance of online resources for
rural entrepreneurs; ‘fArrowhead Center's]
focus for the last few years has been
dedicated to building out o program that is
accessible to underserved entrepreneurs. . .

. We're doing that by building a system-wide
network of accelerator programs that are
offered virtually. And we're using a shared-
economy model—leveraging the resources
and expertise of individuals in various rural
communities across New Mexico—to provide
access to o robust network of experts and
technical assistance providers. We have about
40 mentors that are available to anyone who
participates in this program. The accelerator
programs are called ‘sprints’ and they vary in
length and industry focus. They're unique in
that the virtual format really opens the door
for entrepreneurs who would've otherwise not
been able to participate,"146

e o

Supporting Equity in All Professions

The community surrounding a startup founder s bigger
than investors, mentors, and colleagues—enteepreneurs must
also turn to experts for other services like legal advice and
accounting: Building diversity in those pipelines is also critical
so that underrepresenred founders can turn to professionals
that bring similarly diverse and unique perspectives. The abiliry
to readily hire a Black woman patent lawver, for example, will
help build teust and facilitate successful applicanons for high-
quality patents by Black women inventors. The same 15 true
for services across the innovation sector,

145 Edward Grahuarm, Sipport E
(Bept. 18, 20200, hops: [/ wwwengme s/ news
tesasepioneers-21 (quoting Carlos Martines-Vel
Picucers 213,

136 Gralum, Arrouded Conter, apr note 132 (quoting Zetdi Runyan Sloan

of Armwhead Center).

¥ F
cutive Dinector of
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While improving access to capital and expanding networks
for underrepresented entreprencurs may vield more near-
rerm results, federal ennities should also improve education
opportunities for underrepresented innovators so that they
are equitable and mclusive, affecting long-lasting change. This
mecludes improving access to science, technology,
engneering, and mathemarics (5TEM]) education,

but i also applies to business and innovation and
entrepreneurship (1&1) education and training

for underrepresented students. Greater access

and retention 1s critical because the nanon needs

diverse students in the talent pipeline. In order to

achieve that goal, diversity of STEM, busmness,

and I&E educators 15 also catical but often
overdooked.

Diversity gaps among students
and educators.

Retention of Students in
Innovation Careers

The nanon's innovation ecosysterns need high-

shilled, diverse talent. In order to grow and sustain

diversity in nnovanon, the government should mvest

n a diverse mlent pipeline because, beyond funding, building a
team is one of the biggest challenges facing startups. A successful
malent pipeline not only starrs cardy to excite young students about
innovation, bur it also requires encouraging, talented smdents o
channel that excitement o innovation carcens

Digpanities m education representation are compounded by
problems of retention, which curs off the innovation pipeline oo
eardy for students who cannot or do not want to pursue mnovation
Students of color represent 385 percent of & f
postsecondary students, ™ but Black and Latino students switch
out of STEM degree programs at higher gates than their whire
peers. 8 In addinon, an esnmated 20 percent of Black STEM

care

147 Mat'l €1z For Educ, Stat, Table 11845, Dig Educ Stat, (Oct. 2019,
htps:/ /nces.ed gov/ programs/ digest//d 19/ tables /dt19_318.45.asp (2017-
2018 percentages)

148 5, vnim, A Thind of Minority Stucknts Lawv STEM Majors.

s,/ daily-

Hare Wiy
briefing/ stud cess o-thind-of ity-stud -stem-
tajors-heres-why [, see alis Univ of 1L Coll. of Apric, Conisimner

& , Raarial Microaggressions Cantribuete fo Digparities in STEM
Fidbwation, Science Daily (Dec. 8, 2020, hups: /  vwwseiencedaily.con/
mebeases 2020,/ 127201208 111656, hun,

o Engine

AB (Oct. 8, 2009), hinps:/ feab.com /fins

Ph.D holders and 20 percent of women STEM PhuD holders leave
STEM fields ¥ And the retention problems only continue,
creanng further underrepresentanon in the workplace: of
all M professionals, only 9 percent are Black and only 7
percent are Latino 1%

Women and Black Ph.D. Holders Leave

the STEM Field More Often
L] - L] -
e

THEe
TEee

1in & Biack STEM Ph.D. holders &
1in 5 women with STEM PhD.s
Leave STEM

Bevond a lack of representation in STEM fields, mking a closer
view—and acknowledging thar not all STEM jobs are creared
equal—reveals other relevint dispanties across STEM ficlds
For example, computer jobs feture one of lughest median
eamings of any STEM field, but the computer workforce i only
14 percent Black or Latno and only 25 percent women,!3! On
the other end of the salary median are healtheare peaciooners
and techmaians.32 And iris these lower paying ficlds thar have
the lighest representation of Black, Lanne, and women workers.
By way of example, 37 percent of licensed nurses are Black or
Latno as are about a quarter of health support, medical recoed,
and clinical laboramry techmoans !> Women, on the other hand,
compuse 75 percent of healtheare practnoners and rechnicians, 14

149 S Carol O Donnell & Sheling Ramnarine, An Integeated Approach
to Diversity, F ibility and Inchision (DEAL in L,
Senithsonian ¢ £ (2019), comniliale at bitrpac / fssecsiedn/ sites/
defaub/ files /other/ STEMLeadership Allionce 2020, pdf.

159 Cary Funk & Parker, W and Mest iv STEM Often ab Ol

Qoer Warkplace Fapeity, Pewr Rsch, Crr, 8 (Jan. 9, 2008), hups:/ fwww
pewresearch,ong/ social-trend tent/uploads{ sites/ 3/ 3018/01/
PS_2018.01.09_5]

131 1 at 16, 34, 36

152 Jal

153 ol at 34

154 1d. ot 30,

l\'r
M_FENAL pdf,
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Undesstanding, STEMs “leaky pipelme,” and ensuring that
underrepeesented innovatorss are inspired and able 1o pursue
luceanve carcers, will requare farther data collecoon; and Engine
enconrges NCEAD to call for that. Bur anecdotal evidence suggests
that disparate access © education, lack of encouragement ar an
eady age, discnminaton, difficulty balancing work and Gamily,
and lack of mepresentanon are barnees to entenng STEM jobs for
underrepresented innovators of color and women mnovators, 155

It i also important to note that fostenng STEM jobs should be
inclusive of those postions that do not require postsecondary
educanon. Innovanon does nor require a degree, so ngquiry nm
nnovation retention should not focus on only advanced education-
relared factors. For example, altemative education ke immeeson
programs or “boot camps” can be another successtul path w STEM
and innovation careers. '

Finally, in add retention, geography is another important
factor: mnovanon mndustnes, tlent, and jobs duster m a fow
aties!5 And ruetl communities that may be suceessful at uming
out students interested i STEM tend ro lose ralent to other regions
upon geaduation. Indeed, some entreprencurs looking to launch
companies outside those tradinonal tech sectors face pressure w
relocate so that they can connect with mvestors and talent. 158

Startup Testimonial:

On Missoula's startup ecosystem: "Our number
one challenge right now is continuing to fuel
the talent pipefine. When | first moved here,
Montana's biggest export was its talent, we used
to lose o lot of people to big cities and traditional
hubs. What we're going through now is trying to
help the students coming through our universities
understand that there are great career
opportunities here. We are also trying to get the
waord out to Montanans who have left here and
want to come back that the opportunities with
L successful companies exist."159

v

Startup Testimonial:

On Effingham’s startup ecosystem: "[T]
he hardest part about staying in a rural
community, especially when you leave
high school and go to college, is not
understanding or knowing what the local
opportunities are. It would be great to have
a program funded by the government,
at the high school level, that allows local
companies to engage with students. For
students at Effingham High School, it would
be great to educate them about the local job
opportunities as part of career development.
If students going from high school to college
don't know about their focal opportunities
or companies, then they won't come back
because they don't know that there are good
jobs for them in rural communities, ™80

Innovation Educators

To better encourage and foster diversity in mnovation, the
government should mvest m underrepresented STEM and
business educators as well as studenrs.

The diversity of educators matters because representition
matters. %! The opportunity for smudents to idennfy themselves
n their educators instlls the belief in students thar they, oo,

miwml -t (interviewing Panl Gladen, director of Blackstone Laonchpad

dward (-ralmlu Jlluw’w»\.c Aereage Reparting Solutions for Farmers,
Engine (Aug 28, 20200, hips: //www.engine.is/news / stactupseverywhere-
effinghame-ill-niyagdata (quoting Deb Casurella, co-founder and CEO of
MyAgData in llinois).

161 The sasme is teue in Gebds ather than education. Lack of representation
leads 1o additional mequalities and exacerbates exsting ones. This is

155 fd at 21,

156 For a discussion of some altemative pathways to STEM education wnd
EM carcers, see Joe Alper, Devliing o National STEM Warkfarce Stuategy:
AN kb Summary, Nar'l Acads, 63-T0 (2016), srsailafile ar hitprs: fwoww:
napeedu/read/ 21900/ chaprer/ §

157 Eduardo Porter, A Few Ciies Have Cormered Innotstion Jabs, Can

Tihat Be Clemged?, imes (Dee. 9, '_‘Dlﬂ'}, Ttps: .-f.r’u Wy times.
com/ 2019/ 12/0 ities hinml

158 Nothan Lindfors, Ciliating a \JMM )wf‘armm Ulking Imfmag

ell-d d inn , where Black patients face more adverse
outcomes when treated by white doctors than when treated by Black
doctors. See, e, Frin Dehon et al., A Sytematic Review of the Ingact of
Physician Raacial Bias an Clinical Decision Naking, 24 Acad. Emergency Med,
B95 (2017); Nat'l Acads, 1 nr\]-ul Treatment: Confronting Racial and
i Dhspanitics in Healih Cage 3-12, 19 (Boan [ Smedley, Adnenne
Y. Stith, & Alan B Nelson eds, 2003); ser o Talia \Ll]m'on Elco,
Stwddents of Color Are Missing Ot on STEM Opy i the Plaset Is
Missing Ot our Thesr Brillimee. Here's How We Fimully #lebiere Equity i High
Sedoal F1TM, Forbes (Sepr. 24, 2020), hrips: f’.-’wnu ItJﬂb(‘Rn.olllfletsJ"

Illgmr {MNow "4 m:;. Bittpe /S wwwengineis /news
' hpin | ing Teevor McK

. Cf'.(} rut Hll:lnpiu
in Kansas).

159 Andrew Jones, #3armpdirerywbere: Missads, MT, Engine (Mac 26,
2018), htps/ S wwrwengine is news (category /startupseverywhe e

Engine

tali 3 oot/ 2020,/09 24/ stud
PP ies-so-the-planc '_"-"a

(makimg the conmection |>1'1\M‘¢'|! llu effects of zrprr-wummu i
il in education).
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belong as mnovators 12 This 15 due, at keast
m part, to role model effects and culnaeal
understanding, Diverse educators serve as wole
maodels and signal to underrepresented students
that they have a future m STEM, mnovation, "
and enteeprencurship 83 Additionally, cultural i
understanding between educators and stadents
helps ensure that matenial is explamed m a
“cultumlly relevant and engaging way"144 A »
one expert describes the effects, “[a] diverse e
staff allows more smdents to see themselves in
their teachers, school leaders, and other school
personnel. . Jand] provides more oppormnitics
for students to find someone they can connect
with, whether through shared culture or other
expenences. 165

Representation m education 15 essennial because i encourages
more underrepresented  students © choose a carcer of
innovation and entreprencurship. Fady exposure o incluswve
mnoviton education excites and motvates students to pursue
STEM, business, and innovation higher education, and from
there, carcers, As Tema Olguin Jr, co-founder and co-CEO of
Bitwise, explans, joming an mnovation ecosystem “shouldn’t be
an unfathomable option]] or an acadent for anyone™ 164

Unfortunately, the educator workforce 1s less diverse than the
population. STEM and business education begins far earbier than
college,'67 s0 the government should staet by looking ateducarors

162 fer Chiristesphier Redding, .1 Tachor Like Me: o4 Review of the Fffoct of
Stdent-Teacher Reacial) Ftheic Matching o Teswlr Perceptions af Stuctents awed
Stndent Acadensic and Behavioral Ontoarscs, 89 Rev, Felue. Rech. 499 (2019),

Umhrnpmunnd Groups in STEM Ednuliun Compared to

pr inu.s. P
Yok
e
)
. S =
— o
W Ll Laws

[P SR Y —

m primary and secondary schools, where a recent report by
the Department of Education found that only 18 percent of
educators were people of color'® while over the same tume, 36
percent of the population idennfied as peaple of color 19

The same 15 teue for postsecondary educators. Only 24 percent
of unversity faculty members in the US. are people of color. 1™
And across STEM fields, the statistics are cven bleaker.
According to a 2017 srudy, 122 percent of the population is
Black, but only 0.7 to 2.9 percent of STEM faculty are Black.1™!
And while 16,3 percent of the population is Latino, between
25 to 5.1 percent of postsecondary STEM faculty idennfy as
such. 172 Gender panty 15 likewise absent, with only 18 to 31.1
percent STEM postsecondary educators identifving as women
despite comprsing 50.8 percent of the populanion 17

carly as preschoal); Andrew James, #5tartypreryubere: Kansar Gy,
MO, Engine (May 15, 2018), hups:/ /www.engine.is /news/ category/
|

163 $or Seth Gershenson et al,, The Log-Riow Tngpiacts of Saove-Race Tachers,
Nut'l Burean Econ. Rech. (Nov, 2018), asilabl ar hips: { /www-niber-crg
stanford idmock:. pers/ w5254,
164 Ser Anmu ). Egalite & Brian Kisida, The Fiffects af Tesober Matoh on
Stickents' Acalemsic Pertgtions am Attitudes, 40 Edue. Evaluation & Pol'y
Analysis 59, 73 (2018); ver also Cultirating Native Amerinan Entreprencursbip in
\mMm\fm'/Wk Engine (Ial: 9, 3]”1] itps: /| fwwwengine is news
head-incubatoe (imrn tewing

| ry ! Frgp=Missaur (mterviewing Ryan
Wiehe: ssident of the KC Tech C{)um:-l i Missour, whes sotes e
disparity in computer science education scmss schools m Missoun),
Ir-lil S Dept of Educ,, The State of Racial Diversity in the Educator
\‘{nr}.lum at 3, 6 (July 2006), aralabie ar hteps. | S www2, (‘cigm .flv:lh-ulf
eval/highered / racial-diversity / state-racial-diversit
169 Sreplanie Euwart, LS, Population Trends: 2000 1o 2060, 1 S, Census
I.!nmn aL 7 (Oct. 135, 2015), analable af hivps:/ fowwncslomg/ Portals/ 1/

ShuluIJ Nnmuhy, dmir.n and co-founder of A 1

I in Michigan, and describing the power of mfusing culture into
Tesaness training for Mative American entrepreneurs, like by lecturing i
trditional attive),

165 Dianiel A, Domenech, Here In Wiy Diiversity e STEM Edweation Ts o
Impartant, Edue. & Career News, hnps: [ fwwwedncationandcareemews
com/education-technology / here-is-why-diversity-in-stem-education-
important/ (last visited Feb. 9, 2021) (interviewing and quoting Keadell V.
Al

166 Bitudse, supos niote 127.
e

47 Ser Edward Graham, -uw_; Tn\ﬁm@ I \W«r.r(.dmf Care P:nrurim

fnalfo/ USE aphiics pdf.
1 “ Leslie Davis d Riclard Fr (.m’&y Tacaity Hare Becowe More Rudully
aantid Etbweically Diverse, But Reswain Far Late S Than Siwdents, Pew Rech Cir,
(uly 31, 2009, horps: / f www pewrmescanch.ong fact-tank / 201907/ 31 /us-
college-faculty-student-diversity/.
171 Divi Li & Cory Koedel, Representation anid Salory Caps by Race-Ehwicity
sl Creneler at Saleetie Public Ukirersities, 46 Educ. Researcher 343, 346,
347bL3 (2017). Note that the Li and Koedel used the 2010 census
demographic data in making their compagisons. Demographic data from
the 2020 censues remums outstandimg, but it is expected that the proportion
of nonwhite residents has only prown, meanimg these data underestimate
the dispanty in representation.
125
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Funding STEM and I&E education
initiatives for underrepresented students
and educators.

To diversify American innovation ecosystems, the government
should invest in local and federal programs aimed arimproving

access to STEM and 1&E waching and education across
primary, secondary, and postsecondary levels.

Improving and Expanding Programs for
Students.

Access to STEM and 1&E education should wnprove on two
axes. First, the government should ensure innovanon educanon
resources and programs are avalable to underrepresented
students regardless of eace, gender, or geography. This ncludes
Access 1o S and 1&E educators as well as 10 mnovaron
and enrrepreneurial co-curncular and extracurricul
Second, those resources should be presented in wi
tnlored o and engaging for underrepresented students,

Startup Testimonial:

“I worked on a bill to provide funding to
STEM organizations that focus on students
of color across Georgia's education system.
That funding has gone to create STEM clubs

across the state. We ore hosting targeted
workshops, and we are seeing more Black
and Latino children engaged with science
and math throughout the course of their
education. | wanted to be part of this effort
to give students opportunities thot | did not
have at their age. If | had a STEM club in
elementary school, then I think | would have
been an aerospace engineer a lot earlier in
my career."174

The federal government should mvest in programs aimed
at expanding and revising STEM and 1&E  curriculum
resources so thar mnovanon educartion is exciting and inviting
to all srudenrs.  Federal ennties can fund and encourage
state and local funding of tlored education programs for

174 Grabm, ffiltron, ogpes note 12 {quoting Chastity Wright of Tnfilteon).

o Engine

students of all ages—From eady childhood o postgraduare
educanion—and highlight contributions of diverse mnovarors.
Additionally, the government should invest in local Mand
&L co-curricular and extracurncular programs for pramary
and secondary schools in underserved communities. ™5 For
postsecondary education, the government should mvest in
mnovanon-related clubs ar HBCUs, land-grant universities,
and other postsecondary education institutions that artract
more diverse student bodies, including communry colleges.

It 15 also vital that mnovation educators establish melusive
environments. !t Doing so requires that educators reflect
on theic own idenrities and provileges, recognize the
multidimensional motivations and  aspimtions  of  their
students, and highlight STEM and 1&E contabutions by
diverse entrepreneurs. 1”7 Instead of focusing on only Thomas
Edison, for example, the works of Percy Jultan, Sarah Boone,
and Katharine Burr Blodgett also should be center stage.

Increasing Diversity Among Educators.

The government should encourage and mvest m etforts ©
dwersify the educaror workforce. For example, alternative-
route certificanon programs attract more diverse educators
and should be expanded.!™ The govemment should also
merease funding for minanves like the Smithsonian STEM
Education Summit and 100Kinl0 thar spec v seck to
ncrease diversity i STEM and 1&E education.'™ More
broadly, the government should build and encourage the
narrative that teaching STEM is a viable career path for
all, both through explicit programming and through more
expansive loan forgiveness.

The government should also take an active role in reaching out
to and connecting with potential underrepresented educators.

17 e, 4., Pragect evest Fellasiip, Pject lovent, hitps:/ / projectinvent
wated Jan. 29, 2021); Graham, Infiliror, aypes
M program focusing on stidents of color scross

pote 12 {discussing 5
Georgia).

176 Ahson Singer, Geonging Montgomery, & Shannon Schmoll, FHoo
2o Faster the Porsation of STEM Iobntity: Sivdying Diversity in aw Anthentic
Larming Eiramment, Int'] ] ST duc. (Mo, 6, 2020), lips:/ fdod,
m}( 101186/ s40594-020-00254-2.
V77 S Tess L Killpack & Laverne C Melon, Tomrd Inclvatie STEM
Classroamye: What Persowad Rode Do Facaty Phay?, CBE Life Sci. Educ. (Oct.
11 017, hirpe/ /worwlifescied org/ doi/ full / 10,1187/ che. 16010020,
Dep'tof Educ, mpnr note 168, at 17,

M Edwcation Summit: Building o Coalition for Attracting and Retaning a
I Teaching IV m!.ﬂmr Smithsonian Sci & Edue. Cre, hllps:.-‘,f’
Jevent fstem-educ mnit- building-coalith
ing-diverse-stem-teaching {last visited Jan. 28, 20204, Owr !:nq
100K 10, hll‘p\.-".-’ 100k 10 org/ abont (1 wsited Jan 28, 20213
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For example, the Department of Educanon should actively recnut
undererepresented educators w join the STEM and [&E edmﬂmn

students from across an mstunon, they can create 2 natueal pull
towards diversity. Well-designed I&I~ programs cin enmmpa%:.

workforce. Action produces resules: as Washington  Uni

m St Lows demonstrated with s pricnee of soliatanon and
invitation for its Women in Innovation and Technology program,
actively reaching our 1o underrey d educators diversifies the
innovanon educator workforee which in mm provides mle models
for underrepresented students o see themselves m STEM and
1&E. 180

Investing in I&E Education Programs Focused
on Underrepresented Innovators.

