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Findings

Lending in lower-income markets has radically transformed in recent decades, highlighted by a
dramatic increase in the supply of credit. However, little is known about lending variations across
different lower-income markets, nor the underlying forces affecting borrowing patterns. Using
Federal Reserve data and a unique database of over 14 million anonymous credit reports supplied by
TransUnion, this paper examines the nation’s lower-income credit and lending markets and finds:

M Over 55 percent of lower-income households held debt in 2004, a 10 percent increase since
1989. Total debt held by these households increased by 308 percent during this period, now
adding up to over $481 billion. Most of this debt is for mortgages and home-related installment
trades. Over 32 percent of lower-income borrowers struggle to pay bills on time; about 27 percent
now spend more than 40 percent of their income servicing debt.

B Usage of credit in lower-income markets varies widely across the country, from a high in
Boston (where 75 percent of borrowers in lower-income markets owed money in 2005) to a
low in Las Vegas (where less than 40 percent did). Credit usage in lower-income markets
increases as the credit scores of borrowers improves, when divorce rates and the proportion of
immigrants decreases, and when the proportion of seniors increases. Total debt increases with ris-
ing credit scores of borrowers in lower-income markets, when the proportion of the uninsured and
immigrants increases, and when mortgage lending policy becomes more stringent. The highest lev-
els of indebtedness are also found in the areas of the country with the lowest costs of living.

B Management of credit in lower-income markets also varies widely across the country, from
a low in San Jose, where less than 5 percent of borrowers in lower-income markets were behind
on debt payments in 2005, to a high in Memphis, where over 18 percent were delinquent on at
least one bill. Delinquency rates in lower-income markets increase as unemployment rates increase,
and when the proportion of borrowers without health insurance increases. Surprisingly, the highest
delinquency rates in lower-income markets are also in the least expensive areas in the country.

H Based on an evaluation of credit scores, potential growth in the supply of credit in lower-
income markets is also widely variable across the country, from a low in Memphis and
Milwaukee, where the average credit score in lower-income markets was 556 in 2005,
to a high in Portland and San Jose, where the average score was over 635. Improvements
in the credit score profiles in lower-income markets are associated with increases in credit
usage, decreases in delinquency and unemployment rates, and decreases in the proportion of
non-white borrowers.

With the expansion of lending in lower-income markets, an entirely new generation of policy implica-
tions has emerged, transcending the traditional focus on the supply of credit. Now, policymakers
must also be concerned with the ability of consumers to choose from myriad different credit prod-
ucts, the capacity of bad apples in the credit industry to take advantage of information asymmetries
and hurt both borrowers and lenders, and the need for research to assess the effect of lending on
both borrowers and the businesses underwriting those loans. Yet, policymakers need to proceed cau-
tiously with these recommendations so as to address markets with apparent problems, while
preventing disruption to markets without serious problems.
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Introduction

ending in lower-income mar-

kets has undergone a radical

transformation in recent

decades. Just forty years ago
lenders were being accused of “redlin-
ing” lower-income neighborhoods,
systematically denying credit to worthy
applicants.* These charges were sup-
ported by evidence—much of which
did not consider lending risks—which
showed comparatively high denial
rates and low relative loan volumes in
lower-income neighborhoods, particu-
larly those with high proportions of
minorities. In response, Congress
passed legislation and new rules for
creditors, including the Fair Lending
Act, Community Reinvestment Act,
and Home Mortgage Disclosure Act,
among others.?

This legislation, combined with
sweeping technological and market
changes, spurred a dramatic increase
in lending in the subsequent years—a
trend we refer to as “greenlining.”
Signs of this trend include that the
number of lower-income households
(the bottom income quartile) with a
mortgage increased by 46 percent
between 1989 and 2004; and the over-
all debt held by lower-income
households increased by 308 percent.*
During this same period, non-bank,
short-term lenders that target lower-
income markets, like pawnshops and
payday lenders, swelled from a few
thousand establishments in the early
1990s to over 30,000 today.®

As lending expanded, an entirely
new generation of policy implications
emerged. Chief among these concerns
are worries related to the credit being
sold in lower-income markets at com-
paratively more expensive rates than in
higher-income markets.® Non-bank
financial service companies, for
instance, sell credit at 35 to 40 times
the average rate charged by credit
cards in some markets.” Similarly,
lower-income homebuyers are 36 per-
cent more likely to buy a “high-cost”
mortgage than a higher-income home-

buyer; and 50 percent more likely to
pay an above average price for an auto
loan.® Studies have noted the compar-
atively higher risk or business costs in
some of these lower-income markets,
but unexplained price differences
remain even after higher risks or costs
are controlled for.®

At the same time, while access to
credit yields benefits for millions of
families, doubt is growing that credit is
a smart purchase for all lower-income
consumers that qualify.*® William
Goetzmann and Matthew Spiegel
found, for instance, that the return
from homeownership is historically
lower than alternatives like stocks and
bonds, making it “dangerous for home-
owners to devote too much of their
wealth to an asset that has low histori-
cal return and a serious risk of loss
over multiple-year horizons.”* Those
risks are particularly high for lower-
income households because much
higher shares of their wealth are con-
centrated in housing investments.*
Similarly, housing experts Eric Belsky,
Nicolas Retsinas and Mark Duda
recently found that renting was a
better option than owning for
lower-income borrowers during a
“considerable number of years,”
indicating that “the constant drum
beat for expanded low-income home-
ownership should be carefully and
discriminatingly evaluated.”*

Along these same lines, numerous
recent studies have pointed to the high
relative levels of delinquencies on
lower-income accounts, contributing
to the evidence that drove investors to
recently withdraw billions of dollars in
the market value of businesses that
specialize in higher risk lending.*
About one-third of lower-income
households, for instance, now report
that they have trouble paying their
bills on time and occasionally fall
behind on payments; and over one in
four report that they pay more than 40
percent of their income on debt serv-
ice payments.” Such a large
proportion of households reporting
difficulty paying for credit and such
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highly leveraged positions suggest that
many lower-income households may
now be overextended.

Over the last forty years, then, bor-
rowing and lending in lower-income
markets has substantially expanded,
creating countless benefits for lower-
income consumers and their
underwriters, but also new concerns
about the suitability of credit products
for lower-income consumers. Yet, pub-
lic leaders know little about the
geographic distribution of the increase
in credit usage in lower-income mar-
kets, and the attendant rise in debt
and delinquencies, curbing their abil-
ity to appropriately respond.*
Lower-income consumers in some
markets, for instance, may be handling
credit just fine. But, consumers in
other markets may be overextended,
suggesting they need help managing
the supply of and demand for credit.
Such geographic information informs
the extent of policy needed to respond
to any problems, addressing markets
where the credit cycle is busting, while
guarding against action that disrupts
markets where credit supply is boom-
ing without serious problems.

Geographic distribution in credit
usage also says something about the
type of policy needed to respond to
credit usage in lower-income markets.
Rising unemployment rates, for
instance, that cause increases in delin-
quencies signal different problems
with credit usage than if delinquencies
increase because of rising consumer
debt. The former signals a short term
economic shock, while the later cause
may signal a longer term market prob-
lem, like a behavioral issue or a supply
problem.

Lacking this information, public
and private leaders may also ineffi-
ciently dedicate resources across the
dozens of initiatives now underway to
expand ownership of credit-backed
assets, like education and homes, in
lower-income markets. For instance, a
community faced with large propor-
tions of consumers with poor credit
histories and low homeownership



rates—market conditions that describe
the bulk of southern Texas, for
instance—may benefit more from
investments in credit repair counseling
than investments in home-buying
assistance."’

To those ends, this paper first
describes the growth in credit usage in
lower-income markets between 1989
and 2004, finding that there have been
broad increases in usage across differ-
ent lines of credit. Accompanying these
increases has been large increases in
the total debt held by lower-income
consumers, and a much higher propen-
sity among lower-income borrowers to
fall behind on payments. What's more,
all of these increases are very large
when compared to rates of growth
among higher-income borrowers.

