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Abstract

The payday loan industry is one of the fastest growing segments of the consumer financial
services market in the United States. The purpose of our study is to design an environment
similar to the one that payday loan customers face. We then conduct a laboratory experiment to
examine what effect, if any, the existence of payday loans has on individuals’ abilities to manage
and to survive financial setbacks. Our primary objective is to examine whether access to payday
loans improves or worsens the likelihood of financial survival in our experiment. We also test
the degree to which people’s use of payday loans affects their ability to survive financially. We
find that payday loans help the subjects to absorb expenditure shocks and, therefore, survive
financially. However, subjects whose demand for payday loans exceeds a certain threshold level
are at a greater risk than a corresponding subject in the treatment in which payday loans do not
exist.
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|. INTRODUCTION

The payday loan industry is one of the fastest growing segments of the consumer
financial services market in the United States. It sprung up in the early 1990’s
when commercial check cashing stores began offering customers the option of
taking out a short-term loan to help them meet unplanned expenses until their next
payday. Payday loans are short-term loans of $100 to $500 that typically must be
paid back within two weeks or by the borrower’s next payday. The fees for these
loans vary from $10 to $25 per $100 borrowed. Although the loan is unsecured,
the borrower must be employed, provide personal identification, and have a
checking account. While some payday lenders conduct cursory credit checks
using services provided by, for example, Teletrack, payday loans are generally
provided without any formal credit check. One of the appeals of these loans, as
documented in a number of studies (see, for example, Elliehausen and Lawrence
(2001)), is the speed with which individuals can obtain these loans.®  While
relatively easy to obtain, payday loans are expensive when compared to the
interest rates charged on other consumer loans.

The typical payday loan customer is relatively young with a high school
education but little or no college education. They have little money in their
checking account and few, if any, alternative sources of credit because they are at
(or have exceeded) their credit limit, or previously have been turned down for
more conventional consumer loans. Payday loan customers’ most frequently cited
reason for using the loans is to meet unplanned expenses. Rapid growth of the
payday loan industry suggests that this industry evolved to fill a gap in the
consumer credit market not being served by more traditional lending institutions.

Two aspects of payday loans draw significant attention in the policy arena:
(1) interest rates charged for these loans; and (2) the potential effect of these loans
on the “cycle of debt” faced by some consumers.? Interest rates on the majority of
payday loans exceed 300% on an annual percentage rate (APR) basis, causing
some to claim that payday lending is predatory. For example, Stegman and Faris
(2003, p. 20) note that “if repeated, chronic borrowing is as commonplace as it
appears, then the triple-digit APRs charged by most payday lenders may go
beyond what is fair and become abusive and predatory.” Because of these high
interest rates, some critics suggest that interest rate ceilings should be
implemented or propose that the industry be banned altogether. There is also

! One of us took out a payday loan in less than 25 minutes.

% For a more detailed discussion of these and other criticisms of the payday loan industry, see
www.responsiblelending.org. The Center for Responsible Lending, as stated on this website,
serves as “a resource for predatory lending opponents.”
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evidence suggesting that a number of consumers rely frequently on these loans
and, therefore, potentially become caught in what critics call a “cycle of debt.” In
these situations, borrowers can find themselves paying fees for a loan that exceed
the initial loan amount.

Despite these and other criticisms, supporters of the industry contend that
payday lenders are simply providing credit to individuals who otherwise would
not be able to obtain it in the more formal financial sector. Supporters further
argue that the credit obtained in this industry allows individuals to weather short-
term financial disruptions caused by, for example, unexpected expenditures.
Additionally, a comparison of the costs of payday loans with, for example, the
costs of bounced checks indicates that payday loans may not be the most
expensive choice individuals face.?

The objective of our study is to design an environment similar to the one
that payday loan customers face and conduct a laboratory experiment to examine
what effect, if any, the existence of payday loans has on individuals’ abilities to
manage and to survive financial setbacks. In our experiment, we control a
number of features that allow us to examine the effect of payday loans in different
treatments. Each participant faces the same payday loan fee, the same distribution
of anticipated monthly expenditures, and the same distribution of unanticipated
shocks. The supply of payday loans is also exogenously imposed so as to focus
solely on the demand-side of the equation.

In contrast to field studies that cannot directly measure the welfare of
individuals, all individuals start off on the exact same footing and thus we can
directly measure how well different sets of subjects manage their induced
financial circumstances. By randomly assigning participants to different
treatment conditions, our results allow us to comment on how payday loans affect
an individual’s ability to adjust financially to unexpected expenditures.* Our
analysis also allows us to comment on the extent to which individuals’
consumption decisions result in a demand for payday loans that potentially creates
and/or compounds financial difficulties.

® In the May 2005 issue of Consumer Reports, a comparison of the implicit APR on bounced
checks, overdraft protection, and several other forms of overdraft protection were compared.
Depending on the total cost assumed, the APR for overdraft protection ranged from 608% to
791% and the APR for bounced check fees ranged from 487% to 730%.

* There is no random assignment of people to conditions with and without payday loans in field
studies.



The paper is organized as follows: the next section, Section Il briefly
summarizes the literature on payday loans. Section Il describes the experimental
design and procedures. Then in the next section we present hypotheses and the
semi-parametric model to evaluate them. Section V discusses our results, and the
final section summarizes our conclusions.’

Il. PREVIOUS RESEARCH

Among the earliest research, Caskey (1994) describes the features of fringe
banking and describes those who use fringe banks to obtain financial services.® A
growing number of studies examine in more detail various aspects of the industry.
Several papers focus on the determinants of the location decision of payday
lenders (Graves (2003), Burkey and Simkins (2004), Graves and Peterson (2005),
Prager (2009), and Damar (2009)). The results of several of these papers are
consistent with claims that payday lenders may fill a void created by the departure
of more traditional lending institutions. These results would also partly explain
the rapid growth in the demand for payday loans. Several other studies focus on
the cost and revenue structure of payday lenders, on payday loan pricing behavior,
on the profitability of payday lenders, and on payday lender and borrower
behavior (Stegman and Faris (2003), Flannery and Samolyk (2005), Skiba and
Tobacman (2007), DeYoung and Phillips (2009), Agarwal, Skiba, and Tobacman
(2009), and Bertrand and Morse (2009a, 2009b)). The remainder of the most
recent research on payday lending focuses on why individuals might use payday
loans and on the effects of payday lending on a variety of economic outcomes.

The evidence concerning whether access to high interest rate loans has a
beneficial or adverse effect on economic outcomes is mixed. A number of studies
have found that payday lending has a harmful effect on individuals or causes an
increase in adverse economic outcomes (Carrell and Zinman (2008), Campbell,

® Appendix A provides the instructions for the experiment. Another appendix, available upon
request, includes a discussion of three subjects in one of the treatments as examples of how
payday loans aided, harmed, or could have aided subjects.

® Fringe banks also include, for example, check-cashing establishments and pawn shops. A
number of recent studies provide additional descriptive analyses of the growth of payday lending,
the characteristics of payday borrowers, and public policy issues related to the industry (Fox
(1999/2000), Caskey (2001, 2002, and 2005), Stegman (2001), Barr (2004), Bair (2005), Pyper
(2007), Stegman (2007), and Lawrence and Elliehausen (2008)). While Chin (2004), Chessin
(2005), Butler and Park (2005), Mann and Hawkins (2007), and Huckstep (2007) also include
descriptions of payday lending and further document its growth, these studies focus more on the
legal and regulatory aspects of the industry. Skiba and Tobacman (2008) offer several theoretical
explanations (e.g., high discount rates) for why individuals use high interest rate loans and
conclude (p. 16) that “the naive and sophisticated quasi-hyperbolic models perform better than the
exponential model at explaining payday borrowing, repayment, and default.”



Martinez Jerez, and Tufano (2008), Melzer (2009), Melzer and Morgan (2009),
Skiba and Tobacman (2009). At the same time, several other studies find that
access to higher interest rate loans and payday loans in particular have a
beneficial effect or cause a reduction in adverse economic outcomes (Morgan
(2007), Morgan and Strain (2008), Morse (2009), Karlan (2010), and Karlan and
Zinman (2010)).

The results of two studies on the effect of payday loans on personal
bankruptcy are also mixed. Skiba and Tobacman (2009) find that payday loans
increase the incidence of personal bankruptcy, while Lefgren and Mcintyre
(2009) find that the existence of payday loans has no effect on bankruptcy rates.

[1l. EXPERIMENTAL DESIGN AND PROCEDURES

In this paper, we use a laboratory experiment to examine the extent to which the
existence and use of payday loans affect an individual’s ability to manage and
survive financial setbacks with uncertain and unforeseeable expenditures and a
certain fixed income.” We consider two economic treatments: the Loan (L)
treatment, in which payday loans are a financing option; and (2) the No Loan (NL)
treatment, in which payday loans do not exist. ~ This second treatment is
motivated by our interest in examining whether the existence of payday loans
alters subject welfare. Given that we did not know ex ante the extent to which
subjects would put themselves into financially tight circumstances, we conducted
our first sessions with a liberal maximum number of overdraft checks, eight. This
maximum kicked in after the first experimental month in a session of 30 months,
S0 as to not penalize the subjects too harshly for poor decisions in their first
month.  After observing 45 subjects in this treatment, we then introduced a
treatment that could increase the demand for payday loans by reducing the
availability of the alternative, namely we limited each subject to a maximum of
two instead of eight overdraft checks after the first month.

An additional treatment variable is whether or not each participant loses
utility from writing a check when there are insufficient funds in the participant’s
account. In the Overdraft Protection treatment, the participant is charged a fee
and, implicitly, the bank covers the check so that the participant does not incur
any negative consequences from the payee for writing a check with insufficient
funds in her account. In this paper, we refer to these types of checks as
overdrafts. 111 participants faced this treatment condition, 54 without access to

" See Smith (1994) for an excellent discussion of using experimental economics to evaluate policy
prescriptions in general and Wilson (2007) for a discussion on the use of experimental economics
to examine issues in antitrust.



loans and 57 with access to loans. We subsequently conducted a harsher
treatment, the No Overdraft Protection treatment, which penalizes participants
who “bounce checks” on bills. The penalty, however, is delayed until the next
month as it takes time for the check to fail to clear.® In the treatment without
overdraft protection, we refer to checks written without sufficient funds and,
therefore, checks that incur both a fee and a subsequent penalty as bounced
checks. 162 participants faced this treatment, half without access to payday loans
and half with access to payday loans. The 2° design is summarized in Table 1.

Table 1. Experimental Design
(Number of Subjects)

Overdraft Protection Treatment

No Loan Loan Total
NL8 L8
8 Overdrafts (23) 22) 45
NL2 L2
2 Overdrafts (54) (57) 111
Total 77 79 156

No Overdraft Protection Treatment

No Loan Loan Total
NL8 L8
8 Bounced Checks (41) (41) 82
NL2 L2
2 Bounced Checks (40) (40) 80
Total 81 81 162

Each subject earns cash based on a series of financial and consumption
decisions over thirty 28-day months, or 840 periods. Each day lasts four seconds.
Participants are seated at visually-isolated carrels, with each subject using a
computer to access information, such as the instructions (see Appendix A) and
their financial situation (e.g., historical payments, current balance, bills due), and
to enter their decisions (e.g., which bills to pay). Subjects earn US dollars by
consuming goods for which they have bills to pay in experimental dollars. Each
bill appears 28 days before it is due. When a bill appears, a subject receives
“consumption points”, or “utility” in the vernacular of economics, for a good or
service. Each consumption point equals one US cent in earnings for the subject.

® The penalties associated with bouncing a check represent any costs imposed on individuals by
merchants. In addition to charging individuals for bounced checks, merchants may post the
individual’s name and/or refuse to conduct business with that individual in the future.



Failure to pay bills on time leads to penalties in the form of deductions from a
subject’s accumulated consumption points.

Each subject is endowed with a starting balance of 50 experimental dollars
(E$) and collects biweekly paychecks of 475 experimental dollars. The final
balance of experimental dollars is converted into US dollars at the rate of E$400 =
US$1. For ease of discussion, $ will denote experimental dollars, except for any
reference to actual payouts of cash to the subjects at the end of each session.

We chose bill and income parameters to place subjects in tight financial
situations so that failure to survive financially results in the termination of the
ability to earn money during the session. Each month a subject must accrue a
minimum of 100 consumption points. If a subject fails to meet the monthly
minimum of 100, the subject may no longer participate in the session. We chose
this monthly minimum to induce a reason for the subjects to pay bills. We also
chose it to create an incentive for subjects to continue to participate in the
experiment to increase their earnings. This minimum threshold, therefore,
conveniently serves as the primary means for us to measure how loans affect the
ability of subjects to extend their participation and, as we discuss later, to survive
financially.

A bar graph at the bottom portion of the screen continuously updates the
number of consumption points that a subject has accumulated in a month (see
Figure 1 for a screenshot for a subject in the Loan treatment). Once a subject is
eliminated, he or she can no longer make decisions or earn money in the
remaining periods. However, in an effort to not disrupt those subjects who
continue to participate, these subjects remain at their computer terminals until all
subjects in the laboratory complete the session. Eliminated subjects may surf the
Internet or participate in a quiet activity, such as reading, without leaving their
carrel.

The series of monthly bills faced by each subject is given in Table 2.
Over time, subjects become familiar with these basic monthly bills, as they appear
each month 28 days before their due date. As mentioned in the introduction,
meeting unplanned expenses is the most frequently cited reason for why payday
loan customers’ take out payday loans. To capture this feature in the experiment
we implemented large bill shocks that yield no consumption points but carry hefty
penalties if they are not paid. These additional bills are more irregular and
infrequent, and are not known to the subjects until the bills appear on each
subject’s computer screen 28 days before they are due. Table 3 lists these bill
shocks.



Figure 1. Screenshot for Subject in the Loan Treatment
*N.B. The only difference for subjects in the No Loan treatment is that they did not have the loan frame in the bottom

right corner. The consumption point counter in the bottom middle portion of the screen turned from red to green
when the subject met the minimum threshold of 100 consumption points to continue on to the next month.

Table 2. Monthly Bills

Day Description Amount | Days until Consumption Penalty
due Points

2 Rent 304 28 38 38

3 Cell Phone 48 28 6 5

6 Utilities 88 28 11 11
11 Groceries 120 28 15 15
16 Cable/Internet 96 28 12 6

17 Insurance 112 28 14 7

21 Credit Card 80 28 10 10




Table 3. Other Unexpected Bills (or Shocks)

Month/Day Description Amount Days until Consumption | Penalty
due Points

4/7 and 21/7 Vet Visit 180 28 0 45

10/7 and 26/7 | Dentist Appointment 190 28 0 48
15/7 Car Repair 200 28 0 50
18/7 Taxes 212 28 0 53
2317 Appliance Repair 148 28 0 37
2417 Car Repair 152 28 0 38
26/7 Driving Violation 200 28 0 50

An individual decides which bills to pay and when to pay them. The total
amount of bills to be paid over the course of the experiment is $26,244 and the
total amount of income (plus the starting balance) is $28,075.° Thus bills
comprise 93.5% of a subject’s income, leaving just 6.5% for discretionary
spending. As presented in Table 4, subjects also can choose to purchase optional
consumption items at a take-it-or-leave-it price when they become available.
Subjects are not informed of the frequency or type of consumption items offered
in advance. Purchase of consumption items provide consumption points, which
accrue to each subject’s earnings. If a (frugal) subject refrains from buying any
optional consumption items (and pays all bills on time), he or she will survive
until the end of the experiment without taking out a payday loan, bouncing a
check, or relying on overdraft protection.

Payment for consumption items is due at the time of purchase. Notice that
optional consumption items generate consumption points at twice the rate that
bills do. This is meant to capture the more hedonistic pleasure of leisure activities
relative to the mundane consumption of utilities, for example. We assume that a
vendor has no recourse if a participant bounces a check on an optional
consumption item. However, the treatment conditions limit the total number of
bounced checks (or overdrafts) to two or eight, so that bouncing checks (or
writing overdrafts) eventually catches up with a participant.

Bounced checks or overdrafts are permitted in all of the experimental
sessions, though as described at the onset of this section, the maximum number
permitted varies with the treatment. Each bounced check or overdraft leads to a

® Since the experiment ends after 30 experimental months, this calculation omits the last paycheck
on day 28 of month 30 which could not be used to pay bills, nor the last month’s set of bills to
appear which would come due the following month.




fee of $35, regardless of the amount of the check. When a participant bounces a
check on a bill in the No Overdraft Protection treatment, he avoids the
consumption point penalty in the current month, but this is only temporary as the
penalty then hits the participant on day 23 of the following month. The bill also
remains unpaid. The Overdraft Protection treatment differs in that the participant
avoids the consumption point penalty in the next month. The bill, however,
remains unpaid and the participant is still assessed the $35 fee for the overdraft.™

Table 4. Consumption Item Purchase Opportunities

Month/Day | Frequency Item is Description Price Consumption Points
Introduced Offered

1/7 Monthly Movie 24 6

1/17 Monthly Club 32 8

2/22 Monthly Hobby 28 7

3/19 Monthly Concert 36 9

5/9 Bi-Monthly Sporting Event 80 20

6/2 Tri-Monthly Vacation 200 50

All unpaid bills for the month appear as a lump sum item, “Previous
Unpaid Bills”, on the first day of the following month and are due 28 days later.
If a participant fails to pay the previously unpaid bills, he or she incurs the
associated consumption point penalty (in the case of utilities, 11 points) and the
amount is rolled over to the next month until it is paid.

The computer serves as the payday loan lender in this experiment. The
payday loans offered in this experiment are always $200 at a fee of $35, which is
typical of the rate found in naturally occurring markets. No subject may take out
a loan more than twice ($470) per biweekly pay period (recall the $475
paycheck). Note that the fee for bouncing a check or writing an overdraft is the
same as the fee for taking out a $200 loan. All loans automatically are repaid on
the next payday. All sessions begin without loans available and then on day 27 in
month 2, the subjects in the Loan treatment receive the additional instructions on
the availability of loans and how they work. Loans always are referred to in the
experiment as “loans” and not “payday loans.”

A total of 318 subjects participated in the experiment conducted at a large
state university in the spring and fall of 2006 and the spring of 2007. Subjects
were undergraduate students recruited from the university at large, many from a

191n the Overdraft Protection treatment, the “unpaid” bill represents the sum the individual must
implicitly pay the bank which has “covered” the check.



table in front of a cafeteria. Participants received $7.00 for showing up on time
and additional earnings from the experiment itself. Table 5 reports the summary
statistics on the subject earnings by treatment.

Table 5. Summary Statistics on Earnings in US$*

Overdraft Protection

L2 NL2 L8 NL8
Mean 23.59 23.40 20.99 20.58
Median 26.09 24.32 17.94 16.27
Minimum 3.05 2.29 2.69 3.24
Maximum 37.57 37.48 37.30 37.47

No Overdraft Protection

L2 NL2 L8 NL8
Mean 7.38 13.48 17.78 17.71
Median 11.13 6.86 16.61 17.16
Minimum 3.01 2.87 2.86 2.75
Maximum 37.57 37.57 36.74 36.93

* Does not include $7.00 show-up payment.

Each subject was seated at a computer terminal and privately read the self-
paced instructions on the screen. The experiment began after every subject had
completed reading the instructions. Each session typically lasted approximately
75 minutes and no subject participated in more than one session (though several
attempted to do so). The subjects were told that the experiment would not last
longer than 90 minutes and so ended well in advance of this limit even if they
survived until month 30. Earnings were paid privately at the conclusion of the
experiment.

Before discussing the results we briefly comment on what we can learn
about payday loans in the laboratory vis-a-vis the field. A natural question might
be, how can we compare the consumption in the experiment with the consumption
in the naturally occurring economy?  The answer to this question lies not in
explaining how the benefit of paying a grocery bill in our one hour computer
exercise somehow corresponds to the benefit of supermarket purchases by a 30-
year old single mother of two in rural Virginia. Our aim is to observe what
groups of cash-motivated participants do and do not do when faced with a focused
task; and here’s the key, when replicated under a common set of initial conditions.
The typical consumer of payday loans is scraping by month to month and lives in
a world full of financial shocks whose frequency and magnitude cannot be



anticipated. The policy question that is debated is whether payday loans help or
hinder these people scrape by. To this end we designed a novel computer
exercise in which each subject must also scrape by from period to period to
continue earning money.** The objectives of the single mother of two and our
typical undergraduate participant are clearly different, but how they go about
satisfying their objectives involves analogous trade-offs. Both can indulge in or
forego optional consumption purchases when they are affordable, and both can or
cannot take out loans to finance optional purchases when they are not affordable.

The most important feature of our design is that, despite their meager
means, our subjects are strongly induced to strive to participate further in the
experiment in much the same way that a single mother of two in Virginia strives
to make ends meet as a basis for further striving. Furthermore, no data, that we
are aware of, has been collected on the number of payday customers that make
good decisions with payday loans. One benefit of experimental economics is that
in the laboratory, the counterfactual, which is unseen in the naturally occurring
economy, comes to light. While field data sets may reflect the circumstances of
actual payday loan customers, they cannot control for the circumstances under
which these customers may need to use them. Nor can they randomly assign
people to conditions with and without access to payday loans to assess the
efficacy of payday loans. In sum, a laboratory experiment complements field
studies with actual payday loan customers by providing data on what cannot be
studied in the field.

IV. HYPOTHESES

Our primary objective is to examine whether access to payday loans influences
individual welfare and, more specifically, the likelihood of financial survival in
our experiment. There are other measures of welfare on which to assess the
impact of payday loans in the naturally occurring economy, but the key feature of
our design is the necessity of surviving month to month to earn more money in
the experiment. By design participants must earn $1 by making ends meet to
continue on in the experiment. Hence, the likelihood of survival is the most
important determinant of a subject’s earnings. All other measures are secondary
to this primary determinant of participant earnings.

To examine what effect the existence and use of payday loans have on the
likelihood of financial survival, we employ the popular proportional hazards

' To our knowledge this is the first economic experiment in the laboratory to employ an
endogenous survival mechanism.



model developed by Cox (1972).* In the presence of right censoring, this method
of analyzing the effect of covariates on the hazard rate assumes
that A(t;) =e®™ 2, (t;) , where A is the hazard function for individual i at time t, x is

the covariate vector associated with the parameter vector B, and /4, is the baseline

hazard. For a treatment dummy variable, the Cox model affords a simple
interpretation of the “relative risk” for our No Loan treatment. Subjects in the No
Loan treatment are e’ times less likely to survive financially than those in the
Loan treatment. In other words, we have a measure of the difference in
survivability between those who do and those who do not have access to payday
loans. For continuous covariates, the exponentiated estimated coefficients are
interpreted as the effect of a unit change in the covariate on the relative hazard.

For example, ek implies that a one-unit increase in the first covariate changes the

hazard by (eﬁl— 1) x 100 percent. An attractive feature of the semi-parametric
Cox regression is that it makes no assumption about the parametric distribution of
the length of financial survival.

Specifically, we include a number of covariates in our Cox regression.
The first covariate, CIPercent, measures the expenditures on optional
consumption items as a percentage of total income.*®> NumberLoans equals the
number of loans that subject i took out in the Loan treatment.** EarlyPenalties
measures the number of consumption point penalties that the subject incurred in
the first two months. We also include several dummy variables as covariates.
No Loan equals 1 if the subject is in the No Loan treatment, and equals zero if the
subject is in the Loan treatment. 2BC equals 1 if the subject is in either of the

12 Kiefer (1988) presents a thorough introduction to the analysis of duration data and subsequent
use of hazard models in economics. For a less formal discussion of duration models, see Kennedy
(2003).

13 Because the set of opportunities for optional consumption items is fixed over a six month cycle
and is the same cycle for every subject, the danger is minimal that the length of financial survival
affects the covariate CIPercent, which is measured as a percentage over all months of survival.

Y If the duration of financial survival definitionally (or involuntarily) determined the
NumberofLoans that a subject would take out, then we would have the problem of an endogenous
covariate and hence a biased interpretation of the hazard ratio for this covariate. For example, a
Cox model to assess whether casualties affect the duration of war has the endogeneity problem
that war duration also causes deaths. Each subject in our experiment, however, has a choice of
whether or not to put themselves into a position to need a payday loan at any time during the
experiment: early, middle, or late. In other words, NumberofLoans is independent of time. Just
because a subject survives longer doesn’t mean that the subject is going to put, or not put, him- or
herself into a financially precarious position of needing to take out a loan. A scatterplot of
NumberofLoans against months of survival reveals no uniform relationship across our subjects,
and a simple OLS regression of NumberofLoans on months of survival (for all the subjects in the
Loan treatment) confirms this with an R? of 0.01 and a F; 155 = 1.95 (p-value of 0.1649).



maximum of two bounced checks or maximum of two overdraft checks
treatments. 2BC, therefore, equals zero if the subject is in a treatment that allows
her to bounce up to eight checks or write up to eight overdraft checks.
NoOverdraft equals 1 if the subject is in the No Overdraft Protection treatment,
and equals zero if the subject is in the Overdraft Protection treatment. And
finally, Female equals 1 if the subject’s gender matches the variable’s name.

Our hypotheses are as follows. Our primary hypothesis is that the No
Loan treatment decreases the likelihood of financial survival because those
subjects do not have access to the loans to absorb the bill shocks ($, > 0). Critics
of payday loans contend that people subjects may be caught in a “cycle of debt.”
Thus, an increase in the NumberLoans variable is hypothesized to decrease the
likelihood of financial survival. Similarly, an increase in the use of loans results
in more expenditures on loan fees and, therefore, results in fewer funds available
to pay for expected bills and unexpected shocks. Both of these interpretations
suggest that increases in the number of loans will reduce the likelihood of
financial survival (£, > 0).

We also expect that those subjects who can bounce no more than two
checks or write no more than two overdrafts are less likely to survive financially.
2BC, therefore, decreases the likelihood of financial survival because the subjects
have fewer opportunities to use bounced checks or overdrafts as a means to
absorb bill shocks (£, > 0). We also expect that NoOverdraft will decrease the
likelihood of financial survival because, all else fixed, subjects incur additional
penalties when bouncing checks (in comparison to overdrafts). We hypothesize
that the additional penalties in the No Overdraft Protection treatment will make it
more difficult to survive (3 > 0).

We also hypothesis that increases in the CIPercent variable will decrease
the likelihood of financial survival, as purchasing optional consumption items
results in fewer funds available to pay for expected bills and unexpected shocks as
they arise (s > 0).  Further, an increase in the EarlyPenalties variable is
expected to decrease the likelihood of financial survival as it difficult to continue
in the experiment if one incurs penalties early in the experiment.”® And finally,
we have no reason to predict a gender effect in this experiment.

15 Because EarlyPenalties measures the number of penalties only in the first two months and a
subject cannot die until the end of the second month, months of survival cannot affect
EarlyPenalties. Hence, EarlyPenalties is not an endogenous covariate.



Before proceeding further we note that in analyzing the data we found a
software bug that differentiated the environmental conditions of a small subset of
the subjects (11%) from the others in the Overdraft Protection treatment only.
Specifically, if a subject attempted to repay his or her “Previous Unpaid Bills”
exactly on the first of the month, the software recorded the payment in the
accounting ledger of the subject, but this line item for “Previous Unpaid Bills”
would appear again in the next month to be repaid a second time. Thus, to
survive these subjects would have to pay their unpaid bills twice, making their
financial survival that much more difficult.’® This software problem affected four
subjects in the NL8 treatment, seven in the L8 treatment, twelve in the NL2
treatment, and thirteen in the L2 treatment. Fortunately, we can include these
subjects in the Cox regression as “alive” or surviving for the month before the
software bug affected them. That is, in the month prior to the problem they are in
exactly the same circumstances as all the other subjects in the experiment with the
observation that they are still surviving in the experiment.*’

V. RESULTS

The estimates from the Cox regression are reported in Table 6. We report the
results of the three primary treatment conditions in two model specifications, with
and without the behavioral variables and gender. The estimated hazard ratio for
the No Loan treatment is 1.31 and is statistically different from one (p-value =
0.0550) in the full model. The estimate in the treatment dummy only model is
1.24 (p-value = 0.0650). The interpretation of this estimate is that the No Loan
treatment increases the relative hazard of financial survival in our experiment by
31 percent. After controlling for the expenditures on the optional consumption
items, the subjects without access to loans are at a nontrivially higher risk. Hence
we find that the existence of payday loans, all else fixed, increases the probability
of financial survival by 31%. In the specification that only includes the treatment
dummy variables, the probability of financial survival by 24%. Payday loans,

1 Amazingly some subjects did.

7 Medical studies that utilize this model often have many subjects coded similarly. The Cox
survival model explains how long a subject survived since a treatment condition began and takes
as an input whether or not the subject is currently alive at the time of monitoring. In a cross
section of individuals it is not necessary that the individuals all have the same opportunity to
survive, which in our case is 30 months, nor furthermore does the model assume that all subjects
must have enough time to expire (in medical studies this means actually dying) for there to be
useful information for the proportional hazard. Thus, if we “monitor” the subjects before the
software bugs hits, they are coded as alive up until this point. We cannot simply drop these
subjects without introducing a bias into results as there may be a latent variable that selects these
individuals to pay their bills on the first day of the month.



therefore, are a means for the subjects to absorb shocks when, for example, they
do not sufficiently save for the unexpected “rainy days”.

Taking out the loans, however, does not come without its risk. The
estimated coefficient for the NumberLoans variable indicates that each additional
loan increases the relative hazard by 3 percent and is highly statistically
significant (p-value = 0.0090)."* Thus, we find that a sparing use of loans
enhances the survivability of the subject relative to the No Loan treatment. The
model predicts that a subject taking out ten or fewer loans in the Loan treatment
has a lower hazard rate than a corresponding subject in the No Loan. However,
taking out more than ten loans puts the subjects at a greater risk than a
corresponding subject in the No Loan treatment.

Table 6. Estimates of the Cox Proportional Hazard Model for Months Survived

Pi % z-stat  p-value P; % z-stat p-value
No Loan 0.2137 1.24 1.516 0.0650 0.2666 131 1.58 0.0550
2BC 0.0689 1.07 0.468 0.3200 0.2315 1.26 1.55 0.0600
NoOverdraft 0.9343 2.55 6.086  <0.0001 0.3974 1.49 2.37 0.0090
NumberLoans 0.0249 1.03 2.37 0.0090
ClPercent 0.1017 1.11 4.41 <0.0001
EarlyPenalties 0.0844 1.09 14.05 <0.0001
Female 0.0849 1.09 0.58 0.5600
LR(3)=42.8 <0.0001 LR(7) =230 <0.0001

318 Obs. 318 Obs.

The interpretation of the No Loan and NumberLoans variables provides us
with an opportunity to offer some comments about what effect both the existence
and use of payday loans has on the subjects’ abilities to survive financially in our
experiment. In our experiment, 160 subjects had access to payday loans. Of
those 160 subjects, 35 of them took out more than ten payday loans. Based on the
results of the above hazard model, the predicted probability of survival for these
35 subjects (i.e., 21.9% of the subjects with access to payday loans) was lower
than that for otherwise identical subjects in the No Loan treatment. At the same
time, the predicted probability of financial survival for the remaining 125 subjects
for whom payday loans exist was higher than that for otherwise identical subjects
in the No Loan treatment. In other words, while some subjects’ financial survival
was adversely affected by their use of payday loans, the majority of subjects in
our experiment (i.e., 78.1% of the subjects with access to payday loans) benefited
from both the existence of and their subsequent use of payday loans.

8 The additional covariates of the square of NumberLoans and an interaction variable of
NumberLoans x CIPercent are both highly insignificant.



The restriction of the number of bounced checks (and overdrafts) to two
has a significant impact on the ability of our subjects to survive financially.
Relative to the 8BC treatment, the 2BC treatment increases the probability of
failure by 26 percent (p-value = 0.0600). Even after taking into account the costs
associated with bounced checks and overdrafts, this result implies that subjects’
abilities to survive financially are greater when the subjects are allowed to bounce
more checks or to write more overdraft checks. This result, however, is not robust
to the different models. In the streamlined model, 2BC is not statistically different
from 1 (p-value = 0.3200).

As hypothesized, the estimated coefficient for the NoOverdraft variable is
positive and statistically significant (p-value = 0.0090) in the full model. This
result indicates that those subjects in the NoOverdraft treatment are 49% less
likely to survive financially. Without the behavioral variables, the NoOverdraft

variable has an extremely large impact (eﬂ3 = 2.55, p-value < 0.0001).

We also find that an increase in the ClPercent variable increases the
probability of financial failure. Specifically, a one percentage point increase in
the share of income used to purchase optional consumption items will increase the
probability of financial failure by 11% (p-value < 0.0001). Figures 2 and 3 plot
the expenditures on optional consumption items as a percentage of income against
the number of months of financial survival and reveals a rather clear linear
relationship between the two variables for subjects when the ClPercent is greater
than 6.5% in the 2BC treatment.® This figure clearly shows that the frugal
participants who spend less than 6.5% of their income on optional items generally
survive until the end of the experiment; the exceptions are the subjects that make
early mistakes by failing to pay a bill associated with a large penalty.?
Furthermore, the more that subjects spend on optional items beyond 6.5% the
fewer months they survive.

The estimated coefficient for the EarlyPenalties variable is also positive
and statistically significant (p-value < 0.0001). As expected, increases in the
number of penalty points in the first two experimental months cause an increase
in the probability of financial failure. Specifically, each additional penalty point

9 Recall that monthly bills and other shocks represent 93.5% of the subjects’ income. The
subjects, therefore, can use 6.5% of their income for optional/discretionary spending (or saving).

2 For example, often if a subject fails to pay the rent bill early in the experiment, there is little that
a subject can do in the early months to overcome its associated penalty.



causes the probability of financial failure to increase by 9%.? And finally, we
find that gender has no effect (p-value = 0.5600).
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Figure 2. ClPercent Plotted Against Months of Financial Survival for No Overdraft Treatment

We conclude this section with observations on the spontaneous order
plotted in Figures 2 and 3. Notice how uniformly people survive until the end of
the experiment (once they make it past the first 5 months), if they restrain their
purchases of optional consumption items to less than 6.5% of income. Recall that
by design a solvent subject can only spend 6.5% of income on discretionary
spending over a full 30 months of the experiment. For subjects who more
liberally spend their income on the optional consumption items, there is a near
linear inverse relationship between the months survived and the percentage of

1 One possible explanation for this result is that the EarlyPenalties variable may capture the
effects of the financial skills that each subject brings with her/him to the experiment. We would
expect that subjects who know how to pay bills, manage their financial situation, ... etc. are less
likely to incur penalties early on in the experiment. Hence, the EarlyPenalties variable may also
serve as proxy for personal finance skills. Regardless of the interpretation, increases in this
variable have a negative effect on the probability of financial survival.



income used to purchase optional consumption items. Considering that people
whose ClPercent < 6.5% take out very few loans, the above analysis indicates
that loans are an effective tool to allow people with CIPercent > 6.5% to survive
longer, as long as they do not overuse them.
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V1. CONCLUSION

The payday loan industry has received intense scrutiny by policy makers and
consumer advocacy groups. This is not a surprising development given the
industry’s growth, the high interest rates charged on payday loans, and the much-
publicized news accounts of those individuals whose repeated renewals of just
one payday loan resulted in finance charges that far exceed the initial loan. Given
both these high interest rates and allegations of excessive borrowing by some
payday loan customers, a number of critics conclude that the payday loan industry
represents abusive if not predatory lending. Not surprisingly, some of these same



critics have suggested interest rate caps as a remedy while others have argued that
the industry should be banned altogether.

In this paper, we design an environment similar to the one that payday
loan customers face. We then conduct a laboratory experiment to examine what
effect, if any, the existence of payday loans has on individuals’ abilities to
manage and to survive financial setbacks (as represented by unexpected
expenditures). Our primary finding addresses the question as to whether access to
payday loans improves or worsens the likelihood of financial survival in our
experiment. We also test the degree to which people’s use of payday loans affects
their ability to survive financially. We find that payday loans are a means for the
subjects to absorb expenditure shocks and, therefore, survive financially. Taking
out payday loans, however, does not come without its own risks. Subjects whose
demand for payday loans exceeds a certain threshold level are at a greater risk
than a corresponding subject in the treatment in which payday loans do not exist.
While some subjects’ financial survival was adversely affected by their use of
payday loans, we found that the majority of subjects in our experiment benefited
from the existence of and their subsequent use of payday loans.
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APPENDIX A: EXPERIMENT INSTRUCTIONS

<page 1>
Welcome
This is an experiment in the economics of decision-making. The instructions are
simple. If you read them carefully and make good decisions, you may earn a



considerable amount of money that will be paid to you in cash at the end of the
experiment.

From this point on, all references are in terms of computer dollars. In this
experiment you will have a series of bills you must pay over the course of some
days and months. Some bills will come on a monthly basis and some will be one
time only.

Bills are located in the upper left portion of the screen and will appear throughout
the experiment. Each bill will be due in some number of days after it appears.
This means it must be paid on or before the due date. To pay a bill, highlight it by
clicking on it and press the [FENISCICCICOREIN button.

Each bill will have an amount due. Your account balance is located in the
“Account History” frame in the bottom left portion of your screen. This section
of your screen records a history of your transactions and your current balance.

<page 2>

Consumption Points

When a bill appears you will earn consumption points. You can think of
consumption points as the benefit you receive from consuming the item on the
bill. The consumption points you earn from any given bill is located under the
“Consumption points” column in the bills frame.

Every consumption point you have at the end of each month will earn you one
cent that will paid to you at the end of the experiment. Your monthly
consumption point total will be reset to zero at the beginning of the month.

If you do not pay a bill, you may incur a consumption point penalty. The penalty
for not paying a bill is located under the “Penalty” column in the Bills section.
The penalty will be subtracted from your monthly consumption point total. That
bill will then appear next month as “Previous Unpaid Bills” in bill section. You
will continue to incur the consumption point penalty each month until you pay it
off.

<page 3>

Consumption Points Continued

Each month consumption items will also be available for purchase. These items
are located in the top right portion of your screen.



Consumption items are optional purchases; there is no penalty if you do not
purchase them. If you do purchase a consumption item, then the cost will be
subtracted from your balance and the consumption points will be added to your
monthly total.

At the end of each month, which is every 28 days, your consumption points will
be added to your earnings. They will then be cleared out.

Each month you must consume a minimum of 100 consumption points. It is
important to note that if you do not reach this minimum by the end of each month,
your participation in the experiment will end.

<page 4>

Bills continued

If you pay a bill that is greater than your account balance, meaning you don’t have
enough money to pay for it, you will incur a non sufficient fund (NSF) fee. If this
occurs, only the NSF fee of 35 dollars will be subtracted from your balance, and
you will avoid the consumption penalty. However, the amount of the bill and its
associated penalty will appear next month as part of the “Previous Unpaid Bills”.

You can only incur 2 NSF fees.

On the 14™ and 28™ of every month you will receive a paycheck in the amount of
475. This will be added to your account balance.

<page 5>

At the end of the experiment your balance will be converted to cash at a rate of 4
computer dollars to one US cent. This cash will be added to your “Earnings”
from the consumption points, which is displayed at the bottom of your screen.

Important Items for Review
(1) Every consumption point you have at the end of a month will earn you
one US cent.
(2) If you do not accumulate the minimum number of consumption points by
the end of a month, your participation in this experiment will end.

If you feel you are prepared to proceed with the actual experiment, click on the
Start button. The experiment will begin once everyone has clicked on the Start
button. If you have a question that you feel was not adequately answered by the
instructions, please raise your hand and ask the monitor before proceeding.



<Loan treatment instructions on day 27, month 2>

Loans

At any time you can take out a loan from one of the x different lenders, located in
the bottom right portion of your screen.?? All of the loans will give you the same
amount, 200 computer dollars. But the different lenders may offer different rates
for their loans, located in the “Amt. Due in X Days” column.

Suppose the rate in this column is 225, then if you took out that loan you would
receive 200 immediately which would be available to spend. Then you would
owe 225 on the next payday (the 14" or the 28™).

The loan will be automatically repaid at the price the amount the lender offered at
the time of purchase. On the day the loan is due you can choose to renew it by
clicking the “Renew Loan” button. This will renew the loan at the current
lender’s rate. The original loan will also be automatically paid back.

2 The software has been programmed to implement subjects as lenders. We chose to first
implement a robot lender for this initial project. Each lender has a maximum capacity of twelve
loans, so depending upon how many subjects were in a session, we included enough computer
lenders to accommodate two loans per subject per pay period.



THE REAL COSTS OF CREDIT ACCESS:
EVIDENCE FROM THE PAYDAY LENDING MARKET*

BRIAN T. MELZER

Using geographic differences in the availability of payday loans, I estimate the
real effects of credit access among low-income households. Payday loans are small,
high interest rate loans that constitute the marginal source of credit for many high
risk borrowers. I find no evidence that payday loans alleviate economic hardship.
To the contrary, loan access leads to increased difficulty paying mortgage, rent and
utilities bills. The empirical design isolates variation in loan access that is unin-
fluenced by lenders’ location decisions and state regulatory decisions, two factors
that might otherwise correlate with economic hardship measures. Further analy-
sis of differences in loan availability—over time and across income groups—rules
out a number of alternative explanations for the estimated effects. Counter to the
view that improving credit access facilitates important expenditures, the results
suggest that for some low-income households the debt service burden imposed by
borrowing inhibits their ability to pay important bills. JEL Codes: D14, G2.

I. INTRODUCTION

Historically, consumer lending markets have been highly reg-
ulated, subject to state-imposed usury and small loan laws that
limit interest rates and principal amounts, among other terms
and conditions. Among high credit-risk individuals, interest rate
caps can bind and lead to credit rationing. An important question
to consider in this context is whether improving access to credit,
for example by raising or removing interest rate caps, alleviates
economic hardship among borrowers. Economic theory does not
offer an unambiguous answer to this question. Improved access to
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departments at Northwestern University, University of Maryland, University of
Michigan, University of Texas at Austin, Washington University in St. Louis, and
Yale School of Management. Finally, I acknowledge, with great appreciation, re-
search support provided by the Sanford J. Grossman Fellowship in Honor of Arnold
Zellner, the AHRQ/NRSA T-32 Health Services Training Grant and the Chicago
Center for Excellence in Health Promotion Economics. The views expressed in this
paper are my own and do not represent the opinions of those providing research
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credit can ease financial distress by allowing individuals to better
smooth income or consumption shocks. Loan access can also exac-
erbate hardship among individuals with forecasting or self-control
problems, who borrow to increase current consumption but suffer
in the future due to a large debt service burden (Ausubel 1991;
Laibson 1997; Bond, Musto, and Yilmaz 2009).

In this paper I make use of the emergence and development
of the payday lending industry, which provides short-term loans
at high interest rates, to study this issue empirically. Employing
a measure of payday loan availability that varies geographically
and over time, I estimate the effect of payday loan access on the
following aspects of economic hardship: delay of needed health
care due to lack of money; difficulty paying mortgage, rent and
utilities bills; household food insecurity; going without telephone
service; and moving out of one’s home due to financial difficulties.
These measures constitute a broad selection of outcomes on which
to observe the effects of borrowing. Importantly, the likelihood of
these eventsisalsoplausiblyinfluenced by a small, short-term loan.

Identifying the effects of payday lending is difficult because
loan access is not randomly assigned. Geographic access depends
on the location decisions of households and lenders as well as
the regulatory decisions of state legislators. The latter two de-
cisions, on the part of store operators and legislators, are likely
made in response to the characteristics of potential borrowers.
State-level welfare and health care policies that affect economic
hardship among poor populations also may not be independent of
payday lending regulations.! These considerations suggest that
straightforward analyses of outcomes relative to store presence
or proximity will fail to measure the causal impact of borrowing.

To surmount these issues, the empirical design isolates
variation in loan access that is independent of store location de-
cisions and state-level policy decisions. The analysis focuses on
households in states that prohibit payday loans, for whom
borrowing requires travel to a state that allows payday lending.2
Households that live close to a payday-allowing state have easy

1. Consistent with the concern that differences in payday lending laws are
confounded with other variation across states, Benmelech and Moskowitz (2010)
find considerable evidence that state usury laws in the 19t century are influenced
by economic conditions (financial crises), as well as political and economic policies.

2. Internet and telephone payday lending, though more extensive today, were
limited during the years (1996-2001) covered in my sample. In addition, assuming
homogenous effects of loan access across lending channels, internet and telephone
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access. In contrast, households within the same state but suffi-
ciently far from the border have limited, or more costly, access.
With these circumstances in mind, I use distance to the border
of the nearest payday-allowing state to define loan access. Store
location decisions and home-state regulations play no role in gen-
erating the identifying variation in this measure; access to loans
varies entirely due to household location decisions as well as the
regulatory decisions of bordering states.?

There is considerable anecdotal evidence that people cross
into payday-allowing states to get loans.* Using geographic data
on payday lending locations compiled from state regulators, I of-
fer further proof: conditional on zip code-level observables and
a general effect of border proximity, the number of store loca-
tions is almost twenty percent higher in zip codes close to payday-
prohibiting states. This effect is also stronger in areas where,
judging by the income distribution, there are more potential pay-
day loan customers across the border. These facts provide sugges-
tive, if not conclusive, evidence that stores locate at these borders
to serve nearby borrowers.

In the main analysis I find no evidence that payday loan ac-
cess mitigates financial distress. In fact, loan availability leads
to important real costs, as reflected in increased likelihood of dif-
ficulty paying bills and delaying needed health care. The magni-
tudes of these effects are considerable. Among families with
$15,000 to $50,000 in annual income, loan access increases the
incidence of difficulty paying bills by 25%. Among adults in these
families, access increases the delay of needed medical care, dental
care and prescription drug purchases by a similar proportion. The
estimates are robust to the inclusion of extensive individual-level

payday borrowing among those without geographic access would bias the esti-
mated effect of geographic access toward zero.

3. Pence (2006) also studies border areas, using cross-state discontinuities in
foreclosure laws within a market to study credit supply. In contrast, my study uses
regulatory differences at borders, but compares households within the same state,
not across states.

4. See “Georgia Border Residents ...” (2007), which cites the claim by the
Community Financial Services Association of America—the largest payday loan
trade association—that roughly 500,000 loans were made to Georgia residents by
stores in surrounding states in 2006. Spiller (2006) discusses Massachusetts res-
idents traveling to New Hampshire to get loans. Appelbaum (2006) discusses the
build-up of store locations along South Carolina’s border to serve customers from
North Carolina.
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and county-level control variables as well as a control for border
proximity. Two falsification exercises strengthen the case further:
proximity to payday lenders has no effect on households that are
unlikely payday borrowers judged by income, and counties near
future payday-allowing states show little difference in hardship
before loans are available across the border.