The govemnment should also look w 1&E education as a path o
expand Ametican innovation. lnnovation and entreprencurship are
often complex and non-linear, and prepanng students to suceeed
requires different educanonal approaches compared o tradinonal
disciplines ¥ Extant 1&F progmms range from guding studenrs
from an idea to a business or technology launch o focusing
further upstream by traning students to be more mnovatve and
creanve. 182 [ndeed, 1&F are core skills, and rraming students to be
mose innovative should be considered a part of the core curnculum
from a young age, '8

Because [&E programs are often mrerchsciplinary, attracnng

Tniv. in 51 Lovis, Comment Letter on Request for Conments
Act of 2018, at 2-3 (June 27, 2009, hups:/ /wawuspio,
wowsites defanlt/files/ documents/ 51 S Act-Washingron-University-
-5t Louis pdf

181 e Gabriel Linton & Markus Klinton, Unirersity Entraprimemsbip
Edducation: A Design Thinking Atproach s Learning, J. Innovation ¢
Entrgpremenrship (Jan. 14, 2019), htyps:/ [mnovation-entreprenenrship.
s]giiugemlm.wul.hll bes 10,1186/ 513738-018-0098- .

182 $or Martin Lackéus, preneurship m Edieation: What, Why,

1 ow, Entrepreneurship360, at 1 {2015), hips:/ /wwwoecd.
omp/ctefleed/ BGP_Entrepreneurship-in-Education pdf. (noting that
the definition of entreprencurship can vary, from truning students
1o start a business to making smdents more cocative). For exanples
u! 1&E programis, see Duke Univ,, Lr.hm\rm l}ulu-: hmmmun&:

i, s/ / duf edducation)/ (st
i I:‘I‘(‘d Feh, 12, 2021); Ga, Inst. nl' ru:h T.I'( R Pnuwm. (‘n lell
Scheller Coll, Bus., hips://w b |
tiger/mdex.uml (last visited Feb. 12, II)’I\ and Univ: Cokn Colo. Springs,
LS Bashedor of Inmowation, hnps:/ /innovationvecs.edu/what-is-the-
bif. See adeo US Dep't of Com,, The Innovative and Entreprenenrial
University: Higher Education, lnnovation & Entreprencurship in Focus
+f forvweda pov/ pdfy The_Innovative_and_
Entreprenen niversity_Reporpdf (lsting select prog;

dents from a broad range of discy
serence, psyehology, soaology, marlunng, Snance, law, numng, and
more. And in so doing, I&E progeams can attract students who
miay shy away from taditonal STEM fields bur are interested in
learning about innovanon, [

Many 1&E programs currently look 1o prvate donos!® and
may struggle to compete for tradiional govemment funding
beeause they do not fit fidy STEM defintons. While these private
donations add a lot of value, I&E progeums reliant on private
funds are often targeted to the donor’s partcular interests and can
be difficulr to scale. The government should consider establishing
dedicared funding pools or issung speafic grnt opportunines
for 1&E education. This would make it easier o expand US
innovanon and would enable schools that lack a wealthy donor base
to launch successful I&E programs, The govemment could also
expand existing pmgrams b 7% T-CORPS, which is designed
to supporf the commercialization of new rechnologies and reduce
the ask and time required ro teanslare new ideas 1 the marker, 186

Impaortantly, the govenment should also identify gaps in diversity
for its current 1&E investments and develop new, dedicared
programs  that serve all underrepresented students. Existing
I&E educanon investments provide 4 start, but they do not fully
accomplish this goal. For example, while 1-CORPS has made
stades broadening participation by women, 187 participation by
other underrepresented groups 15 sall lacking ' The govemment
should conader establishing addinonal programs at instirnons
thar arreacr a more diverse studenr body, like HBCUs, land-grant
universities, and community colleges.

194 Indeed, the student population of certain 181 programs mireors the
diversity of the e student p(apu'lan(m Campare, eg., Duke l |
Dhike 1 ion & | p, htpas
ar-2019-2000-scaling/ (last visived Feb, 18, 2021 with Duke Facts,
factsdubecdu/ (last visited Feb. 22, 2021) (1&E students dewn from
multiphe majors semss the uversity, u-lu-n- the demographic data of the
1&E program are highly similar 1o that of the overall mivessity).
85 S, g, A, Jammies & Alice B, Clack Found. L. James Glark 51
Program, hitps:/ /clakfoumdationde.omg/ clark-scholars/ (Jast visited Feb.
11, 2021},

186 N:l'l} Sci. Found., Notiamal Scéence Fosuwidation Inmoseation Corps, hitps:/
wwwenst gov/news/special_reports/i-comps/about jsp (last visieed Feb. 12,
2021).

187 Nar'l Sci. Found,, Innovation Corps (I-Corps): Biennial Repot 13
(Spring 2009), hups/ /wwwnstgov/mews/ special_nepons/i-comps/pdi/1-
CorpsReport-6_i_19FINAL_308pdf

184 See i, a1 26 (noting that, of 1626 individials, ortly 433 were from

183 Chne msodel, the Nerwork for Teaching Entreprencurship (NFTE), is
an education non-profit focused on hmq;ugrnlrrpmwunhqu e amialelle:
atid high school s, s well o5 ¢d

NFTE, NFTE, hitps:/ fwwonfte.com, (last \lml.ed Feb. 18, 2021)

o Engine

i groups bt 338 of those were women and reporting that
only 208 team leads were from underreprescnted groups but 164 of those
were women ), Nat'l Sci, Found., A1 Moo Initiative to Develop Diversigy

sl Ivcdsion Ipfranstrnecture for STEM Tonostion, https | faorwensfgov/
awardsearch/ show Award? AWD_ID= 1940053 (last visited Feb, 11, 20213,
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CONCLUSION

Diversity in innovation is catical. Yer for oo long,
underrepresented startup founders have faced unfair and
unwareanted  barriers—erected  both  intentionally  and
unmntentionally—across the country. And these mjustices
have also depeved the nation of economic opportunities
and great ideas. Engine is thankful NCEAT will take up these
vieal questions about how to expand Amencan mnovation
and encourages I to conduct a thorough, nuanced
assessment of the roadblocks underrepresented  founders
face, as well as suggest creanve solutions to staer dismantling
them. While the USPTO may be limited in what it can do
directly, it has a role to play, Importantly, Engme urges the
ennire federal government to thnk broadly abour whar it can
do 1o nght past wrongs; create new oppormunities through
funding and programs o mvite more diversity nto exisnng
nnovation ecosystems; and meentivize privitte actors to make
change

ik you for the opportunity to submit these perspectives.
ingine s fiemly committed to helping grow and support
the narion’s startup ecosystems, and a substannal part of
thar work must include promonng diversity and inclusion,
Engine is likewise commirted to serving as i resource for and
enpaging with NCEAL USPTO, and all levels of government
an changes that could advance this goal.

o Engine
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SOVIDA BESOURCES AND INFORMATION: Soe the Aanta Fed's st of publcations, information, and rescurces, listen to cur Enndemic Besnonss vebing: geres.
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nd iges during the F
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In March 2018, the Atlanda Fed mace 15y b POMGts 0<onomic Moty and resilence in the Southeast
Thet incluces 1o racal wislth and ncoms gaps thiough & long
history of acriminatory poicis and pracaces. Todsy, that sgacy lamves many Black and Hispenic pecpie less resdent
Inface of the ecenomic shock caused by Be cagong coronavirus pandemic. and tharelors mors Sty 10 encounter
hardshagss

I 1218 rtics. Tha SUhors lock ol dischemination’s CONNeCions b inan ceal resfesnce, which is one sstartal piece of what
makes Ut o capacity bo wealher UNeXDects Xpoentes o shocks fo income.

The Fedsral Reserve Board's Survey of Housahold Economcs and Decrsionmaking (SHED) collects dain on faceors that
ot 10 Bnancial reslience, incudng Fersonsl SAMNES Mat (rovide 8 cushion o households Mot eparience &
sudden sconcemic strain. | The SHED incscates that when the COVID cnms b, onty halt of Amencan housshokds had a
oy day fund, defined as three manths of saved income. The data also reveal that even smaller shares of Black and
Hispanic households, along with renter and & had those ki SHED
dnta from Jaty 070 help show ine p 5 mpact on 1 tnances SHED and o
Sources 1o demonsiratd how kv perscnal Savngs e N0 racial and sconomic ASponies, and we challengs nstilibons
b chi i BppTOpeiate responses

[ by race that must 1he conboxt of structursl racism Logal especially agains . has

e othnic et aar . weth nlsmmwmnwm«%»em
barners to education al attainment, and occupationsl segregaton patem s where Iots. Amnough
practices ke recining hise been sbolished, systernic bamiens in both housing and kebor markets continue to deadvantage Black and Hispanic people. Ressarch shows mst
Efack pacpla with £ thewr 0 166 loss and paid foss for the same jobs. Research also shows fhat recel dscrmination

inBoth access to and cost of m

of

00 Crockt mantsn he mnmh‘xk nomeawnerhip gap today

‘Who had savings before the pandemic?

ALCOrang 1o he SHED, 47 percent of U S households id not hiave & rany day fund in October J019. Upon closer
v, houting fonura, and 1856 snd ethnicey (500 chart 1) Neary three-quariers (72 porcent) of Rousaolds wen 1035 than $40,000 1 annual incorms had na rainy day fud
Two-thirds {67 porcent) of ronters lacked theso savings, a5 did over & n 10 Back both 81 percent).’ a0 wxsts within
therss groups. BRck and Hispans: Rouseaholds ar mors By 16 b8 sxlramaly ToPRCET A e Wi ek, (OO 88 Can b aged 10 the 00 pn G ety of
racial dscimmnation n lsbor and housing markets

l:l\nlf 1 National Share of Households without a Three-Month Rainy Day Fund
by S Group 2019)

A %
g: White, Non-Hispanc G %

o1 % Black. Non-Hisge 81%
g ] Hspanic B1%

w
é Midche- Income 50%

% 3%

Notes- National poputation weights are applied lo these data, n = 12,172, the SHED defines a “rainy day
fung™ 8s ihiee MontNs of saved iNCome; the SHED defines “Low-Income,” “Middie-income,” and Hm
income” at @ national level accoring to he following NOUSENold INcome ranges. respectively. less

$40,000, 540,000 te $100,000. and greater than $100.000.

Sources: Foderal Reserve Board's 2019 Survey for Household and Economic Decisionmaking (SHED).
FAhors’ calcutations

I SOUMGARIHN BIOeS S6vad by e ASMA Fod, 0 sven smaler porion of of INCome Samved. Simir SEpants by race, sthaicy.
IO, B ROUSIG baure Show LD here. 100, Some i Icking @ rasny day fund, wieh 63 porcent of Edack respondents
and B9 percent of fanters in the Southesst reporting That they G Nt hive Bl es Months of income saved n 20194

Savings and hardship
Wshout ha sadety niat offered by parsonal Bevings. 08 more aedinip shows thad in 2019, thcest & roiny davy
Preguensy ardshaps that a 85 SOOI of the COVID- 19 pandames (s chan 2

W U8 CODKISS N P WabISES 10 GIvE YOu The bst onking sxparance. FIeate know (ol § You Continue 1o Browse on Gur Ste, you Bgres 1o
Ehiz use, You can always block o disable CoCKIPS USING ycur browser sottings. To fing cul more, PH0se Lovier QUF DHVACY TORCY.
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Chart 2: National Comparison of Rainy Day Fund Availability with Hardship
Share of 2019)

® Households wihout 3 finy day fund = Househokds with & ramy day fund

0%
23%
a% 6% %
= ;- =
L
Cannot pay il b Pran Had ta wisk dum to comt in
monh [LEL+ 1) ot 12 monmg
m= 1828 m= 1077

Motes: Nalional population weights are appied 1o INese data. ine SHED defines a Fainy day fund” as
Hheee monns of saved income.

Sowces: Federal Reserve Board's 2019 Survey for ana 9 (SHED).
authors' calculations

& Whon they wens Surveyed. 30 percent of househokds withaut three manths of income saved said that they stnupgled 10 pay o Bils on Bme that month vemsus only 4
percent of those who dd have  rasmy day fund

= MSSING AT PIYITOnTS HULS TINTS 8T ik of Deeng wvicted VWhile onky & small of amributed o rac 1 80 EICTen_ BIGBE wilh 4t raiy
dary unds reported expenienting an eviction & a higher rate. Among housshalds that moved necenty, § percent of those wihout savings sad that an evicton
s e Thair Move, COmMpaned wih caly 1 pacent of thoss wih snngs

» Houscholds with no rainy day fund Fifleon parcent messod a doctor's visit dus b0 the cost versus 4 percent among
Nousenckds That ied @ fund avadable

\m» has lost inceme during the awamﬂc?

s v dimy fands bafore the pandemic, face & dsproporionately tigh sk of nesdng one darng the crisis. Dot
lram he U5 By ator SEASES Show et ununpmmwl PGS Fof INGSe Groups. which Ristoncally rend highee Man the geaersl pooulition, e govwn seeply
Gurng the pandemic |m chat 3] While unemployment rafes smproved from Aprl o Decembeer 2020, thay reman highar than ey wors bafors the pandemic began

Chart 3: Naticnal Unemployment Rates by Race and Ethnicity (2020)

®Toal =Whie =Biack ®Hspanc

o

Fabnary

Source: U.S. Bureau of Labor Statistics. uww statistics Trom the Current Population Survey.
TSI, s (Tabies A-3 and A-4). last accessed

sanuary 20, 2021
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Dista from e SHED th pandsmic Faliout reinforcas e nk tetwsen Jow incomes, smaller rainy day hands, and hardship. In Juby 2020, the Federal
Fosario Bosrd about ane-third of from ihe Cictober 2019 sample. Those July responses. ratos of job loss that had

Previously reported lomor Incomes and l5s Savings | ABROugh 15 parcent of recontacted respondents had 1ost o job since February, job 1055 hit 17 percent of housenclds
samingless than $40,000, 18 percent of househcéds who had reparted not having & three-month rainy day fund, and 19 percent of those who had lacked $400 in savings
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SHED supplement Nnds ik 24 parcent of SUGERNG 10 pay bils dunng hat menth, compared with 48 parcent of cul-
e tacenved . By hilping voicd RIS 1 TS W, UGBTI BT and cXher Salety et SUPPOTT Con

provide @ bulfer for those without personal svings.

What's needed: targeted support M ‘widespread financial resillence

High the @ greates fisk of financal wehout savngs
W uared Rignlig e e GSparate GECNEULION of Triks By 18cs, Shnicity, incoms [l (A B0 CONNACT ENGGE DTers 1o long.
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Wi B bean historically excluded, particulary Bisck people Other fman caal products can help ol housshokss I“UMUI!I. I‘aﬂ'f Gar BN S Ovar tMe, iNChutng mstchad

savings Bnd prze-inked Savings SCCounts. For households without sevings, aficidable. small dollar Consumear b

Mission driven financial INSIZuBons play & role. Community financisl ACDFI8) deporstony icns (MOEs) exist b0 L

and minceity indeiduais COFs and MOls. 50 Tho58 in Need w6 WHE B N g 180T SUPROM thiough

lending and seevices Accordnply, the December 2020 bil alocated $12 taion to meroase CORY' nd MOES" COPRCTY in NEDING 10 MINGIN M6 PANGMICS SCONAMIC Shock

to these disadvantoged groups. Funders and futura relie! contnue

10 this arbcle. e domonitiate e Sric Detwsnar low WaGES. 8 ek of Bavings. 5 el A% N 1008 CalRaS EBmiers o financinl rasilence for many
tamilies acticn, hat were n place covi-

resdience and an Nclisive racovery,

By Jule Swicki, CED adviser, 4nd Hisha Sulars, CED research anatyst il

" For more on this model of Marduth, Jonathan and Fachel Schneider. {2017}, The Financial Diares How Amarcan Famibes
Cope i & Workl of Uncertanty. Princeton, NJ Pnnﬂbun ¥ y Program. {2020, November 9]. The Stafe of Fnenosl Securdy
2000, A Framework for Rocoviry and Remionce

? The Fedeal Reserve Board established the SHED in 2013. The annual survey is nation aly us topic: security
sisch as credt, housng. sducation, and retirement. The SHED is not a longhadnal survey, yot 4 does resurvey some respondents in each mstaliment

7 The SHED peovides data o & kmited number of racial and othnk Groups. In adation to the groups we focus on here —Elack, Hispanic. and whits—the survey aiso inclides
categonies 1or pocple KSNBRYNG % an "Other fsce of EhRICEy and a3 fwe oF Mare faces o elhnicites. Wa g0 not expand this anafyess 1o These addiicnal categories boceuse
of small sampie siza lmitations and o 0o of identtios then forms Elack

throughcat in keoping with the SHED'S decision to use these terms

*The six southoastemn stales in the Federal Roserve a-wa.unmn Suxth District are Alabama, Georgia, Fionida, and parts of Louizians, Mssissiped, and Tennesses. The
wiights provided by SHED vwere cesigr applied Lo this anahysis, With wiights soplied, sculfisastern
drsparities by race, sthnicity, income, Bppear woen compared with nabonal numbers. We opted not maﬂmmﬂ- survey data
by state dus to the dsproportionate SaMpl SIZ05 Across Stoles o5 woll a3 the Sie of cortan sampées, 804 m

¥ Sew Meoman, Signi-Mery, Carcine Relcitle, Grend Ereon. and EMmine Concian Kelah {2015). Thininp Reaani, Theiving Gl Farmty Financal Sacundy Malters o¢
s250

Cities. Urban Insttute. The work shows n payments Torms |y
# The Atlanta Fed's L Cl Maoniter drsplanys IBUrANCE claums amployees oved tmae The 100l is based on U S Deparrmant of
Labor Empicymant and Training Adminisiration data.
T The U 5 Buresy of Labor Stafistics indicates that in 2010 Elack or Afncan Amernican workors made up 12.3 t or L made up 17 .6 percent
of empicyment across all industnes for workers 16 years and older. Howeer, Black of Adncon 21.4 porcont or L %8
porcent of those smployed i the ranspoetmtion indusiry, and 139 parcent and 27.0 parcent. of ain the sectoe
(Data accessed Decomber 15, 2020 ) Both industries are among those defined as “hardest-hit™ by the pandemsc in a study by Me Federal Resorve Bank of Philadeiphie
frcen the SHED which the authors' Eght percent of respcacents from the 2019 annual
Apeil #. and July . An analyss of Aprifs samilar patems to what

survey
W report for Juty, though 1ess sxtreme.

¥ For more on the unoven reach of previcas recovenies, Soe the following works. MckKeman, Signe-Mary, Carcine Ratciffe, Eugens Stousde, and Sie Zhang (2014, Apni)
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1 Introduction

At the end of 2012, Black borrowers with mortgages insured by Fannie Mae or Freddie Mac
(GSEs) paid interest rates that were approximately 60 basis points higher than those paid by
Non-Hispanic white borrowers. This difference was not a new phenomenon, although the gap
has waxed and waned over time, as depicted in Figure 1. What accounts for this gap? One
explanation could be that loans to Black borrowers are riskier and lenders charge higher rates
on riskier loans. Another explanation is that racially biased loan officers charge higher rates
to Black borrowers. We show in this paper that neither of these explanations directly explains
most of the gap. If we make the counterfactual assumption that all borrowers, regardless of
race or perceived risk, receive the Freddie Mac Primary Mortgage Market Survey (PMMS)
rate prevailing that quarter, we find that the gap shrinks by only about 15 percent. In other
words, even if lenders completely ignored risk and race when they priced new loans, Black
homeowners in 2012 would still have paid over 30 basis points more than their non-Hispanic
white counterparts.

In this paper, we document large differences in prepayment behavior across racial groups
and show that they generate the rate disparities discussed above. The quarterly hazard
of prepayment due to refinance for a Black borrower with a loan from the GSEs is 0.75
percentage points lower than it is for a non-Hispanic white GSE borrower, which corresponds

to approximately 44 percent of the average quarterly refinance probability for all borrow

TS
with GSE loans in our sample (1.71 percentage points). For prepayments due to sale, the
Black-white gap is —0.524 percentage points, which corresponds to approximately 55 percent
of the average quarterly sale probability (0.96 percentage points). Given the trend decline
in mortgage rates over the last 40 years, differences in prepayment speeds alone would lead
to lower rates for non-Hispanic white borrowers. However, the problem is compounded
by the fact that non-Hispanic white borrowers appear to respond much more strongly to
fluctuations in interest rates. In 2006 and 2007, when the PMMS 30-year FRM rate averaged
over 6 percent, which is higher than it had been since 2001, Black and non-Hispanic white
borrowers refinanced at roughly the same rate. In 2009 and 2010, when the PMMS 30-vear
FRM rate fell to historic lows of under 5 percent, non-Hispanic white borrowers were almost
twice as likely to refinance as Black borrowers.

