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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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