Results from three additional models offer further confirma-
tion that the measured effects are due to payday loan access and
not some other factor. First, a difference-in-difference model that
isolates changes in loan availability over time shows that rates of
hardship increase when payday loans become available across the
border. These results confirm the sign and magnitude of the main
findings, albeit with less inferential weight. Second, I identify pay-
day access effects by comparing across income groups. Low-income
households, who are largely screened out of the payday loan mar-
ket, serve as a comparison group for low- to moderate-income
households, who represent the vast majority of payday borrow-
ers. Loan access in this case varies within county, so differences
in financial safety net and welfare services across counties are
not confounding factors. Results from this model support the con-
clusion that payday loan access increases the likelihood of diffi-
culty paying bills and moving out of one’s home, but show little
effect of loan access on health-related hardship. Third, I investi-
gate whether the proximity of payday lenders matters more
in counties where a greater proportion of workers commute to
payday-allowing states and therefore face a lower cost of accessing
loans. For difficulty paying bills, cross-border access does indeed
have a larger effect in counties with more commuting flow.

In summary, I find robust evidence that payday loan access
leads to increased difficulty paying mortgage, rent and utilities
bills. While I do not observe actual borrowing, one can view the
coefficients on loan access as reduced form estimates of the impact
of borrowing, where geographic access serves as an instrumental
variable for borrowing. Section VI addresses this issue in more
detail.

By offering an empirical analysis of the effects of payday
lending, this research addresses a similar topic as other recent
studies, but with quite different outcome measures, methodology
and results (Carrell and Zinman 2008; Karlan and Zinman 2010;
Morgan and Strain 2008; Morse Forthcoming; Skiba and Tobacman
2008; Zinman 2010). This study identifies the effects of loan access
for a fairly representative population of low- to moderate-income
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households, thereby complementing other research that identifies
effects for particular states of nature and for more specific popula-
tions.? The outcome variables in this study are also quite directly
and plausibly linked toloan access, which facilitates more powerful
tests (null results are more meaningful) and makes interpretation
of the results fairly straightforward. Finally, the existing litera-
ture finds mixed results, with some studies suggesting that payday
borrowing leads to greater hardship, and others suggesting that
loan access provides benefits.® Accordingly, additional research is
valuable in furthering our understanding.

The following section discusses the basic models of consumer
borrowing underlying the hypotheses tested in this paper. Sec-
tion IIT highlights relevant background material on payday loan
transactions and the regulation and development of the payday
lending industry. Sections IV and V cover the data, empirical
methodology and results. Finally, sections VI and VII offer further
discussion and interpretation of the results along with concluding
thoughts.

II. THEORIES ON CONSUMER BORROWING

II.A. Borrowing to Smooth Current Income or Consumption
Shocks

Credit access can alleviate hardship by expanding a house-
hold’s options when managing consumption over time. If an oth-
erwise credit-constrained household can borrow, even for a short
period, it can potentially smooth expenditures around periods of
income or consumption shocks, which in the absence of borrowing

5. Morse (Forthcoming) identifies the effect of loan availability after natural
disasters. Skiba and Tobacman (2008) and Carrell and Zinman (2008) estimate
the effects of payday borrowing for the riskiest borrowers (based on a credit score)
and for members of the Air Force, respectively.

6. Two studies detect negative effects: Skiba and Tobacman (2008) find
greater rates of Chapter 13 bankruptcy filings among payday borrowers, and
Carrell and Zinman (2008) find declines in job performance and readiness among
Air Force personnel stationed near payday lenders. Three studies find benefits of
payday loan availability: Morse (Forthcoming) finds lower foreclosures following
natural disasters; Morgan and Strain (2008) find lower rates of bounced checks
in Georgia and North Carolina before payday loan bans; and Zinman (2010) iden-
tifies deterioration in subjective assessments of financial well-being after Oregon
restricts payday lending. In a field experiment in South Africa, Karlan and Zinman
(2010) also find that improved credit access increases rates of employment and im-
proves food security.
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can lead to adverse events like delinquency on rent payments,
eviction, or forgone health care. Under difficult circumstances, in-
dividuals might rationally place a high value on current consump-
tion relative to future consumption, and therefore benefit from
borrowing in spite of high interest rates. Competition in credit
markets can also benefit consumers. If payday loans offer a clear
financial advantage over a consumer’s next best borrowing option,
then loan access can be beneficial.” In light of these considera-
tions, it is natural to test the hypothesis that access to
payday loans reduces the likelihood of the negative outcomes un-
der consideration.

II.B. Forecasting and Commitment Problems: Borrowing Costs
and Future Distress

While loans provide flexibility in managing consumption over
time, they can also impose a substantial debt service burden.
When consumers underestimate future interest payments or are
unable to commit themselves to a plan of prompt repayment, the
future costs of borrowing can outweigh the initial benefits, even
from an ex ante perspective.

Models of time-inconsistent, hyperbolic preferences have been
used to explain consumer borrowing, particularly borrowing at
high interest rates (Laibson 1997). Under these preferences, which
are often invoked to explain self-control problems (O’Donoghue
and Rabin 1999), individuals will sometimes choose to borrow even
when doing so makes them worse off. They borrow under the as-
sumption that they will repay the loan in one period, but they can-
not commit to this plan. As a result, they end up borrowing and
paying interest over many periods. Likewise, under a behavioral
model in which individuals systematically underestimate their
likelihood of repaying loans in the future, increased loan access
can lead to repeated borrowing that is welfare reducing
(Ausubel 1991).8 In both cases, constraining these individuals’
consumption in the current period by removing a source of credit
can improve their welfare. As discussed subsequently in

7. Payday lending companies cite straightforward examples in which their
loans offer borrowers a clear financial benefit, for example when the loan facilitates
a bill payment to avoid a delinquency fee that exceeds the loan’s interest charge
(see Community Financial Services Association of America 2007).

8. Another possibility, put forth in Bond, Musto, and Yilmaz (2009), is that
borrowers are misinformed about their ability to repay loans in the future, and
consequently underestimate the costs of borrowing.
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Section VI, the pattern of repeated borrowing implied by these
models is consistent with payday loan usage data.

It is important to note that a model with time-consistent, ex-
ponential discounting also predicts borrowing at high interest
rates among individuals with very high discount rates. In this for-
mulation, the choice to borrow and bear high future costs, includ-
ing an increase in expected hardship costs, need not be welfare
decreasing; the loan’s benefits might exceed the increase in ex-
pected hardship costs.

Although I cannot distinguish and test among the particular
theories that predict borrowing at high interest rates, I can test
their common implication, namely that payday loan access can in-
crease the likelihood of the adverse outcomes under consideration.
This test, strictly speaking, will not determine whether payday
loans are welfare increasing or decreasing, but rather whether
they facilitate important expenditures.

III. PAYDAY LENDING BACKGROUND

Payday advance loans are a short-term source of liquidity
used by low- to moderate-income customers. Loans typically have
two to four week maturities, principal balances of $200 to $1000
and fees of $15 to $20 per $100 principal balance. The standard
underwriting practice in the industry is to require identification,
a recent bank account statement, a recent pay stub (or verifica-
tion of other income), and a personal check that is post-dated to
coincide with loan maturity.? Renewal and roll-over of loans is
common: in practice, payday advances constitute a longer source
of liquidity than the two to four week loan duration implies.

Payday borrowers are not destitute, as very poor individuals
generally fail to meet the bank account ownership and employ-
ment requirements of lenders. In surveys of payday borrowers,
the vast majority of respondents report family income between
$15,000 and $50,000, while only seven percent of borrowers re-
port family incomes below $15,000.10

Since its emergence in the mid-1990s the industry has grown
dramatically, reaching 10,000 store locations nationwide by 2000

9. Barr (2004) and Caskey (2005) discuss the basic features of these transac-
tions and the payday loan industry more broadly.
10. See Elliehausen (2006), p. 19, which relies on data from Elliechausen and
Lawrence’s (2001) survey of payday borrowers.
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and 25,000 locations by 2006. Annual loan volume is estimated to
have grown in parallel, from about $8 billion in 1999 to between
$40 and $50 billion in 2004.1! High interest rates and rapid in-
dustry growth have piqued the attention of consumer advocates,
the popular press and state legislators, with considerable changes
made to state regulations on loan terms and conditions in recent
years.

Regulatory differences across states provide the basis for this
study’s identification strategy. Key to the empirical design is a
focus on states that prohibit payday lending. Of the six states
that prohibited payday lending during the time covered by this
study, household survey data is available for three of them: Mas-
sachusetts, New Jersey, and New York. For the entire sample pe-
riod, these states forbid both direct payday lending and its
facilitation through an agent model.!2 Delaware, New Hampshire,
Pennsylvania, and Rhode Island are the payday-allowing states
that border Massachusetts, New Jersey, and New York.13 Payday
lending emerged in these areas during the sample period, provid-
ing nearby access to loans from New Jersey and New York after
1997, and from Massachusetts after 2000. More thorough discus-
sion of the relevant state regulations is provided in Appendix I.

IV. DATA AND OUTCOME MEASURES

IV.A. Data

The primary outcome and control variables are sourced from
the National Survey of America’s Families (NSAF), a household
survey designed and implemented by the Urban Institute, with
data collection performed by Westat. In collecting these data, the
Urban Institute aimed to facilitate study of welfare programs
targeting the poor, particularly as fiscal responsibility for these
programs transferred from federal to state government in 1996.14

11. Stegman (2007), p. 169-170.

12. Under the agent model, payday loan stores act as brokers, arranging loans
between customers and state- or nationally-chartered banks that are not subject
to usury laws.

13. Two other bordering states, Vermont and Connecticut, also prohibited pay-
day lending. The sample includes a small number of New York observations near
Canada, where loans were allowed. I assume that international border crossing to
get loans is costly and not common; the number of observations affected is small
and the results are not sensitive to this assumption.

14. See Abi-Habib, Safir, and Triplett (2004).
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In total, the NSAF data constitute a repeated cross-section of
roughly 42,000 households per year during 1997, 1999 and
2002.1° The data are nationally representative, and are also rep-
resentative at the state level for 13 selected “focal states.”'® The
NSAF’s coverage of economic hardship among low-income indi-
viduals, and its large, state-representative samples within three
payday-prohibiting states make it particularly useful in the
context of this study. Furthermore, the survey’s inclusion of
county-level geographic identifiers in focal states facilitates the
measurement of household location relative to state borders and
payday loan store locations.

The county-level data used to supplement the NSAF include:
unemployment data from the Bureau of Labor Statistics, personal
income data from the Bureau of Economic Analysis, and economic,
demographic and workflow data from the 2000 Census. In testing
whether the supply of payday store locations depends on the dis-
tance to payday-prohibiting states, I use the addresses of licensed
payday lending branch locations collected from banking regula-
tors in 10 states as of July 2007.17

IV.B. Outcome Measures

All dependent variables are binary measures, sourced from
NSAF questions about events of economic hardship in the 12
months prior to the survey. The underlying survey questions are
given in Appendix II. Four health-related measures are taken at
the person level: Medical Care Postponed, Dental Care Postponed,
and Drug Purchase Postponed are indicators for whether an in-
dividual has forgone or postponed needed care due to lack of in-
surance or money. From these three components, I form a single
indicator, Any Care Postponed, for the postponement or delay of

15. Irefer to the waves of data based on the year in which the survey was con-
ducted. Respondent interviews were conducted between February and Septem-
ber. The median interview occurred in May, so the median respondent in 2002
would be answering questions about the prior year, from May 2001 through
May 2002.

16. The 13 focal states are: Alabama, California, Colorado, Florida, Mas-
sachusetts, Michigan, Minnesota, Mississippi, New Jersey, New York, Texas,
Washington, and Wisconsin.

17. The states for which I collected store location data are Alabama, Delaware,
Florida, Kentucky, New Hampshire, Ohio, Rhode Island, South Carolina, Ten-
nessee, and Virginia. Few states maintain historical location data, so the store
location analysis is not feasible for the years covered by the NSAF.
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any health care. The other hardship measures, taken at the family
level, are: difficulty paying mortgage, rent or utilities bills (Diffi-
culty Paying Bills); moving out of one’s home or apartment due
to financial difficulties (Moved Out); reducing or skipping meals
due to lack of money (Cut Meals); and going without telephone
service for at least one month (No Phone). A summary measure,
Any Family Hardship, indicates whether a family experiences any
type of hardship, excluding the health events.!® Since many of
the specific hardship measures depend on other shocks in addition
to underlying financial distress, the summary hardship measures
should provide additional statistical power in detecting financial
distress.

V. DOES ACCESS TO PAYDAY LOANS AFFECT ECONOMIC
HARDSHIP?

V.A. Defining Payday Loan Access

Among households in payday-prohibiting states, I define ac-
cess to loans based on the distance from the household’s county to
the border of the nearest payday-allowing state.l® PaydayAccess
is 1 if the center of their county is within 25 miles of a payday-
allowing state in that survey year and 0 otherwise. For use in a
falsification exercise and a difference-in-difference model, I also
define PaydayBorder, a purely cross-sectional variable that
ignores changes in border-state regulations over time. This vari-
able takes a value of 1 if the household is within 25 miles of a state
that ultimately allowed payday lending, regardless of whether
it was allowed at the time of the observation. Two alternative
measures of geographic access are used in robustness exercises
to demonstrate that the binary definition of access and the par-
ticular discontinuity at 25 miles are not crucial. LogDistance, the
natural logarithm of the distance from a household’s county to the
nearest payday-allowing state, does not assert a discontinuity in
geographic access at 25 miles.20 Pct Pop < 15 Miles refines the

18. Since the NSAF does not report health measures for all individuals within
a sampled family, the summary measure of family hardship cannot include health-
related hardship.

19. The NSAF reports the county of residence rather than the precise location.

20. LogDistance is set to 4.5, the maximum value in the sample, for obser-
vations in the period before loans become available across the border. Leaving
LogDistance missing for these cases has little effect.
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PaydayAccess indicator, measuring the percentage of the county’s
population living within 15 miles of a payday-allowing state, as
determined by the location and population of the underlying cen-
sus tracts.

V.B. Do Individuals from Payday-Prohibiting States Visit Other
States to Borrow?

To buttress the anecdotal evidence that individuals cross state
borders to borrow, I analyze the relationship between the num-
ber of payday loan stores within a zip code and the proximity of
payday-prohibiting states. I define an indicator for whether a zip
code is within 25 miles of a payday-prohibiting state (Dist. Pro-
hibiting State < 25 Miles), and regress the number of payday loan
stores in zip code i (Stores) on this variable and a set of control
variables, including state fixed effects, zip code-level covariates
and an indicator for the proximity of any state border (Dist. Any
State < 25 Miles).21

Stores; = a + BDist. Prohibiting State
(1) < 25 Miles; + yDist. Any State < 25 Miles; + 0X; + ¢;

As shown in the first column of Table I, there are roughly 16%
more stores (a 0.25 increase over an average of 1.50) in zip codes
within 25 miles of payday-prohibiting states. The sizeable response
in store locations supports the hypothesis that there is fairly sub-
stantial cross-border borrowing. This evidence is only suggestive,
however, since the equilibrium number of store locations is both
an indirect and an imperfect measure of demand, one that could
also reflect supply-related differences at payday borders.

To push the demand hypothesis further I test whether pay-
day border proximity has a stronger effect in zip codes with more
potential borrowers across the border. In particular, the model
includes an interaction between Distance Prohibiting State < 25
Miles and the proportion of households with $15,000 to $50,000 of
annual income in the nearby payday-prohibiting zip codes.?2 As

21. The zip code controls are: cubics in median income, population, and land
area; proportions of population in five racial/ethnic categories and five education
categories; and the proportions of population in the following categories: foreign
born, unemployed, living in an urban area, living in poverty, owning a home, and
having a home mortgage.

22. “Nearby” zip codes include the closest zip code plus any others that are
within 10 miles of the closest zip code.
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TABLE I

EFFECT OF DISTANCE TO PAYDAY-PROHIBITING STATE ON PAYDAY LENDING
LOCATIONS

Dependent variable: Number of payday
loan stores in zip

Mean DV: 1.50 code
1 (2)

Distance to payday-prohibiting 0.25 -1.35
state < 25 miles 0.11) (0.63)

Distance to any state border < 25 miles -0.03 -0.05

(0.08) (0.09)

(Distance to payday-prohibiting -0.17
state < 25 miles) x (Pct pop below (1.03)
$15,000 income, bordering zip codes)

(Distance to payday-prohibiting state < 3.54
25 miles) x (Pct pop $15,000 to (1.39)
$50,000 income, bordering zip codes)

Pct pop below $15,000 income, 0.58
bordering zip codes (0.67)

Pct pop $15,000 to $50,000 income, -0.30
bordering zip codes (0.84)

N 5670 5670

R? 0.53 0.53

State FEs? Y Y

Zip code-level controls? Y Y

Notes. This table reports OLS estimation results for a regression of the number of payday loan stores in
a zip code on a dummy for the proximity of the nearest payday-prohibiting state. The second model includes
interaction terms between the payday border dummy and the proportion of bordering zip codes’ population in
low and moderate income categories. Standard errors are reported in parentheses.

shown in the second column of Table I, the coefficient on this inter-
action term is indeed positive and statistically significant at the
5% level. That is, the effect of proximity to a payday-prohibiting
state is stronger in areas with more potential payday borrowers.
While far from conclusive, this examination of store locations pro-
vides useful corroboration of anecdotes about cross-border
borrowing.

V.C. Regression Sample and Summary Statistics, Economic
Hardship Analysis

In the main analysis, the regression sample includes obser-
vations from the NSAF’s 13 focal states in all three survey years.
Three of the 13 focal states—Massachusetts, New Jersey, and
New York—prohibited payday lending during this time. Only
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observations from these three states contribute directly to the
identification of the coefficient on PaydayAccess. Observations
from the other 10 focal states, in which loans were allowed, are
assigned PaydayAccess of 1 for all three survey years, and are
only included to improve precision in the estimation of county-
level and individual-level covariates. The sample excludes obser-
vations from counties with populations below 250,000, for which
county identifiers are unavailable.23 The sample also excludes in-
dividuals outside the income range of $15,000 to $50,000.2* Fal-
sification exercises consider individuals outside of this range.

The summary statistics of the regression sample, limited to
individuals in payday-prohibiting states and stratified by Payday-
Access, are displayed in Table II. Treatment and control groups
differ. At the county level, areas with payday loan access are
higher income, lower unemployment, more populous and more ur-
ban. Individuals with payday loan access have, on average, higher
family incomes, higher asset ownership (home and car), and higher
rates of health insurance. Demographically, they are more likely
to be white, and less likely to be foreign born, African-American or
Hispanic. These differences highlight the need to include county-
level and individual-level controls in various specifications of the
regressions that follow. Two additional points are worth noting.
First, if the differences in unobservable characteristics follow the
same pattern, in which individuals with payday access are better
off, there will be a bias against finding greater hardship in Payday-
Access areas. Second, basic county-level observables explain a sub-
stantial portion of the individual-level differences. Specifically,
conditioning on cubics in county median income, population, and
percent urban population dramatically reduces the individual-
level differences.

V.D. Identification using Geographic and Temporal Variation in
Payday Loan Access

The regression model assumes a linear probability function
of the form:

23. To preserve respondent confidentiality, the Urban Institute does not re-
lease county identifiers for households living in counties with population less than
250,000.

24. Roughly 70% of payday borrowers report family income between $15,000
and $50,000 (Elliehausen and Lawrence 2001). Although roughly 25% of payday
borrowers report income over $50,000, these individuals represent a small propor-
tion of total individuals in that income category, so the average effect of loan access
in that group is bound to be small.
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(2) Yicst = a + fPaydayAccess,, + 0Border, + X + 0Zct + st + E€icst-

In each specification the dependent variable is an indicator of hard-
ship for person or family i, in county ¢, state s and year ¢. X and Z
are vectors containing relevant household-level and county-level
controls, respectively.2® All specifications include state-year fixed
effects denoted by n. The dummy variable Border is 1 if the indi-
vidual’s county is within 25 miles of any state border, and 0 oth-
erwise. Within this model, the identifying variation in PaydayAc-
cess includes a cross-sectional component, determined jointly by
variation in household location relative to state borders and vari-
ation in border-state regulations, as well as a time-series compo-
nent, due to changes in border-state regulations over the sample
period.

Regression results are reported in Table III. The estimated
coefficient on PaydayAccess is positive in each family hardship re-
gression, which means that families in payday access areas re-
port more financial problems. Difficulty Paying Bills shows the
largest difference: a five percentage point increase in likelihood
relative to areas without payday credit access. Point estimates
also indicate greater likelihood of moving out (1.0 percentage
point increase), Cut Meals (1.1 percentage point increase), and
No Phone (0.6 percentage point increase) in PaydayAccess areas,
but these effects are not statistically significant. For the summary
measure, Any Family Hardship, the PaydayAccess coefficient is
5.3 percentage points (p-value 0.005).

Health-related hardship also occurs more frequently in areas
with payday credit access. Individuals in PaydayAccess counties
are 1.7 and 1.8 percentage points more likely to report postpone-
ment of medical care and drug purchases, respectively. Postpone-

25. Z contains two time-varying controls, the average county unemployment
rate and the log of county per capita personal income, as well as the follow-
ing 2000 Census measures at the county level: cubics in county median in-
come, population and percent urban population. X contains: log family income;
number of family members; and dummies for home ownership, car ownership,
past year family unemployment spell (any adult). For family-level regressions X
also contains: age (average for adults); race (all white, all African-American, all
Hispanic, all Asian, mixed race), immigrant status (all foreign born) and edu-
cation (most educated adult: no high school degree, high school degree, some
college, college and/or graduate degree). For person-level regressions, X also con-
tains: age and dummies for sex, race (same categories as above), immigrant sta-
tus, education (same categories as above), and past year spell without health
insurance.
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ment of dental care rises with PaydayAccess as well, by a
statistically insignificant 2.3 percentage points. The overall mea-
sure, Any Care Postponed, increases by 4.5 percentage points
(p-value 0.007) due to PaydayAccess.

All of these estimates are conditional on the full set of
control variables, the most important of which is Border. In a
model without Border, a positive coefficient on PaydayAccess
might reflect a general border effect, one that is not due to
loan access. The regression results confirm that this is not
the case: the estimated coefficient on Border is negative in
each model, meaning that its inclusion increases the estimated
PaydayAccess effect.?8

Relative to the average level of hardship within the regression
sample, the magnitudes of the estimated PaydayAccess effects are
substantial. The likelihood of Difficulty Paying Bills increases by
25% (5.0 percentage point increase over the 20.3% sample aver-
age), as does the incidence of Any Care Postponed (4.5 percentage
points increase over 17.9% sample average).

V.E. Fualsification Exercises

The baseline results indicate that payday credit access is as-
sociated with greater hardship among families with $15,000 to
$50,000 of annual income. To further explore this finding, I per-
form two falsification exercises. The first tests whether Payday-
Access effects are absent among income groups that use payday
loans infrequently. The second tests whether rates of hardship in
PaydayBorder and non-PaydayBorder counties differ even before
payday loans become available across the border.

Geographic access to payday loans ought to have no effect on
two groups: very low-income individuals who do not qualify for
loans, and moderate- to high-income individuals who have access
to cheaper sources of credit. The evidence in Table IV supports this
hypothesis. When the estimation sample is restricted to families
with income less than $15,000 or greater than $50,000, PaydayAc-
cess coefficients are small and statistically insignificant for each
dependent variable. Standard errors are smaller in magnitude
than in the main results, so the null results are primarily due
to lower point estimates on PaydayAccess.

26. Because the sample includes a number of counties near state borders
at which there is no difference in payday loan access, the coefficients on
PaydayAccess and Border can be separately identified.
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Similarly, geographic access to states that eventually allow
payday loans should have no effect before loans become available.
I test this hypothesis by restricting the sample to observations
from all three payday-prohibiting states in 1997 and
Massachusetts in 1999, and regressing hardship indicators on
PaydayBorder, the cross-sectional measure of access to payday-
allowing states.?” For this model the health variables are altered
slightly: the 1997 survey does not assess the reason for postpone-
ment of care, so the amended variables measure postponement
for any reason (adding 7 to the name). Results from this exer-
cise are also given in Table IV. Among the family hardship mea-
sures, each specification has a small and insignificant coefficient
on PaydayBorder, consistent with the hypothesized null effect.
As in the prior falsification exercise, the null findings are driven
mainly by lower point estimates. For the health variables there
are positive PaydayBorder coefficients, particularly for dental and
medical care, raising the concern that some difference in health
services in these areas, unrelated to loan access, causes postpone-
ment of care.

In summary, the two falsification tests strengthen the case
that the PaydayAccess coefficients measure a causal effect of loan
access, particularly for the non-health measures of hardship. Nei-
ther exercise reveals a broad set of positive coefficients, as one
would expect if there were some characteristic common to Payday-
Access areas—e.g., gambling access, economic weakness or lack of
welfare services for low-income groups—that also causes economic
hardship.

V.F. Differences in Payday Loan Access over Time

The analysis in this section uses a difference-in-difference
model to test more formally whether financial distress in Payday-
Border counties increases after the emergence of payday lending
across the border:

Yicst = a + BPaydayBorder, * Posty + 0PaydayBorder,
(3) + QDPOStst + ’)/Xit + 5th + Nst + Ejest -

27. Payday loans became available in the relevant borders of New Jersey and
New York after 1997 and in the relevant borders of Massachusetts after 1999 (see
Appendix I). As in the main specification, the sample includes observations from
payday-allowing states to add precision in the estimation of covariates.
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Post is a dummy variable that takes on a value of one if pay-
day lenders operate in the relevant bordering states in the year
under consideration.2® In this model, the interaction term Pay-
dayBorder*Post is the independent variable of interest.2? Its coef-
ficient, 3, measures the effect of payday credit access, relying on
the assumption that economic hardship in PaydayBorder areas
would have trended similarly to non-PaydayBorder areas absent
the emergence of payday lending. To rule out general
economic trends as confounding factors, all specifications include
two time-varying controls: county unemployment rates and the
log of county-level personal income.

Regression results are given in Table V. The first specifica-
tion, reported in column (1) of each panel, includes PaydayBor-
der and the full vector of county variables as controls. Estimates
for B are positive for eight of the nine dependent variables, sug-
gesting that improved access to payday loans over time is associ-
ated with a greater frequency of hardship. Among the family-level
measures, Any Family Hardship (5.7 percentage points), Diffi-
culty Paying Bills (3.7 percentage points) and Moved Out (1.2 per-
centage point) show statistically significant increases with
magnitudes similar to the baseline results. The estimates of 3
for Any Care Postponedi (3.2 percentage points, p-value 0.14) and
Drug Purchase Postponedt (1.9 percentage points, p-value 0.07)
are similar in magnitude to the effects found in the main speci-
fication. Postponement of medical care and dental care show no
relationship with changes in payday loan access.

In the second specification, county fixed effects replace the
time-constant county controls. Estimates of 3 for family hardship
remain positive, at somewhat reduced statistical significance, for
all variables except No Phone. The effects of loan access on Any
Family Hardship and Moved Out are 3.6 and 1.1 percentage points,
respectively. The 1.7 percentage point effect on Difficulty Paying
Bills is somewhat smaller than in the first specification. Among
the health variables, Any Care Postponedt and Drug Purchase
Postponedt show respective increases of 4.3 percentage points (p-
value 0.04) and 1.6 percentage points (p-value 0.11) after payday
loans become available across the border.

28. Post is zero for Massachusetts observations in 1997 and 1999, and New
York and New Jersey observations in 1997, and is one otherwise.

29. PaydayBorder*Post is identical to PaydayAccess, but I use the former to
make transparent the difference-in-difference structure of the model.

270z ‘o€ |1dy uo 1s8nb Aq /Bio'sfeulnolpioyxoalby/:diy wouy pspeojumoq


http://qje.oxfordjournals.org/

539

THE REAL COSTS OF CREDIT ACCESS

Downloaded from http://gje.oxfordjournals.org/ by guest on April 30, 2012

G600 %00 A 200 100 |
$15°6% ¥15°63 N €L673 €L675 N
(910°0) (€10°0) 1804 fpauodisoqd (900°0) (L00°0) 1504

€000~ 2000~ #LoPLOGADPADT 24D [P 1100 3100 #LoPLOgADPADT mQ paaopy
g0°0 g0'0 A L0°0 90°0 A
91563 91563 N €L673 €L675 N
(¥20°0) (820°0) 1s0d  [pauodisoq (810°0) (810°0) 180 sig Suikog
%200 G100 xLoPLOgADPADT 240 [DIUS(T LT0°0 L€00 s-LoPLOgADPADT ot
90°0 90°0 A 60°0 80°0 2|
20568 20568 N 197972 17972 N
(130°0) (250°0) Js0d  [pauodisoq (¥20°0) (€20°0) 1504 drysping
€700 %800 sLoPLOGADPAD aun) Luy 9800 LS00 #LoPLOgADPADT Aprunyg Auy
(@ (D (@) (M

s £3uno)  S[0IjU0d £3uno)) si{ £yuno)  sjorjuod £3uno))

q [eued V [eued

ANL], YIAQ SEONTIALAI(

A HTIVL


http://qje.oxfordjournals.org/

QUARTERLY JOURNAL OF ECONOMICS

540

Downloaded from http://gje.oxfordjournals.org/ by guest on April 30, 2012

*£3unod £q peIa)sno SUOT)BAIOSqO Y)Im PIje[No[ed o1k ‘sesoyjusted ur pajroded ‘SI0LID pIePUB)S "S[OIJU0D [9AS]-A[TUre] 10 -U0sIod pueR ‘S[0I3U0D [9A9[-AJUN0D SUIAIRA-OWIT) ‘S109JJ0 POXY
I8o£-971B]S 9pPN[IUT SUOI)BIYIdS [[Y "$199JJ0 POX[ AJUN0d 9PNIUT SUOTIBIYIIAdS () UWN[0D SIYM ‘S[OIJU0D SNSUSI [9AJ[-AJUN0D 9PN[IUT SUOIIRIYIIAAS (T) UWN[O)) ‘S0, LoPLOGADPADT U0
JUaI0YJo0d Y3} Aq paanjded se ‘Ouwr) JoA0 SS9908 URBO[ UT S9SURYD JO 109]J0 ) SOYIIUSPI 1B} [OPOW 90USISJJIP-UI-00USISJJIP 9} 0] S}NSOI UOTJBWI)S? ST S}0dal o[qe) STY ], S0\

€0°0 200 d
Vev'vg Vev've N

(600°0) (L00°0) 1s0d
%00°0- €00°0 wl2PLOgLOPADG auoyq oN
€0°0 €00 «d S0°0 S0°0 e
815°63 815°6% N GE8VT GE8VT N

(0T0°0) (0T0°0) 1sod Apauodjsoq (220°0) (6T0°0) 1504
9100 6100 #1oPLOGADPADY 2SDYIUNG SN $20°0 8200 #1oPLOGLOPADT SIDIW 1)

(@) (T) (@) (T)
sHf £3uno)  S[0IJU0D AJUNo)) sH £3uno)  S[0IJUO0D AUNO0))
q ﬁmﬁ.mn.m 4 ﬁmd.mn.m
(QINNIINOD)

A HTIVL


http://qje.oxfordjournals.org/

THE REAL COSTS OF CREDIT ACCESS 541

Because temporal variation in payday loan access is fairly
limited, inferences are weaker compared to the baseline results.
Overall, though, the results provide confirmation that payday loan
access increases the likelihood of financial distress, as found in the
main specification.

V.G. Differences in Payday Loan Access across Income Groups

The following model exploits another source of within-county
variation in payday loan access: the difference in access between
those with incomes of $15,000 to $50,000 and those with incomes
below $15,000.

Yiest = o + BPaydayAccess,, * Incomel5to50;; + PaydayAccess,,
4) + pIncomel15t050;; + v Xis + 0Zct + Nt + Eiest

The regression sample includes all families with less than
$50,000 of income. Incomel5to50 is a dummy for the $15,000 to
$50,000 family income category. The parameter of interest is f3,
the coefficient on PaydayAccess*Incomel5to50, which isolates the
difference in PaydayAccess coefficients across the two income
categories.

The premise underlying this model is that the lower income
group lacks access to payday loans but otherwise provides an ap-
propriate comparison group for the higher income group after con-
trolling for observable differences. An attractive feature of this
model is that the financial safety net and welfare services that
might influence the dependent variables of interest would likely
have larger effects on poorer populations. To the extent that Pay-
dayAccess areas show greater hardship because they lack these
services, isolating variation in loan access across income groups
should correct for this bias and, if anything, overcompensate.

Estimation results for this model are given in Table VI. Esti-
mates of 3 are broadly positive for the non-health outcomes. The
first specification includes county fixed effects, while the second
specification includes county-year fixed effects. This change has
little effect on the results, so I focus on the results from the version
with county fixed effects, reported in the first column. The effect
of loan access is positive, but not quite statistically significant, for
Any Family Hardship (5.9 percentage points, p-value 0.13) and
Difficulty Paying Bills (4.6 percentage points, p-value 0.11). Both
effects are quite close in magnitude to the estimates from the base-
line model and differences over time. Moved Out and Cut Meals
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show PaydayAccess*Incomel5to50 coefficients of 2.5 percentage
points (p-value 0.004) and 4.3 percentage points (p-value 0.33).
These results indicate that even after differencing out the effect
of PaydayAccess on the lower-income group, loan access increases
the incidence of non-health hardship.

Results for the health outcomes, which are given in Panel
B, show smaller effects of loan access than in the main specifica-
tion. The implied effects on Any Care Postponed (-0.2 percentage
points) and Dental Care Postponed (-1.6 percentage points) change
signs and are smaller than in the main specification. The point es-
timates for the effects on Medical Care Postponed (0.8 percentage
points) and Drug Purchase Postponed (0.7 percentage points) are
only slightly below the estimates from the main specification. No-
tably, all the coefficient estimates for the health variables have
wide confidence intervals.

V.H. County Work Flow Interactions

Since individuals that regularly commute to work in a payday-
allowing area face a lower cost of accessing loans, loan availability
ought to have a larger effect in counties with a larger proportion
of such commuters, even after conditioning on proximity to a
payday-allowing area. Pct Workflow is the proportion of workers in
a county that commute to a payday-allowing state, defined using
Census data on county-to-county workflow. The following
model tests whether PaydayAccess effects depend on Pct Work-

flow:

Yiest = o + BPaydayAccess,, * PctWorkflow, + 0PaydayAccess,,
(5) + @PctWorkflow, + vXit + 6Zct + Nt + Eicst-

In this specification, the parameter of interest is the coeffi-
cient on the interaction term PaydayAccess*Pct Workflow. As back-
ground for interpreting the coefficients, the average Pct Workflow
in PaydayAccess of prohibiting states is 7.3%.

Estimation results are given in Table VII. Results for the non-
health hardship measures indicate that the effect of loan access
is indeed stronger in counties with higher Pct Workflow. The co-
efficient on PaydayAccess*Pct Workflow is positive for Any Family
Hardship ( of 0.57, p-value 0.002), implying that PaydayAccess
areas with the mean workflow have hardship rates 4 percent-
age points than access areas with no workflow. Difficulty Paying
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TABLE VII
COUNTY WORKFLOW INTERACTIONS
Panel A Panel B
Any Family PaydayAccess *  0.57 Any Care PaydayAccess * —3.58
Hardship  Pct Workflow  (0.18) Postponed Pct Workflow  (3.39)
PaydayAccess  —0.01 PaydayAccess 0.07
(0.03) (0.03)
N 24,641 N 17,581
R? 0.08 R? 0.08
Difficulty PaydayAccess ¥  0.30 Dental Care PaydayAccess * —6.17
Paying Bills Pct Workflow  (0.17) Postponed Pct Workflow  (3.79)
PaydayAccess 0.004 PaydayAccess 0.08
(0.03) (0.03)
N 24973 N 17,588
R? 0.06 R? 0.07
Moved Out  PaydayAccess * —0.03 Medical Care  PaydayAccess * 0.06
Pct Workflow  (0.08) Postponed Pct Workflow  (1.61)
PaydayAccess 0.02 PaydayAccess 0.01
(0.01) (0.01)
N 24973 N 17,587
R? 0.01 R? 0.07
Cut Meals  PaydayAccess *  0.33 Drug Purchase PaydayAccess * —1.49
Pct Workflow  (0.15) Postponed Pct Workflow  (1.76)
PaydayAccess  —0.01 PaydayAccess 0.02
(0.02) (0.01)
N 24,835 N 17,592
R? 0.05 R? 0.04

No Phone  PaydayAccess * —0.10
Pct Workflow  (0.09)
PaydayAccess 0.01

(0.01)
N 24,424
R? 0.02

Notes. This table shows OLS estimation results for regressions that investigate whether the effect of
loan access is stronger in counties where a larger proportion of workers commute to a payday-allowing state.
Coefficient estimates are reported for PaydayAccess and the interaction PaydayAccess*Pct Workflow. Each
specification includes state-year fixed effects, county-level controls and person- or family-level controls. Stan-
dard errors, reported in parentheses, are calculated with observations clustered by county.

Bills ( of 0.30, p-value 0.08) and Cut Meals (5 of 0.33, p-value
0.03) show the same pattern. These results suggest that
improved access to payday loan stores—in this case measured
along a dimension other than geographic proximity—leads to in-
creased incidence of hardship.
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Estimation results for the health-related measures, shown
in Panel B, do not support the hypothesis that PaydayAccess ef-
fects are stronger in areas with higher Pct Workflow. Point es-
timates of PaydayAccess*Pct WorkFlow coefficients are negative
for three of the four health measures, but are not statistically
significant. The standard errors of these estimates are quite large,
which cautions against drawing strong inferences from these re-
sults. Nevertheless, the failure to find the hypothesized effect for
the health-related measures in this specification and the previ-
ous specification (differencing over income categories) is perhaps
a sign that there is some health-related omitted variable that is
driving positive PaydayAccess estimates in the main specification.

V.I. Robustness

The key regression results presented above—those from the
baseline model, and the differences across time and income
groups—are quite robust, showing little sensitivity to the linear
probability assumption and the binary definition of payday credit
access.

Online Appendix Table A.1 displays regression output for
variations of the baseline model using the two summary mea-
sures, Any Family Hardship and Any Care Postponed, as inde-
pendent variables. The first specification uses a probit functional
form and shows little difference between the estimated marginal
effects and the linear probability coefficients. In the second model,
observations are weighted based on sampling probability; the Pay-
dayAccess coefficient changes little for Any Family Hardship, but
falls somewhat for Any Care Postponed.3? The next two specifica-
tions verify that PaydayAccess coefficients change very little when
1997 data is excluded or when a cubic in distance to the nearest
border supplements the Border control.3! The final two models
use continuous measures of payday access. The coefficients on
LogDistance are negative and strongly statistically significant,
confirming that proximate access implies greater likelihood of neg-
ative outcomes. Finally, the coefficient on Pct Pop < 15 Miles is

30. To address deliberate oversampling of low-income individuals, and non-
randomness in survey non-response, the Urban Institute constructs sampling
weights for the NSAF.

31. This model does not require any assumptions about loan availability for the
1997 data, thereby addressing the worry that loans might have been available in
bordering states due to lax regulatory oversight of check cashers in the mid-1990s.
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also positive and statistically significant in both cases, consistent
with the main findings.

Online Appendix Table A.2 shows robustness analysis for the
two difference-in-difference models using Any Family Hardship as
the independent variable. Probit marginal effects of PaydayBor-
der*Post and PaydayAccess*Incomel5to50 are similar in
magnitude to the linear probability estimates. When differencing
over time the coefficients on LogDistance and Pct Pop < 15 Miles*
Border confirm the main finding, with even greater statistical sig-
nificance; the emergence of payday lending nearby increases hard-
ship more in areas with proximate access. In the difference across
income groups the coefficients on Pct Pop < 15 Miles*Income15t050
and LogDistance*Incomel5to50 concur with the main result. Both
point estimates imply greater relative distress among the
Incomel5to50 group in areas with nearby payday access, and the
former is significant at the 5% level.

The final robustness analysis, reported in Online Appendix
Table A.3, confirms that sample imbalance between treatment
and control groups does not drive the main results. Within sub-
samples stratified by race and immigrant status, PaydayAccess
coefficients remain positive and significant for white and native-
born individuals, the two largest sub-samples. PaydayAccess coef-
ficients are estimated very imprecisely in smaller sub-samples, so
the estimates do not support strong conclusions about differential
effects across racial categories.

VI. INTERPRETATION OF RESULTS

VI.A. Implied Effects of Borrowing

The incremental effects discussed previously represent av-
erages across all individuals in the sample who have proximate
access to loans. Average effects on the relevant “treated” popu-
lation, that is, those who borrow, are also relevant in evaluating
the magnitude of the findings. This exercise is necessarily impre-
cise, owing to lack of data on the proportion of households and
adults that borrow in the years and income groups considered in
this study. Based on historical estimates of payday borrowing, I
assume that roughly 10% of sample households borrow and 6% of
sample adults borrow.32

32. Fox and Mierzwinski (2001) estimate that 8 to 10 million households
borrowed at payday loan stores in 2001, and Elliehausen and Lawrence (2001)
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TABLE VIII
TREATMENT ON THE TREATED

Family-level variable: Decomposing effect on Difficulty Paying Bills

Percent of Contribution to
sample Likelihood average

Non-borrowers 90 20.3% 18.3%
Borrowers 10

Borrowers already reporting 2 100.0% 2.0%

distress
Borrowers not reporting distress 8 62.0% 5.0%
25.3%

Person-level variable: Decomposing effect on Drug Purchase Postponed

Percent of Contribution to
sample Likelihood average

Non-borrowers 94 6.6% 6.2%
Borrowers 6

Borrowers already reporting 0.4 100.0% 0.4%

distress
Borrowers not reporting distress 5.6 32.0% 1.8%
8.4%

Notes. This table provides a hypothetical decomposition of the likelihood of distress in PaydayAccess areas
into likelihoods among three categories: non-borrowers (no effect of loan access), borrowers who would have
already reported distress (no marginal effect of loan access) and borrowers who would not already report
distress (the “treated” group for whom payday loan access has a marginal effect). These calculations assume
that 10.0% of sampled families borrow, 6.0% of sampled adults borrow, and the proportion of borrowers already
reporting distress is the same as the unconditional average—20.3% for Difficulty Paying Bills and 6.6% for
Drug Purchase Postponed.

TABLE IX
FREQUENCY OF PAYDAY BORROWING

Proportion of borrowers

Number of loans between 9/05 and 9/06 Florida Oklahoma
1-3 35.4% 30.9%
4-11 38.0% 38.9%
12-23 23.6% 24.7%
24 or more 3.0% 5.4%

Notes. Source: Veritec Solutions, Inc.

estimate that 70% of borrowers are in the $15,000 to $50,000 income range. To-
gether, these estimates imply that 5.6 to 7 million households borrowed in the time
frame and income range considered in the regression sample. As a proportion, this
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Table VIII shows the implied effects of borrowing for Diffi-
culty Paying Bills and Drug Purchase Postponed. These calcula-
tions adjust for the fact that some individuals who borrow would
report distress even without borrowing, so they should not be
considered as contributing to the marginal effect of loan access.
An estimated 5.0 percentage point increase in Difficulty Paying
Bills in PaydayAccess areas requires a 62% probability of distress
among borrowing households, a substantial increase over the base-
line likelihood of 20.3%.

In order for there to be sizable increases in the likelihood of
hardship among borrowers, it must be the case that a substantial
number of borrowers face large annual interest burdens. Payday
loan usage data, displayed in Table IX, attests to this fact. Fre-
quency of usage across borrowers is quite heterogeneous, with a
substantial mass (around 25%) of borrowers using 1-2 loans per
year, but also 30% of borrowers using at least 12 loans over the
course of a year. Using an average transaction principal amount
of $350 and fee of $50, we can put the annual debt service bur-
den of borrowers in perspective. Around 40% of borrowers face an
annual interest burden of at least $500, while 10% of borrowers
pay upwards of $1000 in interest annually. This is a substantial
allocation of resources for households with other financial com-
mitments and only $15,000 to $50,000 of annual income.

The estimates measure the causal effect of payday loan ac-
cess, which likely encompasses more than simply the benefits and
costs engendered by the initial cash transfer and the future debt
service payments. In particular, other financial services providers
seem to respond to payday loan availability. For example Melzer
and Morgan (2010) find higher fees for bounced checks and over-
draft loans in areas with payday loan availability, and Camp-
bell, Jerez, and Tufano (2009) find higher rates of checking ac-
count closures when payday loans are available. These changes
suggest that households face higher costs and less access to bank
account services when payday loans are available. At least a por-
tion of the negative effect of loan access could be caused by these
responses.

is 14% to 18% of the 39.4 million households between $15,000 and $50,000 that
lived in payday-allowing states in 2000 (U.S. Census). Cross-border access is im-
perfect, so I assume the proportion of borrowing households is 10%, below the 16%
midpoint. Assuming 1.2 borrowing adults per borrowing household and 2 adults
per household, the proportion of borrowing adults is 6%.
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VII. CONCLUSION

I utilize a particular financial market development, the ad-
vent and growth of the payday loan industry, to investigate
whether low- to moderate-income households benefit from
increased access to credit. Payday loans are a particularly inter-
esting category of consumer debt, since for many individuals they
constitute the marginal source of credit. The effects of borrowing
in this form therefore capture the costs or benefits of credit access
on the margin, which are quite relevant in evaluating policies that
impose or relax constraints on consumer lending.

Measuring the overall welfare contribution of payday loan ac-
cess is difficult. Instead, I pursue an intermediate target, testing
whether loan access facilitates important expenditures on items
such as dental and medical care as well as mortgage, rent and util-
ities bills. I find that payday borrowing has important real costs.
Specifically, my findings strongly support the conclusion that loan
access increases households’ difficulty in paying mortgage, rent
and utilities bills. Loan access also appears to increase the likeli-
hood of delaying needed medical care, dental care and prescription
drug purchases, though empirical support for these conclusions
is somewhat weaker. Contrary to the view that improving credit
access facilitates important expenditures, the empirical results
suggest that, for some low-income households, the debt service
burden imposed by borrowing inhibits their ability to pay impor-
tant bills.

APPENDIX I: PAYDAY LOAN REGULATIONS
A. Regulations in Massachusetts, New Jersey, and New York

New Jersey and New York forbid payday loans on the basis of
check cashing laws that prohibit advancing money on post-dated
checks (N.J. Stat. 17:15A-47 and NY CLS Bank 373), and usury
laws that limit loan interest rates (N.J. Stat. 2C:21-19 and NY
CLS Penal 190.42). Massachusetts banned payday loans through
a law limiting interest rates on small loans made or brokered
in the state (ALM G.L.c.140 §96 and CMR 209 26.01). For the
larger companies that operate 40% of the industry’s locations—
Ace Cash Express, Advanced America, Cash America, Check into
Cash, Check ’'N Go, Money Mart and Valued Services—there is no
evidence on 10-K filings and company websites of stores operating
in these three states.
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B. Regulations in States Bordering Massachusetts, New Jersey,
and New York

Payday loans were available from Massachusetts (via
New Hampshire and Rhode Island) in 2001 and from New York
and New Jersey (via Delaware and Pennsylvania) in both 1998
and 2001, the latter two years covered by the NSAF.

