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Evidence of Disparate Impact. When a lender applies a policy or practice equally to credit
applicants, but the policy or practice has a disproportionate adverse impact on applicants
from a group protected against discrimination, the policy or practice is described as having a
"disparate impact." Policies and practices that are neutral on their face and that are applied
equally may still, on a prohibited basis, disproportionately and adversely affect a person’s
access to credit.

Although the precise contours of the law on disparate impact as it applies to lending
discrimination are under development, it has been clearly established that proof of lending
discrimination using a disparate impact analysis encompasses several steps. The single fact
that a policy or practice creates a disparity on a prohibited basis is not alone proof of a
violation. Where the policy or practice is justified by "business necessity” and there is no
less discriminatory alternative, a violation of the FH Act or the ECOA will not exist.

The existence of a disparate impact may be established through review of how a particular
practice, policy or standard operates with respect to those who are affected by it. The
existence of disparate impact is not established by a mere assertion or general perception that-
- a policy or practice disproportionately excludes or injures people on a prohibited basis. The
existence of a disparate impact must be established by facts. Frequently this is done through
a quantitative or statistical analysis. Sometimes the operation of the practice is reviewed by
analyzing its effect on an applicant pool; sometimes it consists of an analysis of the practice’s
effect on possible applicants, or on the population in general. Not every member of the
group must be adversely affected for the practice to have a disparate impact. Evideace of
discriminatory intent is not necessary to establish that a policy or practice adopted or
implemented by a lender that has a disparate impact is in violation of the FH Act or ECOA..

Identifying the existence of a disparate impact is only the first step in proving lending
discrimination. When an Agency finds that a lender’s policy or practice has a disparate
impact, the next step is to seck to determine whether the policy or practice is justified by
"business necessity.” The justification must be manifest and may not be hypothetical or
speculative. Factors that may be relevant to the justification could include cost and
profitability. o - :
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Even if a policy or practice that has a disparate impact on a proh.ibited basis c.:an‘be justiﬁed
by business necessity, it still may be found to be discnrglmatory if an alternative policy or
practice could serve the same purposé with less discriminatory effect. -

Example: A lender’s policy is not to extend loans for single family residences
for less than $60,000.00. This policy has been in effect for ten years. This
minimum loan amount policy is shown to disproportionately exclude potential
minority applicants from consideration because of their income levels or the
value of the houses in the areas in which they live. The lender will be
required to justify the "business necessity” for the policy.

Example: In the past, lenders primarily considered net income in making
underwriting decisions. In recent years, the trend has been to consider gross
income. A lender decided to switch its practices to consider gross income
rather than net income. However, in calculating gross income, the lender did
not distinguish between taxable and nontaxable income even though nontaxable
income is of more value than the equivalent amount of taxable income. The
lender’s policy may have a disparate impact on individuals with disabilities and
the elderly, both of whom are more likely than the general applicant pool to
receive substantial nontaxable income. The lender’s policy is likely to be
proven discriminatory. First, the lender is unlikely to be able to show that the
policy is compelled by business necessity.” Second, even if the lender could
show business necessity, the lender could achieve the same purpose with less
discriminatory effect by "grossing up" nontaxable income (i.e., making it
equivalent to gross taxable income by using formulas related to the applicant’s -
tax bracket}). '
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Lenders will not have to justify every requirement and practice every time that they face a
compliance examination. The Agencies recognize the relevance to credit decisions of factors
~ related to the adequacy of the borrower’s income to carry the loan, the likely continvation of

- that income, the adequacy of the collateral to secure the loan, the borrower’s past S
performance in paying obligations, the availability of funds to close, and the existence of .
adequate reserves. While lenders should think critically about whether widespread, familiar
requirements and practices have an unjustifiable disparate impact, they should look especially
carefully at requirements that are more stringent than customary. Lenders should also stay
informed of developments in underwriting and portfolio performance evaluation so that they
are well positioned to consider all options by which their business objectives can be
achieved. ‘ :

C. Answers to Questions Often Asked by Financial Institutions and -
. the Public ' : '