What explains thesge differences in prepayment behavior across racial groups? Our rich
data provide answers. We use the Credit Risk Insights Servicing McDash-Home Mortgage
Disclosure Act (CRISM-HMDA) data set, a three-way match between administrative mort-
gage data from McDash, Home Mortgage Disclosure Act (HMDA) data collected by the

Federal Reserve, and credit bureau data from Equifax. In contrast to data used in previous

v



117

work in this area, the CRISM-HMDA data set allows us to distinguish between mortgage
prepayments due to sales and refinances, provides up-to-date information on borrower cred-
itworthiness, and is nationally representative. We find that observable differences between
Black and non-Hispanic white borrowers account for approximately 80 percent of the differ-
ence in refinance rates. The typical Black borrower has a lower credit score, lower income,
and higher leverage. A Black borrower is also more likely to be female and less likely to
have a co-borrower. All of those factors lead to lower refinance propensities, regardless of
race. However, a small gap remains even after controlling for these factors in addition to
extremely fine geographic-by-time fixed effects. Suppose we take two borrowers living in the
same Zip code with the same credit score, income, and gender and we observe them in the
same year and quarter. If one borrower is Black and the other is non-Hispanic white, we
show that the Black borrower is 0.15 percentage points less likely to refinance.

Further insights come from looking at responses to refinance incentives through the course
of a loan. Refinance opportunities emerge for two reasons: macroeconomic and idiosyncratic.
The main macro reason to refinance is lower interest rates, which increase the incentive for
borrowers to exercise the prepayment option. Idiosyncratic reasons stem from individual
increases in creditworthiness such as a reduction in leverage from higher house prices or
an increased credit score resulting from higher income and employment security. We show
that in our sample of GSE mortgages, minority and non-Hispanic white borrowers respond
similarly to idiosyncratic shocks. An 100 point increase in credit score leads to a 0.7 percent
increase in the refinance probability, and the number is not significantly different across
races. Therefore, we find that the refinance gap is due to non-Hispanic white borrowers
responding much more strongly to macroeconomic shocks compared with minority borrowers.
Yet, macroeconomic changes in inferest rates are precisely the channel through which the
interest rate reduction driven by monetary policy gets passed through to mortgage borrowers,
which suggests that there is large heterogeneity by race in the mortgage refinancing channel
of monetary policy.

The implications for monetary policy here arve significant. Expansionary monetary pol-
icy by definition leads to lower interest rates and so, given the evidence we have presented,
disproportionately benefits non-Hispanic white borrowers and exacerbates mortgage rate

inequality. While mortgage rates have always played a role in Federal Reserve policy, policy-

makers explicitly targeted mortgage rates only in 2008. Quantitative Easing (QEL), initiated
in November of that year, consisted of large scale asset purchases (LSAPs) of mortgage-
backed securities (MBS). The announcement of the LSAPs on November 25, 2008, provides
a good laboratory to study the interaction between monetary policy and mortgage rate in-
equality. We compare the six months before with the six months after the announcement
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of QE1 and find that the quarterly refinance probability for non-Hispanic white borrowers
increased by 3.2 percentage points (per quarter) compared with only 1 percentage point for
Black borrowers. This led to differential effects on outstanding mortgage rates, with a 21
basis point drop for the average non-Hispanic white borrowers versus a 9 basis point drop
for the average Black borrower in the six months following QEL.

The observation that minority borrowers have lower prepayment speeds also has impli-
cations for mortgage pricing. Slower prepayment speeds typically make mortgages more
valuable to investors, which drives down rates. We show evidence that in a competitive mar-
ket, lenders would offer lower rates to Black and Hispanic white households as compared with
otherwise identical non-Hispanic white households. This makes the observation that Black
borrowers tend to be charged a higher interest rate than observationally similar non-Hispanic
white borrowers at origination less justifiable as being due to statistical discrimination.!

Our research draws a distinction between the extensive and intensive margins of oppor-
tunity in credit markets. If we think of the intensive margin here as mortgage rates offered
to Black and Non-Hispanic White borrowers at origination, we find the intensive margin
does not contribute that much to rate disparities. A series of recent papers (Bartlett et al.
(2019), Bhutta and Hizmo (2020), and Zhang and Willen (2020)) has also documented small
differences in average rates between Non-Hispanic and minority borrowers, on the order of
2-8 basis points. However, the extensive margin, defined here as whether Black borrowers
get new loans by refinancing, appears to be more important.

More broadly, our paper contributes to the literature on heterogeneity in monetary policy
transmission in mortgage markets. Factors such as the type of mortgage contract {Calza,
Monacelli, and Stracca (2013), Di Maggio, Kermani, Keys, Piskorski, Ramcharan, Seru,
and Yao (2017)), house price growth (Beraja, Fuster, Hurst, and Vavra, 2018), renting
versus owning a home (Cloyne, Ferreira, and Surico, 2019), borrower age (Wong, 2019),
income {Agarwal, Chomsisengphet, Kiefer, Kiefer, and Medina, 2020), and lender concen-
tration (Scharfstein and Sunderam (2017), Agarwal, Amromin, Chomsisengphet, Landvoigt,
Piskorski, Seru, and Yao (2020)) have all been found to lead to differential pass-through of
monetary policy through the mortgage market across households and regions. Our finding
that Black and Hispanic white mortgagees benefit less from monetary policy is therefore
complementary to these results.

Our paper is also related to the literature on racial differences in mortgage performance

and their implications for pricing. Previous studies including Kelly (1995), Clapp, Goldberg,

igher interest rates for Black borrowers at origination was found by Black and Schweitzer (1985),
Boehm, Thistle, and Schlottmann {2006), Bocian, Ernst, and Li {2008), Ghent, Herndndez-Murillo, and
Owyang (2014), Cheng, Lin, and Liu (2015), Bartlett, Morse, Stanton, and Wallace (2019}, and Zhang and
Willen (2020).
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Harding, and LaCour-Little (2001), Deng and Gabriel (2006), Firestone, Van Order, and
Zorn (2007), and Kau, Fang, and Munneke (2019} document that minority borrowers prepay
their mortgages at lower rates than non-Hispanic white borrowers. There are some important
differences between our analysis and these papers, however. First, none is able to distinguish
hetween prepayments caused by home sales and those caused by refinances. Second, these

studies use relatively narrow mortgage samples from either small geographic areas, short

time periods, or individual banks/lenders. Finally, previous studies focus exclusively on the
pricing implications of prepayment differences and do not establish their implications for
disparities in outstanding mortgage rates and the effect of monetary policy in exacerbating
those differences.

In addition, our paper is related to the literature documenting that many borrowers
appear to exercise their prepayment option in a suboptimal manner. Recently, Keys, Pope,
and Pope (2016) show that a significant fraction of financially unconstrained households
(approximately 20 percent) do not refinance when it is optimal to do so. Johnson, Meier,
and Toubia (2018) find that more than 50 percent of borrowers neglect to refinance in a
setting with zero up-front monetary costs and substantial gains in monthly payment savings.
Agarwal, Ben-David, and Yao (2017) find that many homebuyers appear to suffer from the
sunk cost fallacy when deciding whether to refinance. Andersen, Campbell, Nielsen, and
Ramadorai (2020) decompose the inertia in refinancing into time and state dependence.?

The rest of this paper is organized as follows. Section 2 details our data and summary
statistics. Section 3 contains the empirical approach we use and our results on differential
prepayment tendencies across racial groups. Section 4 explores the implications of the dif-
ferences in prepayment for the interest rate gap and the pass-through of monetary policy.

Section 5 describes the implications of our results for mortgage pricing. Section 6 concludes.

2 Data and Summary Statistics

We use a novel data set that combines three sources of administrative data: Home Mortgage
Disclosure Act (HMDA) data, Black Knight McDash mortgage servicing data (hereafter
referred to as the McDash data), and credit bureau data from Equifax. The three data
sources are linked together through two separate loan-level matches: a match between the
HMDA and McDash databases, which we will refer to as the HMDA-McDash data set;

and a match between the McDash and Equifax databases, which is referred to as CRISM

2Earlier papers that find evidence of borrowers failing to refinance when it is likely beneficial to do so
include Campbell (2006), Chang and Yavas (2009}, Deng and Quigley (2012), Green and LaCour-Little
(1999), and Schwartz (2006).
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(Equifax Credit Risk Insight Servicing McDash Database). We are then able to merge the
two matched data sets, creating a final data set with information from all three sources,
which we will refer to as the HMDA-McDash-CRISM data set. We will briefly describe each
of the three sources of data below. We describe the details of the matching procedures in
the Appendix (section A.1).%

The HMDA database provides information on approximately 90 percent of US mortgage
originations (see National Mortgage Database, 2017). It has been frequently used in the
literature to study issues around mortgage market discrimination.? The database contains
a limited amount of information on borrower and loan characteristics at the time of mort-
gage origination, such as loan amount, borrower income, and borrower race and ethnicity.
However, it does not contain some of the important underwriting variables, such as borrower
credit scoves, LTV ratios, loan maturities, and mortgage rates. In addition, since HMDA
does not contain any information on mortgage performance over time, it is impossible to use
the database to study prepayment and/or default behavior.

The McDash data set is constructed using information from mortgage servicers, which
are financial institutions that are responsible for collecting payments from borrowers. It
covers 60 percent to 80 percent of the US mortgage market (depending on the year) and
contains detailed information on the characteristics and performance of both purchase-money
mortgages and refinance mortgages. For example, it includes information on borrower credit
scores, LTV ratios, maturities, interest rates, documentation levels, and additional variables
meagured at the time of mortgage origination. Each loan is tracked at a monthly frequency
from the month of origination until it is paid off voluntarily or involuntarily via the foreclosure
process. The McDash database has been used by many papers in the literature to study
questions around loan performance.”

Finally, the CRISM data set consists of an anonymous credit file match of McDash loans
to credit bureau data from Equifax at the borrower level. The Equifax data are updated at a
monthly frequency and include information on outstanding consumer loans and credit lines

for the primary borrower as well as all co-borrowers associated with the McDash mortgage.®

3We note that all information on borrower race and gender used in this analysis comes from the HDMA
database and not from the CRISM database.

4Examples include Carr and Megbolugbe (1993), Schill and Wachter (1993), Schill and Wachter (1994),
Munnell, Tootell, Browne, and McEneaney (1996), Tootell {1996), Avery, Beeson, and Calem (1997), Black,
Collins, and Cyree (1997), Holloway (1998), Reibel (2000), Black, Robinson, and Schweitzer (2001), Cherian
(2014), Haupert (2019), Bartlett et al. (2019}, Bhutta and Hizmo {2020, Zhang and Willen (2020).

SExamples include Keys, Seru, and Vig (2012), Piskorski, Seru, and Vig {2010}, Jiang, Nelson, and
Vytlacil (2013), Bubb and Kaufman (2014), Jiang, Nelson, and Vytlacil (2014), Kaufman (2014), Ding
(2017), Fuster, Goldsmith-Pinkham, Ramadorai, and Walther (2018), Adelino, Gerardi, and Hartman-Glaser
(2019), Agarwal, Ambrose, and Yao (2020) and Berger, Milbradt, Tourre, and Vavra {2020).

5We keep only observations that pertain to the primary mortgage borrower to avoid double counting.

6
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The CRISM data set provides the borrower’s credit bureau information beginning six months
before the McDash mortgage is originated and ending six months after the McDash mortgage
is terminated.” It contains fields that allow us to distinguish between mortgage prepayments
that are due to the borrower refinancing versus prepayments that are due to the borrower
selling the property and moving. This is a significant advantage, as one of the drawbacks of
virtually all loan-level data sets is that it is impossible to distinguish between prepayments
due to refinances and prepayments due to home sales.

We follow the methodology used by Lambie-Hanson and Reid (2018) to classify prepay-
ments as either refinances or sales.® Specifically, we categorize a prepayment as a refinance if
the borrower’s address does not subsequently change and we observe new first mortgage debt
heing originated either just before or just after the time of the prepayment.® We categorize a
prepayment as a property sale and move if we observe the borrower’s address change within
a six-month window of the prepayment date.’®

In addition to allowing us to distinguish between prepayments due to refinances and sales,
the CRISM data set provides updated information about borrower credit scores, which we
use in some of our empirical specifications to proxy for liquidity shocks.'

Our final HMDA-M

(inclusive) period. The CRISM database begins in June 2005 but does include mortgages

‘Dash-CRISM data set includes loans originated in the 2005-2015

originated prior to 2005. However, the McDash database has poorer coverage of pre-2005
mortgage originations, and thus we include only originations on or after 2005 in our sam-

ple.? Our data on loan performance extends through June 2020. In order to focus on a

"The McDash data set provides only information about the timing of mortgage prepayment and whether
the prepayment was voluntary or involuntary due to foreclosure or distressed sale, and it does not provide
any further information after the month of prepayment.

#L,ambie-Hanson and Reid (2018) use similar data to study differences in refinancing behavior between
subprime and prime borrowers.

9The CRISM data set provides a field that tells us the most recent quarter in which the borrower’s first
mortgage debt balance changed. We use this field to identify changes in a borrower’s first mortgage debt.

T here are two fields in the CRISM data set that provide information on individuals changing their
meailing addresses, which we use to identify moves. First, there is a field updated monthly that lists the
month of the most recent change in the individual’s mailing address. Second, there is a field that shows the
current Zip code associated with the individual's mailing address that is also updated monthly. We assumne
that a borrower moves when we see either the Zip code change or when we see that the individual’s address
has changed within a six-month window of the termination date of the mortgage. Our results are robust to
narrowing the window to three months.

“There are numerous alternative credit score measures in CRISM. Our analysis below focuses on the
Equifax Risk Score 3.0 that was introduced in 2005 and predicts the likelihood of a consumer becoming
seriously delinquent on any debt account. However, we have verified that our results are not sensitive to
the particular credit score employed. For example, our results are virtually identical if we instead use FICO
seore

12Tn 2005 McDash added a large servicer to its database, which substantially increased its overall coverage
of the mortgage market. In addition, the large servicer provided information only on its active loans as of
January 2005, while providing no information on its historical loans that had terminated prior to 2005, This
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homogeneous mortgage product, we limit the sample to 30-year, fully amortizing, fixed-rate
mortgages (FRMs) that were insured (against default risk) by the federal government. Specif-
ically, we include loans that were acquired and insured by the GSEs (Fannie Mae and Freddie
Mac) as well as loans that were insured by the Federal Housing Administration (FHA).' We
impose some additional sample restrictions to address outliers and missing information on
key underwriting variables. Table A.4 in the Appendix lists all of the restrictions and how
they impact the size of our sample. Most of the sample restrictions are adopted from Fuster
et al. {2018), which uses the McDash-HMDA matched database.' Finally, we include loans
that were originated to Asian, Black, and white borrowers. Since HMDA provides separate

identifiers for race and ethnicity, we are also able to distinguish between Hispanic/Latino

white borrowers and non-Higpanic white borrowers.'®

Since most of our analysis is conducted on a panel data set at the quarterly frequency
where the unit of observation is a loan-quarter, we work with a 7.5 percent random sample
of the HMDA-McDash-CRISM data set to ease the computational burden.!® We also dis-
tinguish between the GSE and FHA loans in our sample and conduct our analysis on each
group separately. The two loan types represent very different segments of the US mortgage
market, as the FHA program typically focuses on more disadvantaged and riskier borrowers
who have lower credit scores and lower down payments compared with the GSEs.

Tables 1 and 2 display summary statistics (means and standard deviations) for key ob-
servable variables in our sample of GSE and FHA loans, respectively. The top panel in
each table displays mortgage and borrower characteristics at origination where the unit of
observation is a loan (that is, one observation per loan), while the bottom panels display
summary statistics of the time-varying variables included in our analysis where the unit of

raises the possibility of attrition bias being an issue in the pre-2005 McDash sample as well as the pre-2005
McDash-HMDA merged database.

BGSE and FHA loans account for the vast majority of 30-year FRM originations during our sample period.
Loans insured by the GSEs prior to September 2008, when they were placed in conservatorship, were not
technically backed by the federal government. However, most market participants believed those loans to be
implicitly guaranteed by the government.

“There are a few notable sample differences between that study and our current analysis. Fuster et al.
(2018) focus on 2009-2013 loan originations and consider data on loan performance only through 2016. In
addition, their paper includes loans with maturities of less than 30 vears as well as loans held by portfolio
lenders (banks) and loans that are privately securitized.

5The race codes in HMDA are (1) American Indian or Alaska Native, (2) Asian, (3) Black or African
American, (4) Native Hawalian or other Pacific Islander, (5) white, (6) information not provided by applicant
in mail, internet, or telephone application, (7) not applicable. We exclude groups 1) and 4) due to low
observation counts. We also exclude groups 6) and 7). The ethnui codes in HMDA are (1) Hispanic or
Latino, {2) not Hispanic or Latino, (3) information not provided by applicant in mail, internet, or telephone
application, (4) not applicable. We classify borrowers in the first group as “Hispanic,” but we make the
distinetion only for white borrowers, We combine Hispanic and non-Hispanic Black borrowers into the single
“Black™ category.

% This was the maximum sample size that we were able to work with on our Unix cluster.
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observation is a loan-quarter {that is, multiple observations per loan). In both tables we
display statistics for the pooled sample of borrowers as well as separately for Black, His-
panic white, and non-Hispanic white borrowers.!” There are large differences across the
racial /ethnic categories for many of the observable variables in both tables. Focusing on the
GSE sample, for example, non-Hispanic white borrowers have significantly higher average
eredit scores and household incomes compared with Black and Hispanic white borrowers (752
versus 715 and 730 and $97.6K versus $81.6K and $79.1K, respectively).

borrowers obtain significantly lower mortgage rates on average (5.18 versus 5.64 and 5.

on-Hispanic white

respectively), which is documented by several papers in the literature.'® Interestingly, Black
borrowers are much more likely to be female (47.8 percent) compared with both Hispanic
white (31.2 percent) and non-Hispanic white (28.4 percent) borrowers, while non-Hispanic
white borrowers are much more likely to have a co-applicant on the mortgage (53.1 percent)
compared with Black (27.8 percent) and Hispanic white (35.7 percent) borrowers. While we
see similar discrepancies between the racial/ethnic groups in the FHA sample, the values
of the group averages are quite different. For example, average credit scores and household
income levels are significantly lower for all groups in the FHA sample compared with the
xSE sample. In addition, LTV ratios are much higher in the FHA sample (93.6 percent
versus 72.6 percent).

The bottom panel of Table 1 shows that the average prepayment rate due to refinancing
is 1.71 percent per quarter in our GSE sample, while the average prepayment rate due to
selling and moving is 0.96 percent per quarter. The average quarterly default rate is only
0.35 percent.!® The average refinance rate is slightly lower in the FHA sample (1.33 percent)
while the average sale hazard is virtually identical. The FHA default rate is more than
twice as high (0.89 percent) as the GSE rate, which is unsurprising since the FHA program
is characterized by mostly first-time homebuyers with low income and low credit scores.
There are large differences in average refinance rates across racial/ethnic groups in both
loan samples. In the GSE sample, non-Hispanic white borrowers refinance at an average
rate of 1.74 percent per quarter compared to only 1.21 percent for Black and Hispanic white

borrowers. There are similar differences between non-Hispanic white and Black refinance

17 Asian borrowers are included in the pooled sample, but due to space constraints we do not include
separate statistics for them in the table. The characteristics of Asian borrowers look very similar to non-
Hispanic white borrowers across most observable variables.

88ee, for example, Black and Schweitzer (1985), Boehm et al. (2006), Bocian et al. (2008), Ghent et al.
(2014), Cheng et al. (2015), Bartlett et al. {2019}, Bhutta and Hizmo {2020), Zhang and Willen (202

“We use a serious delinquency (90 days or more past due) measure of default in our analysis
consistent with the previous literature. We also employ an involuntary prepayment definition of default that
includes loans that terminated due to foreclosure (both auction sales and bank/REO sales) or pre-foreclosure
distressed sales (that is, short sales). We discuss results using this measure below.
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rates in the FHA sample (1.44 percent versus 0.89 percent). There are also fairly large
differences across racial/ethnic groups in both quarterly default rates as well as quarterly
sale rates in both mortgage samples.

The left panel in Figure 2 plots Kaplan-Meier estimates of the hazard rates of prepay-
ment due to refinancing by racial/ethnic group. These are unconditional, average quarterly
rates as a function of duration that account for right censoring.?® The figure shows that the
unconditional hazard estimates of refinancing for non-Hispanic white borrowers are approxi-

mately 1 to 1.5 percentage points higher than those for Black borrowers, and that difference

is fairly constant over the first 10 years of the mortgage life cycle. Hispanic white borrowers
also have considerably lower refinance hazards compared with non-Hispanic white borrowers,
although the difference is not as large as it is for Black borrowers.

The right panel in Figure 2 displays the Kaplan-Meier estimates of the sale hazards by
racial/ethnic group. Consistent with the summary statistics discussed above, the level of the
sale hazards is significantly lower than those of the refinance hazards. However, similar to the
refinance estimates, we see large gaps between the hazards for non-Hispanic white borrowers
and our two minority borrower groups, as non-Hispanic white households are much more
likely to sell and move each quarter compared with Black and Hispanic white households.

There are also significant differences in quarterly default rates across the racial/ethnic
groups. Table 1 shows that in the GSE sample, Black borrowers are almost three times
as likely to default as non-Hispanic white borrowers (0.30 percent versus 0.87 percent per
quarter). Hispanic white borrowers are also characterized by relatively high default hazards

(0.80 per per quarter). These differences are similar in the FHA sample.?!