New Hampshire’s small loan interest rate cap acted as a de
facto ban on payday loans until it was removed in January, 2000
(1999 NH ALS 248), and payday lenders entered thereafter. The
Staff Attorney of the Consumer Credit Division, New Hampshire
Department of Banking, confirmed that payday lenders did not
operate in the state prior to 2000.

Rhode Island’s small loan interest rate cap (R.I. Gen. Laws §
19-14.2-8) acted as a de facto prohibition on payday loans until a
July 2001 law change that sanctioned deferred deposit transac-
tions (R.I. P.L. 2001, Ch. 371, § 4). However, according to a reg-
ulatory supervisor in the Division of Banking, check cashers had
begun to offer deferred deposit on check cashing transactions in
2000 and 2001, prior to the law change.

In Pennsylvania, throughout the sample period direct payday
lending was prohibited through a cap on small loan interest rates
(P.A. 7 P.S. § 6201-6219), but the agent model was permitted
through a law that sanctioned loan brokering (P.A. 73 P.S. § 2181—
2192). In practice, payday lenders did not build a presence until
1997. Considering the cross-section of payday loan locations in
Pennsylvania as of early 2006, I can confirm that 95% of those
locations were not making loans in 1996.33

Throughout the sample period, Delaware prohibited cash ad-
vance loans by check cashers (5 Del. C. § 2744), but allowed
lending at any interest rate by licensed non-depository lenders
(5 Del. C. § 2201-2244). Licensing records at Delaware’s Office
of the State Banking Commissioner indicate that payday lend-
ing companies first obtained licenses in July of 1998. E Z Cash of
Delaware, Inc. was the first entrant.

33. A predecessor of Advance America, National Cash Advance, entered
the state in 1997 (Brickley 1999). Money Mart began its payday lending op-
eration in earnest through an agent relationship in 1997 (See Office of the
Comptroller of the Currency 1998). Check ‘N Go did not operate in the state
before mid-1997 (Sekhri 1997). Ace Cash Express entered Pennsylvania in 2000
(Ace Cash Express, Inc. 2000). Finally, Cash Today began operations in mid-
1999 (Matheson 2005), and Flexcheck Cash Advance began operations in mid-2001
(O’Donoghue 2003).
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Finally, Connecticut and Vermont did not allow payday lend-
ing. Connecticut prohibited lending through a combination of a
cap on check cashing fees (Conn. Agencies Reg. § 36a-585-1) and
small loan interest rates (interest rates capped at 17% per an-
num by Conn. Gen. Stat. 36a-563). Vermont prohibited lending
through an interest rate cap of 18% per annum (8 V.S.A. § 2230
and 9 V.S.A. § 41a).

Historical store location data from the public filings of the
largest national payday lending companies confirm these entry
and prohibition dates.

APPENDIX II: DEPENDENT VARIABLES OF INTEREST AND
UNDERLYING SURVEY QUESTIONS

Variable Survey question(s)
Family-level measures

Difficulty paying bills — During the last 12 months, was there a time when
you and your family were not able to pay your rent,
mortgage, or utilities bills?

Moved out — During the last 12 months, did you or your children
move in with other people even for a little while
because you could not afford to pay your mortgage,
rent, or utilities bills?

Cut meals — In the last 12 months, did you or other adults in
your family ever cut the size of your meals or skip
meals because there wasn’t enough money for food?

No phone — During the past 12 months, has your household ever
been without telephone service for at least one
month?

(Do not include temporary loss of service due to
storms, damaged wires, or phone company mainte-
nance)

Any family hardship — Binary variable that takes the value of one if the
family experiences any of the four forms of hardship
described above, and zero otherwise.

Person-level measures

Dental care postponed — During the past 12 months did you not get or post-
pone getting dental care when you needed it?
— Was lack of insurance or money a reason why you
did not get the dental care you needed or was it
some other reason?
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APPENDIX II (CONTINUED)

Medical care postponed  — During the past 12 months did you not get or
postpone getting medical care or surgery when you
needed it?

— Was lack of insurance or money a reason why you
did not get the medical care or surgery you needed
or was it some other reason?

Drug purchase postponed — During the past 12 months did you not fill or
postpone filling a prescription for drugs when you
needed them?

— Was lack of insurance or money a reason why you
did not get the drugs you needed or was it some
other reason?

Any care postponed — Binary variable formed from three health-care
variables above.

KELLOGG SCHOOL OF MANAGEMENT, NORTHWESTERN UNIVERSITY
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Executive Summary

In general, lower income families
tend to pay more for the exact same
consumer product than families
with higher incomes. For instance,
4.2 million lower income home-
owners that earn less than $30,000
a year pay higher than average
prices for their mortgages. About
4.5 million lower income house-
holds pay higher than average
prices for auto loans. At least 1.6
million lower income adults pay
excessive fees for furniture, appli-
ances, and electronics. And, count-
less more pay high prices for other
necessities, such as basic financial
services, groceries, and insurance.
Together, these extra costs add up
to hundreds, sometimes thousands,
of dollars unnecessarily spent by
lower income families every year.

Reducing the costs of living for
lower income families by just one
percent would add up to over $6.5
billion in new spending power for
these families. This would enable
lower and modest-income families
to save for, and invest in, income
growing assets, like homes and
retirement savings, or to pay for
critical expenses for their children,

like education and health care.

The policies needed to capture
these savings for families will
require few taxpayer dollars and
true public-private partnership.
Together, government, nonprofit,
and business leaders can pursue a
number of market and regulatory
initiatives to bring down the cost of
living for lower income families.
And unlike most traditional anti-
poverty initiatives, limited (strate-
gic) public investments can match
or seed innovative market solutions.

This report, analyzing both
national data and data from 12
major metropolitan areas across the
country, is about this opportunity to
put the market to work for lower
income families. The report makes

the following conclusions:

Depending on where lower income
consumers live, and what combina-
tions of necessities are consumed,
they can pay up to thousands of

dollars more every year for a full

range of basic household goods,

from financial services to housing

to car purchases. For instance:

® Check Cashing and Short-

Term Loans: Lower income
consumers are much more
likely than higher income con-
sumers to pay high prices to
cash checks and take out short-
term loans. Most customers of
check-cashing businesses earn
annual incomes of less than
$30,000. To cash a $500 check
in one of these businesses, cus-
tomers would pay an additional
$5 to $50 in the selected 12
metro areas. Among the 50
states, the check cashing fee
ranges between 1 percent of
the face value of a check in
West Virginia to no limit (in 19
states).

Similarly, about 81 percent
of the customers that buy high-
priced payday loans earn less
than $50,000 a year. The fees
for short-term loans range from
zero (because the industry is
banned in some states) to more
than 15 percent of a loan’s
value in Colorado, Delaware,
South Dakota, and other states.



B Tax Refund Services: Lower
income consumers are more
likely than higher income con-
sumers to pay high fees to get
their tax returns quickly. In
2003, lower income tax filers
were just as likely as all others
to use professional tax prepara-
tion services (approximately 60
percent). But, lower income tax
filers are nearly three times
more likely than higher income
households to buy refund
anticipation loans. These
advance payments on tax
refunds are accompanied by
interest rates between 70 per-
cent to more than 1,800 per-
cent.

Remittance Services: Lower
income consumers are likely to
pay fees to wire funds to for-
eign countries, fees less likely
to be incurred by high-income
households. About 80 percent
of remittance clients sending
money to Latin America earn
an annual income of less than
$30,000. To send $200 every
other week to Mexico for one
year, a customer would be
assessed an additional $320 in
fees, on average.

Car Prices: Nationwide, con-
sumers from lower income

neighborhoods pay between

$50 and $500 more, on aver-
age, to buy the exact same car
as a consumer from a higher
income neighborhood.

Car Loans: Nationwide, 4.5
million lower income con-
sumers pay, on average, two
percentage points more in
interest for an auto loan than
the average, higher income
consumer. In 2004, auto-loan
customers earning less than
$30,000 a year paid an average
APR of 9.2 percent for their
loan, while the average APR for
customers earning $60,000 to
$90,000 was 7.2 percent.

Car Insurance: Drivers from
lower income neighborhoods in
the 12 sample metropolitan
areas pay between $50 to over
$1,000 more per year in higher
premiums for auto insurance
than those living in higher
income neighborhoods. In New
York, Hartford, and Baltimore,
drivers living in lower income
neighborhoods paid $400
more, on average, for 12
months of auto insurance to
insure the exact same car and
driver risk as those in higher
income neighborhoods.

Home Loans: Nationwide, 4.2
million lower income home-

owners pay, on average, a per-

centage point more than higher
income households in interest
for their mortgage. In 2004,
the average APR on a first
mortgage for lower income
households was about 6.9 per-
cent. By contrast, households
earning between $60,000 and
$90,000 paid an average rate
of about 6.0 percent.

Home Insurance: Holding
other factors constant, home-
owners in lower income neigh-
borhoods can pay as much as
$300 more for home insurance
than those in higher income
neighborhoods. For instance,
in Chicago, the average quote
for a year of home insurance
in the city’s lowest income
neighborhoods was about
$1,043, while the quote for
households living in neighbor-
hoods with a median income
between $30,000 and
$60,000, was approximately
$755.

Furniture, Appliances, and
Electronics: Lower income
consumers tend to pay more
for furniture and appliances
because they are much more
likely than higher income
households to shop at high-
priced rent-to-own establish-
ments. Nearly 60 percent of
rent-to-own customers earn
less than $25,000 a year. In
Wisconsin, it is estimated that
a $200 television might cost as
much as $700 at one of the
rent-to-own businesses in the
state, after interest.

Grocery Prices: Grocery stores
in lower income neighborhoods
tend to be smaller and more

expensive than in higher
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income neighborhoods. The
average grocery store in our
sample of 2,384 lower income
neighborhoods is 2.5 times
smaller than the average gro-
cery store in a higher income
neighborhood. Also, there is
about one mid- or large-sized
grocer for every 69,055 resi-
dents in lower income neigh-
borhoods, half the availability
found in other neighborhoods.
Access to only small grocery
stores results in higher food
prices for lower income shop-
pers. In particular, over 67
percent of the same food prod-
ucts in our sample of 132 dif-
ferent products are more
expensive in small grocery
stores than in larger grocery

stores.

There a number of market realities
and market failures that help drive
the costs of consumer products for
lower income households.

B Companies—from banks to
insurance companies— face
both real and perceived
higher costs of doing business
with lower income con-
sumers. Lower income borrow-
ers are much more likely than
higher income borrowers to fall
behind on their payments,
declare bankruptcy, and have
low credit scores. Within a
metropolitan area, they are also

more likely to live in urban

areas, where car or home
insurance is more expensive.
Given these risks, businesses
will rationally pass on those
risks in the form of higher
costs to lower income con-
sumers. Importantly, the exis-
tence of these higher costs will
also drive perceptions of higher
costs, even when there may not
be data available to support or
properly measure perceived
risks. This also drives up
prices.

The dense concentration of
businesses that sell high-
priced products and services
in lower income neighbor-
hoods can serve to limit the
choices of poorer consumers.
Today, over 23 percent of lower
income households do not have
a checking account, and
another 64 percent do not have
a savings account. Certainly,
these millions of lower income
consumers represent an unmet
market demand. However, if
the businesses that fill that
void are primarily those that
that tend to charge high fees or
interest rates, then lower
income consumers are not
being exposed to a broader
array of mainstream, competi-
tively-priced products.

For instance, nearly all of
the high-priced, basic financial
service companies—alternative
check cashers and short-term
loan providers, tax preparation
firms, and wiring companies—
tend to be much more densely
concentrated in lower income
neighborhoods than higher
income neighborhoods. The

number of check cashers and

short-term loan providers, in
particular, is twice as dense in
lower income neighborhoods as
they are in other neighbor-
hoods. That relative density—
with twice as many businesses
per capita—in lower income
neighborhoods than other
neighborhoods is true for
remittance services and rent-
to-own establishments.
Unscrupulous business prac-
tices drive up prices in lower
income markets. For instance,
research on mortgage pricing
suggests that between 14 and
20 percent of all borrowers
who purchased a high-cost
mortgage could have qualified
for a better priced mortgage
product. Even for those who
cannot qualify for prime loans
often face unnecessary addi-
tional features on mortgage
products, such as long-term
prepayment penalties and
broad insurance plans, all con-
tributing to the higher price. In
other cases, the market abuses
arise from lax regulatory pro-
tections that enable companies
to charge APRs of over 400
percent for check-cashing serv-
ices, short-term loans, and
refund anticipation loans in
some states.

Finally, lower income con-
sumers lack access to good
market information about
many goods and services.
Lower income consumers are
generally much less likely than
other consumers to compare
prices before buying goods and
services, making them more
susceptible to bad deals.
Similarly, they are less likely to



have access to the Internet and
its price-comparison tools.
Further, studies also show that
the lower a consumer’s income,
the less financial knowledge he
or she is likely to have. This
would result in limited knowl-
edge about basic financial
management, the use and man-
agement of credit scores, and
the differences in values
among key products, such as a
checking account versus rely-
ing on check cashers. Finally,
language barriers, along with
cultural obstacles, can steer
lower income families toward

high-priced financial services.

Reducing the additional costs that
lower income families pay for
standard household goods and
services is a powerful and widely
underutilized opportunity to help
families get ahead. To seize that
opportunity, leaders need to con-
nect the competitive, mainstream
economy to lower income con-
sumers. There are a number of
existing models and emerging ini-
tiatives from around the country
that federal, state, and local lead-
ers can replicate.

In general, public and private

leaders need to embrace three types

of reforms:

® Public and private leaders
need to encourage main-
stream businesses to serve
lower income markets, where
there remains great demand
for services and products. In
concert with community out-
reach efforts to dispel myths
and misperceptions, political
and community leaders need to
engage the business commu-
nity to take down the road-
blocks to entry into lower
income markets. In some
cases, businesses have failed to
recognize this market opportu-
nity. In other cases, the market
opportunity is stunted by real,
higher costs of doing business
in lower income neighbor-
hoods. To address the particu-
lar opportunities that exist in
their communities, leaders
need to be fact-driven and
entrepreneurial. Businesses
will respond to profitable
opportunities. Already, innova-
tions are underway to encour-
age businesses to reach out to
lower income consumers and
produce new low-cost products
and services, and in turn, to
encourage lower income con-
sumers to turn to mainstream
business products.

® Public and private leaders
need to crack down on alter-
native, high-priced businesses
that have blossomed in lower
income neighborhoods. At the
local level, leaders can use
their licensing and zoning
authority to curb the develop-
ment of these businesses in
lower income neighborhoods.
At the state and federal level,

leaders need to enact regula-

tions that limit the fees and
interest rates charged by fringe
businesses, while funding
research that addresses ques-
tionable business practices. As
always, efforts to create lower-
cost alternatives, as mentioned
above, will also reduce the
demand for alternative, high-
priced businesses.

Public and private leaders
need to promote consumer
responsibility and empower
lower income consumers with
better market information.
Ultimately, consumers need to
take responsibility to make
smart bets on getting ahead,
which means knowing which
companies to buy from, what
goods and services to stay away
from, and how to manage day-
to-day budget demands. But,
the growing complexity of the
market makes this difficult for
everyone. Among the many
choices consumers now have,
there are hundreds of different
mortgage products, often
dozens of mortgage and insur-
ance companies to choose
from, new breeds of alternative
financial service providers, and
growing applications of credit
reports and scores. There are a
number of examples of market
innovations that local and state
leaders can embrace that cre-
ate better electronic tools and
information to help lower
income consumers navigate
today’s maze of market choices
and price variations. M
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Introduction

Last year, about 4.2 million
lower income homeowners paid
higher than average prices for their
mortgages. About 4.5 million lower
income households paid higher
than average rates for auto loans.
At least 1.6 million lower income
adults paid too much for furniture,
appliances, and electronics. And
countless more paid higher prices
for other necessities like basic
financial services, food, and insur-
ance than did their wealthier neigh-
bors. Together, these high prices
add up to hundreds, sometimes
thousands, of dollars needlessly
spent by lower income families
every year.

But this problem—the evidence
that lower income Americans pay

more for necessities from groceries

to car loans—is also a huge oppor-
tunity to push back against poverty.
Reducing costs of living by just one
percent would amount to over $6.5
billion in new spending for lower
income families. What if we could
cut these costs by 10 percent?
That would add up to over $65 bil-
lion newly available for lower
income families to save or invest in
wealth-building assets from educa-
tion to homes.

This is today’s poverty opportu-
nity: Reduce the higher cost of liv-
ing that too many lower income
families now must pay, and free up
billions to help those families build
real wealth. Through these savings,
market dynamics can be put to
work as an important asset, rather

than just a liability, for lower

income families.

We can accomplish this in three
steps.

First, public and private leaders
must take measures to bring down
higher business costs that drive up
prices for poor families. Second,
new laws and more rigorous
enforcement are needed to curb
market abuses that gouge low-
income workers. Third and most
importantly, the public must invest
in making lower income consumers
the savviest shoppers in the mar-
ketplace, equipped with the know-
how to spot and avoid bad deals
and find the lowest possible prices.
Together, these strategies will give
lower income families a powerful
tool to lift themselves out of
poverty.
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WHERE DID THIS OPPORTUNITY COME FROM?

oday’s poverty opportunity is not a new one, but it is much greater

in scope and importance today than at any time in the past.” There

are two main reasons for this: demand among lower income con-

sumers for many necessities has expanded dramatically over the last

decade, while the supply of those necessities also has substantially

changed.

Over the past decade, sweeping
economic, market, and policy
changes all interacted to create mil-
lions of new customers for many
basic necessities. The roaring econ-
omy of the late 1990s helped con-
tribute to income growth and the
decline of concentrated poverty.
Additionally, a major wave of new
immigration to the U.S. also
boosted demand for an array of
goods. Those factors, along with
sweeping policy reforms in pro-
grams that benefit lower
income families, sent mil-
lions of lower income adults
into the labor force in the
1990s.?

As demand increased for
necessities like basic finan-
cial services, housing, cars,
and insurance, the financial
services market was trans-
forming in ways that increased
access to credit among lower
income households. The most
important of these changes was the
burgeoning use of credit scores,
which essentially allowed sellers of
credit to index prices to reflect
lending risks.* The advent of index-
ing helped open up numerous low-
income credit markets once
eschewed by businesses, and
greatly increased lower income
consumers’ access to a host of

credit products, from credit cards

to mortgages. These market
changes, in turn, expanded the pur-
chasing power of lower income
households.

At the same time, jobs were also
spreading out in metropolitan
areas, following, and sometimes
leading, sprawling settlement pat-
terns.’ As jobs dispersed through
metro areas and lower income
workers found themselves spatially
isolated from available jobs, car

ownership among lower income

households surged accordingly—
from 67 percent in 1993 to 73 per-
cent just ten years later.® This
increase far outpaced the pace of
car purchases among higher
income households.’

Finally, in the background of all
of these policy and market changes,
the economy continued to flatten,
as the globalization of supply and
demand chains of the economy
accelerated.® One important eco-
nomic effect of globalization was

that wages continued to stagnate,

particularly among lower income
workers.” In turn, this drove up
demand among lower income con-
sumers for a variety of short-term
loans, along with creatively-priced
products, such as mortgages with
balloon payments."

All of these changes worked to
bring millions of new lower income
consumers into the market for
basic necessities.

The supply side of this market
too underwent significant change,
starting with innovative and entre-
preneurial responses in the basic
financial services market. Over the
past decade, tens of thousands of
high-priced, alternative financial
services storefronts popped up
around the country to meet surging
demand in lower income house-
holds for check cashing, short-term

loans, tax preparation, and money

Being lower income is not just about having a
lower income; too often, it is also about having
to pay high prices for goods and necessities.

wiring services.'' The mortgage
market responded as well, creating
new products for new lower income
homebuyers who may have been
ignored in the past."” Even the gro-
cery market took steps to meet new
patterns of demand, most visibly
illustrated by Wal-Mart’s recent
efforts to move into underserved,
lower income markets."

For the most part, however, the
rising market opportunities pre-
sented by lower income consumers

went unnoticed. As mainstream



Lower income households do less comparative shopping for major credit

and borrowing purchases than higher income households
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Source: Author's analysis of the 2004 Survey of Consumer Finances
Note: Proportion of consumers in each income category that indicate the extent to which

they comparatively shop when making major decisions about credit or borrowing.

businesses missed the moment,
high-priced businesses moved to fill
the void in the financial services
and retail markets especially, leav-
ing these new consumers vulnera-
ble to exploitation."

This vulnerability is not surpris-
ing: Survey evidence demonstrates
conclusively that consumer savvy
and financial literacy both increase
with wealth.” In other words, low-
income families have less under-
standing about financial services
products and their value than do
higher income households. This
leaves lower income consumers
more vulnerable to overcharging,
unscrupulous businesses. Between
14 percent and 20 percent of all
mortgage borrowers, for instance,
are now estimated to pay higher
interest rates and fees than indi-
cated by their qualifications."

Similarly, lower income con-

sumers are much less likely than
higher income households to shop
around when making major deci-
sions about credit or borrowing.'”
In fact, nearly one in three low-
income households reports that
they do almost no shopping around;
only about one in eight higher
income households don’t. One
might hear such figures and
respond, “caveat emptor,” but the
fact is that many of these con-
sumers are new to many of these
markets and may not fully under-
stand their options. That problem
has grown worse as many of these
markets have become more compli-
cated over the past decade:
From insurance plans to
mortgage policies, con-
sumers are often beset with
large numbers of choices,
making it more difficult to

make smart decisions.

This paper aims to demonstrate
the higher costs lower income
households pay for basic goods,
costs that high-income households
do not pay for what are substan-
tially the same goods.

Overall, the items we examine—
financial services, auto-related
products, home financing and
household goods, and groceries—
account for at least 70 percent of a
lower income household’s budget.
Put simply, the evidence is clear:
For a wide range of goods and serv-
ices, poor families pay more.

Thus, the opportunity beckons.
Bringing down the costs for these
items can create billions of dollars
in potential savings, which can be
put to work in investments like
houses and educations, and in sav-
ings for families and retirements.
Indeed, as we will describe below, a
number of policy and market initia-
tives to lower prices for lower
income families are already under-
way. Each of these initiatives repre-
sents a growing recognition among
policymakers that it’s time for them
to take the other side of low-
income families’ ledgers more seri-
ously. Being lower income is not
just about having a lower income;
too often, it is also about having to
pay high prices for goods and
necessities. As this report illus-
trates, that’s a massive roadblock
for working families—but avenues

exist to take it down. M
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Methodology

t is exceedingly difficult to measure the prices different individu-

als pay for the exact same product. Consider, for instance, the

price of orange juice, long a staple on Americans’ breakfast

tables. To help consumers decide among all of the brands and types

of orange juice, grocery stores advertise the sticker cost of the prod-

uct: $2.30 for concentrated orange juice, for instance, and $3.50

for freshly squeezed. Less prominently, grocers also advertise the

per-unit price, which is the cost of the same amount of juice across

the different brands and types (e.g., $0.44/ounce). This measure

controls for a host of factors that can inflate or deflate the sticker

cost, from the package size to the thickness of the container that

the orange juice is contained in.

The difficulty for this analysis is
that most surveys of consumer
finances and expenditures measure
sticker costs only. As a result, low-
income consumers in these surveys
appear to spend less on groceries
than do higher income households.
Lower income households, for
instance, more likely buy generic
brands instead of more expensive,
freshly squeezed juice.'” Over time,
this means that they spend consid-
erably less on orange juice than
higher income households.

What this misses, though, is that
per-unit price often varies from one

community to another based on

median household income. The
same amount of juice, for instance,
often will cost more in a low-
income neighborhood than in a
higher income neighborhood.
When considering orange juice,
this difference might not seem sig-
nificant—but as we demonstrate
below, this pattern of price varying
by household income holds true for
nearly all basic necessities, from
small items like a tank of gas or the
cost of cashing a check, to much
larger items like home mortgages
and auto insurance. When we add
up all of these higher prices, low-

income households can end up pay-

ing hundreds, even thousands of
dollars more every year to buy the
exact same goods or services that
higher income households con-
sume. Eliminating this price differ-
ence will provide a great
opportunity to help lower income
families get ahead.

To document that opportunity
for public and private leaders
throughout the country, we marshal
national evidence where it is avail-
able, supplemented with local data
from 12 metropolitan areas. The
breadth of this sample allows us to
make a general case about the

higher prices lower income families
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pay, and to present the most com-
prehensive picture possible on
prices. Data was not always avail-
able for individual consumers, so
we supplement individual level data
with evidence from lower income

neighborhoods.

Since most readers will not be
familiar with these data sources,
and because the availability of data
is uneven across the different items
measured, we go into detail about
each of these dimensions of the
analysis below.

ABOUT THE METROPOLITAN AREAS

o supplement and complement the analysis of national data we

gathered information about 12 metropolitan areas that together

account for about 23 percent of the entire U.S. population.”

The 12 metro areas provide geo-
graphic diversity but also represent
diverse markets. Most importantly,
the cost of living varies widely in
our sample of metro areas.
According to the 2005 ACCRA cost

of living index, which measures 364

This study’s 12 metro areas range from being some of the

most expensive to the most affordable areas in the U.S.

Metro Area Cost of Living Rank (of 364)
New York 1
San Francisco 2
Los Angeles 5
Washington, DC 12
Chicago 24
Hartford 30
Seattle 36
Baltimore 40
Denver 88
Indianapolis 110
Atlanta 145
Pittsburgh 217

Note: Cost of living rank is based on quarterly average price data for basic living expenses
basis over a one-year period.

Source: ACCRA Cost of Living Index, 2005

metropolitan areas, New York and
San Francisco are respectively the
first and second most expensive
metros to live in throughout the
entire country.® In contrast,
Pittsburgh is ranked as the 217th
most expensive metro.

The communities in our sample
also cover a wide range of eco-
nomic conditions. Real median
wage growth in Indianapolis,

Los Angeles, and Pittsburgh stood
under 5 percent between 1998
and 2004.? On the other hand,
San Francisco, New York, and
Washington, DC all saw median
wages grow by over 15 percent.
Similarly, the poverty rate widely
varies across our sample of metro-
politan areas. Within the cities of
Atlanta, Baltimore, Chicago, and
Hartford more than one out every
five people lives below the poverty
line. In contrast, poverty rates

in the cities of Indianapolis and
San Francisco are both below the
national rate. Such uneven oppor-
tunity across these metropolitan
areas should account for the effects
that the economy has on prices for

necessities.



ABOUT THE BASIC GOODS AND SERVICES

n this analysis we focus on basic necessities for lower income fami-

lies, including food, housing, utilities, transportation, and financial

services. Together, these items account for about 70 percent of the

spending in a typical American household. Other goods and services, like

health care, entertainment, apparel, and personal insurance, account for

the balance of what households spend; unfortunately, no comparative

data is available to assess how prices for these goods and services vary

across income categories.

To measure how prices vary
across basic necessities, we used a
variety of data sources and meth-
ods. We summarize this informa-

tion for each necessity below.

Groceries

For our analysis of per-

unit food prices, we
needed to measure what house-
holds of different incomes pay for
the same basket of groceries. In
this way we could hold constant all
other factors that affect the prices
consumers pay for groceries, like
different brands or product sizes.”
To do this, we looked at two types
of information.

In total, we analyzed nearly
21,000 grocery stores for this
report, using two types of informa-
tion. The first is a comprehensive
database of all grocery stores in
each of these markets, from the
500 square foot “mom-and-pop”
corner store to the 150,000 square
foot Wal-Mart super center.
Importantly, this means that there
is a substantial range in the a) the
quantity of food items, b) the qual-
ity of food items, and c) the avail-
ability of other services, such as a
pharmacy, across our population of
grocery stores.”* From the perspec-
tive of the U.S., Canadian, and

Mexican officials that jointly cre-
ated this coding system, the com-
mon unifying good sold across all
of these establishments is food.
But, it is important to keep in mind
that this is an otherwise very
diverse group of establishments.

This database is maintained by
InfoUSA, a private company that
mines hundreds of resources to
compile a comprehensive index of
business establishments in
America.”” This database does not
include data about grocery prices,
but does contain information about
each establishment’s location, size
and annual revenue. Because store
size is strongly correlated with the
price of products, we can make
inferences about prices based on
store size.*

Our second source is a database
maintained by AC Nielson to look
directly at prices in a sample of
3,000 mid- to large-sized grocery
stores. This database is not a com-
prehensive index of grocery stores
in the metro areas in our sample,
nor is it a random sample of
stores: the database only includes
grocery store chains that are cus-
tomers of AC Nielson. Both of
these characteristics are important
limitations, because the smaller,

mom-and-pop stores are the very

stores that we find are concen-
trated in lower income neighbor-
hoods. Also, there is some
evidence that suggests lower
income neighborhoods have less
access to chains.”” Still, the stores
in the AC Nielson sample do vary
by size, which allows us to more
closely examine the relationship
between store size and food prices.

To develop a typical grocery cart
of food items, we turned to the
ACCRA cost of living index, which
includes grocery prices.”® Using
their method as a guide, we exam-
ined prices for ground beef,
chicken, canned-tuna, milk, eggs,
margarine, processed cheese, pota-
toes, oranges, lettuce, sliced-bread,
canned orange juice, coffee, sugar,
cereal, frozen dinner, frozen corn,
and soft drinks.

Within these food categories, we
looked at the average per-unit
price of the most popular products
sold in these categories during the
12-month period between October
2004 and October 2005. We chose
this method of comparison
because we needed to compare the
price of the exact same product
across the 3,000 stores in our
sample, and not all products are
sold at every grocery store.” This
yielded a total sample of 132 dif-
ferent food products sold across all
of the stores in our analysis.”
Since each participating store
reports data every week, we then
took the average price of each
food item over the course of the
52 week period. Using this infor-
mation, we were able to determine
how the cost of these products
systematically varied across each
of the stores in our analysis.
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Transportation

More than nine of every

10 American households

have access to at least one car,
including more than seven out of
every 10 lower income house-
holds.”" We focus on three types of
automobile costs: the price of pur-
chasing a car, a car loan, and car
insurance.*

To measure the price of buying a
car, we relied on an analysis by
Fiona Scott Morton, Florina
Zettelmeyer, and Jorge Silva-Risso
published by the National Bureau
of Economic Research.” Using a
unique national database of over
650,000 car purchases, these
scholars were able to control for
over two dozen factors that influ-
ence the price that different cus-
tomers pay for the same
automobile. This makes it possible
to isolate the independent effect of
buyer income on the price of a car,
along with the effects of race, gen-
der, and educational attainment.
But, to calculate the total effects of
income on the price of a car, one
would have to add in many of the
other effects in this model because
these factors also systematically co-

vary with income.* Using this

model, we can estimate the average
mark-up fee lower income drivers
typically pay.

To assess what different house-
holds pay to borrow the same
amount of money for an auto loan,
we used the 2004 Survey of
Consumer Finances administered
by the Federal Reserve. These data
provide the only resource that we
are aware of to assess how prices
for auto loans vary by household
income.” The Survey of Consumer
Finances (SCF) is conducted every
three years, and was based in 2004
on interviews with 4,522 families.*

Finally, we analyzed the price of
insuring the exact same car and
driver in each of the metropolitan
areas included in this report.
Because disclosure laws are so lim-
ited in the insurance industry, it is
impossible to assess this issue with
national data—such data just do
not exist. We also cannot measure
most of the factors considered by
insurance companies in their insur-
ance-rating models, some of which
likely vary systematically by
income.” But, we can look at data
from the metro areas in our sam-
ple, and we can look at the effects

of territories on prices—one impor-

tant variable used by insurance
companies to set prices.

To do this, we looked at the web-
sites of three large insurance com-
panies—Geico, Allstate, and
Progressive—that together account
for about 23 percent of the auto
insurance market.” On each of
these sites, we entered a similar
profile of a car and driver and
obtained auto insurance premium
quotes for the minimum amount of
legally required insurance.” To
make the estimate as conservative
as possible, we selected an optimal
set of characteristics for the driver:
35 years old, married, with a
clean driving record, a short (five-
mile) daily commute to work, and
limited annual mileage (between
10,000—15,000 miles). The car that
we used is a five-year-old Ford
Taurus, which is approximately
equal in value to the median value
of automobiles owned by individu-
als in the lowest income quintile,
according to the 2004 Survey of
Consumer Finances.

We entered this car and driver
profile for each of the ZIP codes in
the metropolitan areas in our sam-
ple.* This research method was
designed to yield over 10,000 dif-



ferent price quotes for car insur-
ance, or one premium for every
company and ZIP code in the
analysis. With this data, we then
used the Census 2000 survey to
estimate the median income in
each of these ZIP codes.* In this
way, we were able to analyze the
relationship between neighborhood
income and the price of auto
insurance.

While this analysis speaks to the
powerful influence of where a
driver lives on the price of insur-
ance, it is not without important
limitations. For one, it does not
account for the credit or insurance
score of the driver, and the role
that this information can play in
shaping auto insurance premiums.*
The analysis also omits a number
of other factors commonly believed
to raise the price of auto insurance
for lower income drivers, including
the driver’s occupation and educa-

tional attainment of the driver.*”

Basic Financial
Services
We analyzed the four

most prominent types of basic
financial services: cashing checks,
obtaining short-term loans, tax
preparation, and wiring money.
Together, these four services repre-
sent nearly all of the basic financial
service products.*

Nearly all of the data for this
part of the analysis is based on
national surveys of consumer
behavior and local information
about prices. This reflects the gaps
that exist in information today: We
have very little information about
how consumer behavior varies
across types of markets, and we

have very little information about

average prices paid across the
country. Still, the available data do
provide a powerful set of facts that
point to the higher prices lower
income families tend to pay for
these services.

To determine what consumers
typically pay for these services, we
used three major sources of data.
The first are a series of national
surveys, which are covered in each
section of the report.

The second data source is infor-
mation collected from banking reg-
ulators in each of the states
represented by the metropolitan
areas in our analysis. Through an
assessment of information collected
from both conversations with repre-
sentatives and information on state-
maintained web pages, we were
able to assess the maximum inter-
est rates and fees associated with
using these products.”

Our other major source of infor-
mation to assess the price of basic
financial services was the InfoUSA
database, reviewed earlier.** In
total, we looked at nearly 34,000
providers of basic financial services,
from mainstream banks and credit
unions to more fringe businesses,
like check-cashing establishments
and payday lenders. Using these
data, we looked at the location and
annual revenue of each establish-
ment. We then used the Census
2000 survey to estimate the median
income in the neighborhood where
each establishment is located. With
this information, inferences were
made about how the price of basic
financial services varies by neigh-
borhood income.

Importantly, the InfoUSA data
categorizes establishments by their

primary and secondary business
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service, but does not capture every
type of commodity sold. This
means, for instance, that a gas sta-
tion that derives the largest portion
of its revenue from the sale of gas,
sells food as its second biggest rev-
enue source, and cashes checks as
its third source of revenue, will not
be listed in the InfoUSA database
as a check-cashing business. For
this reason, we systematically
undercount the number of busi-
nesses in each category.”’

We supplemented these major
sources of data with information
about specific companies in our
analysis. While not as generalizable
as the information collected from
the states or InfoUSA, this evi-
dence offers some powerful exam-
ples of the higher prices lower
income households often must pay
for these basic financial service

products.

Housing
Our analysis of housing

prices includes an

assessment of the prices paid for
mortgages, home insurance, and
furniture and appliances. While
this does not exhaust the list of
important housing-related costs—
such as maintenance, rent, and

property taxes—there is no data to

suggest that prices for any of these
necessities are higher for lower
income families than other house-
holds.*

To examine how mortgage prices
vary by household income, we
looked at two different datasets.
The first is the 2004 Survey of
Consumer Finances administered
by the Federal Reserve, which we
reviewed earlier in this section.
These data allow us to compare
how the typical amount borrowed
and the typical rate charged for
mortgages varies across different
income categories. The data pro-
vide an excellent, national assess-
ment of these higher prices.

We supplemented this analysis
with data from the 2004 Home
Mortgage Disclosure Act (HMDA),
which provides information about a
large proportion of the mortgages
originated in the 12 metropolitan
areas of our geographic sample.
These data include a variable that
flags whether an originated loan
has a high price. The Federal
Reserve Board defines high-price
loans as those that have an annual
percentage rate (APR) three per-
centage points above comparable
Treasury notes for first liens and
five percentage points above for

junior liens. With this definition,

the Board estimated they would
capture over 95 percent of the sub-
prime market.*” Although, recent
comparisons of the HMDA data
with private data suggest that the
Board’s definition of “high cost”
captures a substantially smaller
share of the sub-prime market.”

To analyze the price of home
insurance, we used a method simi-
lar to the consideration of auto
insurance prices described above.
The major difference is that only
one of the three selected insurance
companies makes home insurance
quotes available, and does so for
nine of the 12 metropolitan areas.
For each of the ZIP codes in these
nine metropolitan areas, we
entered a similar profile of a house
worth approximately $75,000, and
requested the minimum amount of
insurance required by the state. We
then used the 2000 Census to esti-
mate median income in each of
these ZIP codes, then analyzed the
relationship between neighborhood
income and the price of home
insurance.

To assess the price of furniture
and appliances, we used two differ-
ent resources. The first is survey
data collected by the Federal Trade
Commission, which analyzed vari-
ous characteristics associated with
12,000 customers of rent to own
stores.” The second resource is the
InfoUSA database described in
greater detail above. Using these
data, we were able to build a profile
of rent-to-own customers, while
also illustrating where these estab-
lishments are geographically con-
centrated within each of the

metropolitan areas studied.



ABOUT OUR DEFINITION OF LOWER INCOME FAMILIES

e used numerous data resources that estimate household

income, including Home Mortgage Disclosure Act data, the

Survey of Consumer Finances, a Federal Trade Commission

Survey, Census Bureau surveys, and J.D. Power and Associates, among

others. Because these data are in many different forms, we needed to

establish a common definition of “lower income” across each of these dif-

ferent data resources. This was no small challenge, because there is no

commonly accepted definition of lower income or poverty.”> Some analyses

use the federal poverty line as the point of demarcation, while others use

some percentage above the poverty line. Still others use some measure of

a “sufficient income” or receipt of some type of public benefit, like the

Earned Income Tax Credit, as a definition.

The results presented in this
analysis do not depend on choosing
from one of the many available
measures of lower income. In gen-
eral, we find that prices decrease
linearly or curvilinearly as house-
hold income or neighborhood
income increases, where quantita-
tive income information is available.

But, because we needed some
way to illustrate these findings, and
talk about the differences between
lower income borrowers, neighbor-
hoods, and everyone else, we
needed to select a measure. Given
the lack of agreement about the
term “low-income” and “poor” and
in light of the diverse measures of
income in our datasets (and lack of
a poverty measure), we elected to
use increments of $30,000 as the
common yardstick to assess the
relationship between income and
prices. We then elected to measure
“lower income” as any neighbor-
hood with a median income less
than $30,000, or any household
that earns less than $30,000—
depending on the dataset in use.”
In current dollars, this represents

about half of the estimated value of

the median family income in
2006.7

But, like any measure of
“poverty” or “low-income” it is
important to keep in mind the
unique limitations of this particular
measure. First, cost of living vari-
ance among the metro areas means
that equal income in two cities
does not mean equal purchasing
power or quality of life: an annual
income of $30,000 goes much far-
ther in Pittsburgh than in San
Francisco. Second, not all surveys
measure the same
units. A family with
children making less
than $30,000 is cer-
tainly less well-off
than an individual
living alone with the
same income.
Unfortunately, the
data do not allow us
to make these dis-
tinctions. Similarly,
we would have ide-
ally been able to dis-
tinguish between
individuals, house-

holds, and families,

but that type of specific data was
not available across all of these
diverse datasets.

Still, like a lot of these academi-
cally minded (unresolved) issues
with a measure of “low-income” or
“poverty,” the importance of these
limitations lays at the margins: at
worst we are talking about lower
income and very moderate-income
households, instead of just “low-
income” households. For all of
these reasons, we refer to “lower
income” households, consumers,
and neighborhoods throughout the
results section of this analysis, and
contrast these units to “higher
income” households, consumers,
and neighborhoods. M
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FINDINGS:

The Higher Prices Facing

[.ower Income Consumers

Lower income families are more
likely than other households to pay
high prices for basic financial serv-
ices like check cashing, short-term
loans, tax preparation, and trans-
mitting money. Depending on what
products they purchase, the extent
of their demand, and where and
from what type of establishment
they make their purchases, lower
income families can pay as much
as several thousand dollars every
year in extra costs for these serv-

ices.”

Depending on where lower income
families live and the types of serv-
ices they consume, these costs

can range from a few dollars more
to over $2,000 every year in extra
costs for these basic financial
services.”

Lower income consumers pay
more because of their greater
reliance upon alternative, high-
priced financial service companies,
including check cashers, payday

lenders, pawnshops, and auto-title

I. BASIC FINANCIAL SERVICES
Low- and moderate-income consumers are more likely to buy high-priced basic
financial services than higher income households.

lenders. For instance, survey evi-
dence indicates that most check
casher customers earn annual
incomes below $30,000. Similarly,
most payday-lending customers
earn between $15,000 and $60,000
per year, and over 65 percent of
pawnshop customers earn under

$25,000.%* All these types of busi-

nesses tend to charge a higher
price for a comparable service or
product sold by a bank or a credit
union, thus indicating that the
lower income consumers who
frequent them are more likely
than higher income households to
pay high prices for basic financial
services.

Exactly how much more lower
income consumers pay depends on
what products they consume, the
extent of their demand, along with
where and who they are buying the

product from. For instance, cashing

a check generally costs substantially
more every year at a check-cashing
establishment than at a bank, but
exactly how much more varies
across the country.”

Prices charged at check cashers
range from approximately one per-
cent of the face value of a check in
West Virginia to no limit in 19
states.® Across the 12 metropolitan
areas in our sample, maximum
check-cashing fees generally range
between 1.6 percent of the face
value of a check in New York to up
to 10 percent for personal checks
cashed in Maryland.®' Although
there is no information about the
exact prices charged at establish-
ments in these areas, recent
research suggests that fees are gen-
erally fixed at the maximum
allowed rate.*

Thus, a family with a net income
of $30,000 a year would pay about
$18.46 every two weeks to cash a
check in New York, or about $480
over the course of a year. In con-
trast, that same family would pay
$1,500 to cash checks from a pri-
vate company if they lived and
worked in Atlanta.

At least in theory, the family
need not pay anything to cash



Exactly how much more lower income
consumers pay depends on what products
they consume, the extent of their demand,
along with where and who they are buying
the product from.
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Select Geographies

The maximum allowable fee for check cashing services varies widely among the states

Description of maximum fee allowed by state regulations

California (Los Angeles and San Francisco)

Colorado (Denver)

Connecticut (Hartford)

District of Columbia (Washington)

Georgia (Atlanta)

Illinois (Chicago)

Indiana (Indianapolis)

Maryland (Baltimore)

New York (New York)
Pennsylvania (Pittsburgh)

Washington (Seattle)

Financial Institutions

For government and payroll checks, fees may not exceed 3% of the value of the check with
customer 1.D., and 3.5% or $3 (whichever is greater) without I.D. Fees may not exceed $15
for bounced checks. A one-time fee to set up an account may not exceed $10.

Not regulated

Fees may not exceed 1% of the face value of government and payroll checks, and may not
exceed 2% of the face value of all other checks.

Check cashers may not charge an additional fee for verification, handling, and documentation
processing totaling more than $5 on a personal check with a face value of up to $250; no
more than $10 on a personal check with a face value of $250.01-$500; no more than $15 on
a personal check with a face value of $500.01-$750; and no more than $20 on a personal
check with a face value of $750.01-$1,000.

Fees may not exceed 3% of the face value of government checks, 10% of personal checks, and
5% of all other checks.

Fees may not exceed 1.4% of the face value plus $0.90 for checks under $500, and 1.85% of
the face value for checks greater than $500.

Fees may not exceed 10% of the face value of the check.

Fees may not exceed 3% of the face value of government checks, 5% of payroll checks, and
10% of personal checks.

Fees may not exceed 1.58% of the face value of the check or $1, whichever is greater.

Fees may not exceed 2.5% of the face value of government checks, 3% of payroll checks, and
10% of personal checks. One-time fee to investigate credit of consumer may not exceed $10.

No limit

Sources: California Department of Financial Institutions; Colorado Department of Regulatory Agencies; State of Connecticut Department of
Banking; District of Columbia Department of Insurance, Securities and Banking; Georgia Department of Banking and Finance; State of
Illinois Department of Financial and Professional Regulation; Indiana Department of Financial Institutions; Maryland Department of Labor,

Licensing, and Regulation; State of New York Banking Department; Pennsylvania Department of Banking; Washington State Department of

checks, because they could do so
through a banking account.
Although no inventory exists of
banking products offered by every
bank and credit union in the met-
ropolitan areas in this analysis,
recent industry reports suggest that
a growing number of banks have
started offering accounts with no
maintenance fees, no minimum
balance requirements, and no

check-cashing fees.”* Although the

banking industry has traditionally paying fees to a check casher.

lost money on checking accounts Lower income consumers also

(even with monthly maintenance
fees), banks and credit unions now
widely view these accounts as a
gateway to the other, more prof-
itable services they offer.” In turn,
competition for checking customers
means that a growing number of
banks are offering accounts that
lower income consumers could

rationally use as a substitute for

are more likely than higher income
consumers to pay higher prices for
short-term loans because they rely
on alternative, high-priced lenders.
As with the premium for cashing
checks, just how much more they
pay for short-term loans also varies
across the country; the amount is
also partially dependent upon what

type of business sells the lower



Select Geographies

The maximum allowable fee for payday lending services varies widely among the states

Description of Maximum Fee Allowed by State Regulations

California (Los Angeles and San Francisco)

Colorado (Denver)

Connecticut (Hartford)

District of Columbia (Washington)

Georgia (Atlanta)

Illinois (Chicago)

Indiana (Indianapolis)

Maryland (Baltimore)
New York (New York)
Pennsylvania (Pittsburgh)
Washington (Seattle)

Maximum Charge = 15%; Maximum Loan Amount = $300

Maximum Charge = May not exceed 20% of the first $300 loaned plus seven and

one-half percent of any amount loaned in excess of $300; Maximum Loan Amount = $500

Prohibited

Maximum Charge = 10% of face amount + fee of $5: $0-$250; $10: $251-$500;
$15: $501-$750; $20: $751-$1000; Maximum Loan Amount = $1,000

Prohibited

Maximum Charge = $15.50 per $100 ; Maximum Loan Amount =$1,000 or 25 percent

of a borrower’s gross monthly income, whichever is less

Maximum Charge = 15%: $0-$250; 13%: $251-$400; 10%: $401-$500;

Maximum Loan Amount = $500
Prohibited
Prohibited
Prohibited

Maximum Charge = 15%: first $500; 10%: remaining portion of the loan in excess of $500

up to the $700 maximum; Maximum Loan Amount = n.a.