We then address how these national
trends were reflected in the neighbor-
hoods of 50 major metropolitan areas
in 2005, which collectively represent
54 percent of the U.S. population.*®
We find that there are wide disparities
in both the usage of credit and the
performance of credit, varying because
of differences in local economies, like
unemployment rates, as well as differ-
ences in consumers in lower-income
markets, like the proportion of immi-
grants and divorce rates.

Finally, we address the policy impli-
cations of these findings. Where the
historic focus on credit in lower-
income markets has been on the
supply of credit, now policymakers
must also be concerned with the abil-
ity of consumers to choose from the
myriad readily available and constantly
evolving credit products, the capacity
of bad apples in the credit industry to
take advantage of information asym-
metries, and the need for new
research to assess the effect of this
new lending on both borrowers and
the businesses underwriting those
loans. At the same time, policymakers
need to take care in the promulgation
of these recommendations to place a
priority on markets with apparent
problems, while guarding against
action that disrupts markets without

serious problems. In short, our conclu-
sion is that we must move from
“greenlining” credit in lower-income
markets to a more cautious “yellowlin-
ing,” an evolution that we believe will
foster more wealth and sustainable
economic mobility in lower income
neighborhoods.

Methodology

About the Data

National trends in credit usage are
assessed with data from the 1989 and
2004 Survey of Consumer Finances,
currently sponsored by the Board of
Governors of the Federal Reserve Sys-
tem with the cooperation of the U.S.
Department of the Treasury.” In 2004,
4,522 households were randomly
selected to participate in the survey,
collectively representing the financial
profile of American households. The
1989 survey was administered by the
Federal Reserve in cooperation with
the Department of the Treasury, the
Department of Health and Human
Services, the National Institute on
Aging, the Small Business Administra-
tion, the General Accounting Office,
the Comptroller of the Currency, and
the Congressional Joint Committee on
Taxation; and included a profile of
3,803 randomly selected American
households. This survey is the most in
depth, reliable time-series profile of
household financial assets and liabili-
ties available.

Credit usage in the 50 metropolitan
areas is based on information from a
partial copy of anonymous TransUnion
credit reports for a sample of con-
sumers in 50 U.S. metropolitan areas
drawn from the first quarter of 2005.
TransUnion is one of the three
national credit reporting companies in
this country that provides the underly-
ing information for millions of
business decisions every year, includ-
ing decisions related to credit access
and pricing.* TransUnion maintains
credit histories for an estimated 500
million consumers around the world,
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and informs business decisions made
in more than 30 countries.”*

Our sample of borrowers in 50
metro areas includes partial credit
reports for about 14.1 million borrow-
ers, or an average of about 13 percent
of all adults that live in these metro-
politan areas.” Across the 50
metropolitan areas, there is a standard
deviation of about two percentage
points from that central tendency.
That means, for instance, that the data
used in this report includes credit
report information for about 510,550
borrowers in the Miami metro area, or
about 17 percent of the area’s adult
population, and 1,544,104 borrowers
from the New York metro area, or
about 10 percent of that area’s adult
population. These very large samples
provide the capacity to analyze infor-
mation across the metropolitan areas
and between different segments of
borrowers within these areas.

TransUnion drew these records
from its Trend Data solution, which is
drawn from the population of all bor-
rowers with a credit report on file with
TransUnion.? The sample for Trend
Data is drawn every quarter to provide
statistically representative information
about borrowers from every county;,
metropolitan area, and state in the
country. Depending on the quarter,
that sample ranges in size from 21 to
28 million borrowers. Using these
data, we created a sub-sample that
included the 14.1 million borrowers in
Trend Data from the 50 largest metro-
politan areas.

The partial credit report differs from
the full listing held by credit bureaus
in several important respects.* First,
the partial credit report was stripped
of all individual identifiers other than
the census tract that the borrower
lives in. Second, the partial report
includes information related to an
individual's usage of credit-based prod-
ucts, but this usage is aggregated
underneath broad categories of credit,
like revolving or bank credit cards,
instead of underneath a specific lender
and line of credit. Third, the partial
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report only includes a listing of the
number of inquiries made into the
borrower’s credit and does not indicate
who made the inquiry or why the
inquiry was made. Finally, the only
public record information included in
the reports indicates whether the bor-
rower has filed for bankruptcy
protection within the last three years.
In total, the partial credit report
includes 60 different variables.

Supplemental information about
the metropolitan area where the bor-
rower lives is based on a number of
sources, including the U.S. Bureau of
the Census, ACCRA, state banking
departments, and the Bureau of Labor
Statistics. We also measure the
impact of public policy on borrowing
behavior. Mortgage stringency in a
state was measured using information
about state regulation compiled by the
Center for Responsible Lending.®
Payday lending stringency was meas-
ured as a dummy variable, where a
value of 1 was assigned to metro areas
in states where this form of lending is
prohibited.?

About the Debt Variables
We consider three different major
types of debt. The first type is mort-
gage loans, which includes all loans
secured by real estate. Mortgages are
typically paid in installments and are
non-revolving. However, one caveat to
keep in mind is that the analysis that
relies on the Survey of Consumer
Finances treats home equity credit as
mortgage products, since it is secured
by real estate, while the TransUnion
analyses treat home equity credit as
either mortgages or revolving trades.
Lenders report this information differ-
ently to the bureau, making it
impossible to completely sort these
loans into a single category of debt.
The implications of this caveat for this
analysis of lower-income markets are
marginal, at best, since only about 2
percent of all lower-income households
have a home equity line of credit.””
The second type of debt we consider
are all revolving loans, which are loans

that allow a consumer to borrower
against a line of credit once its been
either fully or partially repaid. Com-
mon examples include credit cards and
retail cards. Finally, we consider
installment debt, which is a non-
revolving loan that is repaid with a
fixed number of equal-sized payments
and is not secured by real estate. Auto
and education loans are two common
types of installment debt. Unless other-
wise noted, all dollar figures for lines
of credit, loans, and any other currency
variable, are reported in 2004 dollars.

Although these categories of debt
represent the universe of debt cate-
gories, we may not be capturing the
universe of all debt. Over 30,000 non-
bank financial service retail branches,
for instance, lend money in lower-
income markets, and only a few of
these reportedly share information
with the credit bureaus.?® Other types
of inconsistently reported information
include educational loans, health
loans, and personal loans. Similarly,
there may be some instances where
lenders report information to only one
of the three major bureaus, although
there is no empirical data to support
this conjecture. Despite these short-
comings, this is the information that is
used in millions of business decisions
every year, and thus has an immense
amount of analytical value.

About the Income Thresholds

The national assessment of borrowing
trends across income groups and
neighborhood income groups is
assessed using quartiles of income in
1989 and 2004. Low- and moderate-
income borrowers are all borrowers
that earned an income in the bottom
quartile, or approximately less than
$17,594 in 1989 and $22,000 in 2004
(2004 dollars).

Borrowing within and across differ-
ent lower-income markets is assessed
using the median household income of
the census tract that the borrower
lived in 2004. The lower-income mar-
kets are all of the census tracts in the
50 metro areas in our analysis that
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have a lower median income than 75
percent of all of the other census
tracts.”® The lower middle income mar-
kets are those than fall between the
25th and 50th percentiles; the higher
middle fall between the 50th and 75th
percentile; and the high-income mar-
kets have a median income higher
than 75 percent of the other census
tracts in the analysis.

Markets refer to lower-income neigh-
borhoods within a given metropolitan
area.® We assess markets, rather than
borrowers, with TransUnion Trend
Data because we did not have a verifi-
able income estimate of the borrower
in the credit bureau data. As impor-
tant, the accusations of redlining were
(are) largely based on assessments of
lending across different neighbor-
hoods. This makes it informative to
assess how lending has changed across
different markets, rather than the bor-
rowers themselves.

About the Impact Analyses

Impact analyses are provided in sev-
eral areas of this report. These
analyses are based on first difference
effects calculated from regression
models, the results of which appear

in Appendix A of this report.* First
differences are the effect on the
dependent variable caused by moving
a variable from a standard deviation
below its mean to a standard deviation
above its mean, while every other vari-
able is held constant at its mean value.
Such analyses illustrate the compara-
tive importance different variables
have on a given dependent variable.
We have also provided the means and
ranges of the variables in the Appendix
so that readers can calculate addi-
tional effects than we have space to
provide.