3 Prepayment Results

In this section we present our main empirical results. We start by showing estimates of the
gap between minority and non-Hispanic white households in voluntary prepayments due to
both refinancing and selling. Next, we test for differences in default behavior across the
racial /ethnic borrower groups. We then show that differences in refinancing propensities are
primarily due to differences in the extent to which borrowers refinance when their prepayment
options are in the money, which are in turn mostly explained by observables such as income,

credit scores, and loan-to-value ratios. Finally, we provide evidence that monetary policy

P8pecifically, the Kaplan-Meier estimates are calculated as follows: Assuming that hazards occur at
discrete times ¢; where 5 = o4, \ ,J, if we define the number of loans that have reached time ¢;
without being terminated or censorui as ng, and the number of terminations due to refinancing at ¢; as dp;,

dnj

then the Kaplan-Meier estimate of the hazard function is: A,(t;

21The Kaplan-Meier estimates for defaults are displayed in Figure A.4 in the Appendix.

10
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has exacerbated the gaps in refinance propensities.

3.1 Empirical Setup

We examine differences in mortgage prepayment behavior due to refinance and home sale
as well as differences in the propensity to default across racial/ethnic groups. For the bulk
of our analysis we will focus on linear probability models (LPMs) that are estimated at a
23 4

quarterly frequency.?? While linear probability models have some notable drawbacks,? they

allow us to work with relatively large sample sizes and easily incorporate multiple levels of

fixed effects, including highly disaggregated geographic fixed effects. We also consider logit
models and show that the estimated average marginal effects are very similar to the LPM
coeflicient estimates.

Our primary specifications take the following general form:

&1 * Black;

Qutcome; = Bax Hispanic; -+ Bs x Asian; + v Xyje + vy + po + €, (1)

where ¢ indexes the individual mortgage and ¢ indexes the year-quarter. We focus on three

mortgage outcomes: the likelihood of voluntary prepayment due to refinance, prepayment

due to home sale, and finally, the likelihood of default. Specifically, Prepay;;’" is an indicator

variable that takes a value of 1 if loan ¢ prepays due to the borrower refinancing in year-
quarter ¢, and Prepay:®® takes a value of 1 if loan ¢ prepays due to the borrower selling
the house and moving in year-quarter t. Defaulty is an analogous indicator variable that
identifies when a loan defaults. Our focus will be on testing for differences in mortgage
outeomes across the racial /ethnic borrower groups, which will include Black, Hispanic white,
Asian, and non-Hispanic white borrowers. We specify indicator variables for each group in
equation (1) with non-Hispanic white borrowers representing the omitted category. Thus,
the 3 coefficients will tell us how much more or less likely Black, Hispanic white, and Asian
borrowers are to prepay/default compared with non-Hispanic white borrowers. Xy is a vector
of control variables that include numerous mortgage and borrower characteristics, which we
describe in detail below. Most of the control variables are time-invariant, but a few vary at
the quarterly frequency. In some specifications we will include geographic fixed effects, v,

typically at the state level or Zip code level, as well as vintage year-quarter fixed effects, .

20ur data set provides only the year-quarter in which each mortgage was originated due to privacy
concerns. We describe the data in detail below.

2For example, Horrace and Oaxaca {2008) prove that the LPM can lead to biased and inconsis-
tent estimates of structural parameters when the predicted values from the regression falls outside of
the [O,l] interval. On the other hand, Jorn-Steffen Pischke notes that if marginal effects are of inter-
est, the linear probability model will be a good approximation to the conditional expectation function:
http://www.mostlvharmlesseconometrics.com/2012/07 /probit-better-than-lpm/.
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The standard errors are heteroskedasticity robust and are double clustered by county and

year-quarter of origination.

Since the LPMs are estimated at a quarterly frequency, we are working in a hazard frame-
work in which we model the likelihood of prepayment/default in year-quarter ¢ conditional
on the loan surviving through ¢ — 1. For example, if a loan is active for three years, at
which point it prepays due to the borrower refinancing into a new loan, it will contribute 12
observations, with the Prepay;s”* indicator taking a value of 0 for the first 11 observations
and a value of 1 for the final observation. Hazard models are commonly employed in the
mortgage literature due to their ability to account for right-censored data (that is, Joans that
neither prepay or default during the sample period and are either still active at the end of

the sample or exit the data set prior to the end of the sample period for other reasons).?!

3.2 Prepayment due to Refinancing

We begin by estimating the LPM model in equation (1) for prepayment due to borrowers
refinancing into new loans. Table 3 contains the results. Columns (1) through (6) report
estimates for the GSE sample, while columns (7) through (10) show estimates for the FHA
sample. In all columns, we have multiplied the dependent variable (refinance indicator) by
100 so that the coefficients can be interpreted in terms of percentage points. Column (1)
reports estimates from our simplest specification, which includes vintage year-quarter fixed
effects to control for unobservable changes in underwriting standards over time and a control
for mortgage age (third-order polynomial).?® Black (Hispanic white) borrowers refinance at

a rate that is 0.75 (0.69) percentage point lower than non-Hispanic white borrowers on

average, while Asian borrowers refinance at a rate that is 0.44 percentage point higher than
non-Hispanic white borrowers on average. These differences are all statistically significant as
well as economically meaningful. The gap between Black and non-Hispanic white borrowers
is approximately 44 percent of the average quarterly refinance hazard among all GSE loans
(1.71 percentage points).

To examine the extent to which lower prepayment likelihood of minority borrowers can
be explained by their observable characteristics, in column (2) of Table 3 we include con-
trols for some basic underwriting characteristics at origination, such as the borrower’s credit
score {Equifax risk score), LTV ratio, loan size, and indicator variables for loans that are

refinances, less than full documentation of income /assets, and different property types (con-

24 A nontrivial mimber of loans in our sample are transferred to different mortgage servicers before they
terminate. If the new servicer is not a contributor to the database, the loan drops out and we do not know
its final outcome. These servicing transfers make up a significant fraction of our right-censored ohservations.

PWe experimented with higher order polynomials as well as one-year bins for loan age, but the results
did not materially change.
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dominiums and 2 to 4 units).?® In addition, we include an estimate for the borrower’s change
in LTV over time, which we calculate by updating the mortgage balance based on the amor-
tization schedule and the value of the property using the change in the county-level house
price index since the quarter of origination. Finally, we add state fixed effects to the spec-
ification. The underwriting coefficient estimates are consistent with our expectations and
with previous findings in the prepayment literature. Borrowers with higher credit scores and
larger loan sizes refinance at faster rates. The differences in refinancing propensities between
racial/ethnic groups decrease significantly with the addition of these controls. The difference
between Black and non-Hispanic white borrowers drops by almost 50 percent, from 0.75 to
—0.38 percentage point per quarter. The differences between non-Hispanic white borrowers
and the other minority groups also decline (in absolute magnitude) with the addition of the
underwriting controls. These results suggest that about half of the difference in refinance
behavior can be attributed to differences in basic underwriting variables.

In column (3) we add more information about the borrower. First, we add three variables
from the HMDA database: the borrower’s reported income at the time of loan origination,
an indicator for female borrowers, and an indicator for the presence of a co-applicant. We do
not display the estimates due to space constraints, but they can be found in Table A.5 in the

Appendix. Borrowers with higher income are more likely to refinance, while female borrowers

are slightly less likely to do so. Borrowers with a co-applicant are more likely to prepay.
The differences across income categories (displayed in Table A.5 are economically large and
comparable to the racial/ethnic group differences. We also control for three additional

rariables in column (3). We control for borrower age (second order polynomial), which we

obtain from the CRISM data set. We control for the “moneyness” of the refinance option
using a measure constructed by Deng, Quigley, and Van Order (2000) that compares the
present discounted value of the remaining stream of mortgage payments discounted at the
borrower’s current mortgage rate and the remaining stream discounted at the prevailing

market rate. Specifically, the “Call Option” measure of Deng et al. (2000) is calculated as:

‘/;Z‘m - ‘/{i,r

Call Option g = -

26We also include indicators for missing information about documentation and property type.
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where
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and r; is borrower i’s mortgage rate, T'M; is the mortgage term, &; is the age/seasoning of
the mortgage, m; is the prevailing market rate (the PMMS index), and F; is the mortgage
payment. The larger the value of the “Call Option,” the more the borrower would benefit
from refinancing into a new loan with a lower rate and payment. The third variable, “SATO”
(spread at origination), is the difference between the borrower’s mortgage rate and the value
of the

models to proxy for unobserved constraints that may prevent a borrower from being able

PMMS index in the year-quarter of origination. SATO is often included in prepayment

to obtain the prevailing market rate. Both Call Option and SATO are strong predictors of
refinance propensities as a one standard deviation increase in “Call Option” (6.4 percentage
points) is associated with a 1.97 percentage point increase in the refinance hazard, while a

one standard deviation increase in SATO (0.41 percentage points) is associated with a -0.65

-

percentage point decrease in the refinance hazard. Finally, we specify credit score, LT

loan size in small, discrete bins, rather than as continuous variables in column (3), in order
to allow for any non-linearities that might exist in their relationship with the propensity
to refinance. The inclusion of all these additional controls and the more flexible functional
forms has only a small effect on the prepayment gaps between racial /ethnic groups relative
to basic underwriting variables.

Comparing the coefficients associated with the minority groups and the non-Hispanic
white group in columns (1) and (3), we see that approximately 44 percent of the gap re-
mains for Black borrowers, while two-thirds of the gap remains for Hispanic white borrowers.
One possibility is that minority borrowers are more likely to experience adverse income or
liquidity shocks that make it difficult to qualify for a new loan. While we do not have direct
information on income or wealth over time, the CRISM data include updated information
about borrower credit scores over the life of the mortgage. Since income and wealth shocks
are correlated with the likelihood of debt repayment, updated credit scores should serve as
a proxy for such shocks. In column (4) of Table 3 we use this information and include the
change in the borrower’s credit score between the current year-quarter and the quarter of
origination. The change in the Risk Score is highly correlated with the likelihood of refi-

nancing. A 100 point increase is associated with a 0.78 percentage point increase in the
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quarterly refinance hazard. The addition of the variable also has a significant impact on the
difference in refinance propensities between Black borrowers and non-Hispanic white borrow-
ers, as the gap declines by approximately 23 percent (0.075 percentage points). Therefore,
evidence suggests that a majority of the refinancing gap between non-Hispanic white and mi-
nority borrowers can be attributed to differences in underwriting variables and time-varying
credit scores. This in turn implies that for policy, addressing the heterogeneous refinancing
behavior of borrowers by their characteristics in a race-neutral way, such as creating and
providing outreach for streamlined refinancing programs, or promoting the use of adjustable
rate mortgages (ARMs), could resolve most of the refinancing gap by race.

Next, we examine whether refinancing differences are more correlated with race or the
neighborhoods that minorities live in. The specification reported in column (5) of Table 3
includes Zip code fixed effects

, 50 that differences in refinance hazards between groups in
column (5) are estimated using variation only within a fairly small geographic area. This
specification has the virtue of accounting for many sources of time-invariant, unobserved
heterogeneity, such as the demographic composition of the Zip code area as well as the
average income/wealth of the area. Controlling for the Zip code significantly narrows the
gap between the racial /ethnic groups. Both the Black and Hispanic white coefficients decline
by more than one-third in absolute magnitude, from -0.255 to —0.148, and -0.421 to

0.278, respectively. Finally, in column (6) we add a full set of Zip-code-by-year-quarter fixed
effects. This specification controls for time-varying, unobserved heterogeneity at the Zip code
level, and thus accounts for local economic shocks as well as local house price dynamics.??
The addition of Zip-code-by-year-quarter fixed effects has almost no effect on the gap in
quarterly refinance hazards. Black (Hispanic white) borrowers refinance by approximately
0.15 (0.29) percentage points less per quarter compared with non-Hispanic white borrowers
in the same year-quarter in the same Zip code, controlling for credit score, change in credit
score, LTV, income, gender, and our additional underwriting variables. Comparing columns
(1) and (6), controlling for all observable variables at the time of mortgage origination, in
addition to the change in credit scores, LTV, and Zip code level shocks over time, we can
explain approximately 80 percent of the gap between the refinance behaviors of Black and

non-Hispanic white borrowers and about two-thirds of the gap between Hispanic and non-

Hispanic white borrowers. This again suggests that a race-neutral policy based on addressing
refinancing gaps by neighborhood and borrower characteristics would resolve most of the gap

in refinancing.

?"There are almost 800,000 Zip-code-by-year-quarter fixed effects. A few thousand are dropped due to
there being only a single observation. Since the specification also includes vintage year-quarter fixed effects,
we are unable to include the third order polynomial for mortgage age.
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Columns (7) through (10) in Table 3 display results corresponding to four LPM specifi-
cations estimated on our sample of FHA loans. Column (7) is analogous to column (1) and
includes only vintage effects and controls for mortgage age, while column (8) is the same spec-
ification displayed in column (2), which includes basic underwriting controls such as credit
score and LTV, Columns (9) and (10} are the same specifications as colummns (5) and (6) and
include Zip code and Zip-code-by-year-quarter fixed effects, respectively. The differences
in refinance hazards across the racial/ethnic groups in the FHA sample and the patterns
across the different specifications are similar to what we found in the GSE sample. Notably,
similar to the results that we obtained from the GSE sample, comparing columns (7) and
(10}, controlling for observable borrower and mortgage characteristics and geographie differ-
ences, explains a large fraction (about 73 percent) of the differences in refinance propensities
between Black and non-Hispanic white borrowers.?®

In Table A.6 in the Appendix we show that the results in Table 3 are not sensitive
to our choice of the LPM, which assumes that the refinance hazard is a linear function
of the covariates. The table contains estimated average marginal effects from logit models
corresponding to each specification in Table 3. The average marginal effects associated

with the logits in all specifications are very close to the corresponding LPM coeflicients.

3.3 Prepayment due to Selling

In Table 4 we test for prepayment differences between non-Hispanic white and minority
borrowers due to home sales rather than refinancing activity. Our dependent variable in the
LPM regressions is an indicator that takes a value of 1 if mortgage ¢ voluntarily prepays
in year-quarter ¢ and we see that the borrower has moved and changed addresses (and 0
otherwise). We multiply the sale indicator by 100 so that the coefficients can be interpreted
in terms of percentage points. The table is structured identically to Table 3, as we estimate
the exact same set of specifications.

Columns (1) and {7) show that there are large differences in the propensity to sell between
minority and non-Hispanic white households, controlling for only vintage effects and the age
of the loan in both the GSE and FHA samples. Black borrowers are approximately 0.52
{0.64) percentage points less likely to sell their homes in a given quarter compared with non-
Hispanic white borrowers in the GSE (FHA) sample, which corresponds to about 54 percent

(68 percent) of the quarterly sample average (0.96 and 0.94 percentage points, respectively).

Pnterestingly, this is not the case for Hispanic white borrowers, however. Observables can explain only
about 20 percent of the gap in refinance behavior between Hispanic and non-Hispane white borrowers in the
FHA sample.

?The exception is the specifications with Zip code and Zip-code-hy-year-quarter fixed effects. Those
specifications include too many fixed effects to include in a logit model.
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In contrast to our analysis of prepayment due to refinancing, adding detailed controls for
borrower and mortgage characteristics in columns (2) and (8) does not have a large effect on
the minority coefficients. The gap between sale hazards for Black borrowers and Hispanic
white borrowers decreases {in absolute magnitude) by approximately 20 percent in the GSE
sample and even less in the FHA sample.

The addition of the HMDA

dated credit score information, our proxy for the incentive to refinance (Call Option), and

ariables (income, gender, and co-applicant indicator), up-

geographic fixed effects (state and Zip code) does further attenuate the gaps between the
sale propensities of the racial/ethnic groups. However, controlling for our detailed observable
borrower and loan characteristics does not have as large of an effect on the differences in sale
hazards as it did on the differences in refinance hazards that we see in Table 3. Comparing
the simplest specification in column (1) with our most sophisticated specification in column
(6), we can explain approximately one-third of the differences between sale hazards of mi-
nority and non-white Hispanic borrowers in our GSE loan sample. Comparing columns (7)

and (1), we find very similar effects in our FHA sample.

3.4 Default

In this section we present results on differences in default hazards across racial /ethnic groups.
We assume that borrowers default when they miss at least three payments (that is, 90-plus
days past due), to be consistent with the recent mortgage default literature. Table 5 presents
estimation results for the same L.LPM specifications in Tables 3 and 4, with one exception. We
do not include a separate specification in which we add a control for changes in borrowers’
credit scores.®™ Again, we multiply the default indicator by 100 so that the coefficients can
be interpreted in terms of percentage points.

In columm (1) we see large differences between the default hazards of minority borrowers
compared with non-Hispanic white borrowers. Black borrowers with GSE loans are 0.44
percentage points more likely to default on their payments each quarter, which is more than
125 percent of the average default hazard in the GSE sample (0.35 percentage points). The
addition of basic controls attenuates this difference, as the Black coefficient declines to 0.29
percentage points in column (2). Further controlling for our HMDA variables and Zip code
fixed effects reduces the coefficient to 0.15 percentage points. Comparing columns (1) and (5),
we are able to explain almost 70 percent of the differences in Black versus non-Hispanic white

default hazards by controlling for observable borrower and loan characteristics and highly

308ince credit scores are likely to decline quickly when borrowers miss mortgage payments, it wouldn’t be

clear whether the changes in the scores are reflecting liquidity/income shocks that drive borrowers to default
or, alternatively, whether the missing payments are causing the credit scores to decrease.
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disaggregated geographic-by-time fixed effects. The pattern is similar for the estimated
differences between Hispanic white and non-Hispanic white borrowers.

The default patterns are largely similar for Black borrowers in the FHA sample, but
they are different for Hispanic white borrowers. The gap for Hispanic white borrowers of
0.165 percentage points is much smaller in column (6) (only 17 percent of the FHA sample
average}, and it becomes statistically insignificant in column (9) when we add our controls

and the Zip-code-by-year-quarter fixed effects.

ent with previous studies documenting that Black borrowers
31

These results are consi
tend to have higher cumulative default probabilities than non-Hispanic white borrowers.
However, it is important to note that they are quite sensitive to the definition of default
that one employs. In Table A.9 in the Appendix we estimate the same specifications but
use a default definition that is based on involuntary prepayments due to foreclosure or pre-
foreclosure distressed sales (that is, short sales) rather than serious delinquency. The table
shows that minority loans are significantly more likely to end in involuntary prepayment
when we do not control for borrower and mortgage characteristics. However, when those
controls are included (in both the GSE and FHA samples), minority loans are significantly
less likely to involuntarily prepay. This pattern suggests that minority borrowers are more

likely to miss payments, but are less likely to actually lose their homes to foreclosure.®?

3.5 Racial Differences in the Sensitivity of Refinancing to Mort-
gage Rates

In this section we dig a bit deeper into the results on refinance disparities that we documented
in section 3.2. The most common reason for borrowers to refinance is to take advantage of
lower market rates and save on interest payments. In Table 3 we found that the Call Option
variable, which proxies for the “moneyness” of the prepayment option and is driven by
movements in market rates relative to the horrower’s current rate, is an important predictor
of the propensity to refinance. One possible explanation for the large disparities in refinancing
behavior between our racial/ethnic groups is that minority borrowers are less likely or less
able to refinance to take advantage of lower rates. We test this hypothesis by estimating a
version of equation (1) in which we interact our race/ethnicity variables with Call Option:

Prepayy = B+ Black;+nxCall Options +6 = Black; = Call Opliong) +vx Xsje+ve+ phe +€it, (2)

31See, for example, Canner, Gabriel, and Woolley (1991), Berkovee, Canner, Gabriel, and Hannan (1994),
and Berkovee, Canner, Gabriel, and Hannan {1998)

*0ne possibility is that minority households are more likely to obtain loan modifications and avoid
foreclosure. We provide some evidence below that modifications appear to disproportionately impact the
interest rates that minority borrowers pay on outstanding mortgages, which is consistent with such an
interpretation.
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If differences in refinance behavior between Black/Hispanic white and non-Hispanic white bor-
rowers are explained by differential sensitivities of minority borrowers to respond to declining rates,
then we should expect to find 6 < 0, and we should also expect to see that the inclusion of the
interaction term attenuates the estimate of 3.

Before discussing the results from estimating equation (2), we present a simple binned scatter
plot in Figure 3 that shows the unconditional relationship between the propensity to refinance and
Call Option for each of our racial/ethnic groups. Specifically, in Figure 3 we group the Call Option
variable into deciles (separately for each racial/ethnic group) and then plot the average value of
Call Option against the average quarterly refinance rate within each decile. The chart shows that
all borrowers are more likely to refinance when the Call Option variable increases in magnitude,
which corresponds to the prepayment option being deeper in the money. However, the figure clearly
shows that non-Hispanic white and Asian borrowers are much more likely to refinance compared
with minority borrowers when their prepayment options are deeper in the money. When market
rates are either higher or about the same as the horrowers’ coupon, so that Call Option is negative
or close to zero, all borrowers have a similarly low propensity to refinance. When market rates
are lower relative to the rates on outstanding loans and Call Option becomes more positive, the
refinance hazard for non-Hispanic white and Asian borrowers increases by more than a factor of five
to approximately 5 percentage points. In contrast, minority borrowers’ average refinance hazard
approximately doubles.