Source: National Conference of State Legislatures, Consumer Federation of America (www.paydayloaninfo.org)

income consumer an alternative
short-term loan.

For the 31 million lower income
households that have a checking
account, millions of them turn
every year to payday lenders for
short-term loans.® In fact, about 81
percent of the customers that buy
high-priced payday loans earn less
than $50,000 a year.®

Payday lenders typically provide a
two-week loan in exchange for a
personal check that the lenders will
cash on the borrower’s payday.
State departments of banking regu-
late rates charged by payday lend-
ing businesses, which means that
rates vary widely across the
country.”’

Across the country, fees for pay-
day loans range from nothing
(because the industry is banned) to

higher than 15 percent of a loan’s
value in Colorado, Delaware, South
Dakota, and other states.® In
Washington, for instance, total fees
and interest cannot exceed 15 per-
cent of a loan for $500 or less (a
390 percent APR). Similarly,
linois allows payday lenders to
charge $15.50 for every $100 bor-
rowed (a 403 percent APR).

The 9 million lower income
households that don’t have a check-
ing account can turn to one of
14,000 pawnshops or one of the
growing number of car-title
lenders.* Prices for pawnshop
loans range from no limit (in
Arkansas, lowa, Idaho, Maryland,
North Dakota, Nebraska, South
Dakota, Utah, and West Virginia) to
2 percent or less in Indiana and

Missouri.” Across our sample of 12

metropolitan areas, pawnshop loan
rates range from a low of 2.5 per-
cent in the California metro areas
for loans up to $225, to 20 percent
in Chicago for the exact same loan
amount. Similarly, recent evidence
indicates that auto title loans bear
an APR around 400 percent.”
There is no information about
the prices actually charged at
establishments in these areas, but
recent research suggests fees are
generally set at the maximum
allowed rate.” Assuming this
research is generalizable, a Seattle
family in which one salaried worker
earns a net income of $30,000 a
year would pay about $270 to bor-
row $300 six times year from a pay-
day lender. In Chicago, that same
family would pay about $280 to

borrow the same amount of money.
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The maximum allowable fee for pawnshop loans varies widely among the states

Geography

Description of Monthly Fees Allowed (Includes Interest and Other Fees)

« FROM POVERTY, OPPORTUNITY

California (Los Angeles and San Francisco)

Colorado (Denver)

Connecticut (Hartford)

District of Columbia (Washington)

Georgia (Atlanta)

Illinois (Chicago)

Indiana (Indianapolis)

Maryland (Baltimore)
New York (New York)
Pennsylvania (Pittsburgh)
Washington (Seattle)

Source: Tenney, Glen. “The Effects of Government Regulation on Competition and Supply in the Pawn Industry: A Quantitative and

Qualitative Study.” 2004.

2.5% per month on the amount up to $225; 2% on the portion over $225 up to $900; 1.5%
on the portion over $900 up to $1,650; 1% on the portion over $1,650. Service charge may
range from $1 on any loan for not more than 90 days in amount of less than $15, to $140 on
any loan for not more than 90 days in amount of $2,100-$2,500; plus a $3 loan setup fee for
loans smaller than $50, or a setup fee of $5 for loans greater than $50; plus a $5 storage fee

for items larger than 1 cubic foot, $10 for items larger than 3 cubic feet, $20 for items larger

than 6 cubic feet, and $1 for each additional cubic foot of space.
20% per month for loans smaller than $50; 10% per month for loans greater than $50

5% per month for loans smaller than $15; 3% per month for loans between $14.01 and $50;

2% per month for loans greater than $50

2% per month for loans smaller than $200; 1% per month for loans greater than $200 but
less than $1,000; 0.67% per month for loans greater than $1,000
For the first 90 days, 25% per month at a minimum of $10 per month.

After 90 days, 12.5% per month at a minimum of $5 per month.

20% per month

2% per month for loans smaller than $960; 1.75% per month for loan amounts between
$960 and $3,200; 1.25% per month for amounts greater than $3,200.

May charge an additional fee of up to 20% per month for storage, setup fees, etc.

No specified limits
3% per month
3% per month, plus a $1 charge per pledge

Sliding scale from $1 for loans smaller than $10 to 3% for loans of $100 or more;

plus a one-time fee ranging from $0.50 for loans smaller than $5 to $90 for loans of

$4,500 or more.

As with check-casher fees, lower
income families that pay these
costs could avoid them by purchas-
ing the same services from main-
stream companies in the form of
credit cards, home equity loans,
and overdraft protection plans,
among other products. One 2005
survey measuring 146 different
credit card products sold by 47 dif-
ferent companies found that the
average APR was 12.6 percent, and

industry reports suggest that the
typical APR on a home equity loan
is even lower.” These rates are just
a fraction of those charged by pay-
day lenders and other alternative
loan vendors.

This does not hold true, however,
when consumers overdraw their
checking accounts, effectively using
them as a source of short-term
loans, and incur overdraft fees.™

Although no industry-wide assess-



ment measures the average rate
banks charge for fees, several
reports suggest that they can be
quite high.” For instance, one
major company charges $31 per
overdraft.” Used once per month,
six times a year, the Seattle low-
income family that pays $270 to
borrow $300 six times year from a
payday lender would pay about
$186 at this bank for that same
loan amount.” If that family splits
that overdraft fee between two
bounced checks, however, these
fees can quickly outpace charges
levied by alternative sources.
Together, lower income con-
sumers rely more on alternative,
high-priced check-cashing and
short-term loan companies than do
higher income households. The
annual cost of this reliance can
range from a few extra dollars to
several thousand dollars for lower

income families.

Lower income consumers are about
as likely as higher income con-
sumers to pay for tax preparation
services. Nationwide, about 57 per-
cent of lower income tax filers used
for-profit tax preparation services in
2003, compared to about 61 per-
cent of non lower income tax
filers.™

However, when lower income
families use for-profit tax prepara-
tion firms, they are much more
likely than high-income consumers
to buy refund anticipation loans
(RALs), which are essentially

advance payments made to filers

based on the refund check from the
IRS that they expect to receive.
Because the IRS can take several
weeks to cut a refund check, these
loans have a stronger appeal to
lower income families, who, by
definition, are on more limited
budgets.

Nationwide, about five percent
of middle and higher income tax
filers take out RALs, compared to
about 15 percent of the lower
income market.” Our sample of
metropolitan areas reflects this
trend: among middle and higher
income households, demand for
refund anticipation loans ranged
from a low of 3.2 percent of filers
in San Francisco to a high of nearly
8 percent in Atlanta. Among lower
income filers, however, demand for

RALSs was much higher in every

metropolitan area we sampled,
ranging from a low of 6 percent in
San Francisco to a high of over 21
percent in Atlanta.

Though no nationwide or metro-
politan estimate of the cost of
RALs exists, one recent study sug-
gests that a major tax preparation
firm typically charges about 250
percent.” Other widely cited stud-
ies suggest that rates can range
from 70 to more than 1,800 per-
cent.”" This can add up to over
$100 in fees for short, two-week
loans—a cost, again, that lower
income consumers are much more
likely than higher income con-

sumers to incur.

Lower income tax filers are much more likely than higher
income tax filers to buy refund anticipation loans

Proportion of Tax Filers That Buy Refund Anticipation Loans (2003)

Metropolitan Area

Lower Income Households

All Other Households

San Francisco 5.9%
Pittsburgh 8.4%
Hartford 8.6%
Denver 9.7%
Seattle 10.3%
Los Angeles 10.4%
New York 11.0%
Washington, DC 12.2%
Chicago 14.5%
Baltimore 16.2%
Indianapolis 18.6%
Atlanta 21.2%

Institution

3.2%
3.4%
3.3%
4.2%
5.2%
4.1%
4.4%
5.2%
6.2%
5.4%
7.7%
8.0%

Source: Unpublished IRS data from Alan Berube and Porsha Cropper, The Brookings
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Evidence also suggests that lower
income consumers are more likely
than higher income consumers to
buy remittance products. These
services allow immigrants to send
money back to their country of ori-
gin, nearly always for some type of
fee. According to a recent analysis
by Bendixen and Associates, 80
percent of U.S. buyers who send
remittances to Latin America—the
most common destination by far—
earn annual incomes below
$30,000.* This points to the much

higher demand among lower

income households for this basic
financial service.”

Prices for remittances vary
widely across markets, companies,
and by the destination for the
remittance. According to one
recent study, sending a remittance
to Mexico costs about 7.32 percent
of the amount of money sent.* To
send $200 every other week over
the course of a year, then, would
amount to about $320 in fees for
that year. Given that 35 percent of
immigrants in 2002 earned less
than $20,000 a year, and 68 per-
cent earned less than $35,000,
hundreds of dollars spent on fees
for remittance products can have a
significant effect on the budget of a

regular, lower income user.”

IMPLICATIONS

The dense concentration of businesses that sell high-priced financial
services in lower income neighborhoods can serve to limit the
choices of poorer consumers.

Nearly all of the high-priced, basic financial service companies we discuss
in this section—alternative check cashers and short-term loan providers, tax
preparation firms, and wiring companies—tend to be much more densely
concentrated in lower income neighborhoods than higher income neighbor-
hoods. Overall, however, the majority of these establishments are located in
moderate-income neighborhoods, suggesting that the saturation of lower
income markets has provided an incentive for these companies to move into
higher income neighborhoods. We review the evidence on each of these

types of businesses below.

Check Cashing and
Short Term Loans
The highest, per-capita concentra-

financial service providers in the
metro area. In Denver neighbor-
hoods with median incomes below

tion of alternative check cashing $30,000, there is one of these

and short-term loan providers are
found in the lowest income neigh-
borhoods of metropolitan areas.®
Take Denver, for instance.
According to our data, there are

approximately 334 core alternative

establishments for every 3,196 resi-
dents. As the median income in a
Denver neighborhood increases,
the number of alternative providers
of financial services per person

decreases: neighborhoods with



Alternative check cashers and short-term loan providers are densely concentrated

in lower income neighborhoods

Population Per Alternative Check Casher and Short-Term Loan Provider, by Neighborhood Income

Neighborhood Income

Geography $0-29,999 $30,000-59,999 $60,000-89,999 $90,000—119,999 $120,000+
Seattle metro 2,330 6,888 38,244 n.a. n.a
Denver metro 3,196 4,755 22,957 27,416 n.a
Atlanta metro 4,230 5,297 19,019 66,154 33,702
Indianapolis metro 4,357 6,385 20,434 n.a. n.a
Baltimore metro 4,901 14,270 68,083 147,356 n.a.
Los Angeles metro 5,873 8,856 28,110 155,864 n.a
San Francisco metro 5,899 11,938 39,071 74,456 n.a.
Hartford metro 5,985 28,849 55,624 n.a. n.a.
Washington, DC metro 6,369 7,199 21,994 49,505 218,405
New York metro 9,314 15,303 32,203 116,847 108,350
Pittsburgh metro 10,825 23,392 218,803 n.a. n.a.
Chicago metro 17,661 16,621 28,845 40,045 40,781
Metro Average 7,130 10,061 29,663 77,366 133,221
Seattle city 3,560 11,565 62,219 n.a n.a
San Francisco city 3,655 13,179 68,810 n.a n.a.
Baltimore city 4,724 12,589 33918 n.a n.a
Indianapolis city 4,769 5,568 15,355 n.a. n.a
Denver city 5,054 7,281 66,690 10,528 n.a
Atlanta city 6,363 16,804 n.a. 30,879 11,737
Los Angeles city 6,822 11,570 27,902 66,113 n.a
Oakland city 7,861 12,084 n.a. n.a n.a.
Hartford city 7,919 33,659 n.a. n.a. n.a
Washington, DC city 8,833 8,086 10,156 5,553 n.a.
New York city 9,410 14,271 13,550 19,242 10,050
Pittsburgh city 9,891 132,560 n.a. n.a. n.a.
Chicago city 20,781 28,436 8,928 14,731 n.a
City Average 7,600 10,915 15,410 26,465 32,929

Source: Author’s analysis of 2005 data from InfoUSA, and 2000 Census Bureau Data

Note: Averages are population weighted

« METROPOLITAN POLICY PROGRAM « FROM POVERTY, OPPORTUNITY

THE BROOKINGS INSTITUTION

FINDINGS



« METROPOLITAN POLICY PROGRAM + FROM POVERTY, OPPORTUNITY

THE BROOKINGS INSTITUTION

FINDINGS

Most alternative check cashers and short-term loan providers are located

in moderate-income neighborhoods

Distribution of Alternative Check Cashers and Short-Term Loan Providers by Neighborhood Income

Neighborhood Income

Geography $0-29,999 $30,000-59,999 $60,000-89,999 $90,000—119,999 $120,000+
Washington, DC metro 8% 65% 23% 3% 0%
Chicago metro 11% 67% 19% 2% 1%
Atlanta metro 12% 77% 10% 1% 0%
Denver metro 12% 79% 8% 1% 0%
Seattle metro 16% 77% 7% 0% 0%
Indianapolis metro 18% 75% 8% 0% 0%
San Francisco metro 18% 61% 19% 3% 0%
Los Angeles metro 32% 62% 6% 0% 0%
New York metro 33% 51% 15% 1% 0%
Baltimore metro 43% 49% 7% 1% 0%
Hartford metro 43% 40% 17% 0% 0%
Pittsburgh metro 44% 55% 1% 0% 0%
Metro Average 22% 62% 14% 1% 0%
Denver city 18% 80% 1% 1% 0%
Indianapolis city 21% 72% 7% n.a 0%
Chicago city 25% 54% 20% 1% 0%
Washington, DC city 26% 55% 12% 8% 0%
Seattle city 28% 69% 4% 0% 0%
Oakland city 38% 62% 0% 0% 0%
New York city 42% 45% 12% 1% 0%
San Francisco city 43% 48% 9% 0% 0%
Los Angeles city 53% 43% 4% 0% 0%
Atlanta city 65% 33% 0% 2% 0%
Baltimore city 68% 31% 1% 0% n.a
Hartford city 86% 14% n.a. n.a. n.a
Pittsburgh city 92% 8% 0% 0% n.a
City Average 38% 53% 8% 1% 0%

Source: Author’s analysis of 2005 data from InfoUSA, and 2000 Census Bureau Data

Note: Averages are population weighted




median incomes between $30,000
and $60,000 have one store for
every 4,755 residents; those with
median incomes between $60,000
and $90,000 have one storefront
for every 22,957 residents; and so
on. This points to the very high rel-
ative density of alternative
providers of check cashing and
short-term loan services in lower
income neighborhoods.

While concentration is highest in
lower income communities, the
bulk of alternative financial service
sector storefronts are found in
moderate-income neighborhoods
with median incomes between
$30,000 and $60,000. In Chicago,
for instance, although the city’s
lowest-income neighborhoods are
home to a much higher per-capita
number of vendors of alternative
financial services, more than two-
thirds of these establishments in
the metro area are located in neigh-
borhoods with moderate incomes.

This trend is replicated in nearly
every metro area in our sample:
While alternative check cashing
and short-term loan providers are
much more highly concentrated in
cities’ lowest-income neighbor-
hoods, most of the establishments
are located in neighborhoods with

more moderate incomes.

Tax Preparation Firms

Tax preparation establishments
tend to be the most densely con-
centrated in moderate-income
neighborhoods with median
incomes between $30,000 and
$60,000, rather than in lower- and
higher-income neighborhoods.
Moderate-income neighborhoods
within the Chicago metropolitan
area, for instance, have one tax
preparation establishment for every
5,011 residents. That compares to
about 8,200 people in a lower
income neighborhood, 5,716 peo-
ple in neighborhoods with median
incomes between $60,000 and
$90,000, 6,204 people per-estab-
lishment in a neighborhood with a
median income between $90,000
and $120,000, and so on.

Our sample does include excep-
tions to this trend, however. Tax
preparation firms in Denver,
Pittsburgh, San Francisco, and
Seattle are most highly concen-
trated in the lowest-income neigh-
borhoods of those cities. In Seattle,
for instance, there is one tax estab-
lishment for every 3,035 residents
of neighborhoods with median
incomes under $30,000.
Neighborhoods with median
incomes between $30,000 and -
$60,000, on the other hand, have
one establishment for every 4,009
residents, and neighborhoods with
median incomes between $60,000
and $90,000 have one tax prepara-
tion firm for every 8,172 residents.
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For-fee tax preparation firms are densely concentrated in moderate income neighborhoods

Population Per Tax Return Preparation and Filing Establishment, by Neighborhood Income

Neighborhood Income

« FROM POVERTY, OPPORTUNITY

Geography $0—29,999 $30,000-59,999 $60,000-89,999 $90,000-119,999 $120,000+
Atlanta metro 5,091 3,331 4,934 12,028 n.a.
Baltimore metro 5,945 4,363 7,360 10,525 n.a.
Chicago metro 8,200 5,011 5,716 6,204 8,739
Denver metro 4,021 5,022 5,483 12,745 5,289
Hartford metro 5,205 4,282 5,115 15,467 n.a.
Indianapolis metro 5,559 4,713 10,547 17,179 n.a.
Los Angeles metro 4,201 3,357 4,240 5,720 6,785
New York metro 8,182 6,557 6,005 7,387 11,405
Pittsburgh metro 3,796 6,440 6,078 5,268 n.a.
San Francisco metro 2,282 2,937 3,688 4,856 3,375
Seattle metro 3,035 4,099 8,172 91,781 n.a.
Washington, DC metro 6,369 3,657 5,206 8,736 12,134
All Metros 5,434 4,367 5,357 7,057 10,336
Atlanta city 7,635 7,202 7,428 30,879 n.a.
Baltimore city 6,239 7,601 16,959 5,493 n.a.
Chicago city 8,906 6,995 4,310 29,462 n.a.
Denver city 5,686 7,374 16,673 5,264 n.a.
Hartford city 7,309 11,220 n.a. n.a. n.a.
Indianapolis city 5,621 5,197 16,890 n.a. n.a.
Los Angeles city 4,987 4,943 5,131 6,010 16,879
New York city 8,964 8,378 6,606 6,791 30,149
Pittsburgh city 7,253 44187 21,956 n.a. n.a.
San Francisco city 2,335 3,533 6,036 2,490 n.a.
Oakland city 2,246 4,711 20,432 8,296 n.a.
Seattle city 3,337 4,755 5,656 n.a. n.a.
Washington, DC city 9,298 4,299 8,309 4,165 5,791
All Cities 6,269 5,267 5,265 6,107 11,622

Source: Author's analysis of data from InfoUSA




Wiring Services

Like the tax preparation firms,
nearly all of the core providers of
remittance services are located in
neighborhoods with median
incomes of less than $60,000. In
2005, over 84 percent of the estab-
lishments were located in these
neighborhoods.

Again, however, these services
are most densely concentrated in
the lowest-income neighborhoods
of all but two of the metropolitan
areas in our sample. Chicago is typ-
ical of this general trend. There is
about one business that sells wiring
services for every 18,367 residents

of Chicago’s lowest income neigh-

A substantial number of neighborhoods in
each of the metros have no financial serv-
ice establishments and no mainstream
establishments in particular.

borhoods. As income rises, the den-
sity of these businesses drops. For
instance, neighborhoods with a
median income between $60,000
and $90,000 have about one wiring
service for every 60,505 residents.
What's more, the concentration
of these businesses varies systemat-
ically with the density of immi-
grants across our sample of 12
metropolitan areas. In particular,
Chicago, Los Angeles, and New
York, all with substantially larger
numbers of foreign born citizens
relative to all of the other areas in
our sample, have greater density of
these services in their lower income
neighborhoods, reflecting higher
potential demand among con-

sumers in those communities.®’

Banks and credit unions have
footholds in place to compete
with these higher-priced sellers
of basic financial services.
About 29 percent of the lower
income neighborhoods in our sam-
ple has at least one bank or credit
union. Moreover, over 75 percent
of the lower income neighborhoods
we analyze are adjacent to a neigh-
borhood with a bank or credit
union.

This points to another important
trend in the data: a majority of
these alternative, high-priced check
cashing and short-term loan busi-
nesses are meeting the demand for
these basic financial services
among lower income households
literally down the street from main-
stream banks and credit unions. In
fact, of the 3,278 neighborhoods in
our sample that included an alter-
native checking and short-term
loan provider, 49 percent of these
neighborhoods also had a bank or a
credit union, and nearly 80 percent
of these neighborhoods were adja-
cent to a neighborhood with a bank
or credit union.

Still, a substantial number of
neighborhoods in each of the met-
ros have no financial service estab-
lishments and no mainstream
establishments in particular.

In Atlanta, for instance, less than
half of the lower income neighbor-
hoods in the metro area are home
to a bank or a credit union, com-
pared to 100 percent of the neigh-
borhoods with median incomes
above $120,000. Clearly, while a
large infrastructure for mainstream
financial services is already in

place, geographic gaps remain.
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Wire transfer/remittance firms are densely concentrated in lower income neighborhoods

Population Per Remittance/Wire Transfer Service, by Neighborhood Income

Neighborhood Income

« FROM POVERTY, OPPORTUNITY

Geography $0—29,999 $30,000-59,999 $60,000-89,999 $90,000-119,999 $120,000+
Chicago metro 18,367 31,900 60,505 220,249 122,343
Los Angeles metro 19,124 49,629 94,871 311,729 n.a.
Denver metro 31,160 89,318 642,801 109,663 n.a.
Seattle metro 32,625 92,648 956,105 n.a. n.a.
New York metro 39,901 43,385 105,151 160,664 433,400
Hartford metro 39,902 109,628 n.a. n.a. n.a
Atlanta metro 42,906 37,399 235,838 88,206 n.a
San Francisco metro 48,376 74,885 117,214 n.a n.a
Pittsburgh metro 83,509 122,360 218,803 n.a n.a.
Indianapolis metro 161,206 247,430 n.a. n.a n.a
Baltimore metro 181,319 93,306 136,166 n.a. n.a
Washington, DC metro 203,797 55,192 85,108 198,019 n.a
Metro Average 30,422 49,517 109,663 215,809 599,495
Seattle city 13,349 42,791 124,438 n.a. n.a
Los Angeles city 17,509 45,543 74,406 132,226 n.a
Chicago city 17,812 23,544 20,832 n.a. n.a
Denver city 22,745 71,895 66,690 n.a. n.a
Hartford city 31,674 67,317 n.a n.a n.a
Oakland city 36,686 277,936 n.a. n.a n.a.
San Francisco city 42,031 42,833 68,810 n.a n.a
New York city 43,350 47,571 88,077 n.a n.a
Atlanta city 76,353 75,617 74,280 30,879 n.a
Pittsburgh city 108,799 132,560 n.a n.a n.a
Indianapolis city 157,382 207,882 n.a n.a n.a
Baltimore city 330,681 204,416 n.a. n.a. n.a
Washington, DC city n.a. 55,603 30,467 33,319 n.a
City Average 30,154 44,495 66,524 158,788 n.a

Source: Author's analysis of 2005 data from InfoUSA, and 2000 Census Bureau Data

Note: Averages are population weighted




On average, 30 percent of lower income neighborhoods across the 12 selected metro areas

have at least one bank or credit union

Proportion of Neighborhoods with a Bank or Credit Union, by Neighborhood Income

Neighborhood Income

Geography $0-29,999 $30,000-59,999 $60,000-89,999 $90,000—119,999 $120,000+
New York metro 18% 23% 29% 20% 19%
Chicago metro 23% 49% 67% 72% 59%
Los Angeles metro 30% 30% 26% 20% 15%
Baltimore metro 31% 60% 64% 52% 0%
Atlanta metro 41% 58% 73% 56% 88%
Hartford metro 41% 68% 56% 13% 100%
Washington, DC metro 41% 54% 60% 53% 43%
San Francisco metro 43% 44% 46% 42% 23%
Indianapolis metro 44% 65% 76% 80% 100%
Seattle metro 50% 39% 30% 20% 33%
Pittsburgh metro 55% 52% 52% 40% 100%
Denver metro 57% 48% 47% 54% 40%
Metro Average 29% 40% 44% 36% 31%
New York city 22% 30% 41% 52% 67%
Chicago city 24% 48% 71% 64% 67%
Baltimore city 28% 50% 50% 50% n.a.
Oakland city 29% 33% 33% 47% 50%
Los Angeles city 32% 38% 48% 33% 12%
Washington, DC city 38% 43% 57% 63% 44%
Atlanta city 39% 56% 57% 67% 100%
Hartford city 41% 59% n.a. n.a. n.a.
Indianapolis city 43% 68% 74% 0% 100%
Pittsburgh city 44% 38% 44% 100% 100%
Denver city 52% 50% 76% 67% 0%
San Francisco city 58% 47% 40% 70% 0%
Seattle city 93% 54% 43% 0% 50%
City Average 29% 40% 49% 50% 39%

Source: Author’s analysis of 2005 data from InfoUSA, and 2000 Census Bureau Data

Note: Averages are population weighted
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Why are financial services more costly for lower income consumers?

This section has shown that lower income families are generally much

more likely than higher income families to buy costly basic financial serv-

ices. This is reflected both by survey evidence and by the location of these

businesses, which generally tend to be more densely concentrated in lower

income neighborhoods than higher income neighborhoods.

To bring down these higher
costs, policymakers will have to
grapple with the myriad factors that
drive lower income consumers to

buy these high priced products.

Today, for instance, over 23 percent
of lower income households do not
have a checking account, and
another 64 percent do not have a
savings account.” To be sure, these
millions of lower income con-
sumers represent an unmet market
demand. While there is some bank-
ing presence in many lower income
neighborhoods, many consumers do
not use them either because of
negative perceptions or lack of
products to meet their needs.
Lower income consumers need
financial products that make sense
for them. That means banks need to
offer no, or very low, minimum bal-
ance requirements, an affordable
overdraft protection plan, and no,
or very low, maintenance fees. Not
all banks offer these services; those
that do not face product develop-
ment and marketing costs to bring
these products into the market.
Together, these market dynamics
drive both real and perceived higher
costs of doing business in lower

income neighborhoods.

In some cases, this means that reg-
ulatory protections are insufficient.
As this section has noted, for
instance, companies can charge
APRs of 400 to 500 percent for
check-cashing services, short-term

loans, and refund anticipation loans

in some of the areas in this analysis.

States that pass laws allowing those
astronomical rates keep high-priced
providers in business.

In other cases, regulatory com-
placency is reflected by the insuffi-
ciency of information given to
regulated institutions. For instance,
some experts report that there is
widespread misunderstanding in

the banking community about the

paperwork requirements required
for opening accounts.” Regulators
can help banks move into these
markets by more widely disseminat-
ing information about which spe-
cific types of identification are
considered acceptable and not
acceptable for banks to use when

opening up bank accounts.

Numerous studies point to misper-
ceptions lower income consumers
hold about banks, possibly stemming
from bad experiences or lack of
interaction with banks or credit
unions.” Studies also show that the
lower a consumer’s income, the less
financial knowledge he or she is
likely to have: for instance, some
lower income families may not know
that a checking account can often
be a better financial deal than check
cashers.” Finally, language barriers,
along with cultural obstacles, can
steer lower income families toward

high-priced financial services.”

Lower income households are much less likely than higher income

households to own a checking or savings account

65%

47%

23%

7%

RN

32%

I8 Proportion of households without a
checking account

Proportion of households without a
savings account

29%
27%

.

- 1% 1% 0%
Less than $30,000— $60,000— $90,000— Greater than
$30,000 59,999 89,999 119,999 $120,000+

Source: Author’s analysis of the 2004 Survey of Consumer Finances




Il. CARS

Lower- and moderate-income consumers are
more likely than higher income households to pay
higher prices for car-related products.

ower income families consistently spend more to purchase cars and

take out auto loans than do higher income families. On average,

lower income households pay between $50 and $500 more in car

prices and an extra two percentage points on an auto loan. Together, these

higher prices can add up to over $1,000 every year, depending on the spe-

cific combination of products purchased.”

There is also evidence suggesting
that lower income families tend to
pay higher auto insurance prices,
although insurance industry disclo-
sure laws are too restrictive to reli-
ably quantify the exact value of that
premium. We do find, though, that
it is generally much more expensive
to insure a car in lower income
neighborhoods within metropolitan
areas than in higher income neigh-
borhoods.

The typical lower income car buyer
pays more for a car than a higher
income counterpart. While a num-
ber of studies have attempted to
capture this dynamic, probably the
best recent research is by Fiona
Scott Morton and her colleagues,
who recently analyzed a national
sample of 650,000 car purchases.”
After controlling for a number of
factors that influence car prices,
including the make and model of
cars, the neighborhood income of
the car buyer—their proxy for the

income of the car buyer—had a sig-
nificant effect on the final price of
a car. They also found that race,
and a number of characteristics
associated with household income,
like educational attainment and
renter status, have a strong effect
on the price of a car.

What these effects mean is that
two customers who buy the exact

same car will pay different prices

that vary systematically based on
certain characteristics. We can see
the power of these effects by com-
paring two hypothetical car buy-
ers.” The first is white, has a high
school diploma, owns a house, and
lives in a neighborhood with a
median income of $80,000. The
second customer is black, dropped
out of high school, rents, and lives
in a neighborhood with a median
income of $20,000. According to
the analysis by Morton and her col-
leagues, the second customer will
pay about $500 more than the first
customer for the exact same car.
Income only accounts for a small
share of this direct effect because
Morton and her colleagues control
for a number of other car-buyer
characteristics. But, income co-
varies with many of the other inde-
pendent variables in this analysis,

so the total effect of income adds
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up to more than just the direct
effect of income. For instance, the
much larger effect is race, which
accounts for over $300 more, on
average, in additional costs, not
charged to a white car buyer.
Educational attainment and renter
status also have significant effects,
bringing the total effect to about
$500 in extra charges for this hypo-

thetical consumer.

Every year, about 4.5 million lower
income consumers pay a higher
than average APR for their auto
loans.” In 2004, the average annu-
alized rate of interest paid by lower
income households was about 9.2
percent. In contrast, households
that earned between $30,000 and
$60,000 a year paid an average rate
of about 8.5 percent; households
earning between $60,000 and
$90,000 paid an average rate of
about 7.2 percent; households
earning between $90,000 and
$120,000 paid about a 6.3 percent
rate; and households that earned
more than $120,000 paid about a
5.5 percent rate. Auto loan prices
have a nearly perfect, linear rela-
tionship with household income.
This relationship has implica-
tions that go beyond what a typical
household in each income category
might pay for an auto loan. To see
this, we analyzed the middle 50
percent of all households in each
income category—those that fall
between the 25th and 75th per-
centile—in terms of what APRs
they paid. This captures a much
bigger section of the population

than does an analysis of the central
tendency.

According to this analysis, the
middle 50 percent of lower income
households pay between 6.0 and
11.0 percent interest for their auto
loans. That range systematically
falls as household income
increases. On the other side of the
distribution, for instance, half of
the households that earn more than
$120,000 a year pay between 3.9
and 5.3 percent interest on their
auto loan—both a smaller range
and a much less expensive set of
rates than those paid by lower
income households.

The data also indicate that lower
income households are much more
likely to pay extremely high interest
rates for auto loans, rather than just
a higher average price. To see this,

we considered the household

income of all of the households that
paid a higher average APR than 75
percent of all of the other house-
holds in 2004. This isolated the
households that pay unusually high
rates to maintain their auto loans.

Consistent with other results, we
found that almost 40 percent of all
lower income households with auto
loans pay these extremely high
rates. In contrast, just 30 percent
of households with annual incomes
between $30,000 and $60,000 pay
these high rates; along with 20 per-
cent of households with annual
incomes between $60,000 and
$90,000; 13 percent of households
that earn between $90,000 and
$120,000 annually; and just 6 per-
cent of all households with annual
incomes above $120,000.

Taken together, these data

demonstrate conclusively that lower

Lower income consumers are more likely to pay higher prices for auto

loans than higher income borrowers

11.0%
10.3%

9.2% 9.0%

75th Percentile APR
B Average APR
25th Percentile APR

Less than $30,000—

Note: Dollar amounts are household income

8.5%
8.0%
7.2% 6.9%
6.0% g2%
5.3% 5.5%
4.6%
4.0% 3.9%

$60,000—
$30,000 59,999 89,999 119,999

Household Income

Greater than
$120,000+

$90,000—

Source: Author’s analysis of 2004 Survey of Consumer Finances




income households tend to pay
higher prices for auto loans than do
higher income households. Just how
much more varies widely across
lower income consumers, but we
can see how much more the typical
lower income consumer pays for an
auto loan. In particular, an auto
loan of $5,000—about the median
value of the typical car owned by a
lower income household—would
cost $1,256 in interest over the
course of five years at a rate of 9.2
percent, the average charged to
lower income borrowers. In con-
trast, a household earning more
than $120,000 a year is charged an
average rate of 5.5 percent, and
thus pays just $730 in interest over
five years. That represents a savings
of over $500 to the higher income
household relative to what the

lower income household pays.

Higher auto loan prices for lower income households can add up
to hundreds of dollars in extra costs

$1,400
9.2%

8.5%
$1,200

$1,000

$800

Because disclosure laws in the
insurance industry are so limited, it
is difficult to reliably quantify the
national average prices different
drivers pay for the same insurance
policy. But we can look at our sam-
ple of metropolitan areas—home to
nearly a quarter of Americans—to
estimate how these price differ-
ences vary across neighborhoods.

Across our sample of metropoli-
tan areas, we find that the highest
prices for auto insurance are in the
lowest income neighborhoods. New
York, Hartford, and Baltimore had
the highest price differentials

10.0%
Total interest paid on an
auto loan for $5,000 9.0%

mgm  Average APR
8.0%
7.0%

5.5% S0

5.0%

shown for illustrative purposes only

$1,256
$600 $1,155 4.0%
$969
$400 $828 3.0%
$730
2.0%
$200
1.0%
$0 0.0%
Less than $30,000— $60,000— $90,000— Greater than
$30,000 59,999 89,999 119,999 $120,000+

Household Income

Source: Author’s analysis of the 2004 Survey of Consumer Finances

Note: Average APR is taken from the 2004 Survey of Consumer Finances; loan amount is

across neighborhoods. In these
three metros, 12 months of auto
insurance in neighborhoods with
median incomes of less than
$30,000 costs over $400 more, on
average, than in neighborhoods
with median incomes between
$90,000 and $120,000. New York
has the highest price differential in
our sample: it costs nearly $1,000
more every year, on average, to
insure the exact same car and
driver in a lower income neighbor-
hood than in a moderate-income
neighborhood, with a median
income between $30,000 and
$60,000.

In lower income neighborhoods
within the eight other metros, the
price differential was more modest,
generally adding up to $50 to $150
extra every year. Chicago, where we
found that it costs between $106
and $138 more every year to insure
a car in the lowest income neigh-
borhoods of the metropolitan area,
was typical of this trend. Similarly,
car insurance customers from the
lowest income neighborhoods of
Indianapolis pay anywhere from a
$60 to $90 premium compared to
higher income neighborhoods.

Looking only at the central cities
of these metropolitan areas, we saw
the exact same trend play out in
ten of the twelve cities: Purchasers
in the lowest income areas paid the
highest prices for auto insurance.
New York, again, showed the high-
est price differential across neigh-
borhoods. In neighborhoods where
the median income is less than
$30,000, average prices for twelve
months of insurance were between
$210 and $670 more expensive
than in higher income neighbor-
hoods within the city. More typical
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Auto insurance tends to be more expensive in lower income neighborhoods than higher

income neighborhoods

Average Price of Car Insurance, by Neighborhood Income

Neighborhood Income

« FROM POVERTY, OPPORTUNITY

Geography $0—29,999 $30,000-59,999 $60,000-89,999 $90,000-119,999 $120,000+
Pittsburgh metro $356 $356 $348 $330 n.a.
Indianapolis metro 458 384 392 366 366
San Francisco metro 604 542 538 508 496
Seattle metro 614 600 564 568 540
Chicago metro 628 522 490 492 500
Atlanta metro 662 554 566 574 n.a
Denver metro 730 610 610 588 n.a.
Los Angeles metro 802 694 624 644 790
Washington, DC metro 806 594 552 550 566
Baltimore metro 944 616 544 520 n.a
Hartford metro 1,268 800 720 750 n.a.
New York metro 1,660 1,110 678 854 848
Metro Average $831 $660 $678 $680 $724
Pittsburgh city 396 382 n.a. n.a. n.a
Indianapolis city 458 428 426 n.a. n.a
Seattle city 596 620 548 n.a. n.a
Oakland city 610 594 578 n.a. n.a
San Francisco city 652 602 614 588 n.a
Chicago city 664 612 522 552 n.a
Atlanta city 726 640 594 602 n.a
Denver city 730 686 670 n.a. n.a
Washington, DC city 822 822 822 822 822
Los Angeles city 826 776 746 798 790
Baltimore city 1,042 818 n.a n.a n.a
Hartford city 1,336 1,336 n.a. n.a. n.a
New York city 1,766 1,556 1,214 1,096 n.a
City Average $1,064 $927 $834 $802 $790

Source: Author's analysis of data collected from three major insurance companies

Note: Averages are population weighted




across these ten cities was the gap
in San Francisco, where buyers
from the lowest income neighbor-
hoods paid between $38 and $64
more for auto insurance than did
those from the city’s more expen-
sive neighborhoods.

Prices could be even higher for
lower income drivers because of a
number of driver characteristics
that are factored into pricing deci-
sions made by insurance compa-
nies. Some of these factors, like
credit scores, occupation, and edu-
cation, are strongly associated with
household income.” This suggests,
though it certainly does not prove,
that lower income drivers may sys-
tematically pay higher prices for
auto insurance. But because there
are so few disclosure laws in the
insurance industry, there is not
sufficient data to analyze the full
impact of all of these factors. More
than any other issue we discuss in
this report, the dearth of good data
impairs our understanding of the
relationship between income and

insurance prices.

This section reviewed evidence of the higher prices lower income con-

sumers tend to pay for cars, car loans, and car insurance. Three major

causal factors exist for these higher prices.

Lower income consumers have
proven more likely to miss loan pay-
ments and to live in areas where it
is more expensive to insure drivers.”
In addition to the real added costs
these risks carry, they also foster a
perception of higher costs of doing
business with lower income con-
sumers, particularly when measure-
ments of these risks are not precise,
such as with insurance pricing.
Sellers pass on these higher costs—
both real and perceived—to lower
income consumers by charging
them more. As we discuss in the
recommendations section, there are
both policy and market tools to

lower these costs of doing business.

Some evidence suggests that car
dealers may systematically discrimi-
nate against black car buyers when
setting a sales price.” Also, the
much higher interest rates lower
income drivers pay for auto loans
may be due to poor credit or pay-
ment histories but also may be due
to unscrupulous businesses inflat-
ing prices. Because the rate of car
ownership among lower income
families has been growing at a
much faster pace than among
higher income families, the sheer
volume of new purchasers for cars
and related products suggests that

a lot of these customers may not
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have the experience or knowledge
to spot and avoid unscrupulous

businesses that overcharge.'”

Lower income consumers are gen-
erally much less likely to compare
prices before buying goods and
services, which likely makes them
more susceptible to bad deals. At
the very least, this weakens the
buyer’s position when shopping for
cars, car loans, and car insurance.
Any customer who does not know,
for instance, what price a dealer
paid for a car, the various strategies
dealers use to artificially inflate
prices, or even that prices are nego-
tiable, will be at a significant disad-
vantage when they want to
purchase a car.

Similarly, lower income con-
sumers are less likely to understand
credit scores—an important factor
in what sellers charge for loans and
insurance—which may needlessly
drive up the prices these con-
sumers pay. For instance, one
recent survey found that only 56
percent of the respondents with a
low educational attainment, and 64
percent of respondents with a lower
income, indicated that they knew
that their credit rating weakened
when they missed a credit card pay-
ment.'"”! Knowing less about this
market product may make it more
difficult for lower income con-
sumers to bring up their credit

scores.

ill. HOMES

Lower- and moderate-income consumers are more
likely than higher income households to pay
higher prices for home-related products.

ower income consumers are more likely than higher income house-

holds to buy higher-priced home furniture and appliances. Together,

these extra costs can add up to thousands of dollars for lower income

families, depending on what combination of products they consume.

Similarly, evidence suggests that it is generally more expensive to insure a

home in a lower income neighborhood than in a higher income neighbor-

hood, and that lower income home insurers may pay an additional premium,

above and beyond the premium they pay for the neighborhood they live in.

Nationwide, more than 4.2 million
lower income homeowners pay a
higher than average APR for their
mortgage.'” In 2004, the average
annualized rate of interest on a first
mortgage for lower income house-
holds was about 6.9

percent.'” By con-

trast, households

that earned between

$30,000 and

$60,000 a year paid

an average rate of

about 6.5 percent;

households earning

between $60,000

and $90,000 paid an

average rate of about

6.0 percent; households earning
between $90,000 and $120,000
paid about a 5.9 percent rate; and
households that earn more than
$120,000 paid a rate of approxi-
mately 5.5 percent. The much
smaller second mortgage market
shows a nearly identical pattern.

Over the course of a loan, these

higher annual percentage rates paid
by lower income households can
add up to tens of thousands of dol-
lars in additional charges.

Higher mortgage prices have
implications for more than just the
typical household with a mortgage
in each income category. To see
this, we analyzed the middle 50
percent of all households in each
income category—those that fall

between the 25th
and 75th per-
centile—in terms of
what APRs they
paid. This illustrates
the rates that the
middle 50 percent
of each income cat-
egory pay for mort-
gages, which
captures a much
bigger section of
the population than an analysis of
the central tendency.

According to this analysis, the
middle 50 percent of lower income
households paid between 5.4 and
7.8 percent interest for their mort-
gages in 2004. That range system-
atically shrinks as household

income increases. On the other



Lower income households pay higher prices for home loans

than higher income households

Typical APR on First Mortgage, by Income Group

Typical APR on First Mortgage, by Income Group

Household Income 25th Percentile Mean 75th Percentile
Less than $30,000 5.4% 6.9% 7.8%
$30,000-59,999 5.5% 6.5% 7.0%
$60,000—89,999 5.3% 6.0% 6.5%
$90,000-119,999 5.1% 5.9% 6.3%
Greater than 120,000+ 4.9% 5.5% 6.0%
Total 5.3% 6.2% 6.8%
Typical APR on Second Mortgage, by Income Group
Household Income 25th Percentile Mean 75th Percentile
Less than $30,000 7.0% 9.2% 10.0%
$30,000-59,999 5.8% 7.9% 10.0%
$60,000—89,999 4.5% 7.1% 8.5%
$90,000-119,999 4.5% 6.4% 8.0%
Greater than 120,000+ 4.5% 6.0% 6.5%
Total 4.8% 7.2% 8.8%

Source: Author’s analysis of the 2004 Survey of Consumer Finances

side of the distribution, for
instance, half of the households
that earn more than $120,000 a
year pay between 4.9 and 6.0 per-
cent interest on their mortgage
loans. That range is smaller, and
the rate much lower, than that paid
by lower income households.

The data also indicate that lower
income households are much more
likely to pay extremely high rates
for mortgages. To see this, we ana-
lyzed all of the households that pay
a higher average APR than 75 per-
cent of all other households in the
sample. This isolated the house-
holds that pay unusually high rates
to maintain their home loans.
Consistent with other results, we
find that over 54 percent of all

lower income households with a

mortgage pay these extremely high
rates. By contrast, 46 percent of
households with an annual income
between $30,000 and $60,000 pay
extremely high rates; along with
about 36 percent of households
with an annual income between
$60,000 and $90,000; 35 percent
of households between $90,000
and $120,000; and just 19 percent
of all households with an annual
income above $120,000.

Data from our sample of metro-
politan areas reflects these nation-
wide trends. In 2004, among all
home mortgage borrowers in nine
of the 12 metro areas in our sam-
ple, lower income households were
more likely than any other income
group to purchase a high-cost mort-

gage."” And, in five of our 12 met-

ropolitan areas, households earning
less than $30,000 represented the
largest market share for high-cost
mortgages among all of the income
groups. Both statistics point to the
much greater likelihood that lower
income borrowers will buy a higher
priced mortgage product than
higher income households.

These overall trends belie impor-
tant differences across the metro-
politan areas in our sample,
however. Lower income borrowers
in the metro areas of Atlanta,
Baltimore, Indianapolis, and
Pittsburgh show particularly high
demand for high-cost loans: in
those four metros, more than one
in five mortgage borrowers earning
less than $30,000 a year purchased
high-cost mortgages. In Atlanta and
Indianapolis, more than one in four
lower income homeowners pur-
chased a high cost mortgage.

To put that in perspective, con-
sider the other side of the distribu-
tion. In high-cost areas like San
Francisco and Seattle, for instance,
only between 10 and 12 percent of
all lower income mortgage borrow-
ers in each area purchased a high-
cost mortgage. Lower income
borrowers are still among the most
likely income group in these two
metros to purchase a high-cost
mortgage, but that probability was
substantially lower than the four
areas detailed above.

Although lower income borrow-
ers do tend to be the most likely
home buyers to purchase a high-
cost loan, it is important to point
out that the market for high-cost
loans consists of many more middle
and higher income households than
lower income households. In fact,

lower income borrowers comprised
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Household Income

Across the 12 metro areas, lower income households are much more likely than higher
income households to buy high-cost mortgages
Proportion of High-Cost Loans, by Household Income and Metro Area

Source: Author’s Analysis of 2004 Home Mortgage Disclosure Act Data.

Note: High Cost Loans are defined by the Federal Reserve; this table says, for instance, that

Metro Area $0-30,000  $30,000—45,000 $45,000-60,000 $60,000—75,000 $75,000—90,000 $90,000—105,000 $105,000+
San Francisco 11% 8% 8% 9% 10% 9% 6%
Seattle 12% 14% 14% 14% 12% 10% 8%
Los Angeles 12% 13% 14% 15% 14% 13% 9%
New York 12% 13% 14% 16% 16% 15% 10%
Denver 13% 16% 16% 15% 13% 10% 7%
Washington, DC 15% 17% 17% 16% 14% 12% 7%
Hartford 17% 18% 18% 16% 13% 11% 8%
Chicago 20% 21% 21% 19% 16% 14% 9%
Baltimore 23% 21% 19% 16% 14% 12% 8%
Pittsburgh 25% 21% 16% 13% 10% 8% 6%
Atlanta 25% 23% 21% 20% 16% 14% 11%
Indianapolis 25% 22% 19% 15% 13% 11% 9%

25 percent of the loans originated to a household in Atlanta with a median income between $0-30,000 were high cost.

more than a fifth of the high-cost
mortgage market in each of the
metropolitan areas in our sample.
In eight of the 12 metros, borrow-
ers earning less than $30,000 a
year accounted for less than five
percent of the total high-cost mort-
gage market in 2004.