Findings

A. Over 55 percent of lower-
income households held debt in
2004, a 10 percent increase
since 1989.*

Total debt held by these households
increased by 308 percent during this
period, now adding up to over $481
billion. Most of this debt is for mort-
gages and home-related installment
trades. Over 32 percent of lower-
income borrowers struggle to pay bills
on time; about 27 percent now spend
more than 40 percent of their income
servicing debt.

How Much Has Lending to
Lower-Income Consumers
Increased Over Time?

Far from being redlined by creditors,
lower-income markets are now awash
with credit, even growing at much
faster rates than higher-income mar-
kets (Figure 1). The proportion of
lower-income households that owed
money to a creditor increased by 10
percent between 1989 and 2004 and
now includes over half of all lower-
income households. Along with the
increase in the number of indebted
households, the overall debt held by
lower-income households increased
from $118 billion in 1989 to over
$481 billion in 2004—a 308 percent
increase.

While the total debt held by lower-
income families accounted for just 5
percent of the overall consumer debt
held in 2004, it is among the fasting
growing part of the market.* The pro-
portion of families who are in debt in
the highest income quartile has
decreased slightly between 1989 and
2004, while only 3 percent more fami-
lies in the third quartile have taken on
debt during this time period. In fact,
the only part of the market that has
grown at a comparable rate of growth
during this period is the second
income quartile, which saw the pro-
portion of families that owe money
increase from 69 to 77 percent—a
12 percent increase. Together, this evi-
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dence points to fact that the growth in
the consumer credit market—at least
as measured by the number of families
that hold debt—has been in the bot-
tom half of the income distribution in
recent years.

What Are Lower-Income Families
Buying With Credit?

By far the largest increases in lower-
income debt occurred because of
greater mortgage borrowing (Figure 2).
The mortgage usage rate among lower-
income borrowers grew by nearly 46
percent between 1989 and 2004, now

including about one out of every five
lower-income households. Such large
growth in mortgage borrowing among
lower-income households reflects the
impact of the legislation passed during
the 1960s and 1970s, as well as the
sweeping technological and market
changes that occurred during the
1990s.** Together, these changes in
the mortgage market substantially
expanded access to homeownership
among lower-income households over
this time period.*

While countless benefits have been
afforded to both lower-income families
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and neighborhoods as a result of this
mortgage lending, there are at the
same time growing concerns about
whether homeownership is a smart
investment for all lower-income
households that qualify for a mort-
gage.* Lower-income households are
relatively less likely to claim home-
ownership tax incentives, like the
mortgage interest deduction and prop-
erty tax deduction, making
homeownership relatively more expen-
sive for lower-income households.”
Also, more than 4.2 million lower-
income households are now paying a
higher than average price for their
mortgage, eroding their ability to
diversify their investments.* When
combined with the historically low
returns households obtain from home
ownership, the prospect of wealth
from an investment in homeownership
by a lower-income household is ques-
tionable, even if it is the dominant
form of wealth today for lower-income
households.*

Likewise, lower-income households
are increasingly relying on credit cards
to supplement their incomes, confer-
ring questionable long term benefits.
Between 1989 and 2004, usage of
credit cards by lower-income house-
holds increased from 18 percent to

over 32 percent, now amounting to
about $30 billion in total credit card
debt held by lower-income households.
While that is just 6 percent of all of the
debt held by lower-income households,
it is comparably much more than mid-
dle and higher-income households.
Increasing reliance on credit card debt
among lower-income consumers may
point to their greater need to supple-
ment their scarce earnings. But, any
number of factors could be driving that
higher demand, pointing to the need
for additional research on this matter.*
And, in any case, this credit card

debt represents a very small share of
overall debt.

Home equity credit is another form
of revolving credit that lower-income
households are increasingly relying
on, although the overall share of
lower-income households with this
form of debt is quite small. While the
overall proportion of lower-income
households with home equity credit is
small, the overall value of that debt is
nearly as high as the amount owed on
credit cards; or, about $30 billion in
both home equity credits and credit
card debt.

In general, about half of the lower-
income households with home equity
credits are using that money for invest-
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ments, another 42 percent are using
that credit to buy consumer goods
(e.g., clothing, jewelry) and pay bills,
and the remaining 8 percent are buy-
ing vehicles.* Compared to
higher-income households, lower-
income households are using a lower
proportion of this money to make addi-
tional investments (e.g., education,
small business loans, and home
improvements). In fact, families in the
highest income quartile—which repre-
sents the bulk of the home equity
market—are using 60 percent of that
money to make additional investments,
pointing to their greater overall likeli-
hood to have a diversified portfolio.
Finally, bucking this trend of grow-
ing credit usage among lower-income
households, usage of installment debt
actually fell between 1989 and 2004,
likely replaced by their increasing
usage of credit cards. While the over-
all value of installment debt did
increase by 133 percent between 1989
and 2004, use among lower-income
households fell by 18 percent during
this period. About the same proportion
of lower-income households use
installment credit as used credit cards,
but credit cards have clearly become
preferable among lower-income house-
holds. This debt is both more flexible,
and is renewable, or revolving, which
makes credit card debt comparatively
easier for lower-income households
to access.

How Are Lower-Income Families
Managing Credit?

Together, these data point to a broad
credit expansion in lower-income mar-
kets, both in the number of
lower-income borrowers and in the
total debt held by these borrowers.
That expansion created substantial
benefits for both lower-income con-
sumers and the businesses
underwriting those loans. Still, while
the vast majority of lower-income
households are managing credit just
fine, there is at the same time a large,
relative share of lower-income borrow-
ers who are struggling to manage their
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debt. This is indicated by at least two
credit trends that set lower-income
borrowers apart from other borrowers.
First, lower-income households are
highly leveraged. In fact, about 27 per-
cent of lower-income families are now
paying more than 40 percent of their
income on debt payments—a dramati-
cally higher proportion of households
compared to those with a higher
income. In fact, among the second
income quartile, 15 percent of families
pay these high debt-to-income ratios;
about 10 percent within the third
quartile; and just 3 percent of the top
income quartile. With such high debt
service obligations, these 27 percent of
lower-income borrowers face greater
difficulty saving for additional invest-
ments and paying bills on time.
Second, lower-income borrowers
are much more likely to fall behind on
payments compared to higher-income
borrowers (Figure 3). In fact, about
one out of every three lower-income
borrowers (33 percent) reported in
2004 that they have trouble making
payments on time. In contrast,
between 22 and 25 percent of borrow-
ers in the second and third income
quartiles, fell behind on payments;
and just 10 percent of borrowers in
the top income quartile fell behind on

credit payments in 2004.

The consequences of falling behind
on payments can be particularly acute
for lower-income families because of
their smaller margin of error in their
budgets. Late fees, higher interest
rates, and universal default policies all
mean that one late payment can add
to up much higher overall debt levels,
which is increasingly expensive to
maintain.** On top of that, missing
payments lowers a consumer’s credit
score, which drives up the price of
future credit and insurance, and may
make it more difficult to qualify for a
job or apartment, since an increasing
number of employers and landlords
are using this information to assess
applicants.

B. Usage of credit in lower-
income markets varies widely
across the country, from a high
in Boston (where 75 percent of
borrowers in lower-income mar-
kets owed money in 2005) to a
low in Las Vegas (where less than
40 percent did).

Credit usage in lower-income markets
increases as the credit scores of bor-
rowers improves, when divorce rates
and the proportion of immigrants
decreases, and when the proportion of
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seniors increases. Total debt increases
as the credit scores of borrowers in
lower-income markets improves,

when uninsured and the proportion of
immigrants increases, and when mort-
gage lending policy becomes more
stringent. The highest levels of indebt-
edness are also found in the most
affordable areas of the country.

How Does Credit Usage

Vary Between Lower-Income
Markets?

