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Credit Deserts:

The absence of low-cost credit in low-income communities

In the wake of the recent recession, a growing debt crisis is facing low-
income families. Supported by promising results from a pilot research
project, this report calls for better consumer disclosure on small dollar
loans. Mission Asset Fund’s Financial Facts label 1s a step toward
protecting individuals from a cycle of poverty and high-cost debt.
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Introduction

Mission Asset Fund (MAF) is a non-profit organization in San Francisco that helps low-
income individuals with limited assets and thin credit histories become visible and
active participants in the U.S. financial mainstream. By pairing credit-building loan
products with actionable financial education, MAF helps people avoid predatory loans

and build financial stability.

Without a credit history, a person is invisible to the mainstream U.S. financial system.
As “unattractive” borrowers, low-income consumers turn to alternative lenders, often
settling for loans with high costs and predatory terms.

This report presents MAF’s Financial Facts label as a model for communicating loan
terms in a clear, transparent, and recognizable format. The time is ripe to introduce a
new tool for sifting through potential hidden fees, interest rates and other costs
associated with financial products offered by lenders.

The loan value and the number
of payments for this specific

The financial facts label
introduces “% of Monthly Debt

loan is stated here

Loan payments are averaged to
illustrate how monthly payments
are allocated between principal,
fees and interest

The monthly payment is broken
down to demonstrate how much____|
is paid towards the principal,
loan fees, and interest

The annual percentage rate/
(APR) is the annualized total cost

of the loan that includes
interest and total fees

The interest rate used to
calculate the loan payments

- -
Financial Facts
Loan value $1,000
18 monthly payments
|

Average Amount Per Payment

Principal $55 Fees & Interest $7
% of Monthly Debt Budget *

Monthly Payment $62 14%

Principal $55

Loan Fees $3

Interest $4
|
APR 14% + Total Fees $50
Interest Rate 8% - Total Interest $68

Late Payment $15 - | ISIRSIGSTISIN

* Percent of Monthly Debt Budget value is based on the
loan payment divided by the recommended consumer
debt-to-income ratio of 15 percent, using a $3,000
after-tax monthly income level. Debt budget will vary
according to your income level.

Income levels: $2,000 $3,000 $4,000 $5,000 $6,000
Debt budget: $300 $450 $600 $750  $900

Numbers rounded to nearest dollar.

Budget”for borrowers to
consider the loan’s monthly
payment on thier monthly
cash flow based on the
recommended
debt-to-income ration of 15%

Indicates the portion of the
monthly debt budget used
by loan payment

The total cost of the loan
equals fees plus interest

——Total paid equals the total cost
of the loan plus the principal

\ The debt-to-income ratio uses
the after-tax monthly income
of $3,000 which is about 70%
of the U.S. median household
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The Financial Facts label began with an investigation into the price of small-dollar
loans. In 2010, MAF conducted a secret shopper survey, “Just the Financial Facts,
Please!,” which analyzed the costs of borrowing $1,000 in San Francisco’s Mission
District across 57 different lenders, such as check cashers, payday lenders, remittance
stores, and banks. After analyzing the results, MAF developed the Financial Facts label
as a way to present small-dollar loan information to consumers. Modeled on the
Nutritional Facts label, the Financial Facts label makes loan features clear: total amount,
number and amount of monthly payments and fees, annual percentage rate, late
payments, and total cost. Just as the Nutritional Facts label offers a standardized
framework for consumers to evaluate food content according to the percentage of daily
recommended calorie intake, the Financial Facts label uses a percentage of monthly debt

budget to help consumers assess loan affordability.

After releasing the 2010 report, MAF initiated a test of the label to investigate its
effectiveness, the results of which are presented below.

Credit Deserts

At the time when 43% of U.S. households are living in “liquid asset poverty” and must
borrow to make ends meet, low income families face an increasing scarcity of low-cost
credit. ! Between 2007 and 2010, a sluggish economy and tighter lending has resulted in
a reduction of more than 50% in the amount of available consumer credit (including
auto loans, credit cards, consumer-finance loans, and student loans), from $887 billion
to $433 billion.?