Similarly, in nearly all of the
metropolitan markets in our sample
the largest portion of the high-cost
mortgage market in 2004 earned
considerably more than $30,000 a
year. And, in Los Angeles, New
York, and San Francisco, a majority
of the high-cost mortgages were
sold to borrowers with household
incomes more than $105,000.

Because middle- and higher
income households account for the
majority of the market for high-cost
mortgages, we can state that the
demand for and supply of these

products does not depend on low-
income households. In fact, in
nearly all of the metropolitan areas
in our sample, these borrowers
account for a very small portion of

this high-cost market.

Because disclosure laws in the
insurance industry are so limited, it
is difficult to reliably quantify the
national average prices homeown-
ers in different income groups pay
for the same insurance policy. But
we can estimate these price differ-
ences by examining our sample of
metropolitan areas—where nearly

one out of every fourth person in

this country lives.

In seven of the nine metropolitan
areas where we could obtain home
insurance quotes, homeowners in
lower income neighborhoods paid
the highest prices for insurance.

Chicago, where the average
quote for a year of home insurance
in the city’s lowest income neigh-
borhoods was about $1,043, had
the sharpest price differentials
across income groups. The next
highest average quote in our sam-
ple was for households in neighbor-
hoods with a median income
between $30,000 and $60,000, for
whom a year of home insurance
would cost $755. This trend holds
across most of the metropolitan
areas in this sample, suggesting
that home insurance premiums
tend to be more expensive in lower

income neighborhoods.




in these 12 metros

Household Income

Lower income households represent a small share of the market for high cost loans

Distribution of Market Demand for High-Cost Loans, by Household Income and Metro Area

Source: Author’s Analysis of 2004 Home Mortgage Disclosure Act Data.

Note: High Cost Loans are defined by the Federal Reserve; this table says, for instance, that

in the Atlanta metropolitan area that purchased a high-cost loan in 2004.

Metro Area $0-30,000  $30,000-45,000 $45,000-60,000 $60,000-75,000 $75,000—90,000 $90,000-105,000 $105,000+
San Francisco 1% 3% 7% 13% 16% 16% 43%
New York 1% 6% 13% 19% 18% 14% 28%
Los Angeles 2% 7% 15% 19% 16% 13% 29%
Washington, DC 2% 11% 19% 21% 16% 11% 20%
Seattle 2% 14% 21% 21% 14% 9% 17%
Denver 4% 18% 22% 19% 12% 8% 16%
Hartford 4% 19% 25% 20% 12% 8% 11%
Chicago 4% 17% 24% 21% 13% 8% 13%
Baltimore 7% 19% 22% 18% 12% 8% 14%
Atlanta 8% 23% 23% 17% 10% 7% 12%
Indianapolis 15% 27% 21% 14% 8% 5% 9%
Pittsburgh 20% 28% 21% 14% 7% 4% 6%

households in Atlanta that earned between $0—30,000 a year accounted for about 8 percent of all households

As with auto insurance, home
insurance prices could be much
higher for lower income drivers
because of a number of personal
characteristics that insurance com-
panies factor into pricing decisions.
Some of these factors, like credit
scores, occupation, and education,
are closely correlated with house-
hold income."” But because there
are so few disclosure laws in the
insurance industry, we lack suffi-
cient data to analyze the full
impact of all of these factors.

Lower income consumers are much

more likely than higher income
consumers to buy furniture and
appliances from rent-to-own stores.
Depending on specific state regula-
tions and the combination of prod-
ucts they buy, this shopping
tendency can cost lower income
families hundreds of extra dollars
every year in higher prices for fur-
niture and appliances.

A recent analysis by the Federal
Trade Commission (FTC) found
that 59 percent of rent-to-own cus-
tomers earn less than $25,000 a
year."” Renting to own means that
consumers pay more for a piece of
furniture or electronics than if they
simply bought the item outright
because of numerous fees these
stores charge. For instance, the
Wisconsin Department of Financial
Institutions estimates that a $200

television might cost as much as
$700 at one of the rent-to-own
establishments in the state.'”
Similarly, the Maryland attorney
general’s office estimates that a
new $400 washing machine would
cost over $1000 if purchased from
a rent-to-own business.'” The myr-
iad additional costs rent-to-own
establishments pass on to their cus-
tomers—including processing fees,
delivery fees, installation fees, in-
home collection fees, home pick-up
fees, product insurance fees, and
late payment fees—account for
these bloated prices.'” In contrast,
a consumer who bought that same
washing machine with a credit card
charging a 24 percent interest rate
would pay just $480 over an 18
month period."’
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In the 12 metros, home insurance premiums tend to be higher in lower income

neighborhoods than higher income neighborhoods

Home Insurance Premiums, by Area and Neighborhood Income

Neighborhood Income

Geography $0-29,999 $30,000—59,999 $60,000-89,999 _ $90,000—119,999 $120,000+
Indianapolis metro $694 $770 $722 $720 $720
New York metro 798 668 618 600 568
Denver metro 800 838 844 800 n.a
Baltimore metro 840 812 740 704 n.a
Atlanta metro 866 820 754 796 n.a
Hartford metro 916 720 730 700 n.a
Pittsburgh metro 978 998 976 1120 1082
Chicago metro 1130 748 676 720 704
Los Angeles metro n.a. n.a n.a n.a n.a
San Francisco metro n.a n.a n.a n.a n.a
Seattle metro n.a n.a n.a n.a n.a
Washington, DC metro n.a n.a n.a n.a n.a
Metro Average $878 $776 $734 $743 $714
Indianapolis city 694 692 740 n.a n.a
Denver city 800 824 860 n.a n.a
New York city 806 698 846 1,020 n.a
Atlanta city 874 868 880 880 n.a
Baltimore city 880 870 n.a n.a n.a
Pittsburgh city 926 920 n.a. n.a n.a.
Hartford city 960 960 n.a n.a n.a
Chicago city 1,196 884 1,026 1,060 e
Los Angeles city n.a n.a n.a n.a n.a
San Francisco city n.a n.a n.a n.a n.a
Oakland city n.a n.a n.a n.a n.a
Seattle city n.a. n.a n.a n.a n.a
Washington, DC city n.a n.a n.a n.a n.a
City Average $892 $840 $870 $987 n.a

Source: Author's analysis of data collected from three major insurance companies

Note: Averages are population weighted




Evidence in this section has shown that lower income consumers are more

likely than higher income households to buy higher-priced home loans, fur-

niture, and appliances. Similarly, our analysis indicates that insuring a

home in a lower income neighborhood is generally more expensive than in

a higher income neighborhood, largely reflecting previous research on the

higher costs of insuring urban homeowners. There is also evidence that at

least suggests lower income home insurers may pay an additional premium,

above and beyond the premium they pay for the neighborhood they live in.

To bring down these prices, lead-
ers will need to grapple with three
market dynamics that drive up

these prices.

Lower income homeowners are
much more likely than higher
income borrowers to fall behind on
their payments, declare bankruptcy,
and have low credit scores.""
Within a metropolitan area, they
are also more likely to live in urban
areas, where insurance is more
expensive. As is the case with all of
the higher costs of doing business
considered in this report, there are

many good reasons for these higher
costs. But as long as these higher
costs of doing business exist, busi-
nesses will rationally pass those
higher costs onto lower income
consumers. Importantly, the exis-
tence of these higher costs will also
drive perceptions of higher costs,
even when there may not be data
available to support those percep-
tions. This also drives up prices.

In all but one of the 12 metropoli-

tan areas in our sample, we find that
the highest concentration of rent-to-
own stores is in lower income neigh-
borhoods. Atlanta is typical of this
trend: For the entire metro area,
there is about one establishment for
every 15,808 lower income neigh-
borhood residents. That compares to
one rent-to-own establishment for
approximately every 23,067 resi-
dents of neighborhoods with median
incomes between $30,000 and
$60,000, and one establishment for
every 147,300 residents of a neigh-
borhood with a median income
between $60,000 and $90,000.
Importantly, these trends do not
suggest that most rent-to-own stores
are located in lower income neigh-
borhoods. In fact, most of the 817
rent-to-own stores within the 12
metropolitan areas in our sample are
located in moderate-income neigh-
borhoods with a median income
between $30,000 and $60,000, per-
haps due to market saturation in

lower income neighborhoods.

For instance, research on mortgage
pricing suggests that between 14
and 20 percent of all borrowers
who purchased a high-cost mort-
gage could have qualified for a bet-
ter priced mortgage product, saving
them hundreds or thousands of
dollars in interest charges every
year.'”? Even for those who cannot
qualify for prime loans, some bad
apples in the mortgage market tack
on additional features to mortgage
products that unnecessarily drive
up costs for consumers, like long-
term prepayment penalties and

« METROPOLITAN POLICY PROGRAM « FROM POVERTY, OPPORTUNITY

THE BROOKINGS INSTITUTION

FINDINGS



« METROPOLITAN POLICY PROGRAM

THE BROOKINGS INSTITUTION

FINDINGS

In the 12 metros, rent-to-own businesses are most densely concentrated
in lower income neighborhoods
Population Per Rent-to-Own Furniture Establishment, by Neighborhood Income

Median Neighborhood Income

« FROM POVERTY, OPPORTUNITY

Geography $0-29,999 $30,000—59,999 $60,000-89,999  $90,000—119,999 $120,000+
Atlanta metro 15,808 23,067 147,399 n.a. n.a.
Denver metro 17,806 34,735 321,401 n.a. n.a.
Indianapolis metro 17,912 23,565 326,950 n.a. n.a.
Hartford metro 19,951 30,452 222,496 n.a. n.a.
Seattle metro 21,750 44,118 191,221 n.a. n.a.
Pittsburgh metro 23,382 66,278 218,803 n.a. n.a.
Washington, DC metro 40,759 50,593 97,874 594,058 218,405
Chicago metro 51,019 64,199 206,724 220,249 61,172
Baltimore metro 60,440 36,757 272,332 n.a. n.a.
New York metro 97,938 114,878 286,245 642,657 216,700
Los Angeles metro 119,524 123,187 325273 207,819 n.a.
San Francisco metro 120,940 126,729 182,333 446,734 n.a.
Metro Average 56,218 60,166 205,617 455,597 239,798
Seattle city 17,799 106,976 n.a. n.a. n.a.
Indianapolis city 19,673 23,986 168,904 n.a. n.a.
Atlanta city 20,824 50,411 n.a. n.a. n.a.
Pittsburgh city 21,760 132,560 n.a. n.a. n.a.
Denver city 22,745 95,861 n.a. n.a. n.a.
Hartford city 31,674 67,317 n.a. n.a. n.a.
Baltimore city 55,114 44,759 n.a. n.a. n.a.
Chicago city 74,811 121,643 124,994 e 5,071
San Francisco city 84,062 342,662 344,052 n.a. n.a.
Washington, DC city 88,329 84,904 n.a. n.a. n.a.
New York city 125,921 178,391 96,084 n.a. 15,075
Los Angeles city 262,636 164,654 446,436 66,113 n.a.
Oakland city n.a. 92,645 n.a. n.a. n.a.
City Average 70,795 78,437 136,375 238,183 65,857

Source: Author's analysis of 2005 data from InfoUSA, and 2000 Census Bureau Data

Note: Averages are population weighted




Most rent-to-own businesses are located in moderate income neighborhoods

Distribution of Rent-to-Own Furniture Establishments, by Neighborhood Income

Neighborhood Income

Geography $0-29,999 $30,000-59,999 $60,000-89,999  $90,000—119,999 $120,000+
San Francisco metro 8% 52% 36% 4% 0%
Washington, DC metro 8% 57% 32% 2% 2%
Seattle metro 11% 79% 9% 0% 0%
Atlanta metro 14% 80% 6% 0% 0%
Baltimore metro 14% 79% 7% 0% 0%
Chicago metro 16% 70% 11% 2% 2%
Denver metro 16% 80% 4% 0% 0%
Indianapolis metro 17% 81% 2% 0% 0%
Hartford metro 23% 69% 8% 0% 0%
Los Angeles metro 23% 65% 8% 3% 0%
New York metro 26% 56% 14% 2% 2%
Pittsburgh metro 50% 48% 2% 0% 0%
Metro Average 20% 68% 11% 1% 1%
Indianapolis city 23% 74% 3% 0% 0%
Los Angeles city 27% 59% 5% 9% 0%
Chicago city 32% 58% 6% 0% 3%
San Francisco city 33% 33% 33% 0% 0%
Washington, DC city 33% 67% 0% 0% 0%
New York city 36% 41% 19% 0% 3%
Baltimore city 40% 60% 0% 0% n.a.
Denver city 40% 60% 0% 0% 0%
Seattle city 43% 57% 0% 0% 0%
Atlanta city 65% 35% 0% 0% 0%
Hartford city 75% 25% 0% n.a. n.a.
Pittsburgh city 83% 17% 0% 0% 0%
Oakland city n.a. n.a n.a n.a n.a
City Average 33% 57% 8% 1% 1%

Source: Author’s analysis of 2005 data from InfoUSA, and 2000 Census Bureau Data

Note: Averages are population weighted
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needlessly broad insurance plans.'"’
Similarly, rent-to-own businesses
often charge two-to-three times the
price of a product to mostly low-

and moderate-income consumers.'"*

We've shown in previous sections,
for instance, that lower income
consumers generally do not shop
around as much as higher income
households when buying necessi-
ties; they also are less informed
about credit reports. This lack of
information puts them at a disad-
vantage when shopping in the
housing market.

Additionally, lower income con-
sumers have less access to the
Internet.'” Without this tool at their
disposal, lower income families miss
out on a world of opportunities to
save money. Besides having access
to online listings that allow con-
sumers to comparatively shop for
houses, several companies now pro-
vide online mortgage prices, and
others comparatively shop mortgage
prices for consumers.'* Similarly,
consumers can now order appli-
ances, furniture, and electronics
online, and get lower prices for
those goods and services than they
would pay in brick and mortar
establishments."” These resources
can save homeowners money—but
as long as lower income consumers
lack access to these resources, or
knowledge about them, they will
not be able to use these market
tools to get lower prices.

IV. GROCERIES

Lower income consumers may pay more for gro-
ceries, either through higher prices or additional
travel costs to reach discount grocery stores.

Grocery stores are smaller and more expensive in lower income neighbor-

hoods than in higher income neighborhoods. Though this does not necessar-

ily mean that all lower income families pay those higher prices, it does mean

that lower income families often have to commute to other neighborhoods

to get to cheaper food, which adds to the total costs of food shopping.

Grocery stores tend be much
smaller in lower

income neighbor-

hoods than those

found in higher

income neighbor-

hoods.""® As was the

case throughout the

country up until at

least the 1960s,

lower income neigh-

borhoods tend to be

still densely clus-

tered with tiny convenience stores
rather than the new, supercenter-
style grocery store.

In fact, across our sample of 12
metropolitan areas, there is about
one mid-sized or large grocery store
(greater than 10,000 square feet) in
a lower-income neighborhood for
every 69,055 residents in those
neighborhoods, compared to one
mid-sized to large grocery store for
every 29,005 residents of a non
lower-income neighborhood.

The Atlanta metro area illustrates

these general market trends. In par-
ticular, there is one mid-sized or
large grocery store in one of the
metro’s lower-income neighbor-
hoods for every 30,034 residents of
these neighborhoods, compared to
one store for every
23,734 residents of
a neighborhood with
a median income
between $30,000
and $60,000. The
density of these
mid-sized to large
grocery stores con-
tinues to increase
with household
income. In fact, on
the other side of the income distri-
bution, there is about one mid-sized
to large grocery store in the area’s
highest income neighborhoods for
every 8,426 residents of these
neighborhoods.

This reinforces the fact that
lower income neighborhoods gener-
ally have much less access than
higher income neighborhoods to
mid- to large-grocery stores, which
have the space to sell lower priced
goods and a more diverse variety

of goods.



In the 12 metros, lower income neighborhoods have fewer mid-sized and large grocery stores

than higher income neighborhoods

Population per Mid-Size and Large Grocery Store (Greater than 10,000 square feet),

by Store Size and Neighborhood Income

Neighborhood Income

Geography $0-29,999 $30,000-59,999 $60,000-89,999  $90,000—119,999 $120,000+
Denver metro 15,580 22,736 23,807 27,416 19,117
Atlanta metro 30,034 23,734 12,545 14,701 8,426
Pittsburgh metro 30,766 21,209 21,880 n.a. n.a.
Washington, DC metro 50,949 24,950 23,872 22,848 36,401
Baltimore metro 51,805 25,270 23,343 49,119 n.a.
Los Angeles metro 61,294 49,275 33,484 29,688 56,543
Seattle metro 65,250 21,800 29,878 91,781 n.a.
Chicago metro 83,486 28,854 20,333 25,912 20,391
Hartford metro 119,707 24,915 29,666 n.a. n.a.
New York metro 134,665 44,088 30,669 31,349 72,233
Indianapolis metro 161,206 19,033 21,797 34,358 12,870
San Francisco metro 241,879 29,954 33,490 37,228 73,327
Metro Average 69,055 31,318 25,236 28,475 38,677
Denver city 12,997 35,948 n.a. n.a n.a
Seattle city 26,698 26,744 20,740 n.a n.a
Pittsburgh city 36,266 37,874 n.a. n.a. n.a
Atlanta city 38,177 25,206 18,570 15,440 n.a.
Washington, DC city 44,165 55,603 91,400 16,660 35,454
Baltimore city 55,114 80,566 33918 n.a. n.a.
Chicago city 74,811 37,752 24,999 29,462 2,536
Los Angeles city 75,039 71,350 31,888 33,057 42,199
Indianapolis city 157,382 19,704 45,786 n.a. n.a.
New York city 176,290 101,938 88,077 38,484 30,149
Hartford city n.a. n.a. n.a. n.a. n.a
San Francisco city n.a. 34,266 28,671 34,859 n.a
Oakland city n.a. 138,968 40,863 29,035 n.a
City Average 79,429 41,061 30,994 29,773 24,697

Source: Author’s analysis of 2005 data from InfoUSA, and 2000 Census Bureau Data

Note: Averages are population weighted
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The greater proximity and con-
centration of smaller grocery
stores drives up food prices in
lower income neighborhoods.
With groceries available mostly in
smaller stores, lower income neigh-
borhoods tend to have higher food
prices than higher income neigh-
borhoods. Prices tend to be higher
in smaller grocery stores than in
larger grocery stores because of the
lower economies of scale, the
smaller distribution channels, and
because their customers tend to be
more captive.

To examine this trend, we con-
sidered the price of 132 different
products sold at over 3,000 grocery
stores.'”” The methods section of

The dearth of big-box, low-cost grocery
stores in lower income neighborhoods
indicate an unmet market opportunity.

this report provides an overview of
our criteria for selecting both gro-
cery products and stores.

Of the 132 products in our sam-
ple, 67 percent were more expen-
sive in stores smaller than 10,000
square feet than in larger stores.

For instance, the average price of a

dozen eggs in stores less than
10,000 square feet was $3.03. That
exact same brand of eggs cost, on
average, $2.89 in stores greater
than 10,000 square feet. Similarly,
the average price of a box of Honey
Nut Cheerios, which was one of
the best-selling products in the
sample, was $4.71 at stores with
less than 10,000 square feet of
retail space; $4.56 in stores greater
than 10,000 square feet. We found
this strong relationship between
average price and store size in all of
the eleven major food categories in
our sample.

Multiplied over the course of a
year, and added to the premiums
for other basic food items, this evi-
dence suggests lower income fami-
lies shopping at small local grocery
stores can end up paying hundreds
of dollars extra for food. The typical
dense concentration of small
stores, and the frequent absence of
any grocery stores greater than
10,000 square feet, suggests that
many lower income families bear
this added cost.

All of this evidence supports the
conventional wisdom that smaller
stores charge higher prices. Our
finding that smaller stores account
for almost all grocery stores in

lower income neighborhoods leads



to the conclusion that consumers
in those neighborhoods pay more
for groceries. Even when lower
income consumers want to avoid
these higher prices, they often have
to commute to larger grocery stores
found in higher income neighbor-
hoods—and this commute may very
well negate much of the savings
they find at these larger stores.
Besides the immediate differ-
ences in prices across neighbor-
hoods, the absence of modern,
large grocery stores in lower
income neighborhoods also means
that there tends to be a lower a)
quantity of food items, b) availabil-
ity of other services, such as a
pharmacy, across our population of
grocery stores, and perhaps a lower
overall quality as well. An analysis
by Philadelphia-based Food Trust
found that these important grocery
store differences across neighbor-
hoods add up to substantial (and
costly) differences in the diets and
health of the people in these neigh-
borhoods.'” Through these ways,
examining just the average price
difference across stores may signifi-
cantly underestimate the true,
higher cost of buying groceries in

lower income neighborhoods.

The dearth of big-box, low-cost grocery stores in lower income neighbor-

hoods indicate an unmet market opportunity. The reasons for this include

higher costs of doing business, as well as systematic undercounts of

demand, or perceived high crime rates in these neighborhoods that lead to

false perceptions of high costs.

Recent evidence suggests, how-
ever, that this is generally not the
case in stores that sell food to high
proportions of lower income fami-
lies."””" Higher costs might also
relate to strict urban zoning
requirements and the expense of
urban land and development,
which do not match the trends in
this industry for bigger stores.

Frequently though, higher costs
of doing business have to do with
misperceptions driven by inaccu-

rate data assessments of market

demand in lower income neighbor-
hoods. Social Compact, for
instance, has illustrated in numer-
ous studies that traditional meth-
ods of estimating market demand
systematically undercount demand
in lower income neighborhoods.'
One company that sees enormous
opportunity in lower income neigh-
borhoods is Wal-Mart, which
recently announced plans to open
150 stores in underserved lower

income markets.'>*
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An Agenda and Models for
Better Meeting the Market
Needs of Lower Income

Consumers

he hundreds or thousands of dollars that lower income

families lose by paying higher prices every year should go

back in their pockets, to be invested in income-growing

assets, like education, housing, or retirement. Savings from lower

prices can also be used to pay down debt, and to reduce demand for

high-priced credit, like payday loans and rent-to-own establishments.

Public and private sector leaders
have an opportunity to help con-
nect lower income consumers to
the mainstream economy to reduce
these higher costs of living for
lower income families.

Such a strategy would compli-
ment existing efforts aimed to boost
the incomes of lower income fami-
lies. In recent years, the first step
along this process was welfare
reform, which sent millions of low-
income adults into the workforce.
Now, leaders have turned their
attention to the question of
whether those wages and benefits
are sufficient to lift these new
workers out of poverty; the result
has been newly energized debates

over boosting minimum wages,

greater public investment in job-
training, whether and how to prod
low-paying businesses to lift wages
and benefits, and attention on fam-
ily strictures that may curb mobility
into more remunerative jobs.

But a strategy to reduce house-
hold expenditures will bring needed
attention to the other side of a fam-
ily’s ledger as well. By bringing
down unnecessary out-of-pocket
expenses and costs of living, leaders
can give families the resources they
need to save, invest, pay off debt,
and avoid high-cost credit.

To address these issues and capi-
talize on the opportunity to help
families get ahead, leaders must
pursue three key goals. First, poli-

cymakers and community stake-

holders should promote the market
opportunity in lower income neigh-
borhoods among mainstream busi-
nesses that have failed to recognize
it or have been deterred by the
higher costs of doing business in
lower income neighborhoods. To
address the particular opportunities
that exist in their communities,
leaders need to be fair-minded,
fact-driven, and entrepreneurial.
Businesses will respond to prof-
itable opportunities. Political and
community leaders must reach out
to business leaders and determine
actions to remove the barriers
companies face in reaching lower
income consumers. Additionally, as
mainstream businesses enter these

markets, their presence should
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come in concert with community
outreach efforts to dispel myths
and misperceptions.

Second, leaders must weed out
the alternative, high-priced busi-
nesses that have blossomed in
lower income neighborhoods. At
the local level, leaders can use their
licensing and zoning authority to
curb the development of these
businesses. At the state and federal
level, leaders can enact regulation
that attacks the business model of

unscrupulous businesses, while

funding research that exposes ques-
tionable business practices.

Finally, leaders at all levels of
government should identify strate-
gies to inform and educate lower
income consumers struggling with
the complexity of making choices in
the market today. Ultimately, con-
sumers need to take responsibility
for making smart bets on getting
ahead, which means knowing how
to compare prices, what goods and
services to avoid, and how to man-

age day to day budget demands. In

a world with hundreds of different
mortgage products, dozens of mort-
gage and insurance companies,
aggressive alternative financial serv-
ice providers, and growing applica-
tions of credit reports and scores,
this isn’t easy. To take advantage of
the benefits this complexity can
yield, lower income consumers
need more information about the
markets they shop in.

We elaborate on each of these

recommendations below.

PROMOTE MARKET OPPORTUNITIES IN LOWER INCOME NEIGHBORHOODS

s noted at the outset of this report, lower income households collectively have about $655 billion in buying

power."”* Unlike higher income households, they spend nearly all of that money on basic necessities,

including food, financial services, transportation, housing, and insurance.'”* Collectively, these hundreds of

billions of dollars spent by lower income households represent a massive market opportunity.

But mainstream businesses have largely overlooked these communities, leaving a vacuum, and alternative high-

priced businesses thrive in that vacuum meeting the bulk of lower income demand. This is why the first, key step

leaders need to take to lower costs of living for their lower income constituents is to promote mainstream business-

es in lower income markets. In this section, we outline examples from around the country of leaders promoting an

array of mainstream products for lower income families.

Promote Mainstream

Basic Financial Services
Contrary to popular perceptions,
mainstream banks and credit
unions are located in or near lower
income neighborhoods in competi-
tion with alternative providers of
basic financial services."” In such
neighborhoods, promoting main-
stream financial services is about

developing product lines and cus-

tomer service norms that work for
lower income families. In other
areas, though, where there are nei-
ther mainstream nor alternative
providers of basic financial services,
leaders must focus on attracting
mainstream financial institutions,
while connecting lower income
consumers with appropriate finan-

cial service products.



Form Public-Private Partnerships to Bank the Unbanked,
Bank on San Francisco

San Francisco is now taking action to develop appropriate banking prod-
ucts for lower income consumers and then connecting lower income,
unbanked consumers to those products. The office of the mayor, the
office of the treasurer, the Federal Reserve Bank of San Francisco, and
twenty participating banks and credit unions, have come together to form
four working groups to reach these goals. The first focuses on developing
appropriate market products, the second group is devising strategies to
market those products, the third is working to bring community voices
into this process, and the fourth will benchmark the progress made in this
effort.”” To motivate everyone, the group of business, political, and
research leaders has set a goal of bringing in 10,000 new lower income
banking customers, out of a current estimated unbanked population of
50,000 households.

More than any other example in the country, Bank on San Francisco is
built on the principle that alerting business leaders to the market opportu-
nity in lower income neighborhoods, and then helping businesses con-
nect to those opportunities, will help these families get connected to the
mainstream economy.

For more information: www.frbsf.org/community/resources/agendajan20.pdf

Adopt Innovative, Bi-Partisan Policies,
New York’s Banking Development Districts

There are still hundreds of lower income neighborhoods that lack any
type of financial service provider. To address this market gap, the state of
New York uses its considerable depository power to subsidize banks that
open up branches in designated underserved neighborhoods.

In particular, local governments partner with banks and the New York
State Banking Department to identify specific neighborhoods that lack
banks, but may not have enough depository power to attract banks on
their own. If state and local government choose to designate these neigh-
borhoods as “banking development districts,” they will then provide
below-market rate deposits, along with market-rate deposits, to the banks
that move into these communities. As Diana Taylor, the superintendent of
the state banking department, says, “The state has all this money, and it
has to be put somewhere. Why not put this money to work for some-
thing?”" Through this innovative program, the state has already signed
up 26 banks and thrifts, each of which is now committed to opening up
new branches in underserved markets throughout the state.

For more information: http://www.banking.state.ny.us/bdd.htm
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Help Enroll Lower Income Consumers in Savings Accounts,
America Saves

There are millions more lower income households that do not have a sav-
ings account versus those that do not have a checking account. Founded
on the principle that savings can lead to upward mobility, America Saves
is a coalition of 1,000 corporate, government, and non-profit groups that
promote savings, and savings accounts, among consumers, particularly
lower income consumers. Connecting unbanked households to savings
accounts is a key part of this campaign. To do this, participants of the
American Saves campaign work to reduce fees associated with savings
accounts, particularly those that are attached to accounts with low-bal-
ances. Leaders also work with lower income consumers, educating them
about savings strategies and goals, including homeownership, retire-
ment, and education savings. Through these efforts, American Saves
aspires to connect lower income consumers to mainstream, basic finan-

embraced this campaign.

cial services. Currently, dozens of cities around the country have

For more information: http://www.americasaves.org/

Where there are unreasonably
high prices, there often is a mar-
ket opportunity to retail a lower
cost market product. Recognizing
that market opportunity, entrepre-
neurs in a handful of metropolitan
areas around the country, includ-

ing San Francisco and Seattle,

have been working on creating a
business alternative to high-priced
businesses, like check cashers,
payday lenders, and pawnshops.
These entrepreneurs are con-
structing their businesses to be
profitable and scalable, rather
than as charitable enterprises. At
the same time, these efforts are

designed to prove that lower cost

alternatives to high-priced finan-
cial services are a profitable oppor-
tunity for banks and credit unions.
It is still too early to assess the
viability of these business models,
but each is certainly built on
strong intuitive reasoning that
there is a market opportunity cre-
ated today by the exorbitant prices

of alternative financial services.'®

Automobile Markets

Promote Market Opportunities for Low-Priced Products in

costs of lower income car ownership.

In the auto industry, the lines between alternative and mainstream busi-
nesses are not as clearly drawn as in the financial services industry due
to the sheer variety in car prices and their lack of transparency. Thus,
responsible companies are intermingled with unscrupulous businesses.
With demand for autos on the upswing among lower income consumers,
leaders have an opportunity to hatch new, mainstream market alterna-
tives in markets not currently served by responsible businesses. In other
cases, leaders need to promote market alternatives that bring down the




Promote Low-Cost Alternatives to Car Dealers,
Targeted Car-Ownership Programs

Many car ownership programs for lower income consumers have evolved
as far-sighted leaders promoted experimentation with new business mod-
els to meet the rising demand for cars in that market. According to one
recent count, over 150 programs across the country are now working to
expand car ownership among lower income families.”® Some of these are
based on non-scalable business models, surviving only on foundation
contributions, charity, and good will. Others may very well be scalable.
Vehicles for Change, for instance, is a Baltimore-based program that sells
40 to 50 cars a month to lower income households. This company also
sells auto-loan products to qualified, lower income car-buyers, along with
a six-month warranty. The program has carefully carved out a market
niche to appeal to lower income drivers looking for responsible car deal-
ers who will not overcharge for cars. Vehicles for Change works closely
with community leaders to market the company and has connected with
national organizations to raise the visibility of its effort.

For more information: http://vehiclesforchange.org/

Develop Low-Cost Insurance Pools,
The California Low-Cost Automobile Insurance Program

In response to the growing need among lower income consumers for
auto-insurance, California now requires insurers in eight high-priced
counties within the state to offer a low-cost auto-liability insurance policy
to qualified lower income drivers, defined within the program as drivers
that live in households that earn less than 250 percent of the poverty
line.™ In Los Angeles, the minimum state-required insurance costs $347 a
year, compared to about $314 a year in San Francisco. State law requires
any insurance company that fields a consumer inquiry about purchasing
the minimum level of required insurance to inform the consumer about
this market product. By limiting enrollment in the program to drivers who
have perfect or nearly perfect driving records, California has been able to
hold down costs.

This model is unique from the others discussed in this section because
the state is requiring mainstream businesses to serve this market with a
below market-rate product. Still, this state program provides a model for
how government can engage mainstream insurance companies to sell
low-priced services to lower income drivers.

For more information: http://www.insurance.ca.gov/0400-news/0100-press-
releases/0070-2006/release051-06.cfm
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Promote Lower Cost Insurance Companies, New York’s Home Insurance Shopping Guide

Mindful of their mission to serve consumers, a growing number of state departments of insurance have developed
online shopping guides to homeowners insurance."™ Besides explaining the differences between policy options,
these guides frequently include comparative price information. The homeowners insurance shopping guide pub-
lished by the New York Department of Insurance is typical of these efforts. Using filings submitted to the state by
insurance companies, the guide lists every company that sells insurance in the state, and the prices they charge for
the same line of insurance in every insurance territory in the state. Annual premiums for the exact same line of
insurance can vary by over $1,000, depending on the seller. Some of this price variance is explained by the different
mixes of risk that insurance companies are exposed to in the market, but it also has to do with different pricing
strategies across companies.

Key to this effort is outreach: Leaders can use this information to promote competitively priced home insurance
products in their communities,mayors can set this agenda by speaking about the availability of these products,
community organizations can integrate into their outreach campaigns, and the media can publicize higher and
lower-priced companies.

For more information: http://www.ins.state.ny.us/homeown/html/hmonguid.htm

Promote Responsible Mortgage Companies, University of Pennsylvania’s Guaranteed Mortgage Program

Another way to reduce homeownership costs is to promote responsible lenders in the lower income market. To do
this, the University of Pennsylvania created the Guaranteed Mortgage Program to promote homeownership
among its employees. The University entered into an agreement with Advance Bank, GMAC Mortgage
Corporation, and Citizens Bank, three lenders in the Philadelphia market, to administer this program. To lower
potential costs of business for the lending institutions, the University requires that applicants attend a home coun-
seling session, where they review the financial tools families need to responsibly manage mortgage debt in their
budget.

By connecting families to pre-approved lenders, the university is ensuring that its employees are connected to
responsible mortgage companies that offer fair prices. This very deliberately promotes mainstream companies in
Philadelphia’s housing markets.

For more information: http://www.business-services.upenn.edu/communityhousing/mortgagePrograms.html

Promote Low-Cost Mortgage Alternatives, the PHIL-Plus and Mini-PHIL Loan Program

Leaders can also bring down homeownership costs by working with lenders to sell alternative, low-cost loan alter-
natives. In Philadelphia, the mayor’s office, the Greater Philadelphia Urban Affairs Coalition and eight banks
(Beneficial Savings Bank, Citizens Bank, Commerce Bank, Fleet Bank, PNC Bank, National Penn Bank, Sovereign
Bank, United Bank of Philadelphia, and Wachovia) created two loan products for lower income consumers with
weak credit histories. Since these consumers are the mostly likely among all consumers to overpay for mortgage
products, this program is designed to promote a competitively-priced product to effectively crowd out higher-
priced lenders. Besides the product, these programs also identify responsible lenders in Philadelphia, and work
with community groups to inform their clients about these lenders.

For more information: http://www.phila.gov/ohnp/miniPHIL.htm



Promote Market Opportunity
for Mid-Sized to Large
Grocery Stores in Lower
Income Neighborhoods
Collectively, the grocery stores in
the sample of metropolitan areas in
this report earned $100 billion in
revenue last year. Nationwide, that
revenue is increasingly being
earned in large grocery stores that
enjoy the economies of scale to

offer low prices, and the space to

stock a wide variety of goods, from
generic food items to an ample
selection of nutritious food. In
many lower income neighborhoods,
however, these changes have not
taken root, and the grocery market
still looks today as it did in the
1960s everywhere: Stores are
smaller, prices are higher, and
nutritious food items are scarce.
This is a market opportunity for
mid-sized and large grocery stores.

Leaders can promote this market
opportunity by creating incentives
for these grocery stores to move
into lower income neighborhoods.
States can marshal development
funds, cities can streamline their
zoning process, and leaders every-
where can work with businesses to
quantify the potential market
demand in these neighborhoods for
bigger grocery stores. Here are a

few examples of successful efforts:

Help Finance Large Grocers in Underserved Markets, Pennsylvania’s Fresh Food Financing Initiative

mid- to large grocery stores into their lower income neighborhoods.

Leaders with access to capital can use a variety of incentives to bring mid- to large- grocery stores into lower
income neighborhoods. In Pennsylvania, a public-private partnership formed in 2005 already has spurred the
development of seven new grocery stores in Philadelphia’s underserved neighborhoods. Along with The Food
Trust and the Greater Philadelphia Urban Affairs Coalition (GPUAC), The Reinvestment Fund (TRF) formed this
coalition, with crucial leadership provided by State Representative Dwight Evans. Together, this coalition put
together an $80 million financing pool to attract mid- to large grocers into Philadelphia’s underserved markets.
Under the leadership of Representative Evans, the state appropriated $20 million for this initiative, while TRF com-
mitted the remaining $60 million through a number of private sources and the New Markets Tax Credit. Already,
the initiative has created 833 new jobs and approximately 240,000 square feet of new retail.

Money is available for pre-development grants and loans, land acquisition financing, equipment financing, capital
grants for project funding gaps, construction costs, and permanent financing. This private-public coalition also pro-
vides technical assistance, community outreach and advertising for the grocers, and a number of additional resources.

This innovative program is one of a handful of private-public partnerships around the country that are taking
advantage of this market opportunity.™ Leaders in other areas of the country can replicate this model to bring

For more information: http://www.trfund.com/financing/realestate/supermarkets.html
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Document and Publicize Lower Income Market Demand,
Fort Wayne’s Southtown Mall Initiative

Leaders with less access to capital might consider an alternative path
taken by Mayor Graham Richard of Fort Wayne, Indiana. During Richard'’s
mayoralty, the Southtown Mall was abandoned by its owner. Located in
one of the city’s poorer neighborhoods, this decaying infrastructure was
condemned by the city after no retailers expressed interest in taking over
this retail space.

Convinced that there was unmet demand in the neighborhood, the
mayor commissioned a study of local buying power, similar to studies
undertaken by Social Compact, ICIC, and Metro Edge. He found that
demand was indeed present, but various costs made redevelopment of
the property unattractive to retailers. To overcome these difficulties, the
mayor worked with private retailers, and invested in new water and sewer
lines, among other infrastructure improvements and resource invest-
ments. The city’s investment is being paid back through profits generated
from selling property to the businesses that located at the site, along with
money generated from leasing its old electric utility, and from taxes gen-
erated by the special taxing district at the site. The site is now home to a
number of new, major retail establishments, including a new supercenter
with a large grocery store.

For more information: www.socialcompact.org

Streamline Retail Development, Chicago’s Zoning Reform Initiative

Streamlining zoning processes is yet another way to attract mid- to large
grocery stores into underserved, lower income markets. In 2001, Chicago
embarked on a citywide reform of its zoning codes, which had not been
changed in about 45 years. As is the case in many large cities, residents
in some Chicago neighborhoods were opposed to bringing supercenters
into their communities, but did want to attract mid-sized to large grocery
stores that fit within residential neighborhoods.

To do this, the city streamlined its zoning process to create new codes
developed in collaboration with neighborhood groups. At the same time,
a cultural shift in the city government led to greater focus on neighbor-
hood development that made sense for local residents. Together, these
efforts have brought new grocery stores into Chicago’s underserved
lower income neighborhoods.

For more information: http://w14.cityofchicago.org:8080/zoning/default.jsp




CURB UNSCRUPULOUS BUSINESS PRACTICES
IN THE LOWER INCOME MARKETPLACE

ust as important as incentives to promote responsible business prac-

tices, governments at the local, state, and federal levels are also

increasingly utilizing sticks to crack down on predatory practices that
increase the out-of-pocket-costs of lower income families.

Alternative, price-gouging businesses have blossomed in the vacuum left
by some mainstream businesses. At every level of government, there remain
outstanding opportunities to better regulate the way businesses assess fees
and prices on lower income consumers.

Moreover, middle income consumers also benefit from these strategies as
check cashers, rent-to-own stores, and other high-priced basic services

increasing locating in moderate- and middle-income neighborhoods.

Curb Unscrupulous
Businesses and Practices
in the Basic Financial
Services Market

consumers. However, some high-
priced products in the mainstream
financial marketplace have particu-

larly punitive features for low-

Alternative financial services are
very densely concentrated in lower
income neighborhoods. These
check cashers and short-term loan
providers often charge higher prices
for comparable services than main-
stream companies. Other expensive
services, mainly tax preparation
firms and wire services, are more

likely to be used by lower income

income households.

Cities, states, and even the fed-
eral government have taken steps to
curb these businesses and prac-
tices. Here are some examples of
pioneering efforts by leaders to
curb these high-priced products in
lower income markets, along with
some recommendations for new

initiatives.

Limit Development of High-Priced Businesses, San Francisco’s Moratorium on Check Cashers and Payday Lenders

Stopping the entry of the alternative financial service sector into a lower income market is the surest way to cut
demand for these high-priced services, and city officials in San Francisco have made this a top priority. In conjunc-
tion with the Bank on San Francisco initiative reviewed earlier, the city issued a temporary moratorium on licens-
ing new check cashers and payday lenders in January 2006. Together, these initiatives opened up the market
opportunity for banks and credit unions, while temporarily removing the ability of the alternative, higher-priced
businesses to expand. The city has since renewed this moratorium and is now considering regulations to further
curb the market share of check cashers and payday lenders.

A growing number of state and local governments have launched similar efforts. For instance, New Mexico
issued a moratorium against any additional licenses for check cashers and payday lenders in early 2006. Similarly,
the Pima County government voted to ban payday lenders and check cashers from locating within 1,200 feet of a
similar business, and within 500 feet of any property zoned as a private residence.

For more information: http://www.sfgov.org/site/treasurer_page.asp?id=36902
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Tighten State Regulations on Prices and Fees Charged by Financial
Businesses, Georgia’s Amendments to the Industrial Loan Act

Regulating the prices alternative financial service businesses charge, or
their right to do business in an area, is another way to curb demand for
the high-priced products they sell. A handful of states have either refused
to authorize payday lending or have banned this business outright. But
loose regulation of this industry is the norm across the country, with caps
on interest rates but not on fees, for instance. In 2004, Georgia bucked
this trend by passing one of the strictest state bills in the country. Among
its many features, this measure capped the annual percentage rate for
short-term loans sold in the state at 16 percent. The law also eliminated
the ability of these businesses to rent the charter of banks in states with
less stringent laws. Just as important, the law gave the state authority to
seek stringent civil penalties when businesses violate these laws.

For more information: http://www.ganet.org/dbf/dbf.html

Don‘t Overlook Mainstream Financial Institutions,
The Need to Update Regulation Z

While the alternative financial services sector comprises a large share of
the high-priced market in lower income neighborhoods, customers at
mainstream institutions can also pay high rates for short-term loans if
they regularly overdraw their accounts and do not enroll in overdraft pro-
tection plans. If used once per month, most overdraft protections will be
modestly less expensive than short-term loans. But lower income con-
sumers often struggle to meet payments, and may be more likely to use
these services with greater frequency. In this case, they can pay substan-
tially higher prices for what are effectively short-term loans than if they
were to use a payday lender.

Because banks often find these fees an important source of additional
income, it is not in their best interest to unilaterally lower them. To spur
the market to move in a more responsible direction, the Federal Reserve
suggested in a May 2004 statement that there may be a need to revisit
the exemption of overdraft services from Regulation Z, which imple-
ments the Truth in Lending Act. Extending the regulation would oblige
institutions to prominently advertise the cost of these policies, some-
thing they are currently not required to do. By more prominently adver-
tising the costs of these policies, consumers may be better able to make
cost-saving decisions.

For more information: http://www.federalreserve.gov/Regulations/#z




Offer a Free Tax Preparation Alternative,
California’s Ready Return Tax Preparation Initiative

To reduce demand for paid tax preparation services, California developed
the Ready Return tax preparation pilot in 2004, and significantly expanded
it in 2005. This free state-provided service eliminates the need for select
filers to fill out tax forms. Instead, the California tax board automatically
prepares the filer's tax forms, leaving to the individual only the responsi-
bility for reviewing the form and then signing it. This eliminates the com-
plexity associated with filing taxes—an important cause of demand for tax
preparation services.

For California, the next steps are to continue expanding the reach of
this service, particularly for lower income families who are least able to
afford for-profit tax preparation firms. Other leaders should consider repli-
cating and extending California’s pilot program.

For more information: http://www.ftb.ca.gov/readyReturn/about.html

Accelerate the Release of Federal Tax Refunds,
The Need for the IRS to Speed-Up Refund Transactions
Lower income consumers are much more likely than higher income tax-

filers to purchase a refund anticipation loan. A market for this product
exists because lower income workers, often on tight budgets, want their
refunds sooner than the typical weeks or months the IRS takes to issue
checks. If that transaction were instantaneous, filers would have no rea-
son to purchase a loan based on the anticipated refund. In theory, then,
the IRS has the power to eliminate this market product.

Although technical limitations remain, the IRS has been working for
several years to shorten the refund time, in part as a way to reduce
demand for refund anticipation loans. That work should continue, with
reinforcement from stronger and more visible executive and congression-
al leadership.

Identify and Weed Out

when operating in these markets,

Unscrupulous Business
Practices in the Auto-Market
We have documented in this report
how lower income families routine-
ly pay higher prices for many car-
related products. While some of
these higher prices have to do with

real, higher costs businesses incur

unscrupulous behavior also plays a
role as businesses exploit informa-
tion gaps and other market failures
to charge higher prices to lower
income consumers.

State and local governments
have responded to these market

dynamics by passing new laws,

tightening regulation, and, just as
importantly, commissioning
research about price-inflating prac-
tices. But as in other regulatory
examples discussed in this report,
progress is mostly uneven, leaving
much work in this area for leaders

around the country.

THE BROOKINGS INSTITUTION « METROPOLITAN POLICY PROGRAM « FROM POVERTY, OPPORTUNITY

AGENDA AND MODELS



THE BROOKINGS INSTITUTION « METROPOLITAN POLICY PROGRAM - FROM POVERTY, OPPORTUNITY

AGENDA AND MODELS

Curb Abuses by Car Dealers, California’s Car Buyer Bill of Rights

California’s new car buyer bill of rights law became effective on July 1,
2006, putting the state at the forefront of efforts to address abusive prac-
tices by automobile dealers and auto loan providers. Lower income con-
sumers pay higher prices for both cars and loans, making this bill a par-
ticularly valuable tool to bring down automobile costs for lower income
consumers in the Golden State.

Among its numerous provisions, the law requires dealers to itemize
components of their monthly installment bill, and makes it illegal for
them to add terms of the contract without first disclosing additions to the
consumer. Along those same lines, the law caps the incentive financial
institutions can provide to dealers for selling high-priced loans and
requires dealers to submit information to the consumer about the role of
credit scores in determining auto loan rates. The measure also provides
for an optional cooling-off period, through which the consumer can pay a
fee for the right to return the car within 48 hours. Together, these efforts
mark an important step forward in cutting into the ability of car dealers to
drive up costs for lower income consumers.