These patterns are confirmed in Table 6, which displays the results from estimating equation (2)
separately for GSE and FHA loans. We start by displaying results for the LPM model without any
interactions in columns (1) and (5). These specifications closely correspond to the specifications
in columns (5) and (9) in Table 3, which include all of our controls as well as Zip code fixed
effects, but do not include Asian borrowers. In columns (2) and (6) we add the interactions
between the Black and Hispanic white dummies and the Call Option variable. The addition of
the C'all Option interaction explains the entire discrepancy in refinance behavior between minority
and non-Hispanic white borrowers in both samples. That is, differences in refinance propensities
between minority GSE borrowers and non-Hispanic white GSE borrowers comes entirely from
differences in the sensitivity of refinancing in response to interest rate movements. Both columns
(2) and (6) show that Black and Hispanic white borrowers are significantly less likely to refinance
in response to market rates declining and the prepayment option becoming more valuable. In the
GSE sample, a one standard deviation increase in Call Option (6.40 percentage points) increases
the likelihood of refinancing by 2.1 percentage points for non-Hispanic white borrowers but only
1.4 percentage points for Black and Hispanic white borrowers. While the qualitative patterns are
similar in the FHA sample, the differences are not as large. However, the differential sensitivity
to the Call Option variable also explains all of the difference in refinance propensities between

minority and non-Hispanic white borrowers in the FHA sample.®?

33In the Appendix we show that these results are robust to an alternative measure of the moneyness of
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The change in a borrower’s credit score is another time-varying factor that we found to be
a strong predictor of refinance behavior in Table 3 and that has an important effect on the esti-
mated disparities in refinance hazards between minority and non-Hispanie white borrowers. Our
contention i that changes in credit scores over time likely reflect liguidity/income shocks that are
impacting a borrower’s ability to repay debt. In columns (3) and (7) we interact the change in
credit score with the Black and Hispanic white dummies to see if there are heterogeneous effects
across racial/ethnic groups in their propensity to refinance in response to credit score changes.
In the GSE sample, we do not find any statistically significant differences. In contrast, minority
FHA borrowers are statistically significantly less likely to refinance in response to credit score im-
provements compared with non-Hispanic white borrowers, though the difference is not as strong in
percentage terms compared with the different sensitivity to the Call Option value.

It is possible that the effect of changes in credit scores on refinancing propensities depends on
the original credit score level. For example, an increase of 50 points for a borrower with a very
low initial credit score may not improve that borrower’s ability to refinance into a lower rate, but
an increase of 50 points for a borrower with a score closer to the sample average may appreciably
increase the likelithood that the borrower can qualify for a lower rate. Thus, in columns (4) and (8)
we add triple interaction terms between our race/ethnicity dummies, the change in credit score,
and the credit score level at the time of mortgage origination. The triple interaction terms are
all positive and statistically significant, which suggests that minority borrowers with high initial
credit scores are more likely to refinance for a given increase in their credit scores compared with

non-Hispanic white borrowers.

3.6 The Effect of Monetary Policy on Refinance Gaps

In the previous section we found that minority borrowers respond significantly less to changes
in market rates that make their prepayment options more valuable compared with non-Hispanic
white borrowers. This suggests that expansionary monetary policy that lowers mortgage rates
could exacerbate the refinancing disparities that we have documented. In this section we take a
closer look at this issue.

Figure 4 displays unconditional, quarterly refinance rates for Black (solid black line) and non-
Hispanic white (dashed red line) GSE loans in calendar time over the course of our sample period.
The figure shows that the refinance gap is relatively small in the first few years of the sample
period, but then it increases dramatically beginning in early 2009, right about the time of the
announcement of the Federal Reserve’s first large-scale asset purchase program (LSAP), which is
commonly referred to as quantitative easing (QEL). The gap closes in late 2009/early 2010, but then

grows again in the third quarter of 2010, which coincides with the first Federal Reserve discussions

the prepayment option. Specifically, we use the more sophisticated measure derived by Agarwal, Driscoll,
and Laibson (2013) that accounts for mobility, the volatility of interest rates, closing costs, and inflation.
Those results can be found in Table A.10 and are consistent with the patterns in Table 6.
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of the second LSAP, QE2.3* Finally, the third increase in the refinance gap in the figure occurs
around the time of the announcement of the Fed’s final LSAP, QE3, in the third quarter of 2012.%

While Figure 4 is consistent with the hypothesis that the Federal Reserve’s unconventional
monetary policies played an important role in generating large differences in refinancing behavior
between minority and non-Hispanic white borrowers, it is not definitive. The post-crisis period
was extremely turbulent, with many other policies and shocks impacting the mortgage market.?
For that reason, we implement a more direct test for monetary policy effects on the gap between
the refinance behaviors of minority and non-Hispanic white households. We focus exclusively on
our GSE sample since we showed in the previous section that the racial gaps in refinance behavior
among FHA borrowers are not as sensitive to fluctnations in market rates. We also explicitly

focus on the first LSAP, QE1. Beraja et al. (2018) show that mortgage rates fell significantly and

refinancing activity expanded considerably when QE1 was announced.* Furthermore, the paper
argues that unlike later LSAPs, QE1 was unanticipated by mortgage borrowers and thus provides
for a fairly clean source of identification for the monetary policy effects on refinancing behavior.

QE1 was announced by the Federal Reserve on November 25, 2008, and initially called for
purchases of as much as $500 billion in MBS guaranteed by the GSEs.*® TIn March 2009, the
Federal Reserve announced that it would expand the program by purchasing §750 billion more
in MBS. QEL terminated at the end of the first quarter of 2010 with the Federal Reserve having
purchased a total of $1.25 trillion in MBS.®

We test whether QE1 exacerbated the gap between the refinance rates for minority and Non-
Hispanic White borrowers by estimating the following difference-in-differences regression, which is
similar in spirit to the specification used in Beraja et al. (2018):%0

Prepays; = (3 = Black; -+ % postQE1; + 8 « (Black; « postQIE1e) + v * Xyjt -+ vg + pho + €, (3)

where post@E1 is an indicator variable that equals 1 for the period after QE1 and 0 for the period

41

before QEL as well as the quarter in which QE1 was announced (2008:Q4).*" We consider two

340n August 27, 2010, Fed Chairman Ben Bernanke stated in his speech at the Jackson Hole monetary
policy conference, “A first option for providing additional monetary accommodation if necessary, is to expand
the Federal Reserve’s holdings of longer-term securities.”

3QF3 was announced and initiated on September 13, 2012. It involved the Federal Reserve purchasing
large amounts of hoth MBS and Treasury securities at a monthly frequency.

36¥or example, the Home Affordable Refinance Program (HARP) was initiated by the Federal Housing
Finance Agency in March 2009 and was reformed and expanded in December 2011,

37Beraja et al. (2018) show that the large increase in mortgage originations following QE1 was entirely
driven by refinancings rather than purchases.

381t also announced purchases of as much as $100 hillion in debt obligations of Fannie Mae, Freddie Mac,
Ginnie Mae, and the Federal Home Loan Banks.

398ee Fuster and Willen (2010} for further details about QE1 and its effect on the mortgage market.

“DSee equation (1) and Table I in the paper. The focus of that paper is on regional differences in housing
equity, rather than racial differences, causing regional differences in refinancing behavior.

“8ince QE1 was announced at the end of November, refinances driven by QE1 would not show up until
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different sample windows around the QE1 announcement: a one-year window that consists of the
two quarters before and after the announcement as well as a two-year window that consists of the
4 quarters before and after the announcement.

Table 7 displays the estimation results. In columns (1) through (3) we restrict the sample
to a one-year window around QEI, and in columns (4) through (6) we expand the sample to
a two-year window. For each window we estimate three specifications. First, we estimate an
unconditional regression with no additional controls. Second, we estimate our preferred specification
from above that includes all of our loan and borrower underwriting variables as well as Zip code
and origination year-quarter fixed effects (the specification in column (5) in Table 3). Finally we
estimate a specification that adds interaction terms between our post@E1 dummy and credit scores
as well as LTV ratios. This is a more flexible specification that allows QE1 to differentially impact
borrowers with different credit scores and LTVs, and it is motivated by anecdotal evidence that
suggests the refinancing boom that followed QE1 was driven mainly by borrowers with high credit
scores and low LTVs.

The estimation results in Table 7 suggest that QEL had a large effect on the racial gap in
refinance propensities. According to cohumn (1), Black borrowers were about 0.1 percentage point
less likely to refinance in the six months prior to QE1 compared with non-Hispanic white borrowers,
and the gap increases by an order of magnitude to approximately 2.3 percentage points after Q1.
While refinance propensities for non-Hispanic white borrowers increased by 3.2 percentage points,
an increase of approximately 520 percent of their rate prior to QE1 (0.6 percent points), Black
borrowers increased their refinance rates by approximately 1.0 percentage point, an increase of
approximately 200 percent of their pre-QE1 rate (0.5 percent points). Including our controls and
fixed effects slightly changes the magnitudes, but the large effect of QE1 on refinance gaps remains.
In column (2) Black and Hispanic white conditional prepayment rates are actually significantly
higher than those of non-Hispanic white borrowers in the six months before QEL, but afterwards
their rates fall more than 2.6 percentage points below the rates for non-Hispanic white borrowers.

In column (3) the addition of the interactions between the postQF1 dummy and credit scores
and LTVs slightly attenuates the gaps between refinances by minority and non-Hispanic white
borrowers that emerged after QEL, but the differences remain large and statistically significant.
The interactions with credit score, which are displayed in the table, are striking.*? High-credit-
score borrowers (Risk Score > 740) increased their refinance rates by more than 3.7 percentage
points after QEL compared with an increase of about 0.77 percentage points for low-credit-score
borrowers (Risk Score < 600). Since the refinance differences across credit score bins are small in
the period before QEL, these findings are consistent with the claim that the refinancing boom from
QE1 was disproportionately driven by borrowers with high credit scores.

Columns (4) through (6) show that expanding the window size to one year slightly changes

the beginning of 2009:Q1.
“The interaction effects with LTV are much smaller and thus not shown due to space constraints.
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the estimated magnitudes, but does not alter the main patterns. QE1 appears to have generated
a much larger increase in refinancing behavior by non-Hispanic white borrowers compared with
minority borrowers as well as high-credit-score borrowers compared with those with lower credit
SCOTes.

While the results in Table 7 strongly suggest that QEl significantly exacerbated refinance
digparities between minority and non-Hispanic white borrowers, there were other major policies
enacted around the same time as QE1, which could confound inference from our difference-in-
differences estimator. For example, the Home Affordable Refinance Program (HARP) and the
Home Affordable Modification Program were both enacted in March 2009, and may have had an
impact on refinancing disparities across racial/ethnic groups. To address this issue and increase
our confidence that QE1 really drove the differential changes in refinancing behavior in the relevant
window, we zero in on the day of the announcement. To do this, we use confidential HMDA data,
which provide information on the exact day on which a borrower applied for a mortgage. Figure
5 shows that from November 24 to 25, refinance applications by non-Hispanic white borrowers
increased from 15,000 to more than 30,000, an increase of over 100 percent. Over those same days,
applications by Black borrowers increased from 1,800 to 2,100, a gain of a little over 15 percent.
Black borrowers did make further gains over the next week, but overall, over the next few weeks,
the maximum increase relative to November 24 was about 50 percent, whereas for non-Hispanic

white borrowers the increase rarely fell below 100 percent.

4 Implications for Mortgage Rate Disparities

The literature on statistical discrimination in mortgage market pricing focuses almost exclusively
on the flow of mortgage rates—the difference in rates obtained by minority and non-Hispanic white
borrowers at the time of origination. In this section we show that the large differences across groups
in prepayment behavior drives large disparities in the stock of mortgage rates across racial/ethnic
groups—the difference in rates associated with outstanding mortgages. While there are certainly
good reasons to focus on the flow of rates, as we will show, the disparities in the stock of rates
are significantly larger than the flow differences. Furthermore, we will show that monetary policy
appears to have driven disparities in the stock of rates while having little impact on flow disparities.

The top panel of Figure 6 displays the difference in the flow of average mortgage rates (solid red
line) for Black and non-Hispanic white borrowers during our sample period and the difference in
the stock of average rates (solid blue line). The left panel pools together FHA and GSE loans, while
the right panel focuses on only GSE mortgages. These graphs are very similar to Figure 1, with
the only difference being that they are constructed using our estimation sample of loans originated
during the 2005-2015 period. Figure 1 uses loans originated during the 1996-2015 period. In the
initial quarter (2005:Q1), the two measures coincide since we do not include any loans originated
prior to 2005. There is an initial gap of about 15 basis points. The flow gap fluctuates between 10
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and 25 basis points over the first few years of the pooled sample before falling to zero in 2011 and
remaining below 10 basis points through the end of the sample period. In the GSIE sample, the
flow gap falls from just over 30 basis points in 2008 to 10 basis points in 2010 and then fluctuates
between 5 and 20 basis points for the remainder of the period.*® In contrast to the gap in the flow
of rates, the gap in the stock of mortgage rates rises substantially after 2008 in both graphs. In the
pooled sample it peaks at about 35 basis points in 2013, while it climbs to almost 60 basis points
in the GSE sample.

We include a third series in each panel (dotted blue line) that adjusts the gap in outstanding
rates to account for loan modifications. As we discussed above, HAMP was introduced in early
2009 and provided loan modifications to many borrowers in distress. One of the common types of
modifications was interest rate reductions. Qur McDash data provide information on interest rate
changes over time, which we use to adjust the gap in the stock of rates to account for modifications
that reduced borrower rates.** Interestingly, modifications appear to have had a significant impact
on the rate gaps. In both panels, we can see that the difference between the average outstanding rate
for Black versus non-Hispanic white borrowers is significantly reduced when we account for rate-
reducing modifications. This suggests that broad-based modification programs disproportionately
affected minority borrowers and helped alleviate rate disparities in the aftermath of the crisis.

To isolate the disparities in the stock of rates that is due only to prepayment behavior (as
opposed to differences in pricing at origination) in the bottom panel of Figure 6, instead of using
actual interest rates paid by borrowers, we assume that every mortgage origination receives that
quarter's PMMS value. Thus, by construction, there are no disparities in the rate of mortgage
flows for Black and non-Hispanic white borrowers, so that the disparities in the stock of rates are
driven only by the differences in prepayment propensities. The bottom panel of Figure 6 shows that
beginning in 2009, the tendency of Black borrowers to pay higher than market rates for longer than
non-Hispanic white borrowers increases the rate gap by more than 35 basis points in the pooled
sample and by almost 50 basis points in the GSE sample.

If we go back to Figure 1, where we have a longer time series that goes back to 2000, we
can see the obvious correlation between refinance waves and the differences in the stock of rates.
The gap spikes during the refinance wave in the early 2000s and then again during the 2009-2015
period when unconventional monetary policy, largely through the purchases of trillions of dollars

in mortgage-backed securities (MBS), drove down mortgage rates and spurred another refinance

BThese are slightly larger differences compared with the results in Bartlett et al. (2019), who find differ-
ences between interest rates for minority and non-Hispanic white borrowers of 7.9 and 3.6 basis points for
purchase and refinance 30-year FRMs originated between during the 2009-2015 period and insured by the
GSEs. However, the gap in Figure 6 is unconditional while the differences documented in Bartlett et al.
(2019) are conditional on credit scores and LTV ratios. In Appendix A.7 we repeat the exercise with Survey
of Consumer Finances (SCF) data as a robustness check. Although the data are much more noisier due to
a smaller sample size and an inability to control for the quarter of origination, we do find a similar pattern
in that the rate difference by race is larger in the stock of mortgages than at origination for new mortgages.

HGince our sample comprises only fixed-rate loans, any change in the interest rate must be due to a
modification or measurement error.
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boom.

We now look further into the role played by unconventional monetary policy in driving the
large increase in the gap in outstanding mortgage rates that we see in Figure 6 by estimating a
difference-in-differences specification that is similar to equation 3 above. Specifically we estimate

the following regression:

RBM — B« Black + nx postQE1, + 6 » (Black; * postQE1L) + e, (4)

where the dependent variable, R} is the current mortgage interest rate paid by borrower i (which

is the same as the rate at origination, since all loans in our sample are fixed rate).

Table 8 displays the estimation results for three windows around the announcement of QEL:
one year, two years, and four vears. For each window we display two different specifications. In
columns (1}, (3), and (5) we estimate specifications with no additional controls, while in columns
(2), (4), and (6) we add a set of vintage year-quarter fixed effects. Adding vintage year-quarter
fixed effects means that only loans originated in the same year-quarter identify the QE1 coefficients,
and thus, it eliminates all variation due to prepayment differences.

The unconditional regression estimates are consistent with Figure 6. Rates paid by non-Hispanic
white borrowers drop significantly after QE1-—21 basis points in the one-year window and 46 basis
points in the four-year window. At the same time, rates paid by minority borrowers also decline,
but by much smaller magnitudes. For the one-year window, average rates paid by black borrowers
drop by 11.5 basis points after QE1 and by about 23 basis points in the four-year window. This
causes the gap in outstanding rates to grow from 21 basis points in the two years before QE1 to 44
basis points in the two years after the policy.

The addition of vintage year-quarter fixed effects corpletely eliminates the positive post-QE1
estimates on mortgage rates for all borrowers. This confirms that it is loans originated in different
periods that drive the unconditional results, which is consistent with differential refinancing behav-
ior driving the large divergence in mortgage rates for minority and non-Hispanic white borrowers

in the period after QE1L.

5 Pricing Implications

Differential prepayment behavior of Black and Hispanic borrowers has significant implications for
the pricing of mortgages. We focus on three aspects. First, lower prepayments mean that loans
to Black and Hispanic white borrowers are more valuable to lenders and investors. Second, as
a result, equilibrium interest rates paid by Black and Hispanic white borrowers should be lower
at origination than rates paid by otherwise identical non-Hispanic white borrowers. Third, lower
prepayment rates mean that the cost of default could be higher for Black and Hispanic white
borrowers even when the hazard of default is the same as it is for comparable non-Hispanic white
borrowers.

o
Ut
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Consider a mortgage with an initial balance Sp. Assume that time is continuous and the loan
has constant prepayment and default hazards, A, and Ay, respectively. The interest rate in the
economy is 7, the note rate on the mortgages is m, and the lender pays a guarantee fee g to insure

timely repayment of principal and interest. The value of this loan is
o
Vo= / TS m ~ g+ N+ Ag) dt.
0

We assume that the hazards are exponential so Sy = Sge~ (A implying that:

m-—g-—1r
r+ A+ Ag

V - Sg =

We follow industry practice and refer to the left-hand side of equation (5) as the gain-on-sale of a
mortgage. Two key insights emerge from equation (5). First, gain-on-sale is positive if and only if
the flow income from the loan m — g — r is positive. In the top part of Figure A.3 in the Appendix,
we use MBS market prices for Fannie Mae and Freddie Mac loans to compute V — Sy for different
pools of loans. The line labelled “TBA™ is for low-risk mortgages with a note rate equal to the
Freddie Mac PMMS rate for a 30-year FRM. The figure shows that V — 8 is always positive and, in
the later years of our sample, substantial, which in turn implies that the flow income from the loan,
m — g —r, is always positive. Second, equation (5) shows that a reduction in A,, the prepayment
speed, reduces gain-on-sale if m — g — 7 i positive. These two facts imply that for the typical
joan, a reduction in the prepayment rate should increase the value of the mortgage to lenders and
investors.

We can validate our claim that lower prepayment speeds increase the value of mortgages and
get some idea of the quantitative magnitudes by looking at low-balance mortgages. It is well known
in the industry that borrowers with low balances are less likely to prepay. The reason is that some
costs of refinancing are fixed, but the benefits are proportional to the balance of the loan. Because
of their different prepayment properties, low-balance loans trade in their own specified or “spec”
pools. We can use pricing information from these spec pools to obtain a rough estimate of the rate
premium that Black borrowers might obtain if lenders took into account their lower prepayment
speeds.

In order to conduct this exercise we need to determine the appropriate spec pool to use as a
comparison. In Table A.12 in the Appendix we combine refinances and home sales into a single
prepayment variable (since investors do not care about the reason for voluntary prepayment) and
regress this prepayment variable on our race dummies (column (1)) and then separately on our
indicator variables for loan amount (column (2)). The difference in quarterly prepayment hazards
for Black and non-Hispanic white borrowers is approximately 1.63 percentage points. Column (2)

in Table A.12 shows that this is very similar to the prepayment gap between loans that are below
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$85,000 and those that are above $175,000 (1.70 percentage points).*> Thus, we will focus on spec
pools that consist of Joans with original balances lower than $85.000. The gain-on-sale premium
for pools of loans in these spec pools is typically between 50 and 100 basis points.

How does this affect borrowers? To get some sense of how rates paid by minority borrowers
would change if lenders took into account lower prepayment speeds, we can look at the low-balance
mortgages. Assuming that a lender wants to maintain a constant gain-on-sale across all loans,
we can then ask what the rate reduction on loans to Black borrowers would need to be to ensure

that outcome. If MBS price differences were fully passed through to Black borrowers, they would

typically pay 5 to 15 basis points less than they currently do.*”

In our sample, mortgages are either insured by GSEs or guaranteed by FHA. If such default
insurance were instead provided by private parties, there would be a potentially offsetting effect
that would make minority borrowers less attractive to default insurers and, ceteris paribus, increase
the rates that they might face relative to non-Hispanic white borrowers. It is easiest to see this if
we consider a mortgage insurer such as Fannie Mae or Freddie Mac. Fannie and Freddie receive
income from the flow of morigage insurance payments g and from a one-time fee called an LLPA.