The lack of available low-cost credit leads low-income individuals to turn to high-cost,
predatory loans. This pattern is similar to the nutrition and obesity crisis in America —
in many low-income communities, people who live in a “food desert” have minimal
access to affordable and nutritious food, which increases their risk of obesity and

1 CFED. (2012). Assets and Opportunity Scorecard: A Portrait of Financial Insecurity and Policies to Rebuild Prosperity in America.
2 Silver-Greenberg, J. (2010, December 24). Payday Lenders Go Hunting. Wall Street Journal. Retrieved February 5, 2012, from:
http://online.wsj.com/article/SB100014240527487035486045
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diabetes.® Without a grocery store nearby, consumers pay 3% to 37% more for food
from corner stores which stock high-fat, processed foods with a long shelf life.*

Like a “food desert,” a “credit desert” results in borrowers consuming more high-cost
loans, to the detriment of their overall long-term financial health.

Predatory Debt

Fringe financial lenders target low-income individuals with few assets and thin or
damaged credit histories.> Payday lenders, for example, tend to cluster in low-income
neighborhoods where residents have no or low credit scores.® In 1996, an estimated
2,000 payday lending stores operated in the U.S. By 2007, the number of payday
lenders ballooned to approximately 24,000.” The result: in 2010 alone, consumers paid
almost $7.5 billion to borrow approximately $40 billion from payday lenders.® That
year, 1.6 million Californians borrowed $3.12 billion from payday lenders, at an APR of
414%. The average borrower took out 7.5 loans.’

The explosive growth of payday corner stores concentrated in low-income communities
is a tell-tale sign of the prevalence of credit deserts and mounting indebtedness among
low-income families.

3 Daniel Chinni and Paul Freedman. “The Socio-Economic Significance of Food Deserts.”
http://www.pbs.org/mnewshour/rundown/2011/06/the-socio-economic-significance-of-food-deserts.html. June 29, 2011.

4 Food Empowerment Project. “Food Deserts.” http://www.foodispower.org/food deserts.htm and Bryan Walsh. “It’s Not Just
Genetics,” Time Magazine. http://www.time.com/time/magazine/article/0,9171,1813984,00.html#ixzz1docWz5AY. June 12, 2008.

5 Robin Prager. “Determinants of the Locations of Payday Lenders, Pawnshops and Check-Cashing Outlets” Federal Reserve Board, 2009-33
¢ Prager (2009)

7 Prager (2009)

8 This includes estimates of both storefront and Internet payday loans. Burtzlaff, D., & Groce, B. (2011). Industry Report: Payday Loan
Industry (pp. 1-51). Stephens Investment Bankers.

o Jurgens, R. “California Legislature May Expand Lending Limit,” SF Public Press (December 15, 2011) from
http://sfpublicpress.org/news/2011-12/california-legislature-may-expand-lending-limit
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Drowning in Debt

The past two decades have resulted in a sharp increase in American consumer debt. The
Federal Reserve Board’s Survey of Consumer Finances reveals that the average family’s
debt-to-income ratios grew by 69% over twenty-four years, up from .89 in 1983 to 1.49
in in 2007.

While debt levels rose for every income group during this period, low-income families
experienced the sharpest increase. The Survey of Consumer Finance shows that for
families in the bottom income quintile (those making below $21,000), the debt-to-
income ratio almost tripled. In 1983, for every dollar earned by such families, 88 cents
was owed in debt (Figure 1). By 2007, that group incurred $2.59 in debt for every dollar
earned.

Household Debt to Income Ratios
by Income Distribution (2007 dollars)
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FIGURE 1. Source: Federal Reserve Board, Survey of Consumer Finances, 1989-2007
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Stagnating wages have played a part in exacerbating high debt-to-income ratios, with
the inflation-adjusted median wage decreasing by 2% from 2000 to 2010 (Figure 2). With
less earned income, families find it harder to pay down existing debts. A study by
Demos found that low-income families are now spending more than half of their
income on debt.!? The difficulty balancing checking accounts and making ends meet is
further evidenced by a staggering $38 billion in non-sufficient funds and overdraft fees
charged to households in 2009.1

Median Wages (2010 Dollars)
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FIGURE 2. Source: US Census Bureau, Current Population Survey
Annual Social and Economic Supplements, 2010

Even as the economy improves, low-income families are unable to control their debt.
The 2009 Survey of Consumer Finance reported an overall decrease in consumer debt in
the two previous years, with median debt decreasing by 3% to 6% in the top four
income quintile brackets. In the bottom quintile, however, the median debt increased by
8.9% during this period.

Without effective financial tools to help low-income borrowers better manage their
debt, this trend will not end soon. As a means of providing transparent, easy-to-
understand information, the Financial Facts label can help families make better financial
decisions and avoid bad debt in the first place.