Although both credit usage and the
total debt held by lower-income con-
sumers have surged in recent years,
that national trend has played out
very differently across metropolitan
markets. Among the 50 major metro-
politan areas included in this analysis
(or, about 54 percent of the U.S. pop-
ulation), places like Boston, MA,
Providence, RI, and Pittsburgh, PA fill
out the top of the most indebted
places in the country (Table 1). In
each of these markets, over 60 per-
cent of the borrowers of lower-income
neighborhoods currently owe money
to a creditor. Boston, MA is on the top
of this list, where 75 percent of con-
sumers in lower-income markets owe
money to a creditor. On the other side
of the distribution are places like Las
Vegas, NV, Indianapolis, IN, Detroit,
MI and Charlotte, NC, where less
than 42 percent of consumers in
lower-income markets owe money to
a creditor.

Why Does Credit Usage

Vary Between Lower-Income
Markets?

Research examining why credit usage
varies between different neighbor-
hoods usually looks at variance within
markets, and stresses either the
impact of the credit quality of borrow-
ers in those neighborhoods, or one or
more of their social characteristics.®
Theories related to the credit quality
of borrowers are fairly straightforward:
As the credit quality of borrowers’
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Metro Area

Table 1. Highest and Lowest Credit Usage Rates and
Debt Levels in Lower Income Markets

Credit Usage Rate

Boston-Cambridge-Quincy, MA-NH
Pittsburgh, PA
Providence-New Bedford-Fall River, RI-MA

Detroit-Warren-Livonia, Ml
Charlotte-Gastonia-Concord, NC-SC
Las Vegas-Paradise, NV

Metro Area

74.49%
67.34%
62.90%

40.76%
39.95%
36.16%

Median Total Debt

Indianapolis, IN
Denver-Aurora, CO
Jacksonville, FL

San Jose-Sunnyvale-Santa Clara, CA
Milwaukee-Waukesha-West Allis, WI
New York-North NJ-Long Island, NY-NJ-PA

Metro Area

$16,330
$15,963
$15,963

$5,952
$5,837
$4,487

Median Total Non-mortgage Debt

Birminghan-Hoover, AL
Indianapolis, IN
Jacksonville, FL

San Jose-Sunnyvale-Santa Clara, CA
New York-North NJ-Long Island, NY-NJ-PA
Milwaukee-Waukesha-West Allis, WI

Source: Authors’ analysis of data from TransUnion’s Trend Data

$9,087
$8,483
$8,418

$4,071
$3,559
$3,347

increases, lending in those markets is
thought to increase because more peo-
ple qualify for credit.* On the other
hand, predictions about the effect of
social characteristics on borrowing
behavior vary across each effect.
Divorce rates, for one, may increase
borrowing because a divorce forces
some individuals to adjust to less
income, which they may compensate
for with more borrowing. Similarly,
seniors may rely relatively more on
credit because of a potentially greater
difficulty they face paying for unex-
pected costs or bills on a fixed or
limited income.”

Other social characteristics of bor-
rowers are more controversial. The
proportion of non-white borrowers, for
instance, is thought by some to trigger

redlining, or a denial of credit based
exclusively on a borrower’s race.*
Along these same lines, non-citizen
status may limit access to credit
because of the paperwork require-
ments necessary to qualify for credit or
because of social pressure to limit
lending in some parts of these mar-
kets.*” And, workers without health
insurance may rely in greater relative
numbers on credit to pay for unex-
pected health costs.*®

To this list of variables, we add the
impact of public policy. In recent years,
dozens of states have taken steps to
limit the availability of some forms of
mortgage credit in lower-income mar-
kets, and to control the terms that
some of this credit is sold.” This regu-
lation may have curbed the usage rates
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of mortgages in lower-income markets.
The exact opposite effect may have
occurred because of a similar wave of
state regulation designed to curb the
availability or the price of alternative,
high-priced credit, like payday and
pawnshop loans.* As this regulation
becomes more stringent, consumers
may be driven in systematically higher
numbers to other forms of credit, like
revolving and installment trades. We
consider the impact of both forms of
public policy on credit usage in lower-
income markets.

The Impact of Borrowers’ Credit
Quality
Differences in the overall credit qual-
ity of borrowers are strongly related
with differences in the credit usage
between lower-income markets (Fig-
ure 4).** Where borrowers appear
comparatively less risky candidates for
loans, they tend to qualify for credit in
greater numbers; and where they look
more risky, they tend to use less credit.

Take two typical metro areas on
either end of the distribution. Borrow-
ers in Milwaukee's lower-income
markets had the worst average credit
score compared to any other in large
metropolitan areas—556. From the
perspective of a lender, then, the typi-
cal lower-income market in Milwaukee
is a fairly risky place to lend compared
to a lower-income market in metros
like San Jose, Portland, and Tampa,
where the typical borrower in a lower-
income market had a credit score
higher than 630. That is not a prime
credit score, but it is fairly close to the
national average (662), suggesting that
the typical lower-income borrower in
these metropolitan areas is just mod-
estly more risky to lend to as the
typical American household.>

Other credit quality indicators do
not have a significant effect on credit
usage rates. Although unemployment
rates have a significant correlation
with credit usage, the significance of
that effect does not hold-up after
other influences are controlled for.
Similarly, cost of living differences do



Following a Normal Increase In:
CREDIT QUALITY

Average Credit Score
Cost of Living
Unemployment Rate

SOCIAL CHARACTERISTICS
Divorce Rate

Health Insured Rate
Proportion Non-citizen
Proportion Non-white
Proportion of Seniors

POLICY STRINGENCY

Mortgage Regulation
Payday Loan Regulation

and payday loan regulations

-16.2%

Figure 4. Predicted Change in Credit Usage in Lower Income Markets

7.2%

7.0%

0.0%
0.0% - stat. significant effect

Note: All available data in TransUnion’s Trend Data is based on depersonalized consumer credit reports; the dependent variable is the average proportion of

borrowers living in a lower income neighborhood in a metropolitan area who are in debt; the estimated effects are based on first differences, or the effect on

the dependent variable caused by moving a variable from a standard deviation below its mean to a standard deviation above its mean, while every other vari-
able is held constant at its mean value. This is described in the figure as a normal increase in the independent variable.

Source: Authors’ analysis of data from TransUnion’s Trend Data, the U.S. Bureau of Labor Statistics, the U.S. Census Bureau, and individual state mortgage

not have a significant effect on credit
usage rates. Even though the income
of borrowers in New York covers fewer
of the costs of living than that same
amount of income in Topeka, for
instance, they are not prone to borrow
at higher rates. Still, nearly all of the
differences in the credit quality of bor-
rowers have a significant effect on
other borrowing characteristics.®

The Impact of Borrowers’ Social
Characteristics

Besides the impact of borrowers’ credit
quality on credit usage in lower-
income markets, a number of social
characteristics also have a significant
influence on borrowing behavior. Of
these, the citizenship status of borrow-
ers in these markets is the most robust
effect.> That is reflected in a compari-
son of demand between immigrant
gateways like Miami and Los Ange-
les—where over 20 percent of
residents in a typical lower-income
neighborhood are non-citizens, and
about 50 percent were indebted—and
areas with very few non-citizens, like
Pittsburgh—where far fewer of the

residents in a typical lower-income
neighborhood are non-citizens and
over 67 percent were indebted. This
finding is consistent with evidence
reported by one of the large credit
bureaus that credit histories for non-
citizens tend to be comparatively
thinner than citizens, making them
look relatively more risky as potential
borrowers.* At the same time, recent
immigrants may not be as familiar
with the credit markets, driving down
their overall demand relative to native
born borrowers.*® There has also been
some hesitancy among lenders to pur-
sue this market.*”

Borrowing also tends to increase in
lower-income markets as its popula-
tion ages. In particular, lower-income
markets with higher relative propor-
tions of seniors borrow in higher
numbers than in lower-income mar-
kets that have borrowers who tend to
be comparatively younger. For
instance, lower-income markets like
those in San Jose, CA and Austin, TX
are full of very young consumers com-
pared to places like Miami, Pittsburgh,
and Tampa, where over 30 percent of

the lower-income population in a typi-
cal neighborhood is over 50 years old.
As illustrated in Figure 4, that trans-
lates into systematically higher levels
of overall borrowing in these “greyer”
lower-income markets.