For more information: http://www.dca.ca.gov/legis/2005/miscconsumer.htm

Limit the Ability of Prices to Vary With Income,
Hawaii’s Department of Insurance Credit Score Regulation

State legislatures are increasingly asking why credit scores should be
used to determine insurance rates. Of course, lower income households
are going to be paying higher prices using this method because they typi-
cally have lower credit scores than higher income drivers.

In part because the use of credit scores automatically assigns a higher
premium to many lower income families, Maryland and Hawaii have
banned insurance companies from using them to set rates.’ Over the
past two years, state legislatures in at least Washington, Michigan, and
West Virginia have proposed bills that would do the same. Additionally,
bills under consideration in Tennessee, Missouri, and North Dakota
would prevent premium increases based on credit scores—a change that
would protect people who fall on hard times after they already have
been underwritten.

For more information: http://www.insurance.wa.gov/publications/news/
Final_SESRC_Report.pdf




Consider Bold Disclosure Rules, Car Price Disclosure Act

A car buyer’s race and income affects the price he or she pays for cars,
even after controlling for a number of other effects. In the 1970s, similar
evidence about the effect of race in the mortgage market prompted
Congress to pass the Home Mortgage Disclosure Act (HMDA), chiefly
designed to shine a spotlight on credit availability in neighborhoods with
high concentrations of minorities. Since then, concern about pricing dis-
crimination prompted the Federal Reserve to expand the HMDA to include
information about high-cost loans.

A similar effort is needed in the auto market. No justification exists for
systematically higher prices for lower income and minority drivers than
what better-off buyers pay for the same exact car.

To curb this practice, statehouses and Congress should pass disclosure
laws that require dealers to transmit information about each car transac-
tion to a state or federal oversight commission. Such data will help lead-
ers (and consumers) identify the unscrupulous dealers who systematically
drive up prices for lower income drivers.

States have increasingly become focused on high-cost mortgage

lending practices
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Even for those who
cannot qualify for
prime loans, some
companies tack on
additional features
to mortgage prod-
ucts that unneces-
sarily drive up costs

for consumers.

Curb Unscrupulous
Business Practices in the
Housing Markets

Estimates suggest that between 14
and 20 percent of all borrowers of
high-priced mortgages could have
qualified for a prime mortgage
product, saving them hundreds or
thousands of dollars in interest
charges every year.'”” Even for those
who cannot qualify for prime loans,
some companies tack on additional
features to mortgage products that
unnecessarily drive up costs for
consumers. Together, these forces

help drive a highly variable price

spread among consumers for the
same amount of borrowed money.
As this report has shown, lower
income consumers are particularly
likely to pay higher prices.

To reduce these higher costs for
lower income families, leaders can
promote more competitively priced
products. But government should
also pass regulations to weed out
unscrupulous lenders and prac-
tices. This section includes a num-
ber of examples from states and
the federal government that do

just this.

New Mexico’s Mortgage Lending Law

Limit Fees and Provide More Information for Mortgage Buyers,

buying a high-cost mortgage.

In 2005, nineteen states considered nearly 50 different bills proposing
revisions to their mortgage lending laws. This intense state-level focus
on mortgage lending has been building steadily since the mid-1990s.
Among the numerous laws now on the books, New Mexico’s Home
Loan Protection Act ranks among the strongest efforts to curb unscrupu-
lous practices that drive up prices for lower income consumers.
Provisions in this measure include restrictions on pre-payment penal-
ties, limits on refinancing practices that strip equity from homeowners,
and a requirement that borrowers receive financial counseling prior to

Since this law was passed, a recent analysis found that the proportion of
all loans in New Mexico with these price-inflating features has fallen by
nearly 40 percentage points, compared to the average percentage change
among all states without these protections. At the same time, the volume
of sub-prime lending has not changed, suggesting that the market is
working more efficiently with this regulation.

For more information: http://www.rld.state.nm.us/fid/News/
Home%20Loan%20Protection%20Act.htm




Analyze the Need for Regulation,
Pennsylvania State Department of Banking Study

To inform the need for regulation and additional laws, a number of states
have commissioned analyses of their mortgage market. Under the leader-
ship of Secretary William Schenck, the Pennsylvania Department of
Banking commissioned The Reinvestment Fund, a non-partisan group
based in Philadelphia, to assess lending in Pennsylvania. Their study con-
firmed that much of the market for high-cost loans is based on refinanced
mortgages, particularly for homes owned by minorities, the elderly, and
those with low incomes. Using this study, the state is now developing
stronger regulations to curtail lending abuses that drive up costs for
homebuyers, including lower income ones. Leaders can replicate this
effort by connecting with independent, highly respected institutions to
conduct research in this area.

For more information: www.trfund.com/resource/downloads/policypubs/

Mortgage-Forclosure-Filings.pdf

Limit Prices at High-Priced Businesses, Rent-to-Own State Laws

Rent-to-own stores are regulated by specific rent-to-own statutes or by
general state regulations that govern credit transactions. The stringency
of these regulations varies widely across the states. In New York, for
instance, rent-to-own businesses cannot charge more than 50 percent of a
product’s total worth in interest. On the other hand, Connecticut sets the
limit at 100 percent, and Wisconsin sets it at 30 percent.

Leaders can bring down prices for consumers by implementing stricter
caps on fees and interest charged by rent-to-own establishments, and by
requiring these companies to fully disclose their pricing.
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PROMOTE CONSUMER RESPONSIBILITY AND
THE POWER OF LOWER INCOME SHOPPERS

he first two strategies for bringing down higher costs address the

suppliers of basic necessities. Leaders need to grow the main-

stream, price-competitive suppliers to force the alternative, higher-
priced businesses to compete.

The other side of this equation is to assist the lower income consumers
who buy high-priced goods and services from these suppliers. Here, leaders
need to provide incentives for consumers to assume more responsibility for
their buying decisions. At the same time, leaders need to strengthen con-
sumers’ capacity to do so by increasing the amount of information buyers
can use to comparatively shop and making smarter strategies more available.

While some of these strategies are targeted to specific markets, many of
the steps needed to strengthen consumer responsibility and the power of
lower income consumers work across the board. This section reviews a

handful of examples from around the country.

Promote Access to Online Price-Lowering Tools, and Internet Access and High Level Uses

Consumers save money when they can comparatively shop, particularly if they can do it in a timely fashion. Today,
there are countless web-based companies designed to do just that, by pooling together the range of prices in a mar-
ket for the exact same good or service. Lendingtree.com, for instance, provides comparative information on mort-
gages; einsurance.com and progressive.com provide comparative prices for insurance premiums; carbargain.com
and cars.com provides prices for new and used cars; and shopping.com provides comparative prices for appliances
and electronics. Similarly, a growing number of state departments of insurance offer drivers annual insurance shop-
ping guides including prices for different premiums. Numerous consumer publications that rate the service and qual-
ity of local businesses are also available, and beehive.org provides an excellent portal for price-lowering information.

Lower income consumers can utilize all these extremely valuable market products to bring down the prices they
pay for basic necessities. These resources may also inspire lower income families to take more responsibility for
their budget decisions. Also, by steering consumers toward the best prices in the market, leaders can help curb
the higher-priced businesses that thrive from charging lower income consumers unnecessarily high prices.

To start with, access to the Internet among lower income households still lags behind higher income house-
holds, although there have been significant gains over the past decade. This points to the many important gaps
that need to be filled by promoting computer ownership and access among lower income households. It is also
important to connect families to high-quality, high-impact uses of the Internet.

One way this could happen is through Idea Stores. Started in London, these are high-impact, transformative
investments in libraries located in lower income neighborhoods. Part cutting-edge architecture, part community
meeting place, part cafe, Idea Stores have emerged as new community institutions in lower income neighborhoods.
Part of this effort could include investments in local, online, shopping infrastructure for lower income families, com-
bined with incentives for families to use these resources. These would be go-to resources for families that are buy-
ing big-ticket items, like houses, cars, and insurance, along with smaller-ticket items like groceries, appliances, and
bank accounts. Together, these tools could harness the potential that the Internet holds to make markets more effi-
cient and competitive in lower income neighborhoods—and save untold sums for lower income consumers.

For more information: http://www.ideastore.co.uk/




Invest in Consumer Education, Promote Financial Education

A financial education should give clients basic money management skills, along with the know-how to find trusted
information resources when they need to make a major financial decision, like buying insurance or a new car.
These skills can help lower income families make financially responsible decisions and help them ward off offers
by unscrupulous businesses that charge higher than necessary prices.™

The need for financial education has increased as markets have become more complex, credit has become more
available, and costs of living have increased. Making savvy, smart decisions today is much more difficult as a
result of these changes.

Importantly, this need for an investment in financial education comes at a time when a great many institutions
have already invested in financial education. There are countless providers of financial education today, for
instance, including banks, employers, public schools, community colleges, faith-based groups, community groups,
and the military. There are also hundreds of thousands of pages devoted to financial education online, including
excellent web pages like beehive.org that are targeted to lower income families; and nearly every state has at least
considered legislation over the past year related to financial education. Some states, like Pennsylvania, have even
established a separate state Office of Financial Education dedicated to promoting financial management skills
throughout the state.

Going forward, public and private leaders need to build on these investments by a) evaluating the gaps in finan-
cial education delivery in their jurisdictions; b) determining the best practices that can be used to fill those gaps;
and c) establishing a methodology for benchmarking the impact of investments in financial education.

The proliferation of financial education programs and initiatives across the country does not mean that the need
for financial education has been addressed. There is wide diversity in the quality of financial education.” There
are also glaring gaps in the delivery of financial education.’ For instance, most public schools have abandoned
their financial literacy curricula, even though there is evidence that kids that participate in a financial education
program are more likely to save, and achieve a higher net worth. Similarly, few consumers receive counseling
before they buy a sub-prime mortgage, even though these loans are substantially more likely than prime loans to
become delinquent.™ These types of gaps need to be filled by public and private investment.

Public and private leaders also need to invest in researching and then publicizing best practices in financial
education at different delivery points. These delivery points are often generalized into two different categories:
those that provide a general financial education and those that provide an education targeted toward a specific
purchase, like buying a home or investing in an Individual Development Account. Many of the assessments into
the efficacy of financial education programs have been stunted by a number of methodological problems,
including selection bias (i.e., recipients of financial education may self-select into these programs, and thus be
systematically different non-recipients) and by validity (i.e., there are so many outlets for financial education, it
is difficult to generalize findings based on an assessment of a single program). Going forward, public and pri-
vate leaders should take an inventory of the most successful financial education programs, and then invest in
those programs.'®

Finally, leaders need to benchmark the impact that their investments have had on consumers. This type of evi-
dence is absolutely critical to motivate continued or additional spending, and to ward off investing scarce
resources in unproductive programs or partners.

Together, these three steps can give lowerincome consumers the resources to make more responsible decisions,
and the power to fend-off the dynamic, often very entrepreneurial efforts of unscrupulous businesses.

For more information: http://www.chicagofed.org/cedric/financial_education_research_center.cfm
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States have increasingly become focused on providing financial education

to consumers
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Policy Summit.

Overall, Promote Trusted,
Dynamic Resources for
Market Information, Invest in
Community Experiments
Markets are incredibly dynamic and
complicated. There are now hun-
dreds of different mortgage prod-
ucts, for instance. Consumers also
often have dozens of insurance
companies to choose from and the
option of using the Internet or
brick and mortar establishments to
buy a growing number of necessi-
ties. Understanding how to manage
the accuracy of three different
credit reports is also crucial.
Financial education can go a
long way towards helping lower
income consumers ward off some
of the risks associated with these
market characteristics, while also

positioning lower income con-

sumers to capture the benefits it
yields. But financial education is,
by definition, static. Consumers
participate in a financial education
class, complete it, and then are
sent off into the world. Meanwhile,
markets continue to evolve. This
means that consumers, and lower
income consumers in particular
(because they have the smallest
margin of budgeting error), need a
financial education resource that is
just as dynamic and comprehensive
as the market. Importantly, that
resource also needs to be trusted by
lower income consumers who,
together, represent an incredibly
diverse set of backgrounds and cir-
cumstances.

Such a resource such has not yet
emerged. It might be the Idea
Stores, reviewed earlier. It might be
a website like beehive.org. It might
be some type of free, publicly-mon-
itored financial services, such as
found in court rooms today. Or, it
might be some type of faith-based
service. Whatever it looks like, pub-
lic and private leaders need to
invest in thinking about how to
deliver a trusted, dynamic resource
for lower income consumers to
keep pace with the incredibly com-
plicated marketplace of today. M
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“Study after study has demonstrated that
payday lenders are concentrated in communities
of color. A drive through minority neighborhoods

clearly indicates that people of color regardless
of income are a target market for legalized extor-
tion. Payday lending is an economic drain that
threatens the livelihoods of hardworking families
and strips wealth from entire communities.”

Julian Bond, Chairman, NAACP

“Many families rely on short-term credit to see
their way through financial emergencies. Un-
fortunately, the exorbitant rates more often lead
families into a cycle of debt rather than a bridge
to financial recovery. We need prudent regula-
tion, product innovations and financial coun-
seling to avoid saddling families with debt and
making it impossible to save for their future.”

Lautaro "Lot" Diaz,
Vice President of Housing & Community
Development, National Council of La Raza
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EXECUTIVE SUMMARY

Payday loans trap working households in long-term debt at annual interest rates of over 400 percent.
In California and elsewhere, African Americans and Latinos make up a disproportionate share of
payday loan borrowers.

Our analysis reveals that the racial and ethnic composition of a neighborhood is the primary predic-
tor of payday lending locations, while playing a very minimal role in explaining the variation in the
location of bank branches. As a result, payday lending storefronts are most heavily concentrated in
African American and Latino communities. By contrast, the location of mainstream financial service
providers such as banks can be largely explained by supply and demand factors such as the presence
of retail space.

Specifically:

e Payday lenders are nearly eight times as concentrated in neighborhoods with the largest
shares of African Americans and Latinos as compared to white neighborhoods, draining
nearly $247 million in fees per year from these communities.

e Even after controlling for income and a variety of other factors, payday lenders are 2.4 times
more concentrated in African American and Latino communities. On average, controlling
for a variety of relevant factors, the nearest payday lender is almost twice as close to the
center of an African American or Latino neighborhood as a largely white neighborhood.

e Race and ethnicity play a far less prominent role in the location of mainstream financial
institutions, such as bank branches. While race and ethnicity account for over half of the
variation in payday lender location explained by neighborhood factors, they explain only
one percent of the variation in bank branch locations.

Payday loans are small, short-term loans secured by a bor-
rower’s personal check. The typical two-week payday loan is The Payday Lending Debt Trap
costly, with lenders allowed to charge up to 459 percent in California

APR. While these loans are advertised as a quick and easy
way to deal with an occasional unexpected expense before
payday, borrowers have a hard time retiring this debt, taking
out one loan after another and becoming ensnared in a
long-term debt trap. Because of this, $247 million is drained
from California’s African American and Latino communities
to service payday loans annually.

e (alifornia payday borrow-
ers take out an average of
10 loans per year.

* The industry reports that
84 percent of its business
in California is attributable

to “repeat customers.”
The payday lending industry depends on this cycle of repeat p

borrowing for the bulk of its revenues. Nationally, 90 per- e Only four percent of

cent of their business is generated by borrowers with at least revenues are generated
five loans per year and over 60 percent of business is gener- by borrowers with a single
ated by borrowers with at least 12 loans per year. loan in a year.
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If payday loans were a helpful product, we might applaud the increased access to credit that these
storefronts provide to African Americans and Latinos. However, as the foreclosure crisis spurred on
by harmful mortgage lending practices has shown, mere access to credit is not beneficial if it
ultimately leaves the borrower worse off. Similarly, payday borrowers typically end up in a harmful
borrowing cycle, ultimately paying more in fees than is extended in credit.

To protect consumers from predatory products while preserving a responsible small loan marketplace,
California should adopt a comprehensive 36 percent APR small loan rate cap, as 15 states and the
District of Columbia have done. In addition to this key protection, California policymakers should
employ strategies to help households increase their emergency savings as an alternative to taking on
additional debt altogether. While these steps would benefit all Californians, they would especially
help African American and Latino households, who make up a large share of payday borrowers.



INTRODUCTION

A payday loan is a small, short-term loan secured by a personal check. Marketed to consumers as a
quick and easy solution to dealing with an unexpected expense, these loans are due at the borrower’s
next payday—generally in about two weeks. To be eligible for a payday loan, a borrower needs only
a checking account and a source of income, either from a job or government benefits, such as Social
Security. The borrower provides the lender with a personal check for the amount of cash they are
receiving that day, plus a fee. On their next payday, the borrower must return to the lender to pay
back the loan. If the borrower does not do so, the lender can be repaid by cashing the borrower’s
personal check. Since many borrowers do not have enough money from one paycheck to pay back
their loan and meet their other obligations, they often must take out a new loan shortly after paying
off the first, starting a cycle of borrowing."

Officially called deferred deposit transactions, check cashers were first authorized to advance cash
against a customer’s personal check by a California law enacted in 1996.> Borrowers can take out a
loan of up to $255 for a $45 fee, equating to a fee of $17.65 per $100. This means that the typical
two-week payday loan in California carries a 459 percent annual percentage rate (APR).? By the
end of 2006, there were nearly 2,500 payday lenders located throughout the state making $2.5 bil-
lion in payday loans a year.*

Payday borrowers are disproportionately African American and Latino

In California and elsewhere, a disproportionate share of payday borrowers come from communities
of color.” The California Department of Corporations recently released a survey of payday borrowers
showing that, while they represent about a third of the overall adult population, over half of payday
borrowers are African American or Latino.

This disproportionate market share is even more significant in
light of the fact that African Americans and Latinos are much
less likely to have a checking account than whites—a basic While they represent about
requirement for getting a payday loan. The Federal Reserve’s .

Survey of Consumer Finances found that 19.4 percent of non- a third of the overall adult
white households do not have a bank account, compared to less ~ population, over half of
than five percent of whites.® Since nearly one in five adult payday borrowers are
African American or Latino residents are not even eligible for a
payday loan, it is striking that they make up such a large share
of borrowers. Table 1 demonstrates that while less than five per-

African American or Latino.

cent of payday loan-eligible adults in California are African
American, they make up 18.7 percent of all payday borrowers.
Similarly, 25.6 percent of payday loan-eligible adults are Latino,
but they represent about 37 percent of payday borrowers. In
contrast, white borrowers represent 44.5 percent of the eligible
population, but just 36 percent of borrowers.
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Table 1: Disproportionate use of payday loans by African Americans and Latinos

California adult California adult population Payday loan
Percent unbanked population* potentially eligible for borrowers
payday loan**

African Americans 19.4% 5.9% 4.8% 18.7%
Latinos 19.4% 31.8% 25.6% 37.0%
Whites 4.5% 46.6% 44.5% 36.1%

*The remaining 8% of payday loan borrowers are Asian, American Indian, Hawaiian/Pacific Islander, or of another race/
ethnicity. Analysis of payday loan borrowers and race/ethnicity statistics done by the California Budget Project.”

**\We assume that adults are only eligible for a payday loan if they have a bank account, since the lender requires a
personal check from the borrower to be held as collateral.

Payday lending is destructive to households’ well-being

The deregulation of credit has given lenders the incentive to develop new products. In the past, the
fact that African Americans and Latinos were being offered these and other loans would be seen as a
positive step away from redlining and towards a full “democratization of credit.”® However, the
recent subprime lending and foreclosure crisis has increased awareness that the interest rate and
terms on which credit is offered can be as important as the credit itself. As a result, policymakers
appear to be more willing to question whether the credit extended is ultimately helpful or harmful.
More specifically, there is a renewed focus on a return to ensuring borrowers have the ability to repay
loans.

A wide range of research has concluded that while payday loans
may bridge a short-term gap, these loans cause longer-term finan-
cial harm. While some researchers have posited that the availabil- 4 wide range of research
ity of payday loans can be positive for consumers, most of this
research draws conclusions from broad state-level outcomes rather
than examining the consequences for actual payday borrowers.’ payday loans may bridge a
Analyses reviewing payday borrower data and industry records
conclude that: (1) the vast majority of borrowers using payday
loans are long-term users,*® (2) payday lenders are dependent on loans cause longer-term
these long-term users for the bulk of their revenues;** and (3) financial harm.

long-term payday loan usage has negative consequences for bor-

rowers, leaving them worse off than they would be otherwise.'?

has concluded that while

short-term gap, these

Finally, emerging payday borrower survey and focus group research

indicates that payday loans are more typically taken because of

chronic financial shortfalls in which a borrower’s expenses regularly exceed their income, rather than
specific financial emergencies.’® This brings into question whether a payday loan—or any type of
debt—is the best strategy for borrowers facing such challenges.

If payday loans have such potential to be destructive to a household’s finances, why are African
Americans and Latinos more likely to borrow from these high-cost lenders? Do they have character-
istics that make them more likely to demand these loans, or do payday lenders intentionally target
minority families?



Previous research on payday lending locations

To answer this question, a variety of researchers have examined the patterns of payday storefront
locations. These studies have consistently found that payday lenders tend to locate their stores in or
near communities of color. In 2005, a Center for Responsible Lending analysis of payday lender loca-
tions in North Carolina found that African American neighborhoods have three times as many pay-
day lending stores per capita as white neighborhoods.** This disparity was shown to increase as the
relative concentration of African Americans grew. An analysis controlling for a variety of other fac-
tors demonstrated that this disparity of payday lender locations could not be explained by income
levels, homeownership rates, poverty, unemployment, whether the area was urban or rural, age of the
population, education level, or gender mix.**

Another study, looking at the location patterns of both payday lenders and banks in North Carolina,
found similar patterns, with the author noting that after controlling for other variables, “a one
percentage point increase in the population that is [B]lack will reduce the number of banks by one
percent and increase the number of payday lenders [in a given zip code] by one percent.”*® Likewise,
a study of Washington State payday lenders concluded that “payday businesses do intentionally
target localities with a high percentage of African Americans.”"”

In response to these findings, payday lenders deny targeting minority neighborhoods. Instead they
claim to place their storefronts based on factors commonly used by other retail businesses. They also
contend that they locate in areas neglected by mainstream financial institutions, filling a niche for
the underserved.

In this paper, we seek to add to this growing discussion of whether and why the relative concentration
of African American and Latino households is a factor that influences the location and clustering of
payday lending locations.

We first examine the location of payday lenders, comparing their proximity to, and concentration in,
African American and Latino communities relative to neighborhoods made up of primarily white
households. To determine if payday lenders are serving areas that banks have neglected, we perform
this same analysis on bank branch locations, incorporating neighborhood race and ethnicity to
determine whether banks appear to be systematically under-serving such areas. A regression analysis
is performed to isolate the effects of racial and ethnic composition from other variables.

Next, we determine the key factors explaining the location of mainstream financial institutions and
see whether payday lenders follow the same location model, or if different factors better explain
where they locate.

After generally finding that payday lending stores are disproportionately located near and
concentrated in and around African American and Latino neighborhoods, we discuss the

possible factors that allow payday lenders to flourish even in the presence of mainstream banking
alternatives. In part, we hypothesize that the payday lending industry exploits the preferences and
fears of underbanked® African American and Latino households. Finally, we conclude with policy
recommendations.
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METHODOLOGY

Hypotheses

The location of financial services firms like payday lenders reflects Since payday lenders
both the demand for and supply of credit. Firms make decisions on typically offer identical
where to locate based on estimates of market potential. While
technological advances have the potential to make geography less
relevant, physical location remains a paramount consideration for prices, the ability to
payday lenders. Since payday lenders typically offer identical
products at identical prices, the ability to locate close to potential L
customers is critical. In a survey of California payday borrowers, the customers is critical.
leading reason a customer chose a particular store was because they

“saw a payday location and went in.”*°

products at identical

locate close to potential

The effectiveness of marketing and actual usage of a particular product may differ dramatically
among various neighborhoods. Therefore, payday lenders likely need to take additional steps to
determine which set of neighborhood characteristics increase their chances for success. The central
purpose of this paper is to understand how race and ethnicity influence this last determination for
payday lenders and how that relationship contrasts with factors influencing the same decision by

banks.

Because the close proximity of a payday lending store makes customers more likely to visit, we
expect that new payday lending storefronts are more likely to be placed in neighborhoods that are
closer to existing payday lenders to compete for the same group of people. Once the concentration of
payday lenders saturates to a certain level, newcomers must explore opportunities in other neighbor-
hoods. So, we examine both distance and clustering of payday lending storefronts.

The spatial distribution of payday shops and bank branches are not isolated from each other. In a
simplified framework, if they compete for the same group of customers, their location will be deter-
mined by the same set of neighborhood characteristics. If, on the other hand, they serve different
customers, payday shops might be placed in neighborhoods underserved by traditional financial insti-
tutions such as banks and credit unions. This is a simplified framework because it does not differenti-
ate between potential and realized customer bases. One neighborhood may have the same potential
customer base for a payday store and a bank branch. However, their realized customer bases may dif-
fer in size because—in a given neighborhood—a bank’s and payday lender’s marketing effectiveness
may be dramatically different. In any case, a systematic comparison of the spatial distribution of the
two will shed light on these questions.

This comparative study will also provide answers to another question: do payday lenders place their
storefronts based mainly on the factors commonly used by other retail financial institutions? If they
do, then the same set of factors might explain the location of bank branches. In addition, we can
also test whether payday lenders intentionally place storefronts at locations neglected by mainstream
financial institutions by including locations of bank branches as an independent variable into the
model we use to study the location of payday stores.



Data and Methods

This section summarizes data sources and methods used in the study. For a full treatment, see
Appendix 1.

Our data are drawn from the following sources: payday lending storefront data from the California
Department of Corporations; data on offices and branches of FDIC-insured banks from the Federal
Deposit Insurance Corporation (FDIC); census block group-level data on the number of retail
employees from the 2000 Census Transportation Planning package; and census block group-level
demographic and economic data from the 2000 Census.

To examine whether California payday lenders tend to locate their stores in or closer to areas with
different racial and ethnic compositions, for each census block group we summarize the spatial distri-
bution of all the payday lending storefronts around it into two components: the distance from the
center of the census block group to the nearest payday lender and the concentration of payday lend-
ers around the census block group. Census block groups are subsets of census tracts generally consist-
ing of about 1,500 people, which we refer to as “neighborhoods” throughout this paper.

Because the vast majority of payday lenders are located in metropolitan, rather than rural, areas, we
limit our final analysis to census block groups with at least 500 persons that are located within the
16 metropolitan statistical areas (MSAs) in California. Of the 2,480 payday lending licensees in
California as of October 2007, 2,252 are located within these metropolitan areas. Table Al in
Appendix 1 lists the number of payday lending licensees and the number of census block groups for
each MSA, as well as the median distance to the nearest payday lending storefront in each of these
metropolitan areas. To make the distance and concentration measurements of different MSAs com-
parable for our analysis, they are normalized with a zero mean and unit standard deviation by MSA.

To study the factors that influence the location and concentration of payday shops and bank branch-
es, we employ regression models with distance and concentration specified as dependent variables
and neighborhood characteristic variables as explanatory variables.

First, we include variables which determine whether households would be eligible for or demand a
payday loan. Payday lenders would presumably want to locate in areas where there is not only a siz-
able population (particularly of adults, who can contract to enter into a loan); they would also want
to be near people who are eligible for and demand their product. These demand-side variables are
listed below:

Total population

% of population age 18 or older

Median household income

Poverty rate

% of population with at least a high school diploma
Unemployment rate

Homeownership rate

Second, since payday lending storefronts can only be located in areas with proper zoning and retail
space, we control for the total retail employees in the area, which serves as a proxy for the existence
of retail centers.
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Finally, we explore three additional demographic factors below, which we would not expect to
increase eligibility or demand for payday loans to test whether they, nevertheless, are explanatory
factors for payday lending location decisions.

* % of the population that is African American or Latino
* % of the population that is non-English speaking
® % of the population that is male (gender)

In addition to these variables, we incorporate the location of bank branches in the models that
explore the location and concentration of payday lenders to control for the supply of credit offered
by competing financial services providers.

To examine the relationship between the proximity and concentration of the nearest payday lending
storefronts and neighborhood characteristics, we created quintiles for each neighborhood characteris-
tic variable and treated them as ordered categorical variables with five orders, namely: low, medium-

low, medium, medium-high, and high.

Because the neighborhood characteristics can vary greatly among different areas of California, we
construct these quintiles for each MSA to reflect the varying relative feature of the measurements.
For example, racial and ethnic compositions can vary greatly among the different metropolitan areas
of California. In the Chico-Paradise MSA, there are relatively few African Americans and Latinos in
the overall population compared to much of the state. In this MSA, census block groups with
African Americans and Latinos making up at least 17.4 percent of the total population have a rela-
tively high minority concentration. In contrast, African-Americans and Latinos make up a far great-
er share of the population in Los Angeles. Therefore, African Americans and Latinos must make up
at least 83.4 percent of the population in census block groups in the Los Angeles-Riverside-Orange
County MSA for these neighborhoods to be considered high-minority areas. For full breakdowns of
African American or Latino concentration by quintiles for each metropolitan area, see Table A2 in
Appendix 1.

Table 2. Breakdowns of African American or Latino concentration by quintiles for the Los Angeles-Riverside-
Orange County MSA and Chico-Paradise MSA

MSA Low Medium Low Medium Medium High High
Chico-Paradise 0—4.6% 4.6-7.6% 7.6-12.1% 12.1-17.4% 17.4%+
Los Angeles-Riverside-

Orange County 0-13.1% 13.1-29.5% 29.5-54.9% 54.9-83.4% 83.4%+

Note: Indicated ranges are inclusive of lower bound and exclusive of upper bound.

For a valid regression model, the observations should be independent from each other. Otherwise,

corrections should be made. In our study, census block groups are spatially correlated to each other.
For example, if one block group is close to a payday lender, its neighboring block group tends to be
close to the payday lender too. Specific steps are followed to correct the spatial correlations between
census block groups, which should make the regression models statistically valid. The same type of
analysis was repeated with bank branch data.

For more details on methods used and a discussion of the limitations of our analysis, see Appendix 1.




FINDINGS

Finding 1: Payday lenders are nearly eight times as concentrated in neighborhoods with
the largest shares of African Americans and Latinos as compared to white neighborhoods,
draining nearly $247 million in fees per year from these communities.

A comparison of the distance to the nearest payday store among neighborhoods of varying racial and
ethnic composition reveals that payday lenders are located closer to African American and Latino
communities than communities that are primarily made up of white households.

Our analysis finds that neighborhoods with the greatest concentration of African Americans and
Latinos are about two and a half times closer to the nearest payday lender than neighborhoods with
the fewest African Americans and Latinos.

Not only are payday lending storefronts located in or closer to communities of color, payday lenders
also tend to cluster in these areas, with more stores in a given African American and Latino neigh-
borhood than a neighborhood with a greater share of white households. Payday lenders are nearly
eight times as concentrated in neighborhoods with the largest share of African Americans and
Latinos as areas with the lowest concentrations of these groups.

Figure 1 provides an example of this variation between the neighborhoods with the highest and low-
est shares of African Americans and Latinos, labeled “African American/Latino” and “white,”
respectively. Each concentric circle represents a distance from the center of the neighborhood, with
the closest ring a half mile away and the farthest ring three miles away. The “African American/
Latino” neighborhood’s nearest payday lender is within a half mile of the neighborhood center; while
the nearest payday lender to the “white” neighborhood is 1.5 to two miles away. In addition, there
are many more payday lenders clustered around African American and Latino neighborhoods.
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Figure 1: Proximity and clustering of payday lenders to African American/Latino and white neighborhoods

African American/Latino Neighborhood

$ = Payday Lending Storefront
e = Neighborhood Center

White Neighborhood

+r

= Payday Lending Storefront
= Neighborhood Center

In order to visualize the “real world”
impact of these findings, we can imagine
driving through two neighborhoods
within a large metropolitan area. The
first has one of the highest concentra-
tions of African Americans and Latinos
in the area; the second has the fewest. A
drive through that first neighborhood
would reveal many more payday lending
stores in and near the area, as compared
to the second neighborhood which is
largely made up of white households.
The following map shows the greater
proximity and concentration of payday
lenders to African American and Latino
areas in one particular city, Los Angeles.
Maps of other cities and metropolitan
areas in Appendix 2 provide further
illustration of how payday lenders largely
cluster in African American and Latino
neighborhoods.



Figure 2: Payday lender locations in Los Angeles

This clustering of payday lending storefronts results in the draining of nearly $247 million in fees
from African American and Latino households in California. The Department of Corporations
reported that just over 10 million loans were made in 2006, with an average loan size of $254. Since
payday lenders can charge up to $17.65 per $100 borrowed, we estimate a fee of $44.83 per loan.
Overall, we estimate that over $450 million in payday loan fees are paid annually in California.
Because African Americans and Latinos make up about 55 percent of all payday loan borrowers in
California, we assume they then pay approximately 55 percent of the fees, or about $247 million a
year.

Table 3: Cost of payday loans to African American and Latino households

(A) Average fee per loan $44.83
(B) Total number of loans (2006) 10,048,422
(O) Total fees paid (A*B) $450,470,758
(D) Total fees paid by African Americans and Latinos $246,857,976
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Comparing payday lending and bank branch locations

Payday lending advocates often cite the disinvestment of banks and other mainstream financial insti-
tutions in communities of color as the reason for payday lenders moving in to these neighborhoods;
they claim that while payday borrowers do have checking accounts, they may not benefit from hav-
ing convenient nearby banking options. However, recent research mapping bank locations has called
this assumption into question. For example, research from the Brookings Institution has found that
banks and payday lenders generally locate in the same neighborhoods, and 95 percent of payday
lenders are located within a mile of a bank or credit union.?® Overall, the study shows that while
payday lenders tend to overwhelmingly locate in lower-income areas, banks and credit unions locate
in neighborhoods of all income levels.

Our analysis sheds further light on this issue. If we add up the number of payday lenders within two
miles of a neighborhood’s center (by adding 1 + 2 + 3 + 3 in the first four columns together, as high-
lighted below), we find there are nine payday lenders in a neighborhood with highest concentration
of African Americans and Latinos, but only one payday lender in a neighborhood with the lowest
concentration (as shown below, there are no payday lenders on average between 0-1.5 miles away,
and only one 1.5-2 miles away). Turning to bank branch locations, there are seven bank branches
within two miles of the center of the highest minority concentration neighborhood, and just slightly
more—nine—bank branches within the same distance of the lowest minority concentration neigh-
borhood. Thus, while there are slightly fewer bank branches in African American and Latino neigh-
borhoods, we cannot conclude that these areas lack banks.

Table 4. Spatial distribution of payday lenders/bank branches and neighborhood minority concentrations in
California.

Relati\{e Median number of payday shops/bank branches surrounding the neighborhood
Concentration of by distance ranges from the neighborhood center
African Americans
and Latinos in
Neighborhood | © to 0.5 0.5t0 1 1t0 1.5 1.5 to 2 2 to 2.5 2.5t0 3
miles miles miles miles miles miles
High 1 2 3 3 4 4
Payday | Medium High o 1 2 2 3 3
Lenders | Medium 0 1 2 2 2 2
Medium Low 0 0 1 1 2 2
Low 0 0 0 1 1 1
High 0 1 3 3 4 6
Medium High 0 2 2 3 4 5
Bank Medium o 2 3 4 4 5
Branches B
Medium Low o} 2 3 4 5 5
Low o} 2 3 4 5 5




Finding 2: Even after controlling for income and a variety of other factors, payday lenders
are 2.4 times more concentrated in African American and Latino communities. On average,
controlling for a variety of relevant factors, the nearest payday lender is almost twice as
close to the center of an African American or Latino neighborhood as a largely white
neighborhood.

While the disparity of payday lending locations among various neighborhoods is interesting, we need
to investigate the extent to which factors other than race and ethnicity explain the location of pay-
day lenders. We first look at factors that impact household eligibility and demand for a payday loan.
For example, payday loan applicants need a source of income, such as a job, so we look at the unem-
ployment rate. In addition, we look at the median household income, poverty rate, and educational
attainment, since payday borrowers typically have low- to moderate-incomes, and because higher
education levels yield better paying job opportunities. Since homeownership would likely suppress
the demand for payday loans because of the availability of other credit options by tapping home
equity, we also take into account the homeownership rate. Finally, a payday lender can increase their
potential customer base by locating in areas an area with a significant population, particularly those
areas with adults (age 18 or older) that can legally contract for a payday loan, so we include these
variables. In addition to locating near potential borrowers, payday lenders will also need to be locat-
ed in a retail area, so we control for the amount of retail space in various neighborhoods by measur-
ing the total number of retail employees.

The other variables we include—gender, race/ethnicity, and non-English speakers—are different in
that we would not expect them to impact whether a payday lender would want to locate in a partic-
ular area. All else being equal, whether a person is male or female, black or white, or speaking
English or another language should not affect their demand for a payday loan. Because of this, it is
instructive to see whether these factors which we would not expect to influence payday lender loca-
tion are significant in our analysis.

Opverall, we found that payday lenders tend to locate in closer proximity to neighborhoods with a
higher proportion of people of color, renters, adults, lower educational attainment, and non-English
speakers. Similarly, payday lenders locate closer to areas with higher rates of poverty, higher rates of
retail employees (and thus more retail locations), and higher unemployment. These findings are con-
sistent with the payday lending business model as articulated in many surveys and literature, which
notes that payday loans are used more frequently by low- to moderate-income renters.!

The full results are summarized in the tables below. Table 5 provides a comparison between the low
quintile and other quintiles (medium-low, medium, medium-high, and high) for each variable. If we
observe a result of 1.00, we would find no difference between the two quintiles measured. For vari-
ables with distance ratios above 1.00, as they increase (increased median household income, for
example), the distance to the nearest payday lender increases. Conversely, those variables with dis-
tance ratios below 1.00 become closer to the nearest payday lender as they increase, as is the case for
African Americans and Latinos. For example, if we look at the variable measuring the share of
African Americans and Latinos in a neighborhood, we see that neighborhoods with the highest
share of African American and Latinos are about half as far (0.54) from the nearest payday lender,
compared to neighborhoods with the lowest share of African Americans and Latinos.
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Table 5. Distance to the nearest payday lender: Fixed effect results for mixed regression, controlled for bank
branch location

Distance Ratios between two levels of explanatory variables

Explanatory Variable High vs. Low Medium High vs. Low | Medium vs. Low Medium Low vs. Low
% African American

and Latino 0.543*** 0.587*** 0.643*** 0.788***
% Adult Population 0.874*** 0.881*** 0.907*** 0.957***
% Non-English Speaker 0.975 0.944*** 0.963* 0.966*
% with High School

Diploma 1.427*** 1.179*** 1.087*** 1.045*
Median Household

Income 1.211%** 1.057% 1.065*** 1.079***
% Male Population 1.009 0.994 0.992 1.024

% of Homeowners 1.214*** 1.227%** 1.234*** 1.164***
% Below Poverty 0.891*** 0.941*** 0.950*** 1.01
Total Number of

Retail Employees 0.891*** 0.897*** 0.923*** 0.965*
Total Number of

Population 1.092*** 1.043*** 1.057*** 1.002

% Unemployed 0.979 0.958** 0.950*** 0.979
Bank Branch

Distance 1.221%%*

Note: *= statistically significant at the 95% level (p=0.05)
**= statistically significant at the 99% level (p=0.01)
***= statistically significant at the 99.5% level (p=<0.005)

We can also look at this information graphically, broken down by neighborhoods of varying concen-
trations of African Americans and Latinos. As shown below, the neighborhoods with the lowest
minority concentration are a longer distance (one mile away) from the nearest lender, with this
distance gradually decreasing to a little over a half a mile away as the concentration of African
Americans and Latinos grows.




Figure 3: Miles to the nearest payday lender from the center of neighborhoods with varying African American and
Latino concentration, controlling for other demographic and economic variables

Distance to Nearest Payday Lender
(in miles)

|

Low 1.00

0.79

Medium Low

Medium 0.64

Medium High 0.59

African American/Latino
Concentration

High 0.54

I

Similar to the table above, Table 6 reports the concentration of payday lending locations in the
lowest quintile compared to the others. In this case, we see that payday lenders are 2.4 times more
concentrated in neighborhoods with the highest share of African Americans and Latinos than those
neighborhoods with the lowest share.
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Table 6. Concentration of payday lenders: Fixed effect results for mixed regression, controlled for bank
branch location

Concentration Ratios between two levels of explanatory variables

Explanatory Variable High vs. Low Medium High vs. Low Medium vs. Low Medium Low vs. Low
% African American

and Latino 2.442%** 2.068*** 1.759*** 1.316***
% Adult Population 1,161%** 1.141%** 1.086*** 1.023

% Non-English

Speaker 1.023 1.088*** 1.071%** 1.037*
% with High School

Diploma 0.660*** 0.801*** 0.885*** 0.942***
Median Household

Income 0.852*** 0.946* 0.938*** 0.913***
% Male Population 0.975 1.009 1.021 0.986

% of Homeowners 0.921*** 0.869*** 0.846*** 0.882***
% Below Poverty 1.214*%* 1.106*** 1.066*** 1.008
Total Number of

Retail Employees 0.991 1.060*** 1.071%** 1.030*
Total Number of

Population 0.914*** 0.961** 0.958*** 1.016

% Unemployed 1.056*** 1.069*** 1.052%** 1.02
Bank Branch

Concentration 1.545%+*

Note: *= statistically significant at the 95% level (p=<0.05)
**= statistically significant at the 99% level (p=0.01)
***= statistically significant at the 99.5% level (p=<0.005)

The table below further summarizes our findings of payday lending storefront concentration:

Table 7. Clustering of Payday Lending Locations

High minority neighborhoods 2.4 times more concentrated than white neighborhoods
Medium-high minority neighborhoods 2 times more concentrated than white neighborhoods

Medium minority neighborhoods 1.8 times more concentrated than white neighborhoods
Medium-low minority neighborhoods 1.3 times more concentrated than white neighborhoods




Because we are modeling results isolating race and ethnicity
while holding all other factors constant, we cannot see these
findings just by driving through an African American or Latino A neighborhood
neighborhood, compared to a white neighborhood. Rather, we
have to imagine two neighborhoods that are identical in all but
their racial and ethnic compositions. In this context, our model African Americans and
reveals that a neighborhood with large numbers of African Latinos that is otherwise
Americans and Latinos that is otherwise indistinguishable from a
white neighborhood will still have a greater concentration of
payday lenders located in or near the area. white neighborhood

will still have a greater

with large numbers of

indistinguishable from a

In sum, controlling for these other factors, we still find a mean-
ingful disparity in proximity and concentration of payday lending
locations. For example, when we compare the neighborhoods lenders located in or near
with the highest and lowest shares of African Americans and
Latinos, we find that African American and Latino neighbor-
hoods have a 2.4 times greater concentration of payday lending

concentration of payday

the area.

storefronts. Also, the nearest payday lender to the center of an
African American or Latino neighborhood is located nearly
twice as close relative to a neighborhood with the fewest African
Americans and Latinos.

Therefore, we can conclude that payday lending storefronts are located closer to and cluster in
neighborhoods with the largest shares of African Americans and Latinos, even when we account for
a variety of demographic and economic variables that might otherwise explain the location decisions
of payday lenders.

Comparing our results to bank branch locations

Turning our analysis back to the comparison of bank branch and payday lending locations, we again
examine the proximity and concentration of bank branches in neighborhoods of varying racial and
ethnic compositions—this time controlling for the same demographic and economic variables used
in the payday lender location regression model. The tables below shows our full model results for
bank branch proximity and concentration.

Similar to our payday lending location analysis, if we observe a result of 1.00, we would find no dif-
ference between the two quintiles measured. We observe that the neighborhoods with the highest
shares of African Americans and Latinos are only 1.113 times farther away from the nearest bank
than neighborhoods with the lowest levels of these groups, once we control for all other variables. In
Table 9, we also find small differences in bank branch concentrations in neighborhoods with varying
levels of African Americans and Latinos.
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Table 8. Distance to the nearest bank branch: fixed effect results for mixed regression

Distance Ratios between two levels of explanatory variables

Explanatory Variable High vs. Low Medium High vs. Low | Medium vs. Low Medium Low vs. Low
% African American
and Latino 1.113*** 1.106*** 1.088*** 1.004
% Adult Population 0.716*** 0.785*** 0.822%** 0.881***
% Non-English Speaker 0.704*** 0.811*** 0.876*** 0.946***
% with High School
Diploma 0.935* 0.948 0.948* 0.976
Median Household
Income 0.989 0.975 0.988 1.02
% Male Population 1.110*** 1.091*** 1.053%** 1.044*%*
% of Homeowners 1.701%** 1.604*** 1.459*** 1.243***
% Below Poverty 1.032 0.992 0.988 0.982
Total Number of
Retail Employees 0.602*** 0.773*** 0.899*** 0.967*
Total Number
of Population 1.265%** 1.151%** 1.110*** 1.060***
% Unemployed 1.041* 1.008 0.984 1.005
Note: *= statistically significant at the 95% level (p=0.05)
**= statistically significant at the 99% level (p=<0.01)
***= statistically significant at the 99.5% level (p=<0.005)
Table 9. Concentration of bank branches: fixed effect results for mixed regression
Concentration Ratios between two levels of explanatory variables
Explanatory Variable High vs. Low Medium High vs. Low Medium vs. Low Medium Low vs. Low
% African American
and Latino 0.966 0.879*** 0.866*** 0.948***
% Adult Population 2.105*** 1.732%** 1.523%** 1.279***
% Non-English Speaker| 2.215%** 1.698*** 1.394*** 1.167%**
% with High School
Diploma 1.218%** 1.143*** 1.110*** 1.064***
Median Household
Income 1.272%** 1.189*** 1.093*** 0.982
% Male Population 0.851%** 0.873*** 0.913*** 0.934***
% of Homeowners 0.427*** 0.452*** 0.526*** 0.687***
% Below Poverty 1.057* 1.047* 1.038* 1.024
Total Number of
Retail Employees 1.719*** 1.311%** 1.127%** 1.048***
Total Number of
Population 0.688*** 0.798*** 0.843*** 0.916***
% Unemployed 0.896*** 0.964* 0.991 1.003

Note: *= statistically significant at the 95% level (p=0.05)
**= statistically significant at the 99% level (p=0.01)
***= statistically significant at the 99.5% level (p=<0.005)




We find that banks are only slightly farther away from areas with the highest share of African
Americans and Latinos when compared to neighborhoods with the lowest levels of these minority
groups. We also find that, though there is somewhat greater concentration of banks within areas
with the smallest share of African Americans and Latinos, the disparities between these neighbor-
hoods are much less significant than our findings on payday lending store locations. Therefore, we
conclude that while a relatively small variance in the proximity and concentration of bank branches
between high and low minority neighborhoods exists, race and ethnicity are not an important con-
sideration in the location of bank branches. Finally we observe that a neighborhood’s distance to
bank locations and the concentration of bank branches are inversely related to the homeownership
rate in an area, and are correlated with our retail proxy. This suggests that, all else being equal, banks
tend to favor commercial neighborhoods.