10 http://www.demos.org/pubs/TheColorofDebt-FactSheet.pdf
11 Flores, G. M. (2010). 2009 Fee Analysis of Bank and Credit Union Non-Sufficient Funds and Overdraft Protection Programs (pp. 1-23).
Bretton Woods Inc.
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A Pilot Test: The Financial Facts Label

Credit has always played an integral role in American society. Today, Americans are borrowing
to live. Debt is taking over the lives of those who can least afford it.

Inspiration for the Financial Facts label stemmed from a national study conducted by
the University of Chicago in 2009.!> The study found that disclosing loan fees and costs
to consumers had a statistically significant impact on their decision making, with
informed consumers 11% less likely to take out a payday loan. That study, however, did
not test any particular method or format of disclosure. After developing the Financial
Facts label, Mission Asset Fund conducted a pilot test in San Francisco to learn how
effective it would be in educating consumers.

Methodology

For the pilot test, MAF researchers collected one-page loan documents from financial
service providers (a pawn shop, a micro-lender, and a credit union) and created more
readable versions using the Financial Facts format. This test focused on the monthly
payment amount, a key factor used by consumers in determining loan affordability.
Participants, who received no information about the test’s purpose until after their
responses were recorded, were entered in a raffle to receive a $25 raffle card. The pilot
test took place in October 2011 with 74 San Francisco participants.

Each participant received one of the original loan documents and was asked to
determine the loan’s monthly payment amount. After writing down the answer, they
were provided with a Financial Facts label for the same loan, and asked the same
question. Researchers recorded the time it took to derive each answer.

Results

The results of the pilot test underscore the importance of providing consumers with
clear and transparent loan disclosures. The following metrics were analyzed by the
research team:

e The percentage of participants who correctly determined the monthly loan payment

e Length of time it took participants to reach an answer

12 Bertrand, O. and Morse, A. “Information Disclosure, Cognitive Biases and Payday Borrowing,” (University Chicago Booth School
of Business), October 2009.
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e Participants’ ratings on ease of coming to an answer

e Participants’ reactions to the Financial Facts label

The formats of the loan payment amounts varied among the original loan documents:
two presented the monthly payments as a schedule of charges; the third provided a
schedule of payments on a two-week basis. Although these forms do not require the aid
of a calculator or complicated arithmetic to obtain the monthly loan amount, some
participants spent as long as seven minutes on the test question, with the average
respondent taking 90 seconds.

Only 23% of respondents correctly determined the monthly payment amount from the
original loan documents. By contrast, participants took an average of less than 16
seconds to determine the monthly payment from the Financial Facts label. With 80%
accuracy, consumers were far faster at determining the answer from looking at the
Financial Facts label.

Loan Financial Facts
Documents Label
% of participants who
correctly provided the
monthly payment
amount

23% 80%

Average time it took
participants to study
the loan documents to
provide an answer

90 seconds 16 seconds

Average rate of
difficulty provided by
participants on a scale
of 1to5

515 1.5
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After answering each test question, researchers asked consumers to rate how easy or
how hard it was to determine the monthly loan payment amount. On average,
respondents reported that determining the monthly payment from the original loan
documents was more than twice as hard as the Financial Facts label. Only 26% of
respondents rated this task “easy” or “very easy” with the original loan documents;
77% of respondents found the same task “easy” or “very easy” with the Financial Facts
label.

Loan Documents Financial Facts Label

“The loan document is difficult to “The Financial Facts label is much
understand.” easier.”

“My boyfriend has paid $3,000 of “The Financial Facts label is fantastic.

fees on a $5’OOO loan from [a payday People recognize this format. I'm

lender]. He had no idea what he was hypoglycemic and I'm always
getting into.” looking for proteins and fats on the

nutritional label. This is easier
because I recognize it.”

“This one is so much easier. I think
“Hard, hidden and unclear.” they should all look like the
Financial Facts label.”
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Conclusion

Low-income families need access to affordable credit.

Policy

The consequence of limiting their access to mainstream =PSRRI

financial institutions is an increased reliance on fringe

for small-dollar loans

lenders that are ubiquitous in credit deserts.

As payday lenders broaden their reach, predatory debt
erodes the financial stability of low-income families.
Americans’ skyrocketing debt-to-income ratio indicates
a systemic problem that can jeopardize post-recession
economic recovery.

