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Introduction

ew families in the United States today could pay cash for a home, their children’s

college education, a new car, or a major family medical emergency. Most families

need to borrow money to create economic opportunities for themselves or protect
their financial security. Access to credit helps families get ahead in life—to start a new
business or pursue an education—and ensure that unforeseen setbacks, such as a tempo-
rary decline in income, do not result in unpaid bills or sharp cuts in living standards.

For many families, especially minorities and those with low incomes, access to credit
opens doors that were previously closed—literally so in the case of homeownership. In
the wake of the recent subprime home lending crisis, however, access to credit is be-
coming more restrictive across all credit products, from credit cards to home mortgages,
car loans to consumer installment lines of credit, even while persistent differences in ac-
cess to credit and in the cost of that credit are still based on race, ethnicity and income.

Specifically, African-American and Hispanic families are still denied credit more often
than white families with the same income, and low-income families are more often
denied access to credit than middle-income and higher-income families—even when
low-tncome families apply for credit in line with their income and creditworthiness. 'This type of
discrimination in the credit marketplace remains pervasive despite a number of regula-
tory efforts to make access to credit non-discriminatory and to make access to credit for
low-income families on par with that for wealthier families.

This report extrapolates from the most recent data and existing literature two overarch-
ing reasons for persistent discrimination: product steering, in which financial institutions
decide which products to offer to which borrowers and on which terms; and industry
segmentation, in which different financial institutions specialize in lending to different
kinds of customers. Some of these discriminatory patterns appear to be intentional;
others are the result of the growth and breadth of today’s credit markets.

The laws of our nation and our common values dictate that access to credit and the
costs of credit should not be determined by one’s race, ethnicity or even income. If
someone is creditworthy, that person should have access to credit at the same price as
everyone else. As the detailed findings of this report demonstrate, there is clear evidence
of continuing discrimination. Specifically:
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* Loan denials are more likely for

low-income and minority fami-
lies. African-American families were
about twice as likely as white fami-
lies to be denied credit in 2004, the
last year in which complete data are
available. Hispanics and low-income
families are also more likely than their
white or wealthier counterparts to

be denied credit. These differences

in loan denial rates persist even after
other factors, such as credit history, are
taken into account.

Minority families and low-in-
come families feel discouraged
from applying for loans. The share
of minority families who felt discour-
aged from applying for a loan was
more than four times larger than that
of white families in 2004. And the
share of low-income families who felt
discouraged from applying for credit
was more than twice that of middle-
income families and almost nine times
that of high-income families. Large dif-
ferences persist even after accounting
for other factors, such as credit history.

Differences in credit constraints
by race and ethnicity persist. The
difference between African Americans
and whites with respect to credit con-
straints—loan denials and being dis-
couraged from applying for a loan—
widened to a gap of 95.8 percent
between 1998 and 2004 from a gap of
82.9 percent between 1989 and 1995.

Credit constraints affect a wide
range of loans. The most frequent
denials of credit because of race and
ethnicity occur with credit card appli-
cations (43.5 percent), but other forms
of credit also make up substantial
shares of loan denials. For instance,
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22.5 percent of denied applications for
Hispanics were for car loans between

1995 and 2004.

® Minority families and lower-in-
come families face higher costs
of borrowing. Both the share of
debt payments to debt as well as the
rate of interest charged on that debt
tend to be higher for minority families
and lower-income families. These dif-
ferences in the costs of credit persist
even after controlling for other factors.

= Cost differences persist over
time: Minority families and lower-in-
come families were consistently more
likely than their white or wealthier
counterparts to have higher debt pay-
ments relative to debt. The difference
in borrowing costs for African Ameri-
cans and for whites has diminished
over time but is still evident.

* Higher costs of borrowing are
tied to different credit products:
Minority families and lower-income
families have larger shares of loans
in the form of credit card debt and
consumer installment loans. Eleven
percent of Hispanic families, for exam-
ple, borrowed from finance companies
in 2004, compared to only 7.3 percent
for whites. The cost of this credit was
also higher for Hispanic families than
for white families. The median interest
rate on installment loans was 9.9 per-
cent for whites in 2004 in contrast to
13.3 percent for Hispanics.

Clearly, fair and equitable access to credit
remains a problem for low-income and
minority families. The data point toward
persistent differences across race, ethnic-
ity, and income even though there are
certain trends that show progress in some
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areas. For example, while credit market
discrimination with respect to loan deni-
als has remained high for African-Ameri-
can families, the cost differential with
white families has decreased.

Still, the data indicate that lower-income
and minority families had less access to
credit than white families and higher-in-
come families. In the wake of recent finan-
cial market turmoil, especially in the home
mortgage marketplace, there are concerns
that credit access will decrease and espe-
cially affect those who may need it the
most—low-income and minority families.

One fear is that the deterioration of loan
quality will lead banks to restrict their
lending. Indeed, since the middle of
2006, the quality of banks’ loan portfolios
has deteriorated as foreclosures and loan
defaults have risen. Data from the Federal
Deposit Insurance Corporation show that
the share of mortgages that were delin-
quent in the first quarter of 2007 was the
highest since FDIC began collecting these
data in 1990.

In addition, the Mortgage Bankers As-
sociation reported recently that the
share of mortgages that entered into the

foreclosure process in the first quarter of
2007 was the highest since 1979. Other
measures of household economic distress,
such as credit card default rates and bank-
ruptey rates, also rose throughout 2006.

Faced with this decline in loan qual-

ity, banks have begun to tighten credit
standards. Data from the Federal Reserve
show that loan officers have become
stricter in their mortgage lending stan-
dards than at any point since 1991.

Given the findings in this report that low-
income and minority families have less
credit access than more wealthy families
and white families, it is reasonable to
assume that minorities and low-income
families will disproportionately feel the
effects of the current credit tightening.
These families will have fewer chances
to create economic opportunities for
themselves or build assets to ensure their
future economic security.

In the following pages, the analysis will
first examine the most sweeping data on
credit access to establish a baseline for
more a detailed multivariate analysis of
the same data to highlight continuing dis-
crimination in the credit marketplace.
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Credit Access by the Numbers

To analyze access to credit and the quality of credit, this report relies on a household
survey conducted periodically by the Federal Reserve Board, This data set, known as
the Survey of Consumer Finances, includes comprehensive information on household
debt and assets. The SCF surveys a cross-section of the U.S. population every three
years. The survey covers all forms of financial and non-financial assets as well as many
forms of credit, such as credit card debt, mortgages, margin debt, loans against pension
plans, and life insurances, among others.

The last available survey year is 2004. Consistent data are available since 1989. Al-
though