Finding 3: Race and ethnicity play a far less prominent role in the location of mainstream
financial institutions, such as bank branches. While race and ethnicity account for over
half of the variation in payday lender location explained by neighborhood factors, they
explain only one percent of the variation in bank branch locations.

Our analyses above show that while payday lenders are concentrated in African American and
Latino neighborhoods, bank branches are more evenly distributed among areas of varying racial and
ethnic composition. We now examine how each variable described in the previous section contrib-
utes to our model. Our analysis shows the extent to which each of these factors predict the proximity
to and concentration of bank branches and payday lenders for a particular neighborhood.

First looking at bank branches, those variables with larger F values in Table 10 below, such as the
share of the population that are homeowners or the number of retail employees, are far more impor-
tant factors in explaining the location of banks than those variables with smaller F values, such as
the poverty or unemployment rate.

We find that (1) the number of retail employees, which is our proxy for the degree to which the area

has retail centers; (2) the area’s homeownership rate; and (3) the share of the population which is at
least 18 years old (ie: an adult) explain over three-quarters of our bank branch location model.??
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Table 10. Bank Branch Distance and Concentration, F Values

Explanatory Variable

Bank Branch
Distance

Bank Branch
Distance

% African American + Latino

10.24 (1.25%)

23.59 (1.21%)

% Adult Population

85.81 (10.51%)

431.24 (22.14%)

% Non-English Speaker

59.50 (7.29%)

304.43 (15.63%)

% with High School Diploma (Educational Attainment)

1.48 (0.18%)

10.83 (0.56%)

Household Income

1.89 (0.23%)

34.86 (1.79%)

% Male Population

14.67 (1.80%)

34.30 (1.76%)

% of Homeowners

190.95 (23.39%)

511.87 (26.27%)

% Below Poverty

1.87 (0.23%)

1.69 (0.09%)

Total Number of Retail Employees

382.88 (46.89%)

£420.46 (21.58%)

Total Number of Population

63.83 (7.82%)

160.22 (8.22%)

% Unemployed

3.39 (0.41%)

14.67 (0.75%)

Notes: Numbers inside parentheses are percentages of the total variation explained by each explanatory variable.

This differs markedly from the factors that best explain the location of payday lending storefronts.
A small number of variables explain over three-quarters of the variation in payday lender storefront
location captured by neighborhood factors in our models: (1) the neighborhood’s share of African
Americans and Latinos; (2) the percent of the population with at least a high school diploma
(educational attainment); and (3) the homeownership rate. The racial and ethnic make-up of the
neighborhood alone accounts for over half of the variation in payday lender location explained by
neighborhood factors in our models, including two-thirds of payday lender clustering. In contrast,
the share of African Americans and Latinos in the neighborhood explains only a little over one

percent of the variation in bank branch location.

Table 11. Payday Lender Distance and Concentration, F Values

Explanatory Variable

Payday Lender Distance
controlled for Bank
Branch location

Payday Lender
Concentration controlled
for Bank Branch location

% African American and Latino

206.98 (51.83%)

382.90 (66.47%)

% Adult Population

18.46 (4.62%)

22.03 (3.83%)

% Non-English Speaker

3.17 (0.79%)

7.91 (1.37%)

% with High School Diploma (Educational Attainment)

57.21 (14.33%)

65.77 (11.42%)

Household Income

21.42 (5.37%)

16.14 (2.80%)

% Male Population

1.61 (0.40%)

2.97 (0.52%)

% of Homeowners

42.88 (10.74%)

29.77 (5.17%)

% Below Poverty

9.19 (2.30%)

18.68 (3.24%)

Total Number of Retail Employees

23.13 (5.79%)

11.18 (1.94%)

Total Number of Population

11.68 (2.93%)

13.57 (2.35%)

% Unemployed

3.59 (0.90%)

5.16 (0.89%)

Bank Branch Distance/Concentration (1STD)

1517.48 (79.17%)

6005.33 (91.25%)

Notes: Numbers inside parentheses are percentage of total model-explained variation attributable to each explanatory
variable. While bank branch parenthetically-indicated results relate to proportion of the total explanation, the other

variables relate to the total model-explained variation excluding the bank branch variable.




These results are also shown graphically below:

Figure 4: Top neighborhood factors explaining payday lender storefront proximity

All other factors 12%

Household income 5%

Retail employees 6%
African American/Latino 52%

Homeownership rate 11%

Educational attainment 14%

Figure 5: Top neighborhood factors explaining payday lender storefront concentration

All other factors 10%

% Below Poverty 3%
% Adult Population 4%

Homeownership rate 5%

Educational attainment 11% African American/Latino 67%

In summary, since banks and payday lenders are both financial service providers that offer retail
locations for their customers to conduct transactions, we might expect both types of institutions to
follow similar patterns in their location decision-making. However, we find that the factors explain-
ing payday lender location are quite different than those which predict bank branch location.

Table 12: Top three neighborhood factors explaining variation in bank location vs. payday lenders

Bank proximity and concentration Payday lender proximity and concentration
1. Total number of retail employees 1. % African American or Latino
2. Homeownership rate 2. % with at least a high school diploma
3. % of population 18 or older 3. Homeownership rate
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DISCUSSION

Our analysis demonstrates that payday lenders cluster in closer proximity to neighborhoods with the
greatest concentration of African Americans and Latinos, and that this proximity exists even when
controlling for a wide variety of demographic and economic variables. This is likely a key reason
that African Americans and Latinos make up a disproportionate share of total payday borrowers. But
what leads payday lenders to locate in these areas? In this section, we explore how payday lenders
market their product in ways that may be particularly attractive to underbanked African Americans
and Latinos, thus causing financial hardship in these communities.

Attracting underbanked African Americans and Latinos to payday loans

The design and marketing of payday loans appeal to the preferences and fears of the underbanked
generally, and may be especially attractive to underbanked African Americans and Latinos. Payday
lenders market three key features of their loans products: (1) the speed and convenience of getting a
payday loan; (2) the assured approval of almost anyone with a checking account and source of
income; and (3) the seemingly clear pricing of a simplistic, short-term product with no hidden or
complex fees. These features are discussed in further detail below.

First, since conventional underwriting—an evaluation of the borrower’s ability to repay a loan based
on income and expenses—is not done in payday lending, the process is quick and convenient. In a
recent survey of the underbanked, the top preference of respondents’ satisfaction was timeliness.?*
While the cost of a payday loan ranks among the elements for which payday customers are least sat-
isfied, the ease of taking out a loan is generally the most attractive feature.?* As noted previously,
locating a store near a potential consumer’s home can be a key factor in getting them to try an ini-
tial loan, since borrowers report that they selected a payday lender after seeing the storefront pre-
sumably located in or convenient to an area they already frequent.?

Second, payday lenders can take advantage of a borrower’s fear of being declined credit elsewhere,
whether that fear is real or imagined. Research on perceptions of credit worthiness reveals that
African Americans in particular tend to be overly pessimistic about their credit scores, potentially
causing them to avoid prime lenders for fear of being denied a loan.?® Payday lenders also build their
customer base by rewarding current customers who refer them to friends and family members, often
offering discounts on subsequent loans or other incentives.?” These referrals from a trusted source are
another leading determinant of people trying their first payday loan, ranking just second after the
convenience of the location.?® Getting a friend or family member’s recommendation of a payday
lender could sway someone weighing a variety of options to visit a payday lending storefront.

Finally, the underbanked population strongly prefers products with clearly stated terms and fees.?® At
least superficially, payday loans are simplistic, with a fixed fee per $100 borrowed for a two-week
loan, without any additional charges if the loan is paid back on time. The price structure and mar-
keting of payday loans encourages borrowers to rely on the fee per $100 borrowed to make price
comparisons among payday loans and other options rather than more accurately comparing the
annual percentage rates (APR). There is evidence that payday lenders de-emphasize the importance
of APR. For example, respondents to a variety of surveys typically either could not recall the APR of
a payday loan or reported an inaccurately lower rate closer to that of a credit card (20-30 percent
APR) when in fact the typical payday loan is at least 10 times more expensive.>* The result is that
the borrower may mistakenly believe that the payday loan is a more affordable product than other
available alternatives.



Creating a debt trap for African Americans and Latinos

The fact that payday lenders locate in African American and Latino neighborhoods to conveniently
serve financially insecure families may sound simply like a business filling a niche. However, payday
lending has a destructive effect on borrowers, and by extension, the communities in which they live.

While borrowers routinely report that they never intended to remain in payday lending debt long-
term, the typical borrower is unable to pay back their loan without returning to the payday lender for
another. Instead, after paying back the first loan, they often do not have enough of their paycheck
remaining to make it through until their next payday, so they must take out a subsequent loan.
Knowing this repeated borrowing dynamic is likely to occur, payday lenders often provide incentives
for potential borrowers to take an initial loan, often offering the first loan for free or at a substantial
discount.?! California payday borrowers take out an average of ten loans per year.?* Therefore, once a
potential customer is lured into taking a payday loan—perhaps initially attracted by the convenient
location and the advertised quickness and simplicity of the product—they become ensnared in the
payday loan debt trap.

As noted previously, this repeated borrowing costs African Americans and Latinos in California
almost $247 million in payday loan fees annually. The funds drained from these communities by
payday lending could be saved or better spent on food, car repairs, medicine, housing, child care,
education or other needs.
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CONCLUSION & RECOMMENDATIONS

Since payday lenders do not compete on product or pricing,
locating a store near people who are more likely to try this ser-
vice—and then become trapped by repeat borrowing—is critical. Just like subprime adjust-
We find that payday lenders tend to locate closer to and cluster
in African American and Latino communities. Even when con-
trolling for all other variables, race and ethnicity are among the ~ seemed like a good deal for
most important factors explaining payday lending storefront
locations. Mainstream financial service providers such as banks .
make their location decisions in a different manner. While they quickly became unafford-
are slightly less likely to be located as close to or in as great of able, an initial payday loan
numbers in communities of color than predominantly white

communities, the primary factors explaining their location are
not tied to race or ethnicity. obtain, but the debt is

difficult to ultimately retire.

able rate mortgages initially

homeowners before they

is easy for a borrower to

This clustering of payday lenders results in African Americans

and Latinos making up a disproportionate share of total payday

borrowers in California. Because of this, their communities pay

nearly $247 million to service payday loans each year. This drain on resources is not unlike the sub-
prime mortgage loan crisis, with minority neighborhoods enduring the brunt of foreclosures, lost
equity, and diminished property values. Just like subprime adjustable rate mortgages initially seemed
like a good deal for homeowners before they quickly became unaffordable, an initial payday loan is
easy for a borrower to obtain, but the debt is difficult to ultimately retire.

Policy Recommendation: Enact a comprehensive 36 percent small loan cap to protect
borrowers from abusive products such as payday loans.

Our primary policy recommendation to address the abuses of high-cost payday loans is to enact a
comprehensive interest rate cap on all small loan products. While a return to a more responsible
small loan law would make a difference in the lives of all low- and moderate-income Californians
facing financial shortfalls, it would provide particularly important aid to African American and
Latino communities that are the most impacted by payday lending practices.

By enacting a rate cap, California would join 15 other states and the District of Columbia which
have enacted comprehensive interest rate caps at or around 36 percent APR. Currently, about a
third of the U.S. population is protected from loans at triple-digit rates. In some of these states, pay-
day lending has never been legal; in others, payday loans were once made, but—after seeing the
effects of high-cost loans on their citizens—policymakers chose to enact a rate cap. North Carolina
is one of these states that once had payday lenders, but no longer does. A study of low- and moder-
ate-income households in the state shows that North Carolinians with financial emergencies do not
miss payday loans, but instead use a variety of other, often better, alternatives.>* For example, credit
products such as overdraft lines of credit, consumer finance installment loans, and credit card cash
advances are used by households facing financial shortfalls in that state.



Similarly, the U.S. Department of Defense brought their concerns about servicemembers’ use of pay-
day loans and other high-cost credit to Congress because of the threat this debt was posing to securi-
ty clearances and deployment schedules. Congress responded by passing a 36 percent APR rate cap
for active duty military and their dependents, which President Bush signed into law in 2006. A prog-
ress report from the Department of Defense concluded that affordable loan options to the military
increased after the cap and that military debt relief societies were able to reduce assistance given to
indebted members of the military because of the reduction in payday loan usage.**

California could learn from these experiences at the state and national level, crafting an interest rate
cap that allows for the continuation of responsible small loan products while discouraging predatory
practices.

However, affordable credit products are not the only strategy needed to help households more effec-
tively deal with a financial shortfall. The California Department of Corporations payday borrower
survey illustrates that many borrowers are not taking out a payday loan because of a single financial
emergency, but instead have expenses that regularly exceed their income.?* For these households
who may not be able to financially handle additional debt burdens at any interest rate, non-credit
strategies may be more appropriate.®®

To this end, efforts to help low- and moderate-income families build emergency savings should also
be supported, perhaps through initiatives such as Bank on California. There is some evidence that a
lack of savings may make it more likely that households seek out payday loans. For example, the
Consumer Federation of America researchers found that families earning $25,000 per year with no
emergency savings were eight times as likely to use payday loans as families in the same income
bracket that had more than $500 in emergency savings.>’ Some financial institutions with locations
throughout the state, such as Golden 1 Credit Union and BBVA Bancomer USA, offer innovative
small loan products with built-in savings features that allow people to build up their savings while
paying back a loan made on affordable terms.?® Policies and programs that encourage and facilitate
emergency savings among low- and moderate-income households would help alleviate the need for
small loans, allowing households facing financial shortfalls to rely on their own savings rather than
taking on additional debt.

Certainly, payday loans offered at triple-digit interest rates are not the answer for vulnerable house-
holds facing financial challenges. Rather, California should ensure that credit is only offered on rea-
sonable terms, giving struggling families the opportunity to save and begin on a path to a more
secure financial future.
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APPENDIX 1: DETAILED METHODOLOGY AND LIMITATIONS

Data

We examine whether California payday lenders tend to locate their shops in or closer to neighbor-
hoods with higher concentrations of African American and Latino residents than neighborhoods
with predominantly white households. In addition to proximity, we also measure concentration, or
the degree to which payday lenders cluster locations in areas with different racial and ethnic compo-
sitions.

Our data are drawn from the following sources: payday store data from the California Department of
Corporations; data on offices and branches of FDIC-insured banks from the FDIC; census block
group-level data on the number of retail employees from the 2000 Census Transportation Planning
package; and census block group-level demographic and economic data from the 2000 Census.

Only payday stores recognized by the California Department of Corporations, the entity responsible
for licensing, enforcement and regulation of payday lenders, were included in our data. As of
October 2007, there were 2,480 stores licensed in the California. The street address of each store
was geocoded to determine the store’s location and proximity to the nearest census block group.

Because the vast majority of payday lenders are located in metropolitan, rather than rural, areas, we
limit our final analysis to census block groups with at least 500 persons that are located within the
16 metropolitan statistical areas (MSAs) in California. The table below lists each MSA in our analy-
sis, along with the distribution of payday lending licensees and census block groups among these
areas.

Table A1: Metropolitan Statistical Areas included in analysis

# of payday lend-| # of census Median distance (in miles) to
ing licensees block groups the nearest payday lender

Bakersfield 63 274 0.706841
Chico-Paradise 18 135 0.760021
Fresno 112 464 0.592127
Los Angeles-Riverside-Orange County 1177 9363 0.675132
Merced 23 100 0.788407
Modesto 46 247 0.65945

Redding 15 48 0.968147
Sacramento-Yolo 161 891 0.710685
Salinas 12 132 1.302811
San Diego 198 1592 0.8289

San Francisco-Oakland-San Jose 301 4126 0.849689
San Luis Obispo-Atascadero-Paso Robles 13 102 0.875223
Santa Barbara-Santa Maria-Lompoc 20 268 1.135657
Stockton-Lodi 48 308 0.670126
Visalia-Tulare-Porterville 33 166 0.823675
Yuba City 12 62 1.000019




Once payday lending stores across the 16 selected MSAs were mapped, we obtained bank branch
location data from the FDIC for these areas in order to compare payday lending and bank branch
location.

Population data is aggregated at the census block level, the smallest geography covered by Census
sample data. California has over 22,000 census block groups with an average population of around
1,500 people per group.

Methods

This section outlines the approach we use to measure the spatial distribution of payday shops or bank
branches in a neighborhood, discusses a framework for examining which neighborhood factors might
influence the location of a payday shop or bank branch, and lays out the analytical frameworks we
use to explore the relationship between neighborhood characteristics and the location of a payday
shop or bank branch.

1. Measuring spatial distributions of payday shops and bank branches

For each census block group, we summarize the spatial distribution of all the payday shops around it
into two components: the distance from the center of the census block group to the nearest payday
shop and the concentration of payday shops around the census block group.

First, each payday shop location is geo-coded with a latitude and longitude. Let i€ {1,...,1} be the
ith payday shop in MSA k, k€ {L,...,16} . Let Aik and Bik be the latitude and longitude in radians
of the payday shop. Similarly the center of each of the census block groups for the state is geo-coded
with a latitude and longitude. Let / €{l,...,J} be the jth census block group in MSA k. Let Cjk and
Djk be the latitude and longitude in radians of the census block group. Then the spherical distance
between payday shop i and the center of the census block group j can be calculated by

A, -C, B, -D,
E;, = R x2xarcsin \/sinz (%) +cos(4, )x cos(Cjk)x sin’ (u) (1),

2

Where R is radius of the Earth, which is about 3956 miles.?®

Then for census block group j, the spherical distance to the nearest payday shop is given by
I
]
Ej= A/;.I:]]N{EUU (2)

The concentration of payday shops around census block group j is given by
I

ij=El/Eij2'k (3)

i=1

For census block group j, the distance to the nearest bank branches and the concentration of bank
branches around the group can be calculated similarly.
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2. Normalizing distance and concentration by MSA

To make the distance and concentration measurements of different MSA’s comparable, they are nor-
malized with a zero mean and unit standard deviation by MSA. For example, for census block group j
in MSA k, the spherical distance to the nearest payday shop was normalized as

E,-E,

E, =—f "%t (4)
8D,

Where £x is the mean distance to the nearest payday shops of the census block groups in the
MSA, and SDk is the standard deviation of the distance.

3. Creating quintiles for neighborhood characteristic variables by MSA

To examine the relationship between the proximity and concentration of the nearest payday lending
storefronts and neighborhood characteristics, we created quintiles for each neighborhood characteris-
tic variable and treated them as ordered categorical variables with five orders, namely: low, medium-

low, medium, medium-high, and high.

Because the neighborhood characteristics can vary greatly among different areas of California, we
construct these quintiles for each MSA that reflects the varying relative feature of the measure-
ments. So, for example, in the Chico-Paradise MSA, census block groups with African Americans
and Latinos making up 17.4 percent of the total population is a relatively high minority concentra-
tion. In contrast, African-Americans and Latinos must make up at least 83.4 percent of the popula-
tion in census block groups in the Los Angeles-Riverside-Orange County MSA to be considered
high minority areas. For breakdowns of African American or Latino concentration by quintiles for
other metropolitan areas, see Table A2 below.



Table A2. Breakdowns of African American or Latino concentration by quintiles for 16 California metropolitan areas

MSA Low Medium Low Medium Medium High High
Bakersfield 0-15.5% 15.5-32.5% 32.5-50.7% 50.7-77.7% 77.7%+
Chico-Paradise 0-4.6% 4.6-7.6% 7.6-12.1% 12.1-17.4% 17.4%+
Fresno 0-22.2% 22.2-38.3% 38.3-56.1% 56.1-78.3% 78.3%+
Los Angeles-Riverside-

Orange County 0-13.1% 13.1-29.5% 29.5-54.9% 54.9-83.4% 83.4%+
Merced 0-27.0% 27.0-45.0% 45.0-52.8% 52.8-67.8% 67.8%+
Modesto 0-16.5% 16.5-23.9% 23.9-32.9% 32.9-51.1% 51.1%+
Redding 0-3.5% 3.5-5.2% 5.2-6.8% 6.8-10.5% 10.5%+
Sacramento-Yolo 0-8.6% 8.6-15.0% 15.0-23.7% 23.7-39.4% 39.4%+
Salinas 0-7.1% 7.1-21.4% 21.4-49.2% £49.2-81.6% 81.6%+
San Diego 0-9.4% 9.4-16.4% 16.4-32.1% 32.1-55.7% 55.7%+
San Francisco-Oakland-

San Jose 0-6.9% 6.9-13.9% 13.9-24.5% 24.5-43.9% 43.9%+
San Luis Obispo-

Atascadero-Paso Robles | 0-6.9% 6.9-10.5% 10.5-15.2% 15.2-21.2% 21.2%+
Santa Barbara-

Santa Maria-Lompoc 0-12.1% 12.1-21.4% 21.4-32.4% 32.4-58.3% 58.3%+
Stockton-Lodi 0-20.8% 20.8-30.1% 30.1-41.0% 41.0-58.8% 58.8%+
Visalia-Tulare-Porterville | 0-29.0% 29.0-43.2% 43.2-66.6% 66.6-79.1% 79.1%+
Yuba City 0-13.8% 13.8-19.2% 19.2-25.0% 25.0-31.7% 31.7%+

Note: Indicated ranges are inclusive of lower bound and exclusive of upper bound.

4. Regression models

To study the factors that influence the location and concentration of payday shops and bank branch-
es, we employ regression models with distance and concentration specified as dependent variables
and neighborhood characteristic variables as explanatory variables.

First, we include variables which determine whether households would be eligible for or demand a
payday loan. Payday lenders would presumably want to locate in areas where there is not only a siz-
able population (particularly of adults, who can contract to enter into a loan), they would also want
to be near people who are eligible for and demand their product. These demand-side variables are
listed below:

Total population

% of population age 18 or older

Median household income

Poverty rate

% of population with at least a high school diploma
Unemployment rate

Homeownership rate
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Second, since payday lending storefronts can only be located in areas with proper zoning and retail
space, we control for the total retail employees in the area, which serves as a proxy for the existence
of retail centers.

Finally, we explore three additional demographic factors below, which we would not expect to
increase eligibility or demand for payday loans to test whether they, nevertheless, are explanatory
factors for payday lending location decisions.

% of the population that is African American or Latino
% of the population that is non-English speaking
% of the population that is male (Gender)

In addition to these variables, we incorporate the location of bank branches in the models that
explore the location and concentration of payday lending outlets to control for the supply of credit
offered by competing providers from different types of financial service providers.

5. Correcting spatial correlations

In matrix form, the regression model takes the following form:

D=XB+£ (5))

Where X is the matrix of explanatory variables. Beta is the vector of parameters we would like to
estimate, as well as the error term. Here our observation unit is census block groups. Since one block
group is spatially correlated with another census block group, the error term is not independent
across observations, i.e., the off-diagonal elements of the covariance matrix of the error term are not
zero. Since the value of the off-diagonal elements of the covariance matrix depends on the distance
between two census block groups, they can be modeled parsimoniously by functions of distance. For
the ith row and jth column of the covariance matrix of the error term, we use a spherical spatial
covariance structure, which is given by

3d. d’
CV, =0l +0°|1-| == |+| & l(dl.jsp) (6),

With, 2p 2p
1(d. = o) eauals1if d. = 0 and 0 otherwise (7)

Where in geostatistical concepts, &7 , 0° and P are called nugget, sill and range, respectively. dij
is the Euclidean distance between the ith and jth of the observations in the input data set. By adopt-
ing the same strategy as used by Kleinschmidt et al., the following steps were used to estimate the
mixed regression model with the SAS procedures Mixed:*

1). An initial estimate of all the fixed effect was made by assuming no spatial correlation. Residuals
were obtained after subtracting model fits from the observed. A variogram was constructed by using
the SAS Variogram procedure. Initial estimates of the spatial covariance parameters were estimated
using non-linear regression procedure NLIN.



2). Mixed procedure was then used with spatial covariance parameters fixed at the values estimated
from step 1.

3). From the Mixed procedure, a new set of estimates of the fixed effects was found; hence, a new set
of residuals was obtained, which was used in a new cycle to redraw the variogram and derive new
estimates of the spatial covariance parameters from the nonlinear regression.

4). Iterate step 2 and 3 until there was no further change in the estimates.

What's the effect of the consideration of the spatial correlations? Assuming that any spatial correla-
tion was positive rather than negative, standard errors of the fixed effect estimates might have been
underestimated rather than overestimated in a model without consideration of the spatial correla-
tions. Adjustment for spatial correlation may therefore lead to removal of some variables from the
model whose contributions were overstated initially, consistent with Kleinschmidt et al.

Limitations

There are some limitations to our study. First, we only include payday lending storefronts which are
licensed by the California Department of Corporations. Any lenders operating without proper licens-
ing are not part of our analysis. Second, while we control for a large range of demographic, social,
and economic factors, there may be other considerations that impact the location of payday lenders
and bank branches for which we have failed to account. In addition, because much of the Census
data analyzed for this report is from 2000 it is slightly dated and may need to be verified once the
2010 Census data is released. Finally, while other research from CRL and others has consistently
shown that African Americans and Latinos are disproportionately impacted by payday lending, this
analysis only considers African American and Latino neighborhoods, bank branches, and payday
lending storefronts in California and therefore cannot be used to draw conclusions in other states.
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PAYDAY LENDING STOREFRONT LOCATION BY MSA

APPENDIX 2

Payday Shop Locations in African-American and Latino Neighborhoods
Bakersfield, CA MSA

o
Concentration of African-Americans
and Latinos
O  One Payday Shop Number of Payday Shops in MSA
T T% Low Concentration (As of Oct 2007):

74 Locations

Med-Low Concentration

Medium Concentration
I Med-High Concentration

I High Concentration

Center for Responsible Lending
Sources: 2000 U.S. Census; Oct 2007 CA Department of Corporations, Financial Services Division
Note: Racial concentrations are defined in quintiles relative to the MSA.
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NOTES

1 Regulator data from Florida and Oklahoma (the only states with this level of detailed data available) shows that 45 percent and 59 percent
of repeat payday transactions, respectively, are opened at the borrower’s first opportunity. In addition, 88 percent and 87 percent of subsequent
loans are originated before the borrower receives their next paycheck in two weeks. This data is discussed in further detail in Uriah King and
Leslie Parrish, Springing the Debt Trap, Center for Responsible Lending (December 13, 2007). In addition, see page 8 of Springing the Debt Trap,
which illustrates why a borrower making $35,000 a year cannot afford to pay back a two-week payday loan and meet their other obligations.

2 Payday lending was first authorized by SB 1959, signed by the Governor in September 1996. This law was amended in 2002 by SB 898,
which required payday lenders be brought under the regulatory and licensing framework of the Department of Corporations. This new law
also required enhanced disclosures of fees, including APR, but did not change the maximum fee or loan amount.

3 California Deferred Deposit Transaction Law, Division 10, Sec. 23036 of the California Financial Code.

4 2006 Annual Report, Operation of Deferred Deposit Originators under the California Deferred Deposit Transaction Law, California Department of
Corporations (September 2007). According to an analysis by the California Reinvestment Coalition, the five lenders with the most locations
in California include Advance America, Check N’ Go, Check into Cash, Ace America, and Money Mart (Dollar Financial Group).

5 Limited data on the race and ethnicity on payday borrowers has been collected. Using a database of a large Texas-based payday lender, Paige
Skiba and Jeremy Tobacman found that African Americans (who make up 11 percent of the total adult population) made up 43 percent of
payday borrowers and Latinos (who make up 29 percent of the total adult population) made up 34 percent of payday borrowers. See Table 1 of
Paige Skiba and Jeremy Tobacman. Do Payday Loans Cause Bankruptcy? (February 19, 2008) and 2000 Census data for Texas population age
18 and older. A survey conducted by Cypress Research Group for the payday lending industry found a disproportionate share of borrowers
were African American, however the survey did not find that Latinos made up a disproportionate share of payday borrowers. See Payday
Advance Customer Satisfaction Survey, Cypress Research Group (May 2004).

6 Brian K. Bucks, Arthur B. Kennickell, and Kevin B. Moore. Recent Changes in U.S. Family Finances: Evidence from the 2001 and 2004 Survey
of Consumer Finances. Federal Reserve Bulletin (February 2006).

7 Payday Loans: Taking the Pay Out of Payday. California Budget Project, (September 2008), at page 30.

8 The phrase “democratization of credit” was largely coined by Alan Greenspan as Chair of the Federal Reserve to describe the innovations in
the financial services industry that expanded access to credit to previously un- or under-served households. However, Greenspan did note the
danger of excess. For an example of Greenspan’s views, see Consumer Credit and Financial Modernization, a speech given on October 11,
1997 at the Greenlining Institute, available at http://www.federalreserve.gov/boarddocs/speeches/1997/19971011.htm/

9 For example, Donald P. Morgan and Michael R. Strain conclude in Payday Holiday: How Households Fare after Payday Credit Bans that the
ban on payday lending in Georgia and North Carolina has led to increased bankruptcy filings, bounced checks, and FTC complaints.
Methodological problems with this study are highlighted in a CRL publication available at http://www.responsiblelending.org/pdfs/crl-morgan-
critique-12-10.pdf.

10 Reviewing data from state regulators, CRL has found that the typical payday borrower takes out 8-9 loans each year. For more information,
see CRLs Springing the Debt Trap. Pat Cirillo of Cypress Research Group, who conducts borrower surveys for the payday lending industry, testi-
fied that borrowers remain in payday loans for 18 months to the Ohio House Committee on Financial Institutions, Real Estate, and Securities
on January 31, 2008. Transcript on file with CRL.

11 The payday lending industry depends on long-term usage of payday loans for the bulk of its revenues. For example, 90 percent of payday
lending business is generated by borrowers taking out five or more loans a year, and over 60 percent of payday lending business is generated by
borrowers taking out 12 or more loans a year. For more information, see Springing the Debt Trap. In addition, the paper Payday Lending: Do the
Costs Justify the Price? for the FDIC’s Center for Financial Research by Mark Flannery and Katherine Samolyk concludes that “high-frequency
borrowers account for a disproportionate share of a payday loan store’s loans and profits.”

12 Several researchers have noted negative effects of payday borrowing. For example, using a database of a large Texas-based payday lender,
Paige Skiba of Vanderbilt University and Jeremy Tobacman of Oxford University find that payday borrowers are twice as likely to file for
bankruptcy than similarly situated people who were not approved payday loans. In a subsequent paper, these authors also found that half of
payday borrowers ultimately end their cycle of payday lending in default. See Paige Skiba and Jeremy Tobacman. Do Payday Loans Cause
Bankruptcy? (February 19, 2008) and Payday Loans, Uncertainty and Discounting: Explaining Patterns of Borrowing, Repayment, and Default
(January 21, 2008). In addition, the FDIC ruled that its member banks could no longer partner with payday lenders out of concerns that
“when used frequently or for long periods, the costs [of a payday loan] can rapidly exceed the amount borrowed and cause a serious financial
hardship for the borrower.” See Press Release: FDIC Revises Payday Lending Guidance (March 2, 2005).

13 For example, in focus groups of California payday borrowers conducted for the California Department of Corporations, most participants
noted that—although they used their first payday loan for a specific unexpected expense--they now used subsequent payday loans to “purchase
essentials and maintain their household between pay periods.” In addition, half of California payday borrowers responding to a telephone sur-
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A MESSAGE FROM SILICON VALLEY COMMUNITY FOUNDATION

At a time when more individuals and families began to lose their homes or jobs, Silicon Valley
Community Foundation determined that building economic security would fulfill a critical need
for many residents in San Mateo and Santa Clara counties.

We knew that those caught in the foreclosure crisis needed housing counseling and legal help.
We knew that supporting financial education and asset building would help low-wage earners
create a better future. And we had anecdotal information that those who lacked access to
traditional banking and lending services had few choices but to turn to payday lenders who
charge interest rates that can be as high as 400 percent.

To better inform our understanding of how these practices came about, and to have factual and
documented information upon which to act, we asked the Public Interest Law Firm to research
the history of payday lending and the existing laws and regulations governing the industry. The
resulting report provides a thorough analysis of current policies and proposals and suggests steps
for policy makers, funders and others interested in curbing these abusive lending practices.

What they found surprised and shocked us. It also helped us to see how payday lending in its
current form contributes to creating a growing circle of debt that is difficult for people to escape.

We hope this report will raise awareness and build understanding about the negative impact of
payday lending on our communities. We also hope it will prompt interest in public policies to
restrict excessive interest and service fees.

The corrosive effects of predatory lending are hurting families and communities in our region. At
Silicon Valley Community Foundation, we look forward to building partnerships with
government, banking and financial institutions, and nonprofit organizations who want to change
that.

=) e

Emmett D. Carson, Ph.D.
CEO and President
Silicon Valley Community Foundation
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Executive Summary

Payday lending, the practice by which a lender makes a relatively small, short-term loan
to a borrower, using a post-dated check as security, drains wealth from low-income communities
and communities of color.

e Payday lending began in California in the 1990’s as an extension of the check cashing
industry.

e The usual repayment period for a payday loan is two weeks. At the end of that term, the
entire loan amount plus the finance charge must be paid in full.

e Because payday lenders charge extremely high interest rates—an average of 400 % on a
two-week loan—the typical borrower in California pays $800 for a $300 loan.

e Payday lenders are disproportionately concentrated in predominately African American
and Latino neighborhoods. They are also more prevalent in communities where low- and
very low-income families live.

e In California, nearly half of borrowers take out payday loans at least once a month, and
more than one third have taken out loans from multiple payday lenders simultaneously.

While state and federal laws impose some restrictions on payday lending practices,
payday lenders are currently largely unregulated. Because a nationwide lending cap does not
appear to be imminent, we believe:

e State and local policy changes should be considered;

e Access to credit and banking resources and non-predatory alternatives should be
increased; and

e Consumers should be educated about payday lending and its consequences.



Introduction

The purpose of this report is to provide an update to policymakers and stakeholders
interested in consumer protection in California — both on a state and local level — regarding the
status of the payday lending laws and practices in the state.

Payday loans are lending transactions in which a borrower provides a lender with a post-
dated check and receives immediate cash from the lender. The borrower’s check includes not
only the principal loan amount, but also any interest and fees charged by the lender. The lender
then cashes the borrower’s check on the borrower’s next payday. Payday loans, sometimes
called deferred deposit transactions or cash advances, comprise one corner of a larger universe of
“alternative financial services,” which also include check cashing services, pawn brokers, and
rent-to-own stores.’ In California, these loans are typically small — between $100 and $300 —
and are capped at $300.2 According to Consumers Union, the “fees for payday loans are
extremely high: up to $17.50 for every $100 borrowed.” The average annual percentage rate
(APR) in 2006 for such loans was a staggering 429%, according to the California Department of
Corporations.* All of this means that the cost of these small loans quickly balloons to a
staggering amount.”

By surveying the many research studies and reports that have been published in recent
years addressing payday lending, this report: 1) examines the negative effects of payday lending
on individuals; 2) discusses the unfortunate reality that many low-income families use check-
cashing and payday lending outlets as their primary means of financial management because
their neighborhoods have inadequate banking choices but high concentrations of these outlets; 3)
summarizes efforts in California, in other states, federally, and, most recently, locally, to address
and try to prevent these negative effects by regulating the industry; and 4) provides
recommendations for policymakers and stakeholders about the potential policy changes that
could alleviate this problem as well as barriers to accomplishing these changes.

The Predatory Nature of Payday Lending in California

Store-front Payday Lending

Payday lending is widespread in California. In 2006, approximately 1 million
Californians were issued payday loans (at an average of 10 loans per borrower).® The
Department of Corporations estimated that there were approximately 2,500 payday lending
stores by the end of 2006.”

Not surprisingly, representatives of the payday lending industry contend that they offer a
useful product that responds to consumer demand for this type of loan. The industry’s national
association, the Community Financial Services Association of America, portrays a payday loan
as a convenient and beneficial product if it is used for short-term needs, saying:



A payday advance is a small, unsecured, short-term loan that is usually
repaid on the borrower’s next payday. Typically, a customer uses a payday
advance to cover small, unexpected, expenses between paydays to avoid
expensive bounced-check fees, late bill payment penalties, and other less
desirable short-term credit options. . . .

The payday advance application process is fast and simple. It usually
requires only a few supporting documents, including proof of a regular
income, a personal checking account and identification.®

According to the California Department of Corporations, payday loans have some positive
aspects:

Payday loans provide an immediate source of short-term credit to meet
emergency cash needs of consumers that may not have access to
traditional sources of credit or elect not to use other sources of credit
available to them. Payday loan stores are located in close proximity to the
customers. Many times, the transaction can be completed in 15 minutes or
less. Payday lenders rarely perform time-consuming credit checks or
evaluate the borrower’s ability to repay the loan on the due date. Instead,
the borrowers are required to provide information easily available to them,
such as identification, proof of residence, recent pay stub and checking
account information.’

Consumer advocates acknowledge that payday loans are easy to obtain and that, by obtaining
such a loan, some borrowers can avoid the damage to their credit scores that a delinquent
payment to, say, a credit card can cause.”® However, payday loans, as they are currently
structured and permitted in California, harm families and certain fragile communities in ways
that outweigh the benefits of the product.

First, payday loans are exceedingly expensive. In California, a 14-day loan has an
average annual percentage rate of more than 400%."* According to a 2008 issue brief by the
Center for Responsible Lending, the typical payday loan borrower ultimately has to pay $800 for
a $300 loan.> The Center for American Progress explains that these loans are so costly because:

... many borrowers are unable to pay off their loan plus lender fees in full
when they are due and still have enough money left to cover their
expenses until their next payday. This means they begin a cycle of
borrowing . . . that lasts much longer and costs much more than they had
originally anticipated.*®

Payday lending costs Californians an estimated $757 million annually in finance charges.™

Moreover, payday loans encourage those who are already struggling to make ends meet
to further compromise their financial health. As the California Budget Project has stated,



“Payday loans encourage chronic borrowing.”*® Payday loans carry a very short repayment
term, usually only until the next payday — or about two weeks — at which point the full amount
of the loan and the finance charge must be paid at once.’® Since most borrowers take out payday
loans to cover a chronic shortage of income over expenses, rather than to cover emergencies,’
many cash-strapped borrowers experience another shortfall after their first loan. That shortfall is
compounded by the finance charge. Payday lenders do not determine the ability of borrowers to
repay the balloon payment that becomes due on their next payday. Although “roll-over” loans
— where a borrower can renew the loan and pay another fee — are prohibited in California,
neither taking out “back-to-back” loans nor taking out payday loans from multiple sources is
prohibited. As a result, nearly half of California borrowers take out payday loans at least once a
month and more than one third of borrowers have taken out loans from multiple payday lending
companies at the same time.*®

The profoundly negative consequences of borrowers’ reliance on payday loans are well
documented. A March 2009 letter from the National Consumer Law Center to the Chairman of
the National Credit Union Administration provided a short summary of recent research-based
findings about the downstream harms of payday lending. For example, researchers recently
showed that payday borrowers are twice as likely to file for bankruptcy in the two years after
first getting a payday loan as applicants whose applications for a payday loan are rejected.*
These findings “are consistent with the interpretation that payday loans and interest payments on
them might be sufficient to tip the balance into bankruptcy for a population that is already
severely financially stressed.”® Other researchers have found that the use of payday loans
increases the incidence of involuntary closure of bank accounts.?* Still others determined that
consumers who use payday loans encounter more hardship and have trouble paying other bills,
getting health care, and staying in their home or apartment.??

According to an FDIC press release in 2005:

When used frequently or for long periods, the costs [of a payday loan] can
rapidly exceed the amount borrowed and can create a serious hardship for
the borrower. The FDIC believes that providing high-cost, short-term
credit on a recurring basis to customers with long-term credit needs is not
responsible lending.?®

While these negative consequences are harmful to all sectors of society, they are even more
troubling because they disproportionately affect already vulnerable and disadvantaged families
and communities. In two separate reports issued in March 2009, the Center for American
Progress and the Center for Responsible Lending identified common characteristics of payday
borrowers. Up until the issuance of these reports, the understanding that payday borrowers
tended to be low income was based largely on anecdotal information.?* The Center for American
Progress’ report “Who Borrows from Payday Lenders? An Analysis of Newly Available Data,”
analyzes recently released data from the Federal Reserve Board and confirms that payday
borrowers tend to have less income, lower wealth, fewer assets, and less debt than families
without payday loans.*® The report made these additional findings:



e “Families who borrowed from a payday lender in the past year were more
likely to be minorities and single women than their counterparts. They also
tended to be younger and had less educational attainment.”

e “Approximately 4 out of 10 families who borrowed from a payday lender
within the past year owned their own home, while nearly 7 out of 10 families
who had not taken out a payday loan were homeowners.”

e “Roughly one-quarter of families who had borrowed from a payday lender
within the past year identified themselves as savers, compared to nearly half
of families who did not withdraw a payday loan.”

e “Payday loans are taken out primarily for convenience, to cover an
emergency, and to pay for basic consumption needs, such as gas and food.”?°

The California Budget Project recently produced maps of payday lender locations for
each of California’s legislative districts. The maps set out a vivid portrait of California’s two-tier
finance system by clearly demonstrating that, while high-income communities in California
house very few payday lenders, low-income communities attract them. In Santa Clara County,
for example, Assembly Member Ira Ruskin’s District 21 is categorized almost entirely as “high
income” or “moderate income” territory and houses only 4 payday lenders.?” Assembly Member

Jim Beall’s District 24, however, has several “low” and “very low” income areas and is home to

25 payday lenders.?®

In addition to income, studies have shown that race plays a strong and disturbing role in
the location of payday lending. A new analysis by the Center for Responsible Lending finds that
California’s payday lenders are overwhelmingly located in African American and Latino
neighborhoods, even after controlling factors such as household income.? Strikingly, Center for
Responsible Lending found that the racial and ethnic composition of a particular neighborhood is
actually the primary predictor of payday lending locations.®® African Americans and Latinos
make up a disproportionate share of payday loan borrowers in California.* The Center’s
specific findings include:

e “Payday lenders are nearly eight times as concentrated in neighborhoods with
the largest shares of African Americans and Latinos as compared to white
neighborhoods, draining nearly $247 million in fees per year from these
communities.”*

e “Even after controlling for income and a variety of other factors, payday
lenders are 2.4 times more concentrated in African American and Latino
communities. On average, controlling for a variety of relevant factors, the
nearest payday lender is almost twice as close to the center of an African
American or Latino neighborhood as a largely white neighborhood.”*

e “Race and ethnicity play a far less prominent role in the location of
mainstream financial institutions, such as bank branches. While race and
ethnicity account for over half of the variation in payday lender location
explained by neighborhood factors, they explain only one percent of the
variation in bank branch locations.”**



Payday lending should also be considered in context with the pricing of other household
amenities and financial products in lower-income and minority neighborhoods. In its 2006
report “From Poverty, Opportunity: Putting the Market to Work for Lower Income Families,” the
Brookings Institution found that lower-income families pay higher prices for a wide array of
basic household necessities and financial products — including short-term credit — than higher
income households do for the same or similar products.®** According to the Brookings
Institution’s survey and findings, high-priced alternative financial services, such as payday
lenders, check cashers, and pawnshops, tend to be more densely concentrated in lower-income
areas.* The report pointed to 1) lack of banks and credit unions in lower-income neighborhoods;
2) unscrupulous business practices and the failure of states to regulate the “astronomical rates” of
these products; and 3) consumer misinformation as the factors that cause lower-income
customers to buy such high-priced products.*’

The macroeconomic harm of the clustering of payday lending in lower-income and
minority communities is clear. Payday lending has drained an estimated $247 million in fees
from African American and Latino households in California.® As the Center for Responsible
Lending points out, “[t]he funds drained from these communities by payday lending could be
saved or better spent on food, car repairs, medicine, housing, child care, education or other
needs.”

Internet Payday Lending

Payday lending has expanded from check cashing outlets, pawn shops and payday loan
outlets to the Internet. In fact, one estimate pegs the volume of online lending in 2008 at $7.1
billion, almost 20 percent of the volume of traditional outlets.** Taking out a payday loan over
the Internet exposes borrowers to all the same predatory practices they would face if they took
out a payday loan from a traditional store-front lender. In addition, these borrowers are even
more at risk of harm due to the ever-changing and largely unregulated nature of the Internet
itself. Even a lobbyist for the payday industry referred to Internet payday lending as “the Wild
West.”*

No single federal law addresses the practice of Internet payday lending, creating a
sizeable hole in the regulation of such loans. As the Consumer Federation of America points out,
the lack of any federal law governing Internet payday lending exposes borrowers of Internet
payday loans to greater risk.** However, several states have created laws to address the practice;
some have limited or barred Internet payday lending, while others have allowed it to take place
with few restrictions.*® The regulatory inconsistencies created by the differing state laws have
allowed Internet payday lenders to thwart state efforts to regulate their practices by registering in
the states with few or no restrictions and selling their product to people throughout the country,
regardless of the protections in place in the state in which the borrower resides.**

Some Internet payday lenders even operate without any state licensure or by basing the
company outside of the United States. In California, Internet payday lending operations have



been able to thwart state laws regulating in-state payday lenders by claiming to be owned by
Indian tribes in Oklahoma or Nebraska and thus not subject to state law.* Unfortunately, even
after years of efforts by the California Department of Corporations, these online-only lenders
continue to operate under loose federal law, leaving consumers without state-law protections.*

Further, Internet payday lenders may claim to be licensed, but offer no proof of licensure
on the site to allow consumers the assurance that they are dealing with a legitimate vendor.
Unfortunately, there does not appear to be any consistent oversight or regulation of websites that
claim to be licensed. To complicate matters even further, many Internet payday lenders are
licensed under one business name, but operate under a different domain name.*’ This practice,
combined with the series of referral sites that a borrower may click through before actually
taking out a loan, creates confusion as to who the lender is and, therefore, who borrowers should
contact with complaints or requests for changes to their loans.*®

The process of taking out an Internet payday loan is fairly simple. According to the
Consumer Federation of America:

The typical Internet payday loan involves an online or faxed application in
which the borrower provides extensive personal and financial information,
direct deposit of the loan proceeds into the borrower’s bank account
through the Automated Clearing House system on the same or next day,
and an agreement to permit the payday lender to withdraw the loan and
finance charge electronically from the consumer’s bank account on his/her
next payday.*

Unfortunately, this process exposes borrowers to many additional risks that they would not
encounter at a traditional payday loan store. For example, because borrowers submit
applications for payday loans online, their personal financial information is vulnerable to identity
theft and other Internet scams.”® Claims that a site is secure and private may be false, and
borrowers do not have a way of verifying that a site is secure.™

In addition to increased security risks, Internet payday lenders may not properly disclose
the finance charges associated with taking out one of their loans. While the Federal Truth in
Lending Act requires lenders to post the annual percentage rate (APR) for loans offered through
their websites, Internet payday lenders do not always comply.®® Consequently, many borrowers
have no idea that their payday loan may carry an APR over 500%, as is frequently the case with
such loans. In addition to the interest and finance charge on Internet payday loan, borrowers are
charged overdraft fees, also known as NSF fees, if the funds are not available in their checking
account when the borrower’s account is debited on payday.”® These fees vary greatly and are
often not disclosed by the lenders.>

Finally, Internet payday borrowers can more easily be trapped in the cycle of debt that is

a feature of all payday loans than those who use more traditional means to take out loans.*
Some Internet payday lenders create loan agreements that are automatically set to refinance the
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loan at the end of the loan period; these loans will do so unless the borrower reads the fine print
and changes the setting.>® Borrowers may not notice this detail until their loan is rolled over and
they have incurred the additional finance fees.