This relationship between age and
borrowing propensity may seem sur-
prising, given the fact that seniors are
relatively more likely to have already
paid off big ticket items, like mort-
gages and installment loans, compared
to their younger peers, who are just
starting to accumulate durable goods
and houses.*® But, lower-income sen-
iors borrow more revolving credit than
their younger peers, which drives
these overall patterns.* That could
reflect their higher relative difficulty
financing costs of living on a fixed
income; or it might reflect the rela-
tively more time lower-income seniors
have to shop for basic goods. Still
other reasons driving this relationship
may be that seniors qualify for more
debt because of their greater, relative
wealth, or because seniors tend to buy
more expensive debt than their jun-
iors. Recent research finds that
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seniors tend to borrow at higher rates
and pay more fees than younger bor-
rowers with a comparable risk profile.®
Those findings suggest a relatively
higher tolerance for risk among sen-
iors, which may lead them to also
systematically utilize more credit, rela-
tive to their younger peers.

Divorce rates also have an effect on
credit usage in lower-income markets,
but in the opposite direction than
expected. In particular, the proportion
of indebted borrowers in a lower-
income market is predicted to
decrease by about 7 percent following
an increase from one standard devia-
tion below to one deviation above the
mean of this variable, or an increase in
the divorce rate from 11 percent to 15
percent. Such a relationship may
reflect the fact that divorced adults
may be less likely to qualify for credit,
because of related credit problems or a
shortage of income, but more research
is needed to determine with more con-
fidence the source of this relationship.

It's also interesting to note the char-
acteristics that do not impact the
differences we observe in overall credit
usage across lower-income markets.
The proportion of non-white borrowers
in a lower-income market has no effect
on aggregate demand, suggesting that
race is generally not an important fac-
tor in getting access to credit once
other differences between markets are
accounted for. Differences in health
insurance rates also have no effect in
the overall usage of credit, although it
does affect the amount borrowed, as
we discuss in the next section.

The Impact of Public Policy
Although mortgages and other forms
of credit are much easier to obtain in
some markets compared to others, we
find that the stringency of state credit
regulation has no effect on borrowing
behavior across different lower-income
markets. This finding supports other
recent research by Michael Stegman,
Keith Ernst, & Wei Li that found
mortgage lending regulations do not
impact the supply of credit in state

markets, suggesting that states are
effectively curbing the supply of credit
products sold by bad actors in these
markets, while not impacting the over-
all supply of credit.

How Does Total Borrowing

in Lower-Income Markets
Compare to Higher-Income
Markets?

Consistent with the national findings
reported in the first section of find-
ings, just over 50 percent of borrowers
in the lower-income markets in this
study owed money to a creditor in
2005, compared to about 70 percent
of borrowers in the middle two income
quartiles, and over 80 percent in the
highest income markets. Borrowing, in
short, increases with neighborhood
income.

Such differences in borrowing
between neighborhood income cate-
gories reflect the impact of economic
and borrower differences that system-
atically vary by household and
neighborhood income. The impact of
these variables is evident in a compari-
son of metro areas where there are
both sharp and modest levels of rela-
tive indebtedness between the lowest
and highest income neighborhoods.
On one side of the distribution, Detroit
and Milwaukee stand out for having
substantially higher levels of borrowing
in higher-income markets compared to
their lower-income markets—in fact,
there is over a 40 percentage point dif-
ference in the level of indebtedness
between these two types of markets.

On the other side, Boston, Provi-
dence, and Pittsburgh stand out for
having relatively more equitable levels
of borrowing across neighborhood
income categories, although wide dif-
ferences remain. Consistent with
regression results presented in this sec-
tion, Detroit and Milwaukee’s
lower-income neighborhoods tend to
have higher proportions of borrowers
with weak credit scores, and unem-
ployed workers. The impact is reflected
by systematically lower, relative bor-
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rowing in these areas’ lower-income
markets when compared to higher-
income areas.

How Does the Median

Debt Held by Borrowers

Vary Between Lower-Income
Markets?

Usage of credit does not just vary by
the proportion of people within a mar-
ket that hold debt; it also varies by the
typical total debt carried by lower-
income borrowers across these
markets.®* In fact, we find there are
wide differences between markets in
the amount of money that a typical
borrower owes to creditors. Borrowers
in the lower-income neighborhoods of
New York and San Jose, for instance,
had a median, total debt (mortgage,
installment, and revolving) of less than
$6,000, and a median, non-mortgage
debt of under $4,100. In contrast, bor-
rowers in lower-income markets in
places like Jacksonville and Indianapo-
lis had a median total debt over
$15,800 and a median, non-mortgage
debt over $8,400, pointing to much
wider demand for houses, but also for
other forms of credit-backed goods.

Why Does the Median

Debt Held by Borrowers
Vary Between Lower-Income
Markets?

The Impact of Borrowers’ Credit
Quality

The credit quality of borrowers in
lower-income markets is the most
important explanation for why borrow-
ers in some lower-income markets
borrow much more money compared
to others (Figure 5). In fact, for every
20 point increase in the average credit
score of borrowers in lower-income
markets, the amount owed by the typi-
cal borrower increases by over $1,700,
all else held equal. That points to the
strong impact that credit-building cam-
paigns can potentially have on the
amount of money lent within lower-


















660 on each scale will mean some-
thing different. Some also have a
linear model, while others use a loga-
rithmic scale, affecting the
interpretation of changes in scores for
a given model.

This analysis relies on the Tran-
sUnion’s TransRisk Account
Management Score 2.0, which ranges
from 350 to 850. Across the country,
the average credit score was about 662
in 2005. The FICO score also has a
range between 350 and 850, and 662
is about the point that is commonly
cited as a cut-off point between prime,
or low-cost, mortgages and subprime,
or high-cost, mortgages.”™ Near-prime
has a cut-off of around 640.

How Do Credit Scores

Vary Between Lower-Income
Markets?

Like the other credit data reviewed in
this paper, the credit scores of borrow-
ers in lower-income markets widely
varies. The lowest average credit
scores in lower-income markets are in
places like Memphis and Milwaukee,
where the average credit score was less
than 560 (Table 3). That compares to
lower-income markets in places like
Tampa, Portland, and San Jose, where
the average credit score among bor-
rowers was greater than 630. That is
still below the national average, but it
is fairly close, suggesting that lending
in the lower-income markets located
in this later group of metro areas is
only modestly more risky than lending
to the typical borrower in the country.

Why Do Credit Scores

Vary Between Lower-Income
Markets?

We're not aware of any literature that
has looked at why credit scores vary
across income groups or markets.™
Still, we know that an individual credit
score is a function of the credit quality
of a borrower, so we can reasonably
assume that the overall credit quality
of borrowers in a lower-income market

Metro Area

Table 3. Highest and Lowest Average Credit Scores
in Lower Income Markets

Average Credit Score

San Jose-Sunnyvale-Santa Clara, CA
Portland-Vancouver-Beaverton, OR-WA
Tampa-St. Petersburg-Clearwater, FL

Chicago-Naperville-Joliet, IL-IN-WI
Memphis, TN-MS-AR
Milwaukee-Waukesha-West Allis, W1

Source: Authors’ analysis of data from TransUnion’s Trend Data

664
637
634

562
556
556

also affects the average credit score in
those markets. We measure this in sev-
eral different ways. First, we expect
that the average credit score will
decrease in a lower-income market as
delinquency rates increase. Second,
we expect that credit scores will
improve as credit usage increases.
Since the number of open accounts
can improve an individual’s credit
score, the proportion of borrowers that
owe money may affect aggregated esti-
mates of average scores in a market.
Third, we expect that rising unemploy-
ment rates reduces average credit
scores in a lower-income market
because credit utilization—or the bal-
ance to credit line ratio—could
increase in place of wages—another
variable accounted for in credit score
models. Finally, we consider the
impact of costs of living on credit
scores, since borrowers in more afford-
able areas of the country may utilize
more trade lines, another effect con-
sidered in credit score models.”
Borrowers’ social characteristics and
state public policy may also be associ-
ated with changes in credit scores in a
market.” None of these variables are
accounted for in credit scores models,
but they might exercise indirect effects
on credit scores by serving as proxies
for variables that do directly impact
credit scores. First, we consider the
impact of the proportion of non-whites
in a lower-income market on the aver-
age credit score in that market, since
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historical inequities in education,
income, and opportunities may be
reflected by higher credit utilization
rates (i.e., balance to credit limit
ratios), a smaller trade line range, and
a shorter credit history—all variables
that we cannot account for in a model
of market trends. We also expect that
average credit scores will decrease in
lower-income markets as the propor-
tion of seniors in those markets
increases, because they may have fewer
credit lines open (having already paid
off mortgage and installment trades)
and may have higher utilization rates,
given that unexpected costs may be
more difficult to pay for on fixed
incomes. Non-citizens also may have
shorter credit histories, pulling down
the average credit score in lower-
income markets as their share of a
total population increases. And, health
insurance coverage may be negatively
associated with average credit scores,
since paying for these costs out of
pocket might lead to higher utilization
rates, which we cannot measure
directly in this aggregated market
analysis.