Using our assumptions from above, a mortgage insurance contract is worth
£ g

I=LLPA+ ‘ /0 ” e 8 (g — \gLGD)dt = LLPA+ S, lz—;{\%} \

where LG D- Sy is the loss suffered by the lender on a loan that defaults. Suppose the lender chooses
LLPA and g for a given pool of loans in which all borrowers have the same Ay I{ is easy to see
that unless g = LGDMAg, the value of the insurance contract I depends on the prepayment speed.
If LGDMA; > g, then higher prepayment speeds will make insurance contracts more valuable.

Because of a quirk in the way Fannie Mae and Freddie Mac price insurance, higher prepayment
speeds may make non-Hispanic white borrowers more attractive to insure. The issue is that Fannie
and Freddie set g independently of risk characteristics and adjust the LLPA to account for LTV
and FICO score. Because they have higher unconditional default hazards, Ag, ¢ — AgLGD is more
likely to be negative for Black and Hispanic white borrowers. Thus, I will be lower for a Black or
Hispanic white borrower when compared with an otherwise identical non-Hispanic white borrower
who has a higher A,.

4The omitted/reference group in the regression consists of mortgages that are greater than $175,000 so
that the coeflicients in the table should be interpreted as relative comparisons with that group.

“SCormpare the lines labeled “Low-balance spec pool” and “TBA” in Figure A.3 in the Appendix.

4TRigure A.3 shows that there are periods, such as early 2009 and late 2010, when they would pay sub-
stantially less (~ 30 bps).
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6 Conclusion

In this paper we have shown that minority borrowers refinance their fixed-rate mortgages at a
significantly lower rate compared with non-Hispanic white borrowers, and that expansionary mon-
etary policy appears to have exacerbated these differences. In turn, the large differences in refinance
propensities have resulted in significant disparities in the average interest rate that minority bor-
rowers pay on the stock of outstanding mortgages compared with their non-Hispanic white counter-
parts. These differences in the stock of rates are much larger in magnitude than the corresponding
differences in the rates paid on newly originated loans.

To be clear, our analysis does not suggest that policies that drive down mortgages rates are
harmful to minority borrowers. To the contrary, minority borrowers do benefit from lower mortgage
rates. However, our analysis suggests that they benefit much less than white borrowers.

Our research leads to two important guestions. First, why do Black and Hispanic white bor-
rowers refinance less frequently? In particular, why are they so much less responsive to variation
in interest rates. As we have shown, observable differences across borrowers can explain about 80
percent of the difference, but a nontrivial gap remains. The remaining gap could be explained by
numerous factors that are omitted from our analysis including different levels of education and/or
financial literacy, differential exposure to negative income/employment shocks that may inhibit
the ability to refinance into low rates and that are not reflected in updated credit scores, or even
heterogeneous social networks, which have been shown to be important transmitters of information
about refinancing opportunities (Maturana and Nickerson (2019)).

The second question is, what can policymakers do to reduce racial differences? The prepayable,

fixed-rate mortgage plays a central role in the story. Many commentators argue that the FRM offers

the best of both worlds. Essentially, the prepayment option enables the borrower to take advantage
of falling rates while providing insurance against rising rates. But the value of this option, in the
real world, depends on both the willingness and ability of borrowers to exercise the option. The
data show systematic variation across racial groups in refinancing and moving propensities, and
thus, in a sense, the value of the option.

How could a policymaker enable Black and Hispanic white borrowers to exploit rate reductions
more effectively? One way would be to expand the use of adjustable-rate mortgages (ARMs). The
United States is almost unique in its reliance on FRMs. In many countries, the mortgage ecosystem
is largely populated with ARMs, and those countries enjoy high home-ownership rates and have
foreclosure problems that are no worse than in the United States. Another would be to encourage
the mortgage industry to develop products that combine the benefits of FRMs and ARMs. For
example, for many years, market participants have discussed “ratchet” mortgages, which adjust
down but not up. These alternative mortgage contract designs may lead to a more equitable
distributional impact of monetary policy. Finally, complementary, race-neutral policies that make
it easier and less costly to refinance such as streamlined refinancing programs may also be effective

in closing these rate disparities.
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Figure 1: Rates on outstanding mortgages: Black versus non-Hispanic white Borrowers for
mortgages originated from 1996-2015
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Notes: This figure displays the rate gap for Black and non-Hispanic white borrowers with 30-year FRMs.
New Loans are originated in the quarter and active loans are all outstanding loans, Data to compute
the rate gaps come from the HMDA-McDash database. The Wu-Xia Shadow Fed Funds rate comes from
https:/ /www.frbatlanta.org fcqer /research /wu-xia-shadow-federal-funds-rate.
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Figure 3: Responses to gain from exercising the refinance option.
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Notes: This figure shows a binned scatter plot of the hazard of refinance as a function of the gain from exercising

the refinance option as calculated in Deng et al. (2000).

Figure 4: Unconditional quarterly refinance hazards for Black and non-Hispanic white bor-
rowers.
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QE2, Bernanke’s August 2010 speech suggesting an expansion of LSAPs; QE3, FOMC vote to buy $40b bonds
per month in September 2012; Taper, Bernanke's 2013 FOMC press conference suggesting that FOMC would
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Figure 5: Event study of the announcement of first quantitative easing (QEI) on November
25, 2008,
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Notes: This figure shows the ratio of Black versus non-Hispanic white refinance applications normalized to the day
before the announcement of QEL. The data come from the confidential Home Mortgage Disclosure Act (¢HMDA)
files.
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Mortgage Prepayment, Race, and Monetary Policy

Appendix

This appendix supplements the empirical analysis in Gerardi, Willen, and Zhang (2020).
Below is a list of the sections contained in this appendix.
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A.1 HMDA-McDash and HMDA-McDash-CRISM Match
Rates

As we discussed in section 2, our analysis employs a novel data set that combines three
sources of administrative data: Home Mortgage Disclosure Act (HMDA) data, Black Knight
McDash mortgage servicing data, and credit burean data from Equifax. The three data
sources are linked together through two separate loan-level matches: a match between the
HMDA and McDash databases, which we will refer to as the HMDA-McDash dataset, and a
match between the McDash and Equifax databases, which is referred to as CRISM (Equifax
Credit Risk Insight Servicing McDash Database). We are then able to merge the two matched
data sets, creating a final data set with information from all three sources, which we will
refer to as the HMDA-McDash-CRISM data set. Below we will discuss some of the details
of both matches and show match rates by loan vintage (year) to provide information on the
quality and scope of the final data set used in the analysis.

A.1.1 HMDA-McDash Database

The HMDA-McDash matched data set is available to users within the Federal Reserve Sys-
tem and includes more than 93 million loans originated from 1992 through2015 (inclusive).
The matching algorithm was written by the Risk Assessment, Data Analysis and Research
(RADAR) group at the Federal Reserve Bank of Philadelphia and matches HMDA and Mec-
Dash loans by the origination date, origination amount, property Zip code, lien type, loan
purpose (that is, purchase or refinance), loan type {for example, conventional or FHA), and
occupancy type. Tables A.1 and A.1 display match rates by origination year;the former table
calculates rates by dividing by the number of McDash loans, while the latter table divides
by the total number of HMDA loans. Overall, approximately two-thirds of McDash loans
are successfully matched to HMDA, while almost 40 percent of HMDA loans are successfully
matched to loans in McDash. Since the HMDA database covers a greater fraction of the
mortgage market, the match rates normalized by HMDA loans are significantly lower than
the rates normalized by McDash loans.

Our sample includes only loans originated in 2005 and later due to lower coverage in the
pre-2005 McDash database. In 2005 McDash added a large servicer to its database, which
substantially increased the overall coverage of the database. The last columm in Table ALl
shows that the coverage (relative to the total number of HMDA loan originations) goes from
65 percent in 2004 to 81 percent in 2006. When servicers are added to the McDash database,
they typically provide information on only their active loans. This raises concerns of attri-
tion bias, and thus we focus only on loans originated in 2005 and later.

The matching algorithm is based on the following logic:

¢ Origination date (McDash) and action date (HMDA) must be within five days of each
other.

e Origination amounts must be within $500.
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e Property Zip codes must match.

o Lien types must match.

o Loan purposes (purchase, refinance) must match.

e Loan types {conventional, jumbo, ete.) must match.
e Occupancy types must match.

In our analysis, we use only loans that were uniquely matched. The last column in Table
A.2 shows that during our sample period (2005 through 2015) our sample covers from 34
percent to 47 percent of all loan originations in HMDA.
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Table A.1: Match Rate by Origination Year (Matched McDash Mortgages/All MeDash
Mortgages)

Origination Year McDash Loans Only 1 HMDA  McDash Loans McDash

Matched Candidate Uniquely Matched Coverage
1992 51% 48% 20% 58%
1993 B5% 50% 19% 70%
1994 58% 53% 24% 52%
1995 61% 57% 29% 46%
1996 63% 58% 33% 42%
1997 62% 58% 35% 39%
1998 65% 60% 36% 52%
1999 65% 60% 35% 46%
2000 64% 61% 50% 31%
2001 64% 60% 49% 44%
2002 65% 59% 50% 50%
2003 71% 64% 53% 67%
2004 69% 64% 55% 65%
2005 67% 61% 51% 73%
2006 63% 59% 49% 81%
2007 63% 59% 50% 87%
2008 65% 62% 54% 79%
2009 67% 64% 59% 79%
2010 69% 67% 61% 7%
2011 69% 67% 61% 73%
2012 73% 1% 64% 67%
2013 75% 74% 67% 62%
2014 7% 76% 71% 48%
2015 79% 78% 5% 45%
Total 66% 62% 49% 61%

Notes: Match rates are caleulated by the Risk Assessment, Data Analysis and Research (RADAR) group.
MecDash coverage is estimated by dividing the number of originations in the McDash database by the number
of originations in HMDA.
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Table A.2: Match Rate by Origination Year (Matched HMDA Mortgages/All HMDA Mort-

gages)

Origination Year HMDA Loans Only 1 McDash HMDA Loans

Matched Candidate Uniquely Matched
1992 21% 14% 12%
1993 27% 16% 13%
1994 22% 15% 12%
1995 22% 15% 13%
1996 21% 16% 14%
1997 21% 16% 14%
1998 30% 23% 19%
1999 25% 19% 16%
2000 19% 17% 16%
2001 27% 24% 22%
2002 33% 30% 25%
2003 48% 43% 36%
2004 45% 411% 36%
2005 48% 43% 37%
2006 50% 45% 40%
2007 53% 48% 43%
2008 49% 46% 43%
2009 53% 50% 47%
2010 53% 50% 47%
2011 49% 47% 45%
2012 47% 45% 42%
2013 46% 44% 42%
2014 37% 35% 35%
2015 36% 35% 34%
Total 38% 34% 30%
Notes: Match rates arve calculated by the Risk Assessment, Data Analysis and Research (RADAR) gronp.
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A.1.2 CRISM Database

CRISM is a data set that consists of McDash mortgages matched to credit bureau data from
Equifax at the borrower level. The Equifax credit bureau data are updated at a monthly
frequency and include information on outstanding consumer loans and credit lines for the
primary borrower as well as all co-borrowers associated with the MeDash mortgage. The
matching process was conducted by Equifax using confidential and proprietary data. The
exact matching algorithm is proprietary, but according to Equifax, anonymous fields such
as the original and current mortgage balance, date of origination, ZIP code, and monthly
payment history are all used in the algorithm.

CRISM coverage begins in June 2005, and according to Equifax, approximately 90 percent of
MecDash mortgages were matched to a credit bureau account with high confidence.! We keep
only observations that pertain to the primary mortgage borrower to avoid double counting.
Borrower credit information is included in the data set for the life of each loan as well as for
the six months preceding origination and the six months following termination.

Figure A.1 displays the match rate by vintage for the HMDA-McDash-CRISM matched data
set as a ratio of the total number of McDash originations (solid red line). For 2005-2015
originations, the match rate is between 50 percent and 60 percent. The figure also shows
the total nmumber of mortgage originations for the McDash data set, the HMDA-McDash
matched data set, and the HMDA-McDash-CRISM matched data set. The largest decline
in the sample occurs when the McDash database is matched to HMDA. The addition of
CRISM data results in only a small decline in loan oviginations during our sample period.

Finally, in Table A.3 we compare summary statistics for the HMDA-MceDash and HMDA-
McDash-CRISM GSE (Panel A) and FHA (Panel B) samples, respectively. The tables show
that the summary statistics are almost identical across the two samples, which suggests that
the addition of the Equifax credit bureau data does not significantly alter the composition
of mortgages.

Equifax provides a “Match Confidence Score” that is based on a scale of 0 to 0.9, where a higher score
indicates that the McDash and Equifax data align better on the matching fields. Approximately 90 percent
of MeDash loans have a match confidence score of 0.8 or higher. Equifax recommends using 0.8 as a threshold
for modeling purposes, and we follow this advice, keeping only matches with scores above 0.8,

6
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Table A.3: Comparison of Summary Statistics: HMDA-MceDash vs. HMDA-McDash-CRISM
Databases

Panel A: GSE Loans

HMDA-McDash-Equifax HMDA-McDash

Mean Std. Dev. Mean Std. Dev.

F1CO Origination (100s points)  7.44 0.54 7.45 0.53
LTV (%) 72.6 15.9 727 159
Loan Amount ($100k) 212 1.13 212 1.13
Interest Rate {ppts) 5.20 1.02 5.20 1.02
Income {$1k) 97.6 64.0 97.5 63.9
Refinance (d) 0.538 0.499 0.539 0.498
Condo (d) 0.3140 0.347 0.139 0.346
2-4 Family (d) 0.018 0.133 0.018 0.133
Low Documentation (d) 0.308 0.462 0.309 0.462
Non-Occupant Owner (d) 0.140 0.347 0.140 0.347
Female (d) 0.294 0.455 0.294 0.456
Co-applicant (d) 0.505 0.500 0.503 0.500
# Loans 800,806 1,076,117

Panel B: FHA Loans
HMDA-MceDash-Equifax HMDA-McDash

Mean Std. Dev. Mean Std. Dev.

FICO Origination (100s points)  6.85 0.60 6.88 0.59
LTV (%) 93.6 7.5 93.6 7.4
Loan Amount ($100k) 1.73 0.91 1.73 0.91
Interest Rate (ppts) 4.93 1.00 4.93 1.00
Income ($1k) 65.8 375 65.8 37.3
Refinance (d) 0.294 0.456 0.295 0.456
Condo (d) 0.115 0.318 0.114 0.317
24 Family (d) 0.014 0.119 0015 0.120
Low Documentation {(d) 0.190 0.393 0.191 0.393
Non-Occupant Owner (d) 0.033 0.178 0.033 0.178
Female (d) 0.353 0.478 0.352 0.478
Co-applicant (d) 0.414 0.493 0415 0.493
# Loans 295,487 397,686

Notes: This table reports summary statistics from a 7.5% random sample of GSE loans originated
between 2005 and 2015 (inclusive) from a matched HMDA-McDash-CRISM data set and a 10%
random sample of GSE and FHA loans originated between 2005 and 2015 (inclusive) from a matched
HMDA-McDash data set. The label (d) denotes dummy variables.
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A.2 Sample Restrictions

Table A.4 below displays all of the restrictions that we impose in constructing our 7.5 percent
random sample of the HMDA-McDash-CRISM data set. We adopt most of the restrictions
implemented in Fuster et al. (2018). We implement most of our restrictions while querying
the database (and thus, we do not know how many loans are lost as a result of those
restrictions).? For the restrictions that we implement while applying code to clean and
create our variables, we display the number of loans that are dropped.

Table A.4: Sample Restrictions

Sample Restriction:

# Loans Lost  # Loans Remaining

Originations between 01/2005 and 12/2015
Loans with “cont” > 0.80

Fixed Rate Loans

First Liens

Fully Amortizing Loans No Prepayment Penalty
20 < 1TV < 100

Occupancy Non-missing

Loan Amount < $1m

Income < $500k

No Home Improvement Loans

Seasoning < 6 Months

Black, Hispanic White, Asian, and White Borrowers
GSE and FHA Loans

3% < Mortgage Rate < 8%

193,898

208,817 | 278,57

179,810 1,008,727
2,434 1,096,203

2Because the HMDA-McDash-CRISM database is a monthly panel and extremely large, we were unable
to download more than a 7.5 percent sample given computing constraints,

9
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A.3 LPM Estimates for All Covariates

In Table A.5 below we display the full set of regression estimates from the specifications
estimated in Table 3. The column numbers correspond to identical specifications across the
two tables.
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A.4 Logit Models

In this section we present prepayment due to refinance and home sale results as well as
default results from logit models. These models are estimated on a 7.5 percent random
sample of our HMDA-McDash-Equifax matched data set. Table A.6 contains the refinance
results, Tablel A.7 contains the home sale results, and Table A.8 displays the default results.
Both tables show the estimated average marginal effects associated with the racial /ethnic
indicator variables. The covariates and fixed effects in each column correspond exactly to
their counterparts in Tables 3, 4, and 5 in the main text. The omitted specifications are those
with Zip code and Zip- code-by-year-quarter fixed eflects. It was not possible to estimate
those specifications using the logit framework.
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Table A.6: Logit Prepayment due to Refinance Hazard Estimates

Dependent Variable: Prepay Refinance (d)

GSE Loans FHA Loans
1) (2) (3) O] U] (8
Black (d) S0.686™FF  L0.421FFF L0.353FFF (2R ¥HE -0.585%*F  _0.419%**
(0.033) {0.030) (0.029) (0.030) (0.037) (0.024)
Hispanic (d) S0.654FFF  LQATHIEE L0 4ARGIRE (.440%H* -0.4057F%  L(.3RgFHE
(0.057) (0.024) (0.030) {0.031) (0.059) (0.028)
Asian (d) 0.466%%%  0.275%FF Q250 (.24TFFF 0.455%+* -0.030
(0.132) (0.070) (0.070) (0.070) (0.088) (0.043)
Loan Age X X X X X X
Underwriting Vars X X X X
HMDA Vars X X X
Vintage Year-Qtr FE X X X X X X
State FE X X X X
4 Observations 15,460,588 11,983,398 11,547,035 11469,141 6,184,502 4,316,733

Notes: This table reports estimated marginal effects estimates from a logit model of equation (1)—the likelihood of
voluntary mortgage prepayment due to refinancing on a set of race/ethnicity indicator variables. The estimation
is performed at the quarterly frequency on a 5% random sample of loans from a matched HMDA-McDash-
Equifax data set. The unit of observation is a loan-quarter. Underwriting variables include the borrower’s risk
score at origination, LTV at origination, loan amount, change in LTV since origination, indicators for condos
and 2-4 multi-family properties, low-documentation loans, non-owner occupant properties, and refinance loans.
HMDA variables include borrower age (2nd order polynomial), borrower income, and indicators for gender and
co-applicants. All columns include a 3rd order polynomial for the number of quarters since origination (duration).
Standard errors ave clustered by county. (*** p<0.01, ** p<0.05, * p< 0.1)
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Table A.7: Logit Prepayment due to Sale Hazard Estimates

Dependent Variable: Prepay Sale {d)

GSE Loans FHA Loans
O] 2) 3) “ M (8)
Black (d) S0.505%FF 04407 L0.415%F Q. 414x -0.633%%F Q587X
(0.014) (0.013) (0.012) {0.012) (0.017) (0.016)
Hispanic (d) SOALTREE LQB4TERE L0.340%K 03407 S0.50164%  L0.524%%
(0.017) (0.015) (0.018) (0.018) (0.022) (0.020)
Asian (d) S0.189%%F - 0.190% %k 0. 208%FF (. 209%FF S0.234%%F - 3307k
(0.020) (6.019) (0.020) {0.020) (0.031) (0.024)
Loan Age X X X X X X
Underwriting Vars X X X X
HMDA Vars X X X
Vintage Year-Qtr FE X X X X X X
State FE X X X X
# Observations 15,460,588 11,983,398 11,547,035 11,469,141 6,184,502 4,316,733

Notes: This table reports estimated marginal effects estimates from a logit model of equation (1)—the Jikelihood
of voluntary mortgage prepayment due to sale on a set of race/ethnicity indicator variables. The estimation
is performed at the quarterly frequency on a 5% random sample of loans from a matched HMDA-MeDash-
Equifax data set. The unit of observation is a loan-quarter. Underwriting variables include the borrower’s risk
score at origination, LTV at origination, loan amount, change in LTV since origination, indicators for condos
and 2-4 multi-family properties, low-documentation loans, nen-owner occupant properties, and refinance loans.
HMDA variables include borrower age {2nd order polynomial), borrower income, and indicators for gender and
All columns include a 3rd order polynomial for the number of quarters since origination (duration).
are clustered by county. (*** p<0.01, ¥ p<0.05, ¥ p< 0.1)

co-applicants
Standard errors
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Table A.8: Logit Default Hazard Estimates

Dependent Variable: Default (d)

GSE Loans FHA Loans
) @) ) (6) (7
Black (d) 0.350%%%  0.149%*F% (. 1010 Q.719%8% 0.340%%*
(0.023)  (0.013)  (0.012) (0.031)  (0.025)
Hispanic White (d) 0.362%F%  (.185%F% (.13 0.162%F%  (.158%**
(0.038) (0.012) {0.012) (0.028) (0.025)
Asian (d) 0.015 0.011 0.010 S0.163F%F L0098 FF*
(0.015)  (0.012)  (0.012) (0.030)  (0.037)
Loan Age X X X X X
Underwriting Vars X X X
HMDA Vars X X
Vintage Year-Qtr F'E X X X X X
State FE X X X
# Observations 9,929,254 7,705,281 7,424,419 3,653,447 2,558,071

Notes: This table reports estimated marginal effects estimates from a logit model of the likelihood of mortgage
default on a set of race/ethnicity indicator variables. The estimation is performed at the quarterly [requency on a
5% random sample of loans from a matched HMDA-McDash-Equifax data set. The unit of observation is a loan-
quarter. Underwriting variables include the borrower’s risk score at origination, LTV at origination, loan amount,
change in [IT'V since origination, indieators for condos and 2-4 multi-family properties, low-documentation loans,
non-owner occupant properties, and refinance loans. HMDA variables include borrower age (2nd order polyno-
mial), borrewer income, and indicators for gender and co-applicants. All columns include a 3rd order polynomial
for the number of quarters since origination {duration). Standard errors are clustered by county. (¥** p<0.01, **
p<0.05, * p< 0.1)
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A.5 Involuntary Prepayments

In Section 3.4 we showed that minority borrowers are more likely to default on their loans.
The default definition that we use in that section is based on borrowers becoming seriously
delinguent on their loans by missing at least three payments (that is, 90-plus days past due).
We now consider an alternative definition of default that focuses on involuntary mortgage
prepayment due to foreclosure and/or distressed sale {(that is, short sales). Like our vol-
untary prepayment variables (refinance and home sale), this defanlt definition identifies a
terminal state, and is likely more corvelated with the actual losses that lenders experience
on distressed loans. As such, it is likely more relevant to mortgage pricing than a serious
delinquency definition of default.