Congress has already recognized that hard-to-

Establish a normative
metric to help
consumers calculate
the costs and
affordability of loans

understand loan documents are part of this problem.
The formation of the Consumer Financial Protection
Bureau (CFPB) adds the authority to make disclosures
work for struggling families. While the Truth in
Lending Act requires lenders to disclose APR and late
payment charges, this information isn’t enough for
customers to know how much a loan will actually cost
them. Consumers don’t know the likelihood of

Standardize the form
and content of loan
disclosure documents
to enable consumers
to assess loan
affordability

incurring a late payment charge, rolling over a payday
loan, or buying back a pawned item. Fringe lenders do,
and they have an unfair advantage.'®

Adopting the following policy changes will go a long
way towards improving the debt crisis for low-income

Require lenders to
provide standardized
disclosures to
consumers

families: 1) a significant increase in the minimum wage,
2) the expansion of the Child Tax Credit and the
Earned Income Tax Credit to cover more working
families, and 3) regulate and standardize small-dollar
loan disclosures to better protect consumers. The
transparent, easy-to-understand disclosure that the
Financial Facts label provides is a first step.

Evaluate the
effectiveness of loan
disclosures on
consumer behavior
through research

13 Bar-Gill, O., and Board, O. (2010). Product Use Information and the Limits of Voluntary

Disclosure. New York University Law and Economics Working Papers, 1-38.
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Appendix

Snapshots of Loan Documents and Financial Facts labels used in Pilot Study
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Financial Facts

Loan amount $150
1payment over 4 months

Average Amount Per Payment

Principal $150 Fees & Interest $24
% of Monthly Debt Budget *

Monthly Payment $174 38%

Prindpal $150

Loan Fees $24

Interest $0
SR e S e T
APR 47% = Total Fees $24

Total Interest S0
Total Paid $174

Interest Rate 0% =
Late Payment $0 =

Warning: This loan exceeds the recomaended gorton of
yourmonthly debtbudget,

*Fercert of Moathly Debs Badget value = basad or the
tean payrrent divided by the peconmendead consamsy
dete ta neare ratie of 16 percent, usng a $2,000
after-tax manthly ircome lavel Dk budget wil vary
acconding ta your ncome lewdl.

4000 85000 S6,000
€03 §730  §900

ACOMW yels:
Tedit bucgen

Nurabers raunded 1a neare dallar.

Financial Facts

Loan amount $1,600
30 bi-weekly payments

Average Amount Per Payment

Principal $53 Fees & Interest $10
- % of Monthly Debt Budget *
Monthly Payment 5136 30%
Principal 5116
Loan Fees $3
Interest $17
APR 29% ¢ Total Fees 550

Interest Rate 24% » Total Interest 309
Late Payment $15 « Total Paid $1,900

Warning:Ths loan exceeds the recommerded partion of
your monthly deb budget.

*Percent of Monthly Debt Budger value is based on the
loan payrrent divided by the recarrmended consumes
debtto ircorre ratio of 15 percent, using a $3.000
after-tax ronthly ircome level. Ceist budget wil vary
2¢cording to your neaerm level

Income levels: $2.000 $1,000 $4.000 $5,000 $6.000
Debtbudger: $300  $450 SE0D  $7%0  $900

Numizers rounded to nesrest dollar.

Financial Facts

Loan amount $1,000
18 monthly payments

n a
g Y

Principal $56

Fees & Interest 59

% of Marehly Debe Budget *
Monthly Payment 565 14%
Principal $56

Loan Fees $1

Interest $8

Total Fees 515
Total Interest $151
Total Paid $1,166

APR 20%% *
Intereést Rate 18% =

Late Payment 52«

®Percent of Monthly Debt Budgest vakee s basnd on the
loan payment divided by the recommended consumer
ome ratio of 15 percent. uging a 53,000
GRERY PCOTE IEVEL LASDT UG WIF VY
cordng 1o yow income level

Incame livels: $2000 $30%0
Dbt buckget

0 55,000 56000
150 SW0

Nurrbers rounded 10 noaneit dola
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About Mission Asset Fund

Mission Asset Fund (MAF) is a non-profit organization in San Francisco that helps low-income
individuals with limited assets and thin credit histories become visible and active participants in the
U.S. financial mainstream. By pairing credit-building loan products with actionable financial
education, MAF helps people avoid predatory loans and build financial stability.

Our work would not be possible without sage guidance from our Board of Directors and the passion
and talent of our staff.
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