We also consider the impact of pub-
lic policy, since policy is designed to
improve the functioning of credit mar-
kets, which may be reflected by an
improvement in the credit quality of
borrowers.

Finally, it is important to point out
again that none of these variables are
used in the actual calculation of credit
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Figure 7. Predicted Change in the Average Credit Score in Lower Income Markets
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Note: All available data in TransUnion’s Trend Data is based on depersonalized consumer credit reports; the dependent variable is the average credit score of
all borrowers living in a lower income neighborhood in a metropolitan area; the estimated effects are based on first differences, or the effect on the depend-
ent variable caused by moving a variable from a standard deviation below its mean to a standard deviation above its mean, while every other variable is held
constant at its mean value. This is described in the figure as a normal increase in the independent variable.

Source: Authors’ analysis of data from TransUnion’s Trend Data, the U.S. Bureau of Labor Statistics, the U.S. Census Bureau, and individual state mortgage
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scores, since credit scores are calculated
for individuals, not markets. But, they
do say something interesting about
why average risks in lower-income
markets vary across the country, albeit
often indirectly.

The Impact of Borrowers’ Credit
Quality

Credit usage in a lower-income market
is one robust predictor of the average
credit scores in a market (Figure 7). In
fact, for every 5 percentage point
increase in the proportion of borrow-
ers in a lower-income market that
owes money, the average credit score
is predicted to also increase by about 4
points. Critical to this relationship,
though, is the type of increases in
credit usage that occur in lower-
income markets. On the one hand,
credit cards turn out to be an excel-
lent, low cost way for borrowers in
lower-income markets to build-up
credit histories, indicated in the Tran-
sUnion Trend Data by the relatively
low proportion of bankcard borrowers
who are behind on their payments. On
the other hand, a much higher share
of mortgage and installment trades are

delinquent, indicating their higher, rel-
ative risk for borrowers in
lower-income markets. Because credit
cards are a more ubiquitous form of
credit in lower-income markets, this
relationship between usage and credit
scores is likely driven by the underly-
ing type of trades being used.

Delinquency rates are another
robust predictor of credit scores in a
lower-income market. Where these
rates are high, lower-income markets
tend to have comparatively lower credit
scores. Lower-income markets in
metro areas like Riverside, Charlotte,
and Memphis had average delinquency
rates above 14 percent, indicating that
about 1 out of every 7 borrowers in the
average lower-income neighborhood in
these areas was behind on a payment
in 2005. This is reflected by the fact
the average credit score in these lower-
income markets was less than 580. On
the other hand, less than 7.5 percent
of borrowers in the lower-income mar-
kets located in places like San Jose,
Portland, and San Francisco were
behind on payments in 2005, reflected
by the fact that the average credit score
in these areas was over 630.

Costs of living also affect the aver-
age credit score in lower-income
markets. Expensive areas like San
Francisco and New York have much
higher average credit scores than in
more affordable areas like Houston,
Oklahoma City, and Memphis. Like
the unemployment effect we observe,
the costs of living effect is likely serv-
ing as a proxy for variables accounted
for in credit scores which co-vary with
scores, but cannot be accounted for in
aggregated market data. Of these,
probably the most obvious is the range
of trade lines that a borrower has
open, which likely increases as costs of
living becomes more affordable.

Finally, increases in the unemploy-
ment rate are significantly associated
with decreases in the average credit
score. Like the other independent vari-
ables in this model, we expect this
relationship reflects the indirect effect
of unemployment rates on variables
that are included in credit score mod-
els, such as credit utilization. Where
unemployment rates are high, we
expect a borrowers in lower income
borrowers have higher, comparable
credit utilization rates.
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The Impact of Borrowers’ Social
Characteristics

Average credit scores in lower-income
markets are predicted to decrease as
the proportion of nonwhite borrowers
increases in those markets. Although
this, or any related variable, is not
included in credit scores models, this
effect may be serving as a proxy for
variables that are considered in mod-
els, which we cannot account for
directly. We suspect in this case that
the relationship between the propor-
tion of nonwhite borrowers and
average credit may reflect historical
inequities in education, income, and
opportunities, which may lead to
higher credit utilization rates (i.e., bal-
ance to credit limit ratios), a smaller
trade line range, and a shorter credit
history. Future research with a fuller
set of variables considered in credit
score models will want to reconsider
these findings.

The proportion of noncitizens in
lower income markets is the other
social characteristic that is associated
with changes in average credit scores.
In particular, areas with high, relative
shares of non-citizens — places like
Miami and Los Angeles — tend to have
better, average credit scores than in
places where there are lower, average
shares of non-citizens in lower-income
markets. This is opposite to what we
expected. But, it does make sense in
light of another finding in this paper
related to non-citizens and credit per-
formance: areas with high, relative
shares of non-citizens tend to have
lower median total debt holdings.
Here, those findings may be reflected
by the fact that non-citizens are more
likely to have a lower utilization rate,
which is not an effect we can directly
account for. Like the finding related to
the race of borrowers, future work will
want to re-examine this finding with a
fuller set of controls. Even so, both
effects have strong underlying correla-
tions with the dependent variable.

The Impact of Public Policy
Stringency of state credit regulation
also has no discernable impact on the
average scores in lower-income mar-
kets once the effects of other variables
are considered. ldeally, we would have
been able to also measure the impact
of policy specifically devoted toward
improving financial skills—like state
investments in financial education—
but no data were available at the time
of publication. Future analyses will
want to consider this impact, where
possible.

Do Borrowers in Lower-
Income Markets Have

Lower Credit Scores
Compared to Those in
Higher-Income Areas?

Credit scores are systematically lower
in lower-income markets compared to
higher-income markets in every metro-
politan area in this analysis. But, the
degree of difference widely varies
across the country. Lower-income
neighborhoods in places like San Jose,
Riverside, and Tampa have lower aver-
age credit scores compared to the
higher-income neighborhoods, but the
average scores only differ by about 50
points. That disparity can mean the
difference between a prime or sub-
prime mortgage, but it is certainly not
as significant a difference as found in
places like Philadelphia, Cleveland,
Milwaukee, Detroit and Hartford. In
each of these markets, the average
credit score in lower-income neighbor-
hoods is over 140 points lower than
the average score in higher-income
neighborhoods. In fact, in each of
these places, the average credit score
in lower-income neighborhoods is less
than 580, which is well below the typi-
cal minimum score for a prime rate on
the FICO score—660. This means
that the typical borrower in a lower-
income neighborhood in these rust
belt markets stands a much higher
probability of paying high prices for
credit, compared to the typical bor-
rower in the higher-income
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neighborhoods of these markets. Such
sharp differences across lower-income
markets have to do with the systematic
differences in the borrowers and
economies noted earlier. These Rust
Belt lower-income markets have
higher relative unemployment rates,
lower existing credit usage, and lower
costs of living, making the typical
borrower in these lower-income neigh-
borhoods looks comparatively more
risky compared to places like San Jose,
Riverside, and Tampa.

Discussion and
Recommendations

Where lower-income markets were
once eschewed by lenders, they are
now awash in capital, from mortgage
lending to short term loans. Among
the signs that point to this new lower
income market reality, this paper
finds that the proportion of indebted,
lower-income households increased by
10 percent between 1989 and 2004,
while overall debt increased by 308
percent in value during that same
period. And, that estimate is likely
conservative because it does not
include the effect of non-bank lending
targeted at lower and moderate
income borrowers—Ilike payday and
pawnshop lending.