Table A.9 displays the estimation results. The table is identical in structure to Table 5, with
the only difference being the dependent variable. The results are very different, however. In
column (1) we see that minority borrowers are significantly more likely to lose their homes
due to foreclosure, and the magnitudes are large.* However, as we add more controls and
fixed effects, the differences disappear. In our most saturated model with Zip-code-by-year-
quarter fixed effects, minority GSE borrowers are significantly less likely to lose their homes
to foreclosure. We see a similar pattern in the FHA sample, as Black borrowers are more than
8 percentage points less likely to lose their homes to foreclosure compared with non-Hispanic
white borrowers (column (8)).

3The sample average for involuntary prepayment is approximately 0.11 percentage point.
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A.6 Agarwal, Driscoll, and Laibson Closed-Form Refi-
nance Rule

In this section we proxy for the moneyness of the prepayment option using an alternative
measure developed by Agarwal et al. (2013) (hereafter ADL). ADL derived a closed-form
solution for the optimal tire to refinance from a borrower’s perspective. Specifically, the
rule states that a borrower should refinance when the current mortgage interest rate falls
below the original rate by at least:

L1+ W(—exp(—9))]

where W is the Lambert W-function and

ofp = YEREA 2(’:")‘
¢=1+¢(p+ ) (ﬁ/_ﬂ;[)
A= Bt f.’;r:p[ii;l']«{ b

In these expressions p is the discount rate, yu is the expected probability of moving, o is the
standard deviation of the mortgage rate, ';Tf is the ratio of the tax-adjusted refinancing
cost and the remaining mortgage value, I is the remaining maturity of the mortgage, ip is
the original mortgage rate, 7 is the expected inflation rate, and 7 is the marginal tax rate.
We assume the following parameter values, where ¢ is estimated by taking the standard
deviation of changes in the Freddie Mac Primary Market Mortgage Survey rate from April
1971 to August 2020:

p= 0.02
o = 0.95
T = 0.02
0.02
0.04

20 +0.01

We assume different mobility rates, p, e, for Black and non-Hispanic white borrowers, re-
spectively, which we annualize based on the quarterly hazards from Table 1.Y We specify two
variables based on the above threshold. First, we create an indicator variable, ADL Dummy,
which takes a value of 1 if the difference between the borrower’s current interest rate and
the market rate (PMMS survey) is greater than the ADL threshold. Second, we create a
continuous variable, ADL, which measures how much higher/lower the difference between
the current rate and market rate is from the ADL threshold. Positive values of ADL imply
that the refinance option is in the money given the borrower type specific moving hazards

AFor simplicity we assume the same mobility rate for Black and Hispanic white households.
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and refi costs, while negative values imply that it is not.

We then re-estimate equation (2) and substitute our ADL variables for Call Option, which
is our proxy for the moneyness of the refinance option from Deng et al. (2000). We focus on
the specifications in colurns (1) and (2) of Table 6. Column (1) includes only a control for
the moneyness of the option, while column (2) includes interactions between the moneyness
of the option and the race dummies. Table A.10 displays the results. In columns (1) and (2)
we show results for the Call Option variable applied to the sample of loans with non-missing
ADL values. Columns (3) and (4) display results for the ADL Dwmmy, and columns (5)
and (6) display results for the ADL continuous variable.

A few notable patterns emerge from Table A.10. First, both ADL variables are positive
and statistically significant as expected, which suggests that borrowers are more likely to
refinance when their option is in the money. However, columns (2}, {4), and (6) show
that the refinancing behavior of minority borrowers is much less sensitive to changes in the
value of the option. In fact, these differences appear to be much larger when we use the
ADL variables, as the interaction coefficients in columms (4) and (6) are of about the same
magnitude, but with the opposite sign as the ADL coefficients by themselves. This implies
that minority borrowers are actually insensitive to macroeconomic changes in rates that
make their prepayment option more valuable. Finally, as we saw in Table 6, the inclusion of
the interaction terms causes the sign associated with the race dummies to flip and become
positive. This means that the racial differences in refinance propensities is driven entirely
by differential sensitivities of minority borrowers to respond to declining rates.
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Table A.10: Prepayment due to Refinance with Interaction Effects

Dependent Variable: Prepay Refinance (d)

GSE Loans

(1 (2) (3) 4 (5) (6)
Black (d) SOULIRERE O Q.309%FF 01367 0.065%* -0.149%** 0.044
0021)  (0048)  {0.021)  (0.020)  (0.020)  (0.028)
Hispanic White () SOUETERE QT2RRE g o0qhHE -0.019 -0.234%%* -0.049%
0.025)  (0.045)  (0.026)  (0.026)  (0.025)  (0.025)
Call Option 0.2250F% 2320k
0018  {0.016)
Black * Call Option ~(LO6SFHF
(0.005)
Hispanic White * Call Option -0.064*+*
(0.005)
ADL Dummy 0.525%%%  .605*F
0.079)  (0.086)
Black * ADL Dummy ~0.5721F*
(0.061)
Hispanic White * ADL Dummy -0.625%%*
(0.067)
ADL 0.530%% 0.560%+*
(0.049) g
Black * ADL
Hispanic White * ADL -0.564FFF
(0.059)
Loan Age X X X X X X
Underwriting Vars X X X X X X
HMDA Vars X X X X X X
Vintage Year-Qtr FI2 X X X X X X
Zip Code FE X X X X X X
# Observations 1,¢ 968
# Loans , 848 84 , L84 557,848
R? 0.016 0.016 0.011 0.011 0.012 0.012
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A.7 Evidence from Survey of Consumer Finances

In this section we use data from the 1992-2019 Survey of Consumer Finances (SCF) to
examine the rate gap between Black and non-Hispanic white borrowers for active loans as
well as new loans originated that year.

Data construction is as follows. For comparison with the fixed-rate, conforming, and FHA
mortgages used in our main analysis, the observations are from respondents who report
having a non-adjustable-rate mortgage (X820=:3) that is either non-federally guaranteed
(X724=1) or a FHA loan (X726=:1) with a loan amount at origination (X804) of less than
$450,000. The current interest rate is reported in X816, from which we remove outlier rates
that are less than 2 percent or more than 4 percent over the average Freddie Mac PMMS
rate during the year of origination, which is comparable to the restriction of rate to 3 percent
to 8 percent in our main analysis.

The SCF definition of race underwent a slight revision in 1998 to include more categories.
For the 19921995 SCF, we define respondent race based on Question X5909, “Are you Native
American, Asian, Hispanic, black, white, or another race?”, with an answer of 4 (“black or
African-American” ) being our definition of a Black respondent and an answer of 5 (“white”)
being our definition of & White respondent. In the 1998-2019 SCF, we define respondent
race based on the revised Question X6809, which asks, “Which of these categories do you feel
best describe you: (white, black or African-American, Hispanic or Latino, Asian, American
Indian or Alaska Native, Hawaiian Native or other Pacific Islander, or anotl
an answer of 2 (“black or African-American”) being our definition of a Black respondent and
answer of 1 (“white”) being our definition of a white respondent.

We compute the mean rate for all active loans by respondent race using the provided
survey weights by race to compute the active loan-rate gap. For the new loans rate gap,
we take means by respondent race and by the year of origination (X802) rounded to the
nearest SCF survey year. The mean rate differences between Black and non-Hispanic white
borrowers for active and new loans are shown in Figure A.2. While the estimates are much
more noisy due to a smaller sample size (and potential survey error), we do find that the
rate gap for active loans is higher than the rate gap for new loans, consistent with Figure 1
in the main text.
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Figure A.2: Gap between interest rates for Black and non-Hispanic white borrowers based
on data [rom the SCF

Active Loans

Rate Difference in bps

New Loans

1992 19495 1908 2001 2004 2007 2000 2013 2016 2019
Year
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A.8 Secondary Market Pricing Estimates for All Co-
variates

Table A.11: Payups regression with all covariates

) (2)
>$85k trades >$1imil trades
(mean) tract_black 0.998** L4
(0.303) (0.219)
Loan size
under 85k 0 0
® ®
85-110k -0.376** -0.369**
(0.0296) (0.0281)
110-125k -0.609*** -0.59 1%
(0.0310) (0.0291)
125-150k -0.715% -0.687**
(0.0309) (0.0285)
150-175k -0.927* -0.907
(0.0299) (0.0280)
175-200k BN T i -1.3am
(0.0338) (0.0319)
aver 200k -1.244% -1.251%
(0.0332) (0.0311)
fico_cat=680 0 0
0 ()
fico_cat=720 0.302% 0.325%
(0.0431) (0.0427)
fico_cat="T50 0.399%* 0.399*
(0.0439) (0.0438)
Itv_cat=80 0 0
0 ()
Itv_cat==90 -0.0767 -0.0583%**
(0.0168) (0.0153)
ltv_cat=95 -0.397** -0.319*
(0.0522) (0.0394)
Hy_cat=100 (). 384"+ -0.26 1
(0.0771) (0.0733)
refi_diff 0.326™* 0.242**
(0.101) (0.0948)
refi_diff_sq -1.699** ~1.595%+*
(0.165) (0.158)
refi_difl_cube 0.408** 0.362%
(0.0724) (0.0714)
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log_vol 6.227* 3.534%
(1.007) (1.329)
log.vol_sq -0.389*** -0.224*
(0.0632) (0.0820)
log_vol_cube 0.00800*** 0.00464"**
(0.00132) (0.00168)
group(dt_week coupon)=0 0 0
() ()
group(seller)=0 0 0
0 0
Observations 14374 13570
R? 0.731 0.754

Standard errors in parentheses
*p <O, p <005, p <001
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A.9 Additional Tables and Figures
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Table A.12: Prepayment, Race, and Loan Amount

Dependent Variable: Prepay (d)
GSE Loans

) (2)

Black (d) -1.628%F*
(0.117)
Hispanic White (d) ~1.342%%%
(0.158)
Asian (d) 0.440%*
(0.188)
Orig Amount < 85k (d) ~1.69THFK
(0.165)
85k < Orig Amount < 110k (d) ~1.225%%*
(0.137)
110k < Orig Amount < 125k {d) -1.050%**
(0.127)
125k < Orig Amount < 150k (d) -0.854%F*
(0.109)
150k < Orig Amount < 175k (d) -0.681+**
(0.096)
Loan Age X X

Underwriting Vars
HMDA Vars

Vintage Year-Qtr FE X X
State FE

Zip Code FE

Zip Code-by-Year-Qtr FE

# Ohbservations 15,460,588 15,460,588
R? 0.009 0.009

Notes: This table reports LPM estimates of the likelihood of voluntary prepayment due to either
refinance or home sale on a set of race/ethnicity indicator variables (column (1)) and a set of
indicator variables for loan amount bins at origination (column (2)). The estimation is performed
at the quarterly frequency on a 7.5% random sample of loans from a matched HMDA-McDash-
Bquifax data set. The unit of observation is a loan-quarter. All columns include a 3rd order
polynomial for the number of quarters since origination {duration). Standard errors are double
clustered by county and vintage year-quarter. (*** p<0.01, ** p<0.05, * p< 0.1)
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Figure A.3: Mortgage pricing for low prepayment loans.

5 Low Balance /\\
/
: /
1

Gain-on-Sale in %

Implied Rate Discount
for Low Balance

gap in bps

R T ]
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Notes: TBA loans are loans sold in “TBA™ pools. H}‘(‘@’ﬁalanw Spec Pool are “LLB” loans defined as loans with
balances of less than $85K. Gain-on-sale is the gap between par and the interpolated price of an MBS paying a
coupon equal to the FHLMC Primary Mortgage Market Survey 30-year FRM rate less the g-fee. Implied rate
discount is the gap between the FHLMC PMMS 30-year FRM rate and the interest rate that yields the same
gain-on-sale for an LLB mortgage.
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Figure A.4: Kaplan Meier unconditional default hazard rates
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Notes: This figure displays the Kaplan-Meier hazard estimates of default broken down by racial/ethnic groups. The Kaplan-Meier estimate
of the hazard function is: A{t;) = :" o where the number of loans that have reached time ¢; without being terminated or censared is given by
ny, and the number of terminations due to default at t; is given by dy;. The underlying data come from the Black Knight McDash database.
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GAO's work found racial and income disparities in access to financial services
and availability of credit.

+ Lowerincome or minority households were less likely to access traditional
banking services and more likely to use costlier products and services, such
as payday loans or loans against tax refunds. G these h hold:
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lending, including data limitations and fair lending concerns associated with
technology applications.

« Data limitations pose fair lending oversight and enforcement challenges,
particularly in n je credit rk where lenders are prohibited from
collecting data on personal characteristics such as race and nationality.

+ There is some evidence that regulations, such as for anti-money laundering,
may add burden for financial institutions that can negatively affect consumer
access to financial services, although GAO also found that the potential
negative effect on the availability of credit is likely modest.

+ ‘“Fintech"—use of technology and innovation to provide financial products
and services—can expand credit access for borrowers (for example, lenders
could assess their creditworthiness with alternative data such as bill
payments). But the lending discrimination risks in fintech use of altemnative
data are not fully understood.

United States Government Accountability Office
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February 24, 2021

Chairman Green, Ranking Member Barr, and Members of the
Subcommiittee:

| am pleased to submit this statement summarizing GAO’s work on fair
tending, access, and retirement security issues. While concerns about
discrimination in credit markets have long existed, the occurrence and
magnitude of discrimination remain unclear, particularly in nonmortgage
credit markets. But as GAQ has long reported, income, wealth, and other
inequalities are associated with racial and other disparities in access to
financial services and financial security in retirement.

The Equal Credit Opportunity Act and other fair lending laws prohibit
discrimination in all forms of credit fransactions, including consumer,
business, and mortgage loans. To support enforcement of the fair lending
laws, the Home Mortgage Disclosure Act (HMDA) provides for disclosure
of information about mortgage loan applicants and borrowers. Such
information is intended to help identify possible discriminatory lending
patterns.

This statement provides findings from our past reports on (1) racial and
other disparities in access to financial services by businesses and
individuals; (2) racial and other disparities affecting economic security in
retirement; and (3) selected regulatory issues related to fair lending and
access to financial services. See the Related GAO Products page for a
list of the GAQ reports on which we based this statement. These reports
provide a detailed description of our sources and methodology. In
addition, we updated some data where appropriate.

We conducted the work on which this statement is based in accordance
with generally accepted government auditing standards. Those standards
require that we plan and perform the audit to obtain sufficient, appropriate
evidence {o provide a reasonable basis for our findings and conclusions
based on our audit objectives. We believe that the evidence obtained
provides a reasonable basis for our findings and conclusions based on
our audit objectives.

Page 1 GAO-21-399T
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Racial and Other

Disparities in Access
to Financial Services

and Availability of
Credit

Minority- and Women-
Owned Businesses Had
Less Access to Credit
Than Other Businesses

Our recent work has found that minority- and women-owned businesses
had less access to credit than other businesses. For example, in a 2019
report, we found that women and minerity farmers and ranchers received
a disproportionately small share of farm loans and agricultural credit
overall." More specifically, women and minority farmers and ranchers
represented an estimated 17 percent of primary producers in a
Department of Agriculture survey, but accounted for 13 percent of farms
with loans and 8 percent of outstanding total agricultural debt.

Advocacy groups, lending industry representatives, and federal officials
cited several factors that could contribute to the disparities: women and
minerity farmers and ranchers are more likely to operate smaller, lower-
revenue farms, have weaker credit histories, or lack clear title to their
agricultural land, which can make it difficult to qualify for loans. Advocacy
groups also said some women and minority farmers and ranchers face
actual or perceived unfair treatment in lending, may be dissuaded from
applying for credit because of past experience, or may not be fully aware
of credit options and lending requirements. 2

1GAQ, Agnicultural Lending: Inf: ion on Credit and Cutreach to Socially
Disadvantaged Farmers and Ranchers Is Limited, GAO-19-538% (Washington, D.C.. July
11, 2019).

“Meost agricultural lending is done by commercial banks or the Farm Credit System, which
is regulated by the Farm Credit Administration. Farm Credit System lenders have
responsibilities to expand credit access to young, beginning, and small farmers and
ranchers. The Department of Agriculture faciltates cutreach in a broad based effort
including on USDA-g d farm leans. A ing to the Farm Credit Administration,
the Farm Credit System is not ity mandated to focus on providing financial
opportunities to any other group.
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In another 2019 report, we found that multiple issues limit tribal access to
agricultural credit,® Tribal stakeholders and experts reported a general
lack of commercial credit on tribal lands for reasons including land tenure
issues, lenders' legal concerns, and capital constraints at some lending
institutions. For example, constraints on tribal members' ability to use
tribal trust land as collateral can negatively affect how lenders assess
borrowers’ creditworthiness. 4 Tribal stakeholders and experts also said
tribal members may not have applied for loans because loan officers
directly discouraged them or they heard of other tribal members being
denied loans. Some experts told us Native credit unions, community
banks, and loan funds were a growing source of agricultural credit for
tribal members. But a 2014 survey found that 56 percent of the Native
credit unions, community banks, and loan funds that made agricultural
loans reported not having enough capital for such loans, with a total
unmet need of at least $3 million in the previous year.s

More generally, differences by race in small business access to credit
appear to be persistent. A 2018 survey found that, on average, approval
rates for loans or lines of credit and cash advances that minority-owned
firms sought at small banks or online lenders were lower than those for
White-owned firms.® For example, 56 percent of minority-owned business
applicants were approved for at least some of the financing they sought at
small banks, compared to 73 percent of White-owned firm applicants.
Minority-owned firms also were approved for smaller shares of the
financing they sought than White-owned firms. This is in line with previous
findings.” For example, in 2014 Black-owned firms were the most likely to
have applied for bank financing, but least likely to be fully funded (less
than half of the applications—a rate more than 10 percentage points

3GAD, Indian Issues: Agricultural Credit Needs and Barners to Lending on Tribal Lands,
GAO-19-464 (Washington, D.C.: May 8, 2018).

4Long-term agricultural loans are typically used to acquire, construct, and develop land
and buildings and are secured by real estate, But most tribal lands can be used as loan
collateral only in certain circumstances or with federal permission.

5First Nations Oweesta Corporation, Food Financing Efforts 2014: Native COFI Support of
Native Farmers & Ranchers (Longmont, Colo.: 2014).