Why Borrowers Obtain Payday Loans

With such well documented, negative impacts, a natural question is why people utilize
such expensive, problematic products in the first place. According to the Center for American
Progress, people take out payday loans for three main reasons: convenience, emergency
expenses, and to cover basic consumption needs.>” The Federal Reserve’s triennial Survey of
Consumer Finances found that 34% of payday loan borrowers chose a payday loan for “the
convenience factor.”®® In a survey of payday customers in California, the main reason the
customer chose a particular payday lending outlet was because the customer “saw a payday
location and went in.”®° Most borrowers take out payday loans to cover regular bills or
groceries.®® Contrary to the assertions of the payday lending industry, only 10.3% of borrowers
obtained such loans for an emergency.®

The greatest market for payday loans appears to be prior borrowers who are unable to pay
off their previous loans. One study found that 90% of payday lenders’ business is generated by
individuals who take out at least five loans per year; 60% of their business comes from
borrowers averaging at least one payday loan per month.®?> Despite payday lending industry
claims that the product they offer is meant to be a last resort in times of emergency, the reality is
that low-income borrowers obtain these loans repeatedly to cover both their basic needs and the
increasing debt created by their prior payday loans.

Payday loans are prevalent in low-income communities largely because these
communities tend to have fewer affordable credit options than do their wealthier counterparts.®®
In unbanked or under-banked communities, individuals may not be aware that more affordable
loan products are available and, in turn, may not realize the relative costs of payday loans in
comparison.®* For individuals who lack experience with banks or who have bad credit, the time-
consuming and complex process of applying for more mainstream forms of credit can be
daunting.® This discomfort, compared with the prospect of getting a fast loan in a convenient
location, often steers individuals who might qualify for more affordable financing into expensive
payday loans.®® Even low-income individuals who do use mainstream banks may obtain payday
loans because their banks do not offer smaller, short-term loan products or because the process of
obtaining such products is too cumbersome.®’

Additionally, many low-income individuals obtain payday loans as a response to variable
or unreliable earnings. Unlike the predictable salaried employment held by many upper- or
middle-class individuals, low-wage jobs often vary in income from week to week or month to
month.?®® Low-wage jobs also carry with them a greater risk of outright job loss than do their
higher paid counterparts, increasing the likelihood that low-income, less educated individuals
will find themselves suddenly unemployed.®® This income instability, coupled with a greater
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likelihood of instability in residence and family composition, exacerbates the financial
challenges facing low-income households.” As such, low-income households are unlikely to
have savings to tide them over during times of job loss or wage reduction, forcing them to turn to
payday loans and similar products to cover their basic necessities.

Finally, language or cultural issues may also contribute to low-income households
obtaining payday loans as opposed to other types of loan products.”* Anecdotal evidence
suggests that, relative to the general population, immigrants often assume that they will not be
able to obtain loans. This misimpression, in turn, makes it less likely that they will apply for a
bank account and begin to establish a credit history, which is the key to obtaining mainstream
credit.”* Having limited proficiency in English may also increase borrowers’ reluctance to use
mainstream banks, making them more likely to use payday loans and other alternative sources of
financing; these language barriers may also prevent borrowers from understanding the terms of
the loans they obtain.”® And banks in many immigrants’ home countries are not always
trustworthy places for low-income people to put their money (shown by, for example, Mexico’s
1990s bank crisis), making it still less likely for them to access the mainstream financial
system.’

California Legislative Responses to Payday Lending

Given these profoundly negative consequences of payday loans and the well-documented
disparate impact of those consequences on low-income and minority communities, it is not
surprising that the state of California has taken steps to address its pernicious effects. However,
as discussed below, these efforts have not significantly reformed the problematic practices of
payday lenders; indeed, California is regarded by national advocates as significantly failing to
enact meaningful consumer protections.

Payday lending began in California in the 1990s as an extension of the burgeoning check
cashing industry.” Because payday lending was a new practice, California law did not govern
the practice of payday lending specifically. Indeed, the check cashers who offered payday loans
argued that they were not subject to the California Finance Lenders Law because they were
merely deferring deposit of a check, not making a loan.”

The lenders law strictly regulates the interest rate that consumer finance lenders may
charge for installment loans under $2,500.”” The interest rate limits provided by that law are:
2.5% per month on amounts up to $224; 2% per month on amounts between $226 and $900;
1.5% per month on amounts between $901 and $1650; and 1% per month on amounts between
$1651 and $2500."

Senate Bill 1959 (Calderon)

As a result of the lobbying efforts of the check cashing industry, California resolved the
ambiguity surrounding the lenders law’s applicability to payday loans in the industry’s favor,
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becoming one of 35 states that specifically permit payday lending. In 1996, the California
Legislature passed SB 1959 (Calderon), which essentially exempted payday lenders from the
lenders law.” The assumption that “many individuals face an occasional emergency [need] for
small amounts of money for a short term” was used as justification for the passage of this bill.%°

However, SB 1959 did establish limited restrictions on payday lending, including a $300
limits on the loan amount and 15% limit on fees as well as procedural protections for
borrowers.®

California Deferred Deposit Transaction Law

After these products became legal in 1997 under SB 1959, the industry boomed: by 2002,
some estimates were that over one million deferred deposit transactions per month were
completed in California.?? However, with this growth came controversy. As noted by the
Legislature, numerous consumer groups “have long argued that deferred deposits involve
excessive charges and fees and too often exacerbate the debt treadmill or ‘cycle of debt’
confronting many consumers who use deferred deposits.”

These concerns led to the passage of the California Deferred Deposit Transaction Law,
which became effective in 2003. This statute is currently the primary law governing the practice
of payday lending in California.®*

Passage of the statute (introduced as SB 898 [Perata]) was tremendously hard-fought and
contentious as consumer advocates and payday lending industry lobbyists battled over the terms
of the bill. This description of the debate was supplied in the Senate Floor Analysis:

Following the [Assembly Business and Professions] committee’s
informational hearing, the committee chair initiated negotiations with all
stakeholders, including representatives of the author’s office, consumer
groups, deferred deposit businesses, regulatory agencies, and committee
staff. These complex negotiations have been underway for approximately
eight months; the result is the current version of this bill. All parties
involved in the negotiations made serious and good faith efforts to resolve
issues, and there were significant concessions.®

The statute established both licensure and regulation of persons making deferred deposit
transactions (“licensees”).%® The licensure provisions are rather extensive, requiring, among
other things: applications for licensure; surety bonds; submission and maintenance of financial
records and statements; fingerprinting of customers and key personnel; fees and assessments for
applications, licensure, and administration of oversight; records examination and net worth
requirements; advertisement disclosures; and posting of fee information.®” The statute also
established oversight by the Department of Corporations persons engaged in the business of
making deferred deposit transactions.®®
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The regulatory features of the statute, however, are not significantly broader than those
established by SB 1959. The law made changes to the existing regulatory requirements,
including requiring that licensees inform borrowers regarding charges and fees, of the fact that
the borrower cannot be prosecuted for returned check in connection with the transaction, and of
the prohibition against licensees’ demanding collateral. ®® The law also requires licensees to
provide borrowers with the Department of Corporations’ toll-free number.®® In addition, the law
allows licensees to defer the deposit of a customer’s personal check for up to 31 days (rather than
30 days as previously allowed),” and allows them to extend the repayment period or to create a
payment plan, so long as additional fees are not charged.”* The law does not, however, limit the
number of payday loans a payday lender may make to a borrower in any given period of time.*®

During the negotiations concerning SB 898, the payday lending/check cashing industry
representatives were quick to point out that the new law would subject deferred deposit
businesses “to substantially higher charges and fees compared to the [then-] current annual $50
fee.”® As explained in the Senate Floor Analysis:

These new charges and fees include an initial non-refundable fee of $100
for investigating the application, plus $200 as an application fee, plus the
cost of fingerprint processing, plus an annual assessment, as determined
by the Department of Corporations, of the pro rata share of all costs and
expenses reasonably incurred in the administration of the provisions of
this bill, plus the costs of being periodically audited by DOC.%*

These concessions by the industry were cited—juxtaposed with concessions by consumer
advocates regarding fees and installment plans—as evidence that this bill embodied a
compromise that all parties could live with. But, as set out below, this compromise has
not fulfilled its promise.

Efforts to Reform Payday Lending in California

Unfortunately, despite the tremendous efforts put into reaching the compromises
embodied in the California Deferred Deposit Transaction Law, it has fallen short as a consumer
protection measure. For one thing, it leaves California significantly behind some states’
protections against some of the worst aspects of payday loans. Other states respond to payday
lending in one of three ways:

e “[Enforcing] an interest rate cap at or around 36% on small loans, inclusive of payday
lending;™%

e “[Allowing] payday lenders to charge interest rates in the hundreds of percent while
making some restrictions on lending practices and licensure requirements;”®’ or

e “[Allowing] payday lenders to operate with virtually no legal restrictions.” %
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As of the March 2009, fifteen states and the District of Columbia require payday lenders to
comply with an annual interest rate cap of 36%.” If Arizona’s exclusion for payday lenders
from its 36% cap expires in 2010, it will be the sixteenth state to adopt a rate cap.

California falls in the third category of largely ineffectual regulation on the margins.
Three consumer advocacy organizations recently graded California an “F” in their “Small Dollar
Loan Product Scorecard,” based on, among other things, the staggering 460% APR allowed
under California law on 2-week payday loans.'® In contrast, in recent years, Arizona, Arkansas,
Georgia, New Hampshire, North Carolina, Ohio, and Oregon have passed usury caps or
prohibitions on payday loans.

And the Department of Corporations’ reports on the statute’s performance make clear
that at least one of the most pernicious aspects of payday loans — that they trap repeat borrowers
in a lengthy cycle of debt — is still very much a feature of these products.'® The Department of
Corporations found that repeat borrowers make up 73% of payday borrowers statewide.'%

California legislators have introduced several bills that would have increased regulation
of and limits on deferred deposit transactions and/or the payday lending industry. However,
despite these attempts, and despite pressure from consumer advocacy organizations for
California — and other states — to adopt a “Model Deferred Deposit Loan Act,”**® most of the
legislation has stalled or failed, as detailed below.

Changes to California payday lending law since the passage of the California Deferred
Deposit Transaction Law include increasing regulators’ reporting requirements regarding
advertising,®* requiring payday lenders to comply with federal law regarding loans to military
personnel,'®® and exempting auto dealers from coverage.'*

Proposed changes that failed include efforts to limit APR to 36%,%’

to lower the fee
cap,'® to ease the burden of payday lenders’ collection practices on military personnel beyond
federal requirements,’® and to require regulators to create a comprehensive report on the demand
for payday lending.**® Three bills in the current legislative session appear to be stuck in
committees and unlikely to pass until next year, if at all; these bills would consolidate regulatory
agencies,'*! legalize Internet payday loans,**? and authorize payday lenders to receive specified

information regarding would-be borrowers’ payday loan history.!*®

In short, no significant changes to regulation of the payday lending industry have
occurred since passage of the California Deferred Deposit Transaction Law in 2002.1*

Current Federal Law Related to Payday Lending

Historically, states have borne the responsibility for regulating payday lenders. However,
some federal laws that speak to loans and other consumer transactions, generally, apply to
payday lending practices and provide some level of uniform protection for consumers.
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Additionally, the federal government has established a 36% rate cap for a variety of loan
products — including payday loans — when those products are offered to military service
members and their dependents. A brief discussion of these federal law protections follows.

Truth in Lending Act

The federal Truth in Lending Act seeks to ensure that consumers receive accurate
information about credit products.*™> With respect to payday lending, the Truth in Lending Act
and its implementing regulation, “Reg Z,” require lenders to disclose finance charges and APRs
to consumers “clearly and conspicuously in writing” at or before the time of the transaction.*'®
Likewise, Truth in Lending prohibits lenders from utilizing incorrect or incomplete information
about the terms of the loan product in order to entice consumers; advertisements must accurately
describe the loan product available and must make certain disclosures regarding the loan
terms.”*’ If a payday lender — or any other lender — fails to meet the technical requirements of
this law, the consumer may be entitled to money damages, as well as attorney fees and costs.*®
A lender who knowingly misleads consumers by failing to make the required disclosures may
also be subject to criminal liability.**® A bank financing a loan will be subject to Truth in
Lending Act liability even if the loan was provided through a third-party agreement.*® The Act
does not, however, cover state-regulated financial institutions where the state has a parallel
statute, underscoring the importance of ensuring that states enact laws that are equally or more
protective of credit consumers’ right to receive accurate and complete information about the loan
products they obtain.***

Military Lending Act of 2006

The Military Lending Act of 2006 provides specific protections to military personnel in
credit transactions, including payday loans.*?* Specifically, the Act caps the APR of loans
offered to service members or their dependents after October 1, 2007, at 36%.'% Prior to
providing the loan, the lender must disclose the APR, the payment obligations, of the borrower,
and any other information required by the Truth in Lending Act, in writing.***

Community Reinvestment Act

Congress passed the Community Reinvestment Act in 1977 to prevent redlining and to
encourage financial institutions to help meet the credit needs of their communities, including the
needs of low- and moderate-income neighborhoods.**> Congress has reauthorized and revised
the Act several times since 1977, and the FDIC, the Federal Reserve Board, the Office of Thrift
Supervision, and the Office of the Comptroller of the Currency share the responsibility of
implementing and enforcing the Act.'?® The federal agency that regulates a particular bank will
conduct a Community Reinvestment Act Public Performance Evaluation of that bank on a cycle
determined by the applicable regulations.”” While only illegal credit practices adversely affect a
bank’s Community Reinvestment Act rating, payday lending activities that are “questionable”
(as opposed to strictly illegal) suggest that the bank is not best meeting the credit needs of its
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community; this may impact the bank’s Public Performance Evaluation, and will be included in
the bank’s public file.*?

Additional Federal Protections for Consumers

Federal laws such as the Fair Debt Collection Practices Act,'? the Federal Trade
Commission Act,"* and the Fair Credit Reporting Act** also protect consumers in credit
transactions, including payday loans. These laws limit the ways in which a creditor may seek to
collect on a loan and provide remedies for both consumers and the general public when lenders
engage in behavior that is deceptive, harassing, or otherwise abusive. Along the same lines, the
Electronic Funds Transfer Act provides limited protection to consumers obtaining payday loans
via the Internet or otherwise utilizing electronic funds transfers.** Finally, federal privacy laws,
such as the Gramm-Leach-Bliley Act, help protect consumers’ personal and financial
information.™

Federal Agency Regulation of Payday Lending Practices

With the exception of the above-referenced statutes, the federal government has largely
refrained from regulating payday lending. However, to the extent that mainstream banks, thrifts,
credit unions, or other federally chartered financial institutions may become involved in payday
lending, the federal regulatory bodies that oversee those institutions can exert control over those
institutions’ payday lending practices.

Because federal law allows federally and state chartered institutions to “export” favorable
interest rates to borrowers in states other than the state where they are located, and because states
cannot effectively regulate federally chartered banks due to federal pre-emption issues, many
payday lenders used “rent-a-bank” partnerships with mainstream lending institutions to
circumvent state restrictions on loan amounts and interest rates.”>* This practice was especially
prevalent in the 1990’s.*> However, in 2000, federal regulatory agencies began to tighten
controls on the extent to which the institutions they oversee can engage in payday lending.

In 2000, the Federal Reserve published a rule clarifying that Reg Z, the implementing
regulation of the Truth in Lending Act, applies to payday lenders.’* Soon thereafter, the Office
of the Comptroller of the Currency and the Office of Thrift Supervision issued advisory letters
regarding the participation of national banks and national and state chartered thrifts in payday
lending.™®" These agencies cautioned institutions against the inherent risks of participating in
short-term, unsecured, high-interest lending and cautioned banks and thrifts against aligning
themselves with less reputable payday lenders, who might be engaging in illegal collections
activities or otherwise abusing consumers.**® Since issuing this guidance, both agencies have
taken enforcement actions to stop institutions from engaging in abusive payday lending practices
and deterred numerous others.**®
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Although actions by the two agencies effectively limited the participation by federally
chartered banks and thrifts in payday lending, state chartered banks remained involved until the
FDIC revised its guidance in 2005. The FDIC, which insures both federally chartered and state-
chartered banks, recognized the significant risks that payday lending poses to financial
institutions.™*® The FDIC’s primary concern in issuing this guidance was to guarantee that the
banks it insures do not engage in unacceptably risky lending practices either directly or through
third-party affiliates.** Payday loans are unsecured and often made to individuals who lack the
financial resources to repay them; though usually small in amount when made, these loans
represent a very tangible risk for lending institutions.** As such, the FDIC has noted that
payday lending threatens, not only the stability of the individual institution that engages in it, but
also the reputation of the banking industry generally. Through its guidance, the FDIC was able
to influence the behavior of both federally chartered banks and state-chartered banks, even
though it does not regulate state-chartered banks directly.**?

As with the subprime mortgage lending industry, mainstream banks have often engaged
in payday lending through their affiliates; in some instances, payday lending subsidiaries belong
to the same corporate structure as does the mainstream bank itself. 1** In its 2005 guidance the
FDIC confirmed that a bank’s board of directors and management are responsible for the bank’s
payday lending practices, even if those practices are conducted through a third party.**®> FDIC
examiners are instructed to review, not only the arrangements between banks and third-party
lending agencies, but also the practices of the third parties themselves.'*® Examiners include
these inherently risky loans when evaluating whether banks have sufficient capital to absorb the
potential losses associated with payday lending.*’ Additionally, because payday lending
practices often raise consumer protection issues and attract the attention of consumer advocates,
participation in payday lending exposes banks to potential litigation.X*® By explicitly considering
these factors as it evaluates financial institutions for insurance, the FDIC actively discourages
mainstream banks from participating in payday lending.

However, as mainstream banks have ceased payday lending activities, credit unions have
begun to fill that gap, and consumer organizations have petitioned the National Credit Union
Administration, the federal body that oversees credit unions, follow the lead of FDIC and other
federal agencies in restricting the ability of credit unions to engage in such practices.**® Credit
unions have long been a resource for low-income and minority communities to obtain more
affordable alternatives to payday loans.**® Many credit unions provide small loans with
reasonable interest rates and payment terms. However, credit unions have recently become
involved in payday lending.’ Some credit unions have begun to make payday loans
themselves, while others operate through affiliated credit union service organizations or other
third parties.®® Although federal credit unions are subject to an 18% usury cap, meaning they
cannot charge more than 18% APR, some credit unions have circumvented this limit by referring
to the costs of the loan as “application fees” or “participation fees.”*>* Protective federal
regulation could help to curb these practices — hopefully without deterring federally chartered
credit unions from offering more affordable small loans to their customers — and parallel state
regulation could have the same effect on state-chartered credit unions.
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Pending Federal Legislation Related to Payday Lending

The Pay Day Loan Reform Act of 2009, H.R. 1214, was introduced to Congress by
Representative Luis Gutierrez (D-I11.) in February 2009.*** This bill would expand payday
lenders’ duty to make certain disclosures to consumers beyond what is now required by the Truth
in Lending Act.™ It would require payday lenders to offer “extended” repayment plans
involving a minimum of 6 payments spaced at least 13 days apart.™® It would limit fees and
charges to 15 cents on the dollar and would limit the types of actions the lender can take to
collect the loan.™" However, while Congressman Gutierrez was instrumental in the passage of
the Military Lending Act of 2006, and while the purported purpose of the bill is to protect
consumers, leading consumer advocacy organizations have expressed their strong opposition to
the bill."®® Consumer advocates point out that the bill would essentially give the federal
government’s seal of approval to payday lenders’ charging triple-digit interest rates: 290% APR
for a two-week repayment arrangement or 780% APR for one week.™ Additionally, while the
bill requires payday lenders to offer extended repayment plans only twice a year, the typical
payday borrower takes out nine loans per year, making the extended payment plan provisions
largely ineffective.’® While the bill would not compromise any states” more protective interest
rate caps, it would preempt state statutes regarding extended payment plans.***

Two additional bills — The Consumer Lending Education and Reform Act (H.R.
1846)"°% and the Payday Lending Reform Act of 2009 (H.R. 2563)'** — also purport to add
protections for consumers in payday loan transactions, but these bills would actually offer fewer
protections than would H.R. 1214, discussed above. Both would endorse triple-digit interest
rates, and both have less generous repayment plan provisions than does H.R. 1214.1%

As discussed further below, many consumer advocates argue that, short of outlawing
deferred deposit lending altogether, the only way to prevent predatory payday lending activities
is to cap the allowable APR at 36% nationwide, just as the Military Lending Act did for military
personnel.**> A competing Senate Bill, Protecting Consumers from Unreasonable Credit Rates
Act of 2009, S. 500, better addresses these concerns.*® This bill would cap the allowable APR
at 36%, as well as clarifying which types of fees and costs are included in that limit.**” Over one
hundred consumer protection organizations across the country have endorsed this bill.*®

The following pending federal bills could also impact payday lending practices if passed:

e Interest Rate Reduction Act (S. 582), which would require an 15% APR cap on all
forms of credit for banks, state credit unions, and other lenders;'*®

e Consumer Credit Fairness Act (S. 257), which would disallow claims in bankruptcy
court for debts arising from “high cost consumer credit transactions,” including any

transaction whose APR exceeds 36%:"°
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e Financial Product Safety Commission Act (S. 566), which would create a federal
Financial Product Safely Commission (FPSC) that would ensure the fairness, safety,
and sustainability of credit and payment products;*™*

e Consumer Financial Protection Agency Act (H.R. 3126), which would create a
federal Consumer Financial Protection Agency to regulate the provision of consumer
financial products and services;"

e Improving Access to Mainstream Financial Institutions Act (S. 786), which would
establish grants to federally insured depository institutions and other entities to create
banking options (including payday loan alternatives) for previously unbanked low-

and moderate-income individuals.}”

Recommendations

The following three strategies for addressing the problem of payday lending are discussed
in greater detail below:

e Policy approach: adopting legal limits on payday lending at the local, state, and/or
federal level;

e Banking access approach: creating alternative credit and/or banking products that
are more accessible to payday lending customers or assisting customers in
transitioning to the mainstream banking or credit industries; and

e Consumer education approach: teaching potential payday lending customers how
to avoid the debt trap of payday lending and how to utilize other alternatives.

Policy Approach

Policy Reform Approaches in California Laws Regarding Payday Lending

In late 2008, the Center for Responsible Lending issued its report, “Springing the Debt
Trap: Rate caps are the only proven payday lending reform,” which makes an extremely
persuasive case for the adoption of 36% interest rate caps for all small loans as the only effective
solution to the payday lending problem.*”* The report sets forth the experience of state-law
reform efforts, demonstrating that any reforms short of such a cap are ineffective in preventing
the debt trap. In states which attempted reforms but did not impose a cap, 90% of payday loans
still went to consumers who were taking five or more loans per year.'”> These ineffective
reforms of payday lending included:

Loan renewal bans or “cooling-off” periods;

Limits on the number of loans outstanding;

Requiring payment plans to be offered;

Loan amount caps based on borrower’s income;

Database tracking of borrowing; and

Limits on payday lending that don’t extend to other loan products.

176
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As discussed in the report, an experience with reinstating a 36% rate cap in North
Carolina confirmed the beneficial effects of enforcing such an interest rate cap on small loans.!’”
North Carolina had previously permitted payday lending by exempting payday lenders from its
extant 36% interest rate cap; that exemption had a four-year sunset provision so that lawmakers
could analyze the impact of payday lending before reauthorizing the exemption.!”® After seeing
the documented effects of payday lending on residents, legislators declined to reauthorize the
exemption.’”® From 2002-2006, after the exemption expired, the number of consumer finance
loans made for $600 or less increased by 37%, demonstrating that the market would develop
other non-payday lending options to help cash-strapped families.*®® As the report describes, in
place of payday loans, “small loans from consumer finance companies, credit unions, and other
financial institutions have flourished while charging rates at or below the rate cap.”*®*

Similarly, after the passage of the Military Lending Act of 2006, the Department of
Defense found that “affordable loan options to the military increased after the cap and that
military debt relief societies were able to reduce assistance given to indebted members of the
military because of the reduction in payday loan usage.”?

A small loan cap of 36% has a long history in the United States; most states adopted a
small loan cap of 36% in the mid-twentieth century to respond to loan-sharking.'®* As of March
2009, fifteen states and the District of Columbia require payday lenders to comply with an
annual interest rate cap of 36%.'®* As explained in greater detail above, in 2006, Congress
enacted a similar 36% cap for lending to members of the military and their dependents.

Voters across the country appear to support two-digit rate caps. The Center for
Responsible Lending conducted a nationwide telephone survey between March 19 and 22, 2009,
and found that three quarters of Americans who stated an opinion believe that Congress should
cap interest rates, while 72% think that the interest rate cap should be no higher than 36%
annually.®® The survey results are consistent with the outcomes of two ballot measures, in Ohio
and Arizona, in last November’s election.’® In Ohio, voters confirmed, by 3 to 1, a 28% rate
cap passed by the state legislature.’®’ In Arizona, voters rejected, by 3 to 2, a payday lending
industry-backed ballot measure that would have made 391% interest rates legal.*®

The National Consumer Law Center has developed a “Model Deferred Deposit Loan
Act” for states to adopt.®*® This Model Act was introduced in the California Senate by Senator
Perata as SB 834 in 1999 but failed to pass.**® This Model Act seeks to provide broad
protections for consumers in a range of deferred deposit loan transactions.'**

The Model Act would apply not only to lenders, but also to other individuals or
organizations that facilitate the making of deferred deposit loans, ensuring that payday lenders do
not flout the law by enlisting the assistance of out-of-state banks or other financial institutions
that might be exempt from other payday lending protections.’® The Model Act requires
licensure and bonding of deferred deposit lenders, in turn creating administrative oversight over
such businesses.®® The licensing process would include both an inquiry of whether the applicant
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has been convicted of a crime and an opportunity for public hearing and comment.®* As such,
community members would have a voice in determining whether a deferred deposit lender would
be located in their neighborhood.

The Model Act would limit the amount, nature, and terms of deferred deposit loans to
prevent unscrupulous lenders from making loans with usurious or abusive terms. First, the
Model Act would require that the term of a loan be at least two weeks for every $50 and would
cap the total deferred deposit loan amount at $300.**> The Model Act would also require more
thorough written disclosures of the loan’s terms, as well as the consequences of non-payment,
than does the federal Truth in Lending Act.**® The Model Act would clarify that each of these
written disclosures must be made to borrowers in both English and in the language in which the
loan was negotiated.*®’

Most significantly, the Model Act would limit the charges to borrowers, including a 36%
APR cap and a cap on how much the lender can charge for a bounced check.’®® The Model Act
would also prohibit a variety of other practices by lenders, including using the proceeds of one
deferred deposit loan to pay off another earlier loan, threatening debtors with criminal process
for failure to repay loans, and engaging in various other unfair or deceptive acts.*®

Finally, the Model Act would establish administrative, civil, and criminal remedies for
violations. Since lenders would be subject to licensing and administrative oversight, consumers
would have the right to file licensing complaints, as well as to access information about
complaints made by other members of the public.?*

In addition to the rate cap, the Center for Responsible Lending also recommends that
states adopt:

e Caps on the number of loans a borrower can receive annually to ensure that payday
loans are only used occasionally in the short-term;

e Bans on the holding of a check or bank access as collateral or security for a loan to
prevent the payday loan taking precedence over all other debts and basic needs; and

e Increased incentives for small loans and emergency savings.?™

With respect to Internet payday lending, the Consumer Federation recommends that
states strengthen state usury laws and/or small loan rate caps and prohibit loans based on
electronic access to consumers’ bank accounts.?® Short of an outright ban on such loans, the
Consumer Federation advises that states should amend small loan and payday loan laws to apply
to Internet-based loans; prohibit choice-of-law provisions that make the laws of other countries
or states applicable to loans issued to borrowers within that state; and require state credit
regulators to investigate the Internet payday loan industry to enforce state credit laws and interest
rate limits.?®
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Despite concurrence among consumer advocates that a rate cap is the most effective
legislative remedy for payday lending, efforts to adopt such a rate cap in California have not be
successful and appear to have stalled. AB 2845 — a rate cap bill proposed by Assemblyman
Dave Jones in the 2007-2008 Session — is currently inactive and faced strenuous and well-
funded opposition by the California Financial Services Association. As a result of the anemic
response of California legislators to enact meaningful payday lending reform, at least one
California-based advocacy organization has largely re-directed its limited resources over the past
year or so to work towards the adoption of local ordinances that would restrict the location or
proliferation of payday lending outlets — discussed further below.?*

Policy Reform Approaches in Federal Law Regarding Payday Lending

Three pending federal bills would create additional protections for consumers in payday
lending transactions.?®®> Many of the policy reforms discussed for statewide implementation
above could be effective on the federal level as well.”®® With respect to Internet payday lending,
the Electronic Fund Transfers Act could be updated to extend consumer protections to credit
transactions not envisioned when the law was enacted.*®” However, passage of any of the
pending federal bills or any other payday lending reforms is in no way guaranteed, and additional
advocacy will likely be needed in coming years to ensure nationwide, comprehensive protection
for consumers in small loan transactions.

Consumer advocates at the national level believe that there is work to be done to build on
the surprisingly successful federal legislative effort to pass the Military Lending Act; for
instance, advocates point out that there has been no comprehensive study — either nationally or
looking only at bases in a state with no statewide rate cap — to examine the effects of the Act.”®®
Such a study could certainly bolster efforts to pass a federal rate cap; however, it does not appear
that this type of study is currently being undertaken.

Another important element on the federal scene is the new President’s stated support of a
federal rate cap. Barack Obama and Joe Biden have publicly stated that they believe that the
protection extended to the military by the Military Lending Act must be extended to all
Americans, “because predatory lending continues to be a major problem for low and middle
income families alike.”?%°

Additionally, opportunities remain for existing federal regulatory bodies, such as the
National Credit Union Administration, to protect consumers and to discourage the entities they
oversee from engaging in predatory payday lending practices. For Internet-based payday
lending, the Consumer Federation of America recommends that the Federal Trade Commission
investigate the Internet payday loan industry to enforce federal credit and financial privacy
laws.?® However, any regulatory action should be taken with an eye toward preserving
affordable small loans for the consumers who need them, where possible.
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Possible Changes in Local Laws Regarding Payday Lending

Local governments also have the power to restrict payday lending through zoning
ordinances. In “Controlling the Growth of Payday Lending through Local Ordinances and
Resolutions: A Guide for Advocacy Groups and Government Officials,”*** consumer advocates
suggest the following types of local ordinances designed to reduce or stamp out the presence of
predatory payday lending within a city’s borders:

e Moratorium during Study Period. Such a temporary moratorium could be enacted to
prevent new payday lenders from setting up shop while the local government evaluates
other, more permanent options.*2

e Permanent Moratorium. Cities may enact a permanent moratorium. They can choose
to grandfather in existing stores or make a plan for phasing those stores out.*?

e Limits on Density and/or Distance. Cities may limit the number of payday lending
outlets in a geographic area either based on distance or population density.?**

e Special Zoning. Cities can “limit payday lending outlets to special zoning districts or a
limited number of existing zoning districts.”?*®

e Special Permits. Cities may require payday lenders to obtain conditional use permits, or
other special permits.?*® Cities should ensure that such permits are subject to a public
notice and comment period.

Many cities have used one or more of these methods to address predatory payday loan
practices in their communities.?!” In the Bay Area, both San Francisco and Oakland have passed
ordinances restricting payday lending activities. Oakland requires a special use permit for check
cashers and payday lenders and sets minimum distances between such establishments, as well as
a minimum distance between these businesses and schools, banks, credit unions, churches,
community centers, and liquor stores.?'® San Francisco first enacted a temporary moratorium on
check cashing and payday lending businesses in 2006 and has since enacted permanent controls,
including a ban on all new payday lending outlets in certain districts and a requirement that,
anywhere in the city, a new payday loan outlet may not locate within a quarter mile of an
existing one (or of another “fringe financial service,” such as a check cashing store).?*°

The City of Sacramento recently adopted an ordinance limiting the activity of check
cashers and payday lenders. Although the ordinance, which became effective April 27, 2009,
will not close existing stores, it places restrictions on new stores.?”® Check cashers and payday
lenders must now obtain conditional use permits before opening any new stores.?* Additionally,
these types of business may not open within 1000 feet from a church, school, bank, or credit
union; nor may they open within 500 feet of a residentially zoned area.??

Sacramento first instituted a moratorium on new payday lending and check cashing stores
in October 2007 in order to explore strategies for addressing these types of business and the
problems they cause for the communities where they locate.?”® Sacramento currently has 55
payday lending stores, most of which are located in predominantly African American or Latino
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neighborhoods.?”* The new ordinance ends the moratorium but includes provisions to help
ensure that payday lenders and check cashers who do locate in Sacramento conform to certain
requirements, including a “*good neighbor policy’ and . . . other specifications around lighting,
signs and security.”?®® The City Council passed the ordinance unanimously on March 3, 2009,
following a long battle between consumer advocates and the payday lending industry.?® A
broad coalition of local community organizations, including Sacramento ACORN, the
Sacramento Housing Alliance, Villa San Juan Owners Association, the Interfaith Service Bureau,
the Sacramento Central Labor Council, along with the California Reinvestment Coalition,
advocated for the ordinance and were instrumental in its passage.??’

Advocates in other cities — such as Los Angeles, San Diego, Bakersfield, and San Jose
— that have large numbers of payday loan locations should consider mounting similar efforts.??®
Of course, the payday lending industry is likely to mount political or legal challenges — or both
— to any proposed zoning ordinance that limits its ability to do business in a given
community.”*® Preparations for these potential challenges should involve an array of community
groups and strategies. Politically, advocates can encourage payday borrowers who have suffered
from predatory practices to testify before their local government body about their experiences;
advocates should also help mobilize voters to tell their elected officials that they support
regulation of payday lenders.”®® Legal services organizations can also play a role in advising the
city or county about potential legal challenges, as well as responses to those challenges.

Local governments can also combat payday lending indirectly by supporting policies that
decrease the market for payday loans. Cities can fund financial education programs to help low-
income families learn about their credit options, as well as the consequences of accruing
consumer debt. They can also support programs that make food and healthcare more accessible
to the working poor, including campaigns to educate families about public assistance programs
such as the Supplemental Nutrition Assistance Program (formerly Food Stamps) and Medicaid
(Medi-Cal, in California). Cities and counties can also provide funding for free or low-cost
health care to low-income families to help them avoid taking out payday loans to cover medical
expenses.>* While local governments cannot — and should not — force poor families to pursue
these alternatives to payday loans, making these options available will help to ensure that
families do not resort to payday lenders because they have no other choice. City and county
governments can pass resolutions supporting state and federal reforms of payday lending laws.?*

Banking Access Approach

Many borrowers take out payday loans because of lack of access to or familiarity with
mainstream banking products. In many neighborhoods, payday lending establishments see little
to no competition from mainstream banks.”** A number of authors have noted the barriers that
mainstream financial businesses face in reaching lower-income customers, as well as the
importance of removing those barriers.”** The recommendations below provide a guide for how
lending institutions could attract would-be payday loan consumers by offering alternative and
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affordable finance products and tailoring business practices to the needs of low-income
populations.

In order to successfully serve low-income and minority communities, lending institutions
must be accessible and usable to the customers who live in those communities. Mainstream
banks should consider the following strategies to attract and maintain currently unbanked
communities:

e Bilingual bank workers.?** Banks should employ bilingual bankers fluent in the
languages most spoken within a given community; in communities with a high
percentage of non-native English speakers, banks should consider hiring additional
bilingual workers.

e Specialized customer service training. Reports show that some payday loan
consumers opt for a payday loan because they feel welcomed, rather than intimidated,
by payday lending stores.>*® Banks and credit unions should train employees to
relate with customers in a culturally appropriate way, and to be welcoming and
conscious of potential fears and concerns that customers may have.

Mainstream lending institutions can also compete with payday lenders by providing
banking products that better meet the needs of potential borrowers. They should develop a range
of alternative finance products, in addition to the traditional finance products.

e Small consumer loans (a.k.a. small dollar loans).?*” These loans are around $1,000
or less, with interest rates capped at 36% or lower, without prepayment penalties.
These loans should also have an automatic savings component, limited maintenance
fees and an extended repayment period of up to 36 months.?*®

e Credit union installment loans.”*® Many credit unions offer unsecured installment
loans with 18% APR or less. These loans are generally structured so that the
principal and interest are repaid in equal installments at fixed intervals (usually once a
month).

e Low-cost check-cashing (a.k.a. “ethical” check-cashing).** Would prohibit
financial institutions from charging exorbitant fees to cash personal checks, even if
the customer does not have an account at that bank.

e No-minimum-balance debit accounts that do not allow overdrafts.?

Many different variations on the basic checking account exist and banks can offer accounts with
any of the following components: initial deposit requirement, monthly account maintenance
charge, minimum account balance requirement, overdraft protection, limit on the number of
withdrawals per month, limits on the number of transactions per month, etc.?*? In order to attract
lower-income customers, banks and credit unions should offer banking products that have
limited or no fees or charges and that have combined checking and savings components.?*
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Often, would-be borrowers do not have the credentials (i.e., credit history, property for
collateral, etc.) necessary to access the finance products available at mainstream banks. As such,
many organizations and programs working to pull low-income populations out of the cycle of
debt have developed tools to prepare low-income people to access traditional finance products.
The following is a list of recommendations for transitioning low-income people from the
informal economy to participation in mainstream banking arena, as well as for non-predatory
alternatives to mainstream banking.

e Lending circles.”* These lending arrangements solve the problem of unmet banking
needs in low-income communities through the informal economy. Participants
contribute an amount of money to the “pool” and then each contributor can borrow
from it when necessary; over time, each person repays the amount that they
borrowed.

e Alternative credit reporting.* Community organizations should develop ways to
incorporate non-traditional credit references and scoring for borrowers with little or
no credit history into credit reports in order to enable creditors to more accurately
assess a person’s credit history and decide whether to qualify that person for a loan or
credit card. Such non-traditional credit could be built through lending circles or other
non-traditional credit sources.

e “Starter” Bank Account. These accounts, often provided through mainstream
banks, are designed to help account-holders build personal savings and establish a
credit history in order to be prepared to access more affordable credit sources later.?*°

e Financial services pre-paid debit cards. With these cards, the cardholder
determines the quantity of money to add or reload onto the card, which can be
equipped with direct deposit, automatic bill pay and automatic savings features, in
order to enable the cardholder to easily manage finances. These types of cards have
very few restrictions.*’

Both mainstream banks and community groups have already begun to implement some of
the above strategies. “Bank on San Francisco,” a program pooling the efforts of local
government agencies, key non-profits, banks and credit unions, works to connect new, lower-
income customers with banks and mainstream financial products. Key components of Bank on
San Francisco’s model include: working with financial institutions to make more “starter” bank
accounts available; educating consumers—especially low-income people—about finance
management, the benefits of bank accounts and how to open a starter bank account; and
discouraging new check cashing and payday lending stores from opening.?*®

In 2008, the success of Bank on San Francisco led Governor Schwarzenegger to launch
Bank on California, a program aimed to provide low-income Californians with “starter” bank
accounts through collaborative relationships with banks, community financial organizations and
local governments. Bank on San Jose is a pilot program of the Bank on California initiative.
Currently, Bank on San Jose is working with seven banking partners and one credit union partner
on key priorities of the program, such as connecting unbanked people with starter bank accounts
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and providing “second chance” bank accounts in conjunction with financial education for people
who have mismanaged accounts in the past.**® Additionally, Bank on San Jose is working with
financial institution partners to begin a practice of accepting alternative forms of identification
from customers interested in opening a new bank account.”*

Local community groups have also sought creative ways to build credit in low-income
and minority neighborhoods. For example, in 2005, the Mission Asset Fund was created when
the Levi Strauss & Company donated $1 million for the “economic development” of San
Francisco’s Mission neighborhood. In deciding on a strategy for using the funds, a steering
committee comprised mostly of community leaders first assessed the needs and desires of the
community through community outreach and interviewing, then developed a mission and
structure that was tailored to the community’s expressed needs. The Mission Asset Fund now
connects Mission neighborhood residents with alternative financial products and provides
financial education in order to help build wealth and personal assets that make those residents
more financially secure.”®* Currently, Mission Asset Fund is partnering with One California
Bank to house and track payments into lending circles in order to allow community member
participants to establish and develop credit ratings.**

Consumer Education Approach

Incentives to mainstream financial business to enter lower-income neighborhoods and to
offer appropriate products should be made in tandem with efforts to educate consumers “to
dispel myths and misperceptions” about these business.?®®* And as many have suggested,
consumers should be provided with information and tools to make the best financial choices they
can.” Presumably, an increased understanding about financial and banking options could help
would-be payday loan consumers to make a different, perhaps less expensive, choice when faced
with the question of how to cover an emergency expense. *°

For example, adjusting the amount of income tax withheld from a paycheck temporarily
could provide additional income for an emergency. Educating people about the logistics of
making an income tax change, especially the potential benefits and consequences of that change,
equips them with one more option to consider when assessing finances. Increased accessibility
of information about banking and finance options available to people would likely increase the
likelihood that they will make good decisions about how to manage their money, including
whether or not to accept a payday loan.?®

The Brookings Institution noted that the need for financial education for lower-income
consumers comes at a time when numerous entities, such as “banks, employers, public schools,
community colleges, faith-based groups, community groups, and the military,” are providing
financial education services.?®” An abundance of financial education information designed for
lower-income families can be found online — Brookings cites to www.beehive.org — and most
states have recently considered legislation related to financial education.?®
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It should be noted that the effectiveness of financial literacy programs has been
questioned,”® apparently due to the difficulty in creating a sound methodology for assessing
them.?®® It is also important to recognize that some experts in financial literacy programs believe
that such programs are of limited value without incentives for participants, which are “as
important as program content and structure in attracting students and in influencing their
behavior.”?!

However, there is certainly support for the thesis that financial education is beneficial 2%
Brookings recommends that community leaders can improve the availability and quality of
financial education to help lower-income families avoid “unscrupulous business that charge
higher-than-necessary prices” by:

e Finding and analyzing the gaps, both in delivery and quality, in consumer financial
education delivery in specified jurisdictions;

e Researching and publicizing the best practices in consumer financial education that
will best fill those gaps; and

e Ascertaining a methodology for setting outcome goals to measure the impact of
financial education efforts, both in general financial education programs and in those
that are targeted towards a particular consumer purchase.?®®

Another Brookings author agreed that “well-evaluated demonstration programs would
greatly advance our knowledge of best practices around financial education.”** Locally, adding
the strategies described above — including a research component and/or an outcome-
measurement element — to existing Bank on San Jose efforts, described above, would be useful
and advisable.

Conclusion

Payday lenders have capitalized on low-income communities’ demand for small-dollar
credit products that respond to emergency needs or day-to-day income shortfalls. Recent years
have seen a marked increase in the amount of information available about payday lending
patterns, as well as the ways in which the payday lending industry strips wealth from families
and communities by creating a cycle of escalating debt.

Although information about the effectiveness of various strategies to combat predatory
payday lending practices is less plentiful, a multi-faceted approach seems warranted. Efforts
should continue to develop policies at the federal, state, and local level to impose rate caps or
other controls to protect consumers. However, given the challenges of mounting these policy
efforts against strong and well-funded industry opposition, these policies should be
complimented by on-the-ground efforts to create more affordable credit products that meet the
same needs as payday loans. Since the need of low-income families for readily available small
loans is not likely to abate, creating and sustaining non-predatory alternatives to payday lending
— whether from mainstream banks or from less “traditional”” sources like lending circles — is
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imperative. Further, education and organizing efforts can help empower members of low-
income and minority communities to make informed financial decisions, to build wealth in their
neighborhoods, and to participate in policymaking.
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Appendix: Legislative Efforts to Reform Payday Lending in California, 2003-2009

2003-2004 Legislative Session

e AB 2156 (Reyes): Requires the Commissioner of Corporations’ report regarding the
implementation of the California Deferred Deposit Transaction Law to include
specified information on the advertising practices of payday lenders and
recommendations regarding additional regulation of those practices.?®®

2005-2006 Legislative Session

e AB 207 (Dymally): Would have: (1) prohibited fees on payday loans from
exceeding an effective annual rate of 10%; (2) required that a post-dated check
written in exchange for a payday loan be made out to the licensed payday lender; and
(3) rendered void any check held by the lender for longer than 31 days.”®®

e AB 1965 (Lieu): Would have (1) authorized service members and reservists, and
their spouses, to defer payments on payday loans; (2) prohibited payday lenders from
garnishing wages or contacting military superiors for collection on a payday loan; and
(3) required payday lenders to honor repayment agreements made through
negotiation.?’

2007-2008 Legislative Session

e AB 7 (Lieu): Requires payday lenders to comply with the federal law relating to
terms of consumer credit extended to armed services members and dependents of
armed services members as required by the Military Lending Act.?%®

e AB 634 (Calderon): Redefines “deferred deposition transaction” to exempt auto
dealers from coverage when they accept checks as deposits.?*

e AB 1534 (Nunez): Would have required an additional report to be provided to the
Governor and the Legislature by December 1, 2008. The report would have included
specified information on payday loan consumers and the advertising practices of
payday lenders.?”

e AB 2845 (Jones): Would 1) prohibit the interest on a payday loan from exceeding an
annual percentage rate of 36%; 2) require the informational notice and written
agreement for a payday loan to include a notification of the interest rate limit; and, 3)
prohibit a payday lender from acting to evade these requirements.*
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2009-2010 Legislative Session

e AB 33 (Nava): Would consolidate portions of three existing state departments to
create a single operations and licensing framework that would cover licensing and
regulation of finance lenders, among other entities.?’?

e AB 377 (Mendoza): Would make amendments to the California Deferred Deposit
Transaction Law related to advertising regulations for licensed payday lenders.?”
This bill would also legalize Internet payday loans made to Californians and would
offer Californians who borrow Internet payday loans only one repayment plan option,
forcing them to pay additional finance fees as a result.

e AB 545 (Salas): Would authorize the Commissioner of Corporations to develop and

implement a system that would enable a payday lender to receive specified
information regarding a consumer’s history with payday loans.?*
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