While increased lending expanded
the spending power and asset owner-
ship in lower-income markets, over
one-third of lower-income borrowers
now struggle to manage debt. Simi-
larly, over one-fourth of lower-income
borrowers now devote at least $4 out
of every $10 earned for debt pay-
ments, pointing to the highly leveraged
position of a wide number of lower-
income borrowers.

Lower-income households are faced
with that relatively heavy debt burden
mostly because of increased borrowing
for mortgages, and installment trades
tied to homeownership, like loans for
furniture and appliances. In fact,
homeownership-related debt accounts
for about $7 out of every $10 owed by
lower-income families, and is the



fastest growing type of debt held by
lower-income families.

Other trades, particularly credit
cards, represent a very small share of
the overall debt held by lower-income
families. In fact, this paper finds that
credit card debt represents just 6 per-
cent of all debt held by lower-income
households. While that is a higher
proportion of credit card debt to all
debt than exists at higher-income
brackets, home equity borrowing
among lower-income households—

a source of debt widely used for
purposes similar to credit cards—rep-
resents a much lower share of debt
owed by lower-income households
compared to all other households.”™

To meaningfully bring down the
amount of debt owed by lower-income
households, the unusually high debt
service payments they are now bur-
dened with, and the extremely high
delinquency rates in some of these
markets, policymakers will thus have
to put an emphasis on homeowner-
ship-related debt—a type of debt that
is heavily promoted by government
policies.® To be sure, this goal of
expanding homeownership in
lower-income markets should be re-
examined, and not just because of
evidence that debt has become such a
dominating, and too often unsustain-
able, share of household expenditures
among lower-income consumers.®* Evi-
dence cited earlier also suggests that
homeownership may not be a wise
decision for every person that qualifies
for credit, which suggests a more
measured, even cautious, approach to
homeownership-boosting initiatives
than often exists. Mortgages do substi-
tute for rent, but transaction costs,
short holding periods, market down-
turns, home upkeep costs (i.e.,
repairing and replacing appliances)
and interest-only and other exotic
mortgages all can make homeowner-
ship a more expensive form of renting.
Because lower-income households
have so little to invest to begin with,
it’s incumbent that policymakers,
foundations, and nonprofit groups

choose very carefully and deliberately
which assets to promote to individual
families, rather than promote open-
ended access to all assets. Certainly,
part of these deliberations should
acknowledge all of the non-financial
benefits that can also be derived from
owning a home.

Still, much more research is needed
on this issue before there is any type
of major course correction that can
be responsibly recommended, includ-
ing a redistribution of the more
than $116 billion the United States
annually spends promoting homeown-
ership.®> More years of data, more
panels of homeowners, more types of
countervailing forces, more market vari-
eties, still need to be assessed. There
are also a host of positive externalities
tied to homeownership that policy-
makers will need to take into account.

At the same, evidence in this paper
suggests that the experience of lower-
income borrowers widely varies across
the country. Borrowers in New York,
for instance, face extremely low rela-
tive debt and delinquency rates, and
high credit scores; whereas borrowers
in places like Miami, San Antonio, and
Cleveland all face serious challenges
related to the explosion in lending,
from unusually high delinquency
rates to unusually low credit scores.
Policy responses must take care in the
promulgation of any credit-related rec-
ommendations to place a priority on
markets with apparent problems, while
guarding against action that disrupts
markets without serious problems.

Among these, there are several very
practical, potent steps that the federal
government can take to bring down the
debt burden faced by lower-income
borrowers, many of which bring with
them positive externalities of their own
for the economy in general. First, the
federal government needs to invest in
initiatives that address the problems on
the demand side for credit in lower-
income market because of the ample
evidence that now points to broadly
under-informed consumers, which may
be driving demand past a sustainable
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point on many lines of credit. Next, the
government needs to address evidence
of the bad apples among creditors—
particularly mortgage brokers— that
take advantage of information asymme-
tries to charge unreasonably high
prices, hurting both borrowers
(because they do not understand all of
the credit products) and underwriters
(who are sold loans by brokers uncon-
cerned with their sustainability).
Finally, it's clear that the federal gov-
ernment needs to support a robust,
wide ranging research agenda that
more fully tracks and assesses credit
growth in lower-income markets,
including the marketing and pricing
practices in the industry that may
inflate debt in lower-income markets
beyond what is responsible for both
investors and homeowners. Each of
these recommendations is outlined in
more detail below.

Invest in Financial Education
and Responsibility
Sorting through the literature on credit
and lower-income borrowing, it's hard
to miss the large volume of recom-
mendations for financial education.
Perhaps as a result of that, nearly every
state over the past five years has con-
sidered legislation to expand financial
education investments. Likewise, the
federal government now has dozens of
initiatives designed to boost financial
education, and countless financial
service companies now have similar
services available. At the same time,
financial advisor personalities are now
constant fixtures on cable channels,
in newspapers, and the internet; and
countless web pages, like those at bee-
hive.org, fill the Internet up with sage
financial advice. Why would we possi-
bly need more financial education?
Put simply, the current financial
education investments—by both the
private and public sector—are not as
effective as they need to be. The evi-
dence is unmistakable: large shares of
Americans do not understand financial
matters, and what knowledge does
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exist among borrowers systematically
varies with household income. Among
the signs of this, the savings rate is
negative and has been since the sec-
ond quarter of 2005, all while the
future of private and public pensions
looks increasingly bleak. More specifi-
cally, Providian Financial and the
Consumer Federation of America
recently found that 73 percent of
Americans do not understand that
credit scores measure risk; the Gen-
eral Accountability Office found in a
recent analysis of credit card cus-
tomers that “many failed to
understand key aspects of their cards,
including when they would be charged
for late payments or what actions
could cause issuers to raise rates”; and
the Jumpstart Coalition for Financial
Education found that a majority of
Americans do not understand basic
financial management skills. The list
of data from a wide range of sources
goes on and on.

The result is that all consumers, but
particularly lower-income consumers,
are taking on more debt, or at least
more expensive debt, than they can or
even should handle, setting themselves
up for financial hardships or overex-
posing themselves to too much risk by
making poor investment decisions.

How to make more effective invest-
ments in financial education? The
frank answer is: “we'll get back to you
soon.” Of all the needed responses to
this new generation of credit problems
in lower income markets, what to do
about financial education strikes us as
the most ripe area for fresh, innova-
tive, big ideas that are up to the scale
of the problem. We will propose an
agenda of ideas that we think fits
these criteria in the months to come.
In the meantime, we would like to
stress that a solution designed to
address the lack of financial shrewd-
ness among the public is likely not
going to be just found in strategies
that strive to boost their knowledge of
financial matters. Such strategies will
help some, and may even be a critical
part of a larger solution, but the reality

is that no amount of training can be
reasonably supplied to the general
public which will give them the acu-
men to strategically navigate through
the large, and constantly evolving,
number of choices families now con-
front in consumer credit markets and,
more broadly, in the financial services
market. Rather, an appropriate solu-
tion needs to address the fact that the
massive expansion in access to credit
documented in this paper likely means
that lower and middle income families
now need private bankers just as much
as much as wealthy families currently
rely on. The question that we are
wrestling with is how can we reason-
ably get there, given all of the many
fiscal, political, legal, and market con-
straints. Among the many possible
distributional channels, we may con-
sider new or revised incentives for
banks, employers, or perhaps financial
intermediaries. It may also be appro-
priate to find ways to incentive
individuals to seek out such resources.
Or, it may be appropriate to look at
new institutions that could address
these issues.

In the meantime, it is clear that
leaders at every level of government

should take an inventory of the myr-
iad financial education initiatives in
their districts, assess which of these
are effective and scalable, and then
aggressively market and support those
initiatives.