SFederal Reserve Bank of Atlanta, Small Business Credit Survey. Report on Minonity
Owned Firms (Atlanta, Ga.: December 2019). The results did not control for firm
characteristics

TBoard of Governors of the Federal Reserve System, Report to the Congress on the
Availability of Credit to Small Businesses (Washington, D.C.: September 2017,
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higher than all other racial categories). \We found similar results in a 2008
review of studies on minority business lending.®

Lower-Income and
Minority Groups Were
More Likely to Use
Costlier Products and
Services Such as Payday
Loans

Lower-income or minority households also were less likely to access
traditional banking services and more likely to use costlier products and
services, such as payday loans or loans against tax refunds.® For
example, in a 2018 report we found that lower-income households
generally were more likely to use alternative financial services providers
(such as payday or auto title lenders, pawnshops, and check cashers)
than higher-income households, despite bank and credit union branches
being relatively near.'? In 2018, the Federal Deposit Insurance
Corporation found that households with less than $75,000 in income were
more likely than those with higher incomes to report having used an
alternative financial services provider in the past 12 months. 1

Lack of proximity or access to banks or credit unions did not appear to be
a major reason for using alternative financial service providers. We
estimated that low-income communities in rural areas and larger urban
areas had at least as many bank and credit union branches within 2 miles
as middle-income communities, all else being equal. Rather, the
households used alternative providers—at least in part—because they did
not have checking or savings accounts or because they were unable to
obtain credit or discouraged from applying for credit from a bank. The
Federal Deposit Insurance Corporation estimated in 2019 the share of
households with income of less than $15,000 that did not have a checking

BGAO, Fair Lending: Race and Gender Data Are Limited for Nonmortgage Lending,
GAO-08-568 (Washington, D.C.. June 27, 2008). We reviewed eight studies on minority
business lending. Seven of the eight studies found that lenders denied loans to Black-
owned businesses or required them to pay higher interest rates for loans significantly
more often than for White-owned businesses. The studies we reviewed found that
Hispanic-owned businesses also were denied credit or charged higher interest rates more
often than White-owned businesses with similar risk characteristics.

94 payday loan is a small-dollar loan (usually $100-8500) and repayable in a short term,
usually 2 weeks. Consumers can pay fees of $15-520 for every $100 borrowed.

19GAD, Community Reinvestment Act: Options for Treasury to Consider to Encourage
Services and Small-Dollar Loans When Reviewing Framework, GAQ-18-244 {(Washington,
D.C.: Feb. 14, 2018).

VFederal Deposit | Corporation, How Banks: F 56 of
Banking and Financial Services, 2018 FDIC Survey (Washington, D.C.: Oct 18, 2020),
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or savings account was about 22.7 percentage points higher than
households with $75,000 or more. 12

In a 2019 report, we focused on alternative financial products—so called
“tax-time" loans or advances—which tens of millions of Americans have
used in recent years.'? We found that Black households were 36 percent
more likely to use these products than White households after controlling
for other factors. 4 We also found that lower-income households were
more likely to use tax-time products than higher-income households,
particularly when they used paid tax preparers to file their taxes.

Users of tax-time products tend to have immediate cash needs and the
products generally provide more cash at a lower cost than alternatives
such as payday, pawnshop, or car title loans. However, fees for some
products increased in 2018 and consumers may not always have been
aware of the total costs associated with their use before they obtained the
product.

Economic Effects of
Income and Wealth
Disparities Include
Retirement Security
Challenges for Older
Minority and Poorer
Households

12Federal Deposit Insurance Corporation, How America Banks.

13GAD, Tax Refund Products: Product Mix Has Evolved and IRS Should Improve Data
Quality, GAO-19-269 (Washington, D.C.: Apr. 5, 2018).

14Banks issue these products through paid tax return preparers to help taxpayers file
taxes and get advances or loans against tax refunds,
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Race and Ethnicity Were
Factors in Persistent
Income and Wealth
Disparities as Households
Aged

In a 2019 report, we found income and wealth disparities among older
households—55 and older—were sizeable and disparities existed by race
(see fig. 1). More specifically, income and wealth were consistently lower
over time for older households with a minerity head of household relative
to those with a White head of household, and these disparities existed
across all quintiles and all years. For example, for the middle wealth
quintile, average wealth for White households in 1989 was about
$203,000 and for minerity households in the same quintile, around
$45,000. Differences for this quintile in 2016 were similar, with average
White household wealth at about $304,000 and average minority
household wealth at about $71,000.1%

15GAD, Retirement Securty: Income and Wealth Dispanities Conlinue through Old Age,
GAO-19-587 (Washington, D.C.: Aug. 9, 2019), All reported amounts are in 2016 dollars.
'We used data from the Survey of Consumer Finances, a triennial, cross-sectional survey
praduced by the Board of Govemors of the Federal Reserve System, We divided
househelds into groups of five or quintiles by income and wealth. We found similar resuits
using data from the Health and Reti Study, 8 P survey that
follows the same set of Americans from their 50s through the rest of their lives. We divided!
survey households into five quintiles, or eamings groups, based on the number of
househelds and their mid-career h hold earnings { ings b ages 41=50). We
generally found significant differences in income and wealth by race and ethnicity within
earnings groups as the households aged into their retirement years,
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1 —
Figure 1: Estimated Wealth of Older Households in the Middie and Top 20 Percent of the Wealth Distribution by Race, 1989
2016
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The lines ing the bars rep 95 percent intervals. Older households are those
inwhich survey respondents or any spouses or pariners were aged 55 or older in the year of the
survey. We defined minority as someone Black, Asian, or Hispanic. We ranked the households by
their net worth and brake them into five equally sized groups, or quintiles. Each year of data in our
analysis, and, therefore, each quintile included different sets of households over time.

Challenges to Retirement  Low-income and minority households have faced challenges in achieving
Secumy of Low-Income retirement security that include the income and wealth disparities
¢ i discussed above, lower participation in retirement savings plans, and

and Minority HOl_.|SEh0|dS lower levels of other assets such as home equity. Households primarily

Include Low Retirement rely on three main sources of retirement income: Social Security,

Resources employer-sponsored pension plans—defined benefit and defined
contribution plans—and other nonretirement plan savings and
investments, such as home equity, stocks, bonds, and savings.
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Low-Income and Minority
Households Had Low Access
to and Savings in Defined
Contribution Retirement Plans

In a 2016 report, we found income and race differences in access to and
savings in defined contribution plans. 1

» Low-income households had less savings in and access to defined
contribution plans than other income groups as of 2013.77 Among
working households, only 25 percent of low-income households had
any defined contribution savings, compared to 81 percent of high-
income households. For households with such savings, the median
for low-income working households was an estimated $10,400,
compared to $201,500 for high-income households. '# Lower plan
access and participation rates among low-income households
contributed to the discrepancy in plan savings.'®

+  Similarly, minority households had less plan access and savings than
White households. For example, an estimated 64 percent of White, 47
percent of Black, and 31 percent of Hispanic working households had
defined contribution savings in 2013. The estimated median balance
for White households was $58 800; for Black households, $16,400;
and for Hispanic households, $18,900. When able to access such a

18GAD, Retirament Security: Low Defined Contribution Savings May Pose Chall
GAD-16-408 (Washington D.C.: May 5, 2016). Over the past three decades, employers
largely have shifted from offering defined benefit plans in which workers accrue
guaranteed lifetime benefits, to offering defined contribution plans, in which workers
accumulate savings in personal accounts such as 401(k) plans and Individual Retirement
A ts to fund their reti ts.

"TThe ranges of income groups for working households were $0-§58,700 (median savings
estimate in this range is $10,400, plus or minus $1,500) for the lowest usual household
income group; $57,700-887 600 (528,400, plus or minus $5,500) for the second lowest
income group; $88,100-$133,900 ($60,900, plus or minus $6,200) for the second highest
income group; and $135,000 and above ($201,500, plus or minus $28,300) for the highest
group.

18\e have similar findings in GAO-19-587: In 2016, 89 percent of the households in the
battom wealth quintile had no retirement accounts, and another 10 percent had account
balances of less than $50,000. More than half the househalds in the middle wealth quintile
had retirement accounts, and almost all of these households had less than $200,000 in
their accounts

19For instance, about 35 percent of | working h holds had accessto a
defined contribution plan, compared to 80 percent of high-income working households.
And an estimated 64 percent of low-income working households patticipated in a plan
compared to 95 percent of high-income working households,
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Low-Income and Minority
Households Had Low Home
Equity and Other
Monretirement Assets

plan, differences in household participation by race and ethnicity were
small.20

Additionally, disparities in the overall accumulation of nonretirement
assets may account for racial and ethnic disparities in retirement security.
A study we reviewed for this statement found that home equity accounts
for the largest part of most U.S. families’ wealth, but home ownership is
unequally distributed along racial and ethnic lines.2' Disparities in
homeownership rates (73 percent for Whites, 47 percent for Latinos, and
45 percent for Blacks), home equity ($86,800 for Whites at the median,
compared to $50,000 for Blacks and $48,000 for Latinos), and
neighborhood housing values substantially contribute to the racial wealth
gap. According to the authors, because White families are more likely to
receive inheritances and other family assistance to put a down payment
on a home, they are often able to acquire home equity many years earlier
than Black and Latino families, offering a head start on wealth-building.

Home equity has historically been an important source of retirement
security as people age. In a 2020 report on retirement security for women
age 70 and older, we found that between 40 and 50 percent of
households with older women who owned a home, either outright or with
a mortgage, reported high confidence in their retirement security,
compared to 24 percent of those who were renting. In addition, renters
were significantly more likely to have low household retirement
confidence than homeowners overall.22 In another study, we found that
renting among Black households increased from 54 percent in 2001 to 58
percent in 2017.22 In contrast, renting among White households ranged
from 26 to 29 percent. Moreover, minority households were more
commonly rent-burdened—that is, rents were above 30 percent of
household income.

20For instance, 88 percent of White, 81 percent of Black, and 80 percent of Hispanic
working households participated when they had access to a defined contribution plan.

21Demos and Institute for Assets and Social Policy, “The Racial Wealth Gap: Why Policy
Matters” (New York: June 21, 2018).

2GAQ, Retirement Secunty: Older Women Report Facing a Financially Uncertain Fulure,
GAC-20-435 (Washington, D.C.c July 14, 2020}

BGA0, Rental Housing: As More Households Rent, the Poorest Face Affordability and
Housing Quality Challenges, GAD-20-427 (Washington D.C.: May 27, 2020).

Page 8 GAO-21-389T



207

And in the 2019 report we previously discussed, other nonretirement
assets (besides home equity or vehicles) such as stocks, bonds, and
savings were a significant source of retirement security for the top qguintile
of households. Estimated average wealth in these assets was about $3.3
million in 2016 for the top quintile, which was more than the average
value of their home equity, 24

Select Regulatory
Issues Related to Fair
Lending and Access
to Credit

New Mortgage Reporting
Requirements Add Data
on Borrowers and Exempt
Small Lenders from
Reporting

The Home Mortgage Disclosure Act (HMDA) requires certain lenders to
collect and publicly report data on the race, ethnicity, and sex of mortgage
loan borrowers. HMDA data are the only publicly available source of
nationwide loan-level data on the supply and demand for mortgage credit.
In 2010, the Dodd-Frank Wall Street Reform and Consumer Protection
Act addressed HMDA data limitations that our 2009 report identified. 2>
Consequently, the Consumer Financial Protection Bureau required
mortgage lenders to report the new data peints starting in 2018.
Examples of some of the new data points include borrower's age,
borrower's credit score, combined loan-to-value ratio, and whether the
loan is an open-end line of credit.

In 2018, Congress passed the Economic Growth, Regulatory Relief, and
Consumer Protection Act, which exempts certain small insured banks and
credit unions from reporting the new HMDA data. Prior to the act, in 2009,
we raised concerns about regulatory burden from additional HMDA
requirements on smaller entities, and in 2018, community banks and

24EA0-19-587

BGEAD, Fair Lending: Data Limitations and the Fragmented U.S. Financial Regulatory
Structire Chal ral ight and Enforcement Efforts, GAO-09-704

(Washington, D C. July 15, 2009)

Page 10 GAD-21-398T



208

credit unions raised similar concerns.2é As required by law, we are

currently reviewing how the reporting exemptions affect HMDA data
availability at the national and local levels.2?

Limited Nonmortgage
Data Have Posed
Challenges for Oversight
and Enforcement of Fair
Lending Laws

There is no parallel to HMDA for data on nonmortgage loans (such as
small business, credit card, and automobile loans). Regulations generally
prohibit lenders from collecting information on applicants’ personal
characteristics to prevent lending discrimination.2® However, some
members of Congress and consumer advocates argue that the prohibition
on data collection has limited the ability of researchers, regulators,
Congress, and the public to monitor nonmortgage lending practices and
identify possible discrimination.2®

As discussed previously, we found that women and minority farmers and
ranchers faced challenges accessing credit, but we could not determine if
this was a result of discriminatory lending practices due to the lack of
personal characteristic data on a large portion of agricultural loan
applications.* Some advocates with whom we spoke expressed concern
about the lack of accurate public information on lending to these groups,
which they said forces them to rely on anecdotal evidence in attempts to
monitor potential discrimination. Similarly, in a July 2008 report we found

BEAD, Communn‘y Banks and Credit Unions: Regulators Could Take Additional Steps to

Adid dens, GAC-18-213 [ gton, D.C.: Feb. 13, 2018).
Intemews and focus groups we ducted with repl i ofr.wer &0 oommunrty
banks and credit unions indi d lations for i char

for p ly illicit activity, and dusclosmg martgage terms and
costs to consumers were the most burdensame.

27Pub. L. No. 115-174, § 104(b) (2018).

28gge 12 C.F.R. § 1002.5(b); see also 12 C.F.R. § 1002.5(a) (setting forth cer‘taln
circumstances when a creditor may obtain otherwise protected appli 1), The
Equal Credit Opportunity Act prohibits creditors from discriminating against credit
applicants on the basis of race, color, religion, national origin, sex, marital status or age
because an applicant receives income from a public i pregram; or b

applicant has in good faith exercised any right under the Consumer Credit Protection Ac‘t
151U.5.C. § 1691(a).

28gection 1071 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
amended the Equal Credit Opportunity Act to require financial institutions to compile,
maintain, and submit to the Consumer Financial Protection Bureau certain data on
applications for credit for wom d, d, and small busi . In
December 2020, the agency reported that it was wnilng proposed regulations to
implement section 1071,

IGEAO-19-539.
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that personal characteristic data would enhance transparency by helping
researchers and others better assess the potential risk for
discrimination. 3!

While requiring lenders to report additional data would impose costs on
them, particularly smaller institutions, options exist to mitigate such costs
to some degree, such as limiting the reporting requirements to larger
institutions. We are currently conducting a review of the Consumer
Financial Protection Bureau and the Office of the Comptroller of the
Currency’s oversight of fair lending.

Regulatory Burden and
Other Factors Can Affect
Access to Financial
Services

In the past two decades, financial regulators implemented many new
regulations in the aftermath of events such as the September 11 terrorist
attacks and the financial crisis in 2007-2009. Community banks and
credit unions have expressed concerns about the burden that additional
regulations have created. The regulations were intended to address the
risks and problematic practices that contributed or led to the events, and
included provisions that ranged from strengthening financial institutions’
anti-money laundering programs to creating additional protections for
mortgage lending and strengthening oversight of financial institutions.

In multiple recent reports, we found some evidence of these rules
affecting access to financial services and creating a regulatory burden for
some institutions.

+ In 2018, we reported that the requirements of Bank Secrecy Act
(BSA) and its implementing regulations may affect access to financial
services in some communities.32 For example, half of the 91 banks
that responded to a GAO survey reported terminating at least one
money transmitter account in 2014-2016.33 Money transmitters
provide financial services to people less likely to use traditional
banking services. In addition, more than 70 percent of Southwest
border banks reported terminating cash-intensive small business

HNGAC-09-T04

RGAD, Bank S y Act: Derisking along the fr Border Highlights Need for
Reguiators to Enhance f ive Reviews, GAD-18-263 (Washington, D.C.: Feb. 18,
2018).

3GAD, Bank Secrecy Act: Examiners Need More Information on How o Assess Banks'
Compiiance Controls for Money Transmitter Accounts, GAO-20-46 (Washington, D.C.
Dec. 3, 2019),
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accounts, such as retail stores and restaurants—partly to manage
perceived regulatory concerns about facilitating money laundering.

« Ten of 11 banks we studied for a 2020 report did not impose any
direct fees or other charges on customers to recoup their BSA-related
compliance costs, but minimized such costs by not offering certain
higher-risk products and services or not servicing certain types of
customers and locations.® For example, at least six of the 11 banks
said they did not offer accounts to money services businesses
because of the potentially greater and more costly due diligence,
monitoring, and reporting involved.

+ Butin another 2018 report, we found that some compliance burdens
arose from misunderstanding these disclosure regulations—which in
turn may have led institutions to take actions not actually required. 2%
We used econometric models to determine that community banks'
small business lending since 2010 can be explained largely by
macroeconomic, local market, and bank characteristics, and that the
potential effect of regulatory changes was likely modest. 3

Nevertheless, we recommended that regulators improve their processes
and procedures. Specifically, in a 2018 report on financial regulators’
compliance with the Regulatory Flexibility Act—intended to minimize
regulatory burden on small entities—we found deficiencies in the way
most financial regulators conducted their regulatory flexibility analyses
when issuing rulemakings.? We recommended that they improve their
related policies and procedures so as not to potentially undermine the
intended goal of the act.

HGAD, Anti-Money Laundan itles Exist to Law Enfe it Use of
Bank Secrecy Act Reports, and Banks Costs to Comply with the Act Varied, GACLZU 574
(Washington, D.C.: Sept. 22, 2020).

#GAO-18-213.
IBGEAQ, Community Banks: Effect of Regulations on Smail Busi Lending and

Institutions Appears Modes!, but Lending Data Could Be Improved, GAD-18-312
(Washington, D.C.. Aug. 6, 2018),

3GAOD, Financial Services Regulations: Procedures for Reviews under Regulatory
Flaxibility Act Need to Be Enhanced, GAD-18-256 (Washington, D.C.: Jan. 30, 2018). The
Regulatory Flexibility Act requires regulatory agencies to provide an assessment—a

gulatory flexibility lysi f a rule's potential impact on small entities and consider
alternatives that may reduce burden. Alternatively, agencies may certify that a rule would
not have a significant economic impact on a substantial number of small entities instead of
performing a regulatory flexibility analysis.
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Fintech Products Help
Some Consumers Access
Credit but Also Raise Fair
Lending Concerns

In a 2018 report on financial technology, we identified several potential
consumer benefits of “fintech” products, including lower cost and
increased access or inclusion.3? Fintech refers to the use of technology
and innovation to provide financial products and services, such as
electronic payments, loans, or financial advice to consumers and
businesses. Because fintech providers often have fewer staff and lower
overhead costs, they may be able to pass these cost savings on to
consumers by offering lower rates or fees on products, including loans.

Fintech has been expanding access for borrowers with weaker credit
histories, or who might have difficulty qualifying under traditional
standards. For example, several (five of 11) fintech lenders with which we
spoke in 2018 said they use alternative data (such as bill payment
history) to supplement traditional data when making a credit decision.?@
Using alternative data may allow fintech lenders to offer loans to
consumers whose traditional credit history may have been insufficient for
banks to extend them credit.

Regulators and industry stakeholders also noted the potential for use of
alternative data to expand access to credit (such as to some among the
estimated 45 million people who lack traditional credit scores) or offer
lower-cost access to financial services. 0 Using alternative data may
enhance assessment of a borrower's creditworthiness. For instance, the
borrower may be placed in a better credit classification and receive lower-
priced credit than would be available using traditional data alone. Fintech
robo-advising services offer low-cost investment advice provided solely
by algorithms instead of humans, which can make that advice more

3BEAQ, Financial Technology, Additi Steps by Regulators Could Better Protect
Ci and Aid Regulatory O ight, GAO-18-254 (Washington, D.C.; Mar. 22,

2018).

BEAD, Fnancial Technology: Agencies Should Provide Clarification on Lenders' Use of
Alternative Data, GAO-19-111 (Washington, D.C.: Dec. 19, 2018). Alternative data consist
of any information not traditionally used by the three national consumer reporting agencies
when calculating a credit score.

40gee Board of Governors of the Federal Reserve System, Consumer Financial Protection
Bureau, Federal Deposit | Ci . National Credit Union Administration, and
Office of the Comptroller of the Cu:rency. Interagency Statement on the Use of Altemative
Dara Jn Credit Underwriting (Washington, D.C.: Dec. 3, 2019). In the statement, the

gnize the p i beneﬁts of ive data and state that a well-
desi d i manag g allows firms to understand the opportunities,
risks and camphance requirements befnre using alternative data
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accessible to consumers who cannot meet account minimums at
traditional advisers.

However, fintech also presents challenges and potential discrimination
risks for borrowers. Borrowers could face challenges in checking and
correcting alternative data that some fintech lenders use to make
underwriting decisions because these data are not typically reflected in
credit reports. 4! Although consumers face risk of discrimination regardless:
of whether they borrow from a traditional or fintech lender, the risks are
not fully understood with fintech lenders that use alternative data. Fintech
firms assessing applicant creditworthiness with information and criteria
highly correlated with a protected class may lead to a disproportionate
negative effect. For example, according to a Federal Reserve System
newsletter, it has been reported that some lenders consider whether a
consumer's online social network includes people with poor credit
histories, which can raise concerns about discrimination against those
living in disadvantaged areas. %2 We are currently conducting a study of
the use of alternative data in mortgage lending.

In conclusion, racial, income, and other disparities have significant
economic impacts, whether they be on the financial services consumers
can obtain and at what cost or on their ability to achieve retirement
security. Fintech may help address some of the access issues, but also
raises some fair lending concerns.

Chairman Green, Ranking Member Barr, and Members of the
Subcommittee, this completes my statement for the record.
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