Consider Borrower and
Lender Protections

The overwhelming majority of debt is
likely attained under terms that are
both transparent to borrowers and
lenders. Yet, the information asymme-
try that exists between borrowers and
lenders—particularly mortgage bro-
kers—opens the door for unscrupulous
behavior. Those problems are particu-
larly difficult for lower-income
households, who have relatively small
margins of error in their budget. Small
rate increases can end up tipping off a
series of financial difficulties.
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Information asymmetries have also
opened up on the lender side as credit
markets have become more compli-
cated. Someone in Geneva, for
instance, can now end up indirectly
financing the purchase of a new wash-
ing machine by a lower-income
consumer in Detroit. But, that buyer
of securitized loans in Geneva is many
steps removed from that individual
purchase, making the level of risk
known to that investor more compli-
cated to assess, particularly when it is
packaged with multiple different risk
profiles. These risks are particularly
acute in the mortgage market because
brokers are paid when a deal is closed,
they are less invested in the long-term
sustainability of the loans they sell,
compared to banks that are based in a
community and extend mortgages to
the surrounding market of homebuy-
ers. As a result, brokers may not face
as strong of an incentive to consider
the risk of a borrower, and adequately
portray that risk to potential under-
writers. The result is that credit can
flow into this Detroit market where it
possibly should not be extended.

Some practices that may reflect
harmful asymmetries between what
consumers know about credit and
what some bad apples do are in the
credit card industry. Policies like uni-
versal default, for instance, trigger rate
increases across all of a borrower’s
cards that have this policy, following a
missed payment on just one card. The
business case for such a policy is that
the credit card companies are hedging
their risks of future nonpayment by
proactively collecting additional
money from riskier customers. While
that seems to make good business
sense, it may actually make that
default more likely by setting off a
series of rate increases that make it
more difficult for borrowers to make
payments on time. At the same time,
some critics claim that these policies
go beyond cost-covering policies and
become price gouging instead.

More serious are the price-inflating
practices in the installment and mort-



gage markets, where nearly all of the
borrowing among lower-income con-
sumers occurs. Over 4.5 million
lower-income households pay a higher
than average price for their auto loan,
for instance. Evidence in this paper
suggests that the bulk of these higher
prices reflect real, higher risks posed
by these consumers. But, others have
found that mortgage borrowers pay
these higher prices, even after risk is
controlled for—and the same may be
true in the auto loan market.* Policy-
makers’ first line of response has to be
to take steps to better inform con-
sumers, but it may be that some sort
of disclosure policy, like a Car Buyers
Disclosure Act, may also be needed.
Among its numerous provisions, this
law would require dealers to itemize
components of their monthly install-
ment bill, and makes it illegal for them
to add terms of the contract without
first disclosing additions to the con-
sumer. 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. These
provisions are designed to curb the abil-
ity of bad apples in this industry to take
advantage of information asymmetries.
There also may be appropriate fed-
eral policy responses to reign in
price-inflating practices among bro-
kers in the mortgage market. One of
the more obvious areas in need of
attention is related to evidence from
Freddie Mac that about one in five
borrowers of high cost, or subprime,
loans qualified for prime rate loans.*
That analysis was based on a large
sample of borrowers of high cost
loans, and included variables used by
lenders to evaluate risk. Again, the
best line of defense against these types
of price-inflating practices is a well-
informed borrower, who knows how to
shop around for credit, where to look
for information, and what questions to
ask before signing up for an expensive
loan. But, since policymakers cannot

educate everyone, there also may need
to be protections to guard against
these practices. Over 20 states have
taken such steps in recent years to
curb practices among lenders, and
Congress can look at these to assess
what policies make sense at the fed-
eral level. Early research suggests that
this legislation has not curbed lending,
but has been successful in curbing
some of the more egregious price
inflating practices.® But, brokers,
serving as the intermediary between
consumers and lenders, have the
strongest incentive to engage in
questionable practices, and are long
overdue for some attention from
policymakers.

Fund Research
For all of the lending and borrowing
that is now happening in lower-income
markets today, it is shocking how little
anyone really understands about the
benefits and potential risks of this
lending to lower-income borrowers.
On the consumer side, fundamental
questions about debt are outstanding,
like, most importantly, under what con-
ditions homeownership is in the best
financial interest of lower-income bor-
rowers. It's not enough to just crudely
correlate the wealth held by the typical
homeowner, compare that to the
much lower wealth held by non-home-
owners, and draw the conclusion that
money should be invested in boosting
homeownership, particularly for lower-
income households. There are a host
of intervening variables that need to be
assessed before homeownership can be
responsibly recommended to a poten-
tial borrower, including, but not
limited to, a) the price and terms of the
mortgage they qualify for, b) the price
and terms of the mortgage they qualify
for if a borrower first improves their
credit score, c) the stability of their
household income, d) the need for and
cost of other home-related installment
or revolving loans, e) the neighborhood
comps (i.e., what other homes in a
neighborhood are selling for), f) the

B

typical appreciation over time for the
neighborhood they are buying into; g)
the amount of time they plan to stay
in their home; and, most importantly,
h) the cost of their credit investment,
or the expected return they may
expect from another investment, like
education or workforce training, a car
to get to a better job, or an investment
in bonds or securities, among many
other considerations (i.e., the oppor-
tunity cost).

More broadly, we don’t know which
financial investments are best for
lower-income borrowers or types of
lower-income borrowers. As a group,
they are highly leveraged today, owing
more than $481 billion of debt, but it's
not at all clear that all of this borrow-
ing will actually help them get ahead,
particularly since so much of it is for
home investments where researchers
have found that renting was a better
option than owning for lower-income
borrowers during a “considerable
number of years.”® This is information
policymakers should have, particularly
as so many lower-income households
now have access to credit and so much
policy is in place to further expand
that access.

We also do not know how to effec-
tively solve the institutional problems
in lower-income markets, or the lack
of effective intermediaries between
what lower-income borrowers need to
know about credit and what they know
about it today. Lower-income borrow-
ers are now confronted with myriad
different credit products, many of
which are dynamic. A dose of financial
education in K=12 curriculum is a
fundamental first step to being able to
strategically navigate through these
opportunities, but it is not nearly
enough. What is enough is a matter
well worth a sizable research agenda
going forward.
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Appendix A. Descriptive Statistics and Regression Results
Descriptive Statistics Regression Results
Dependent Variable
Mean Min Max Credit Score  Credit Usage Delinquency Rate Median Debt
Average Credit Score 599.10 566.47 663.82 0.002** 72.45%*
(0.001) (18.17)
Cost of Living 0.00 -0.88 3.95 5.69* 0.02 -0.0004** -1000.17**
(3.75) (0.02) (0.0001) (440.92)
Credit Usage 0.50 0.36 0.74 71.83** -11105.54**
(35.00) (4301.05)
Delinquency Rate 0.10 0.04 0.18 -269.28**
(123.63)
Divorce Rate 0.17 0.07 0.21 -0.78* 0.05 29245.66**
(0.61) (0.19) (15,821.61)
Median Debt 11,677.23 4,487.00 16,329.50 0.00
(0.00)
Proportion Non-Citizen 0.07 0.01 0.22 163.75** -0.82** 32313.55**
(94.11) (0.46) (12317.77)
Proportion Non-White 0.63 0.25 0.91 -45.64** .07 0.03 -263.44
(21.65) (0.10) (0.03) (2,612.76)
Proportion of Seniors 0.24 0.11 0.38 -19.83 0.39* 0.01 5,130.16
(59.32) (0.29) (0.09) (7514.19)
Unemployment Rate 0.12 0.05 0.20 -209.28** -216.04 0.43** -5,375.52
(101.63) (102.63) (0.14) (12,317.88)
Health Insured Rate 0.87 0.78 0.92 92.41 -.60 -0.21** -42642.39**
(122.18) (0.51) (0.12) (13135.16)
Mortgage Stringency 0.01 -0.72 2.47 -1.20 -.0001 .002 620.35**
(3.14) (0.01) (0.004) (359.11)
Payday L. Stringency 0.01 -0.52 1.89 -.03 .01 (.001) -188.02
(2.98) (0.01) .005 (369.69)
Constant 556.18 0.19 -0.01 7,831.62
R_ 0.77 0.35 0.56 0.78
Number of Cases 46 46 46 46
Note: Four metros were dropped from the regression models because of missing data; significance is tested against a one-sided alternative;
**p <.05; *p <.10
Source: Authors’ analysis of data from TransUnion’s Trend Data, the U.S. Census Bureau, ACCRA, CRL, and state banking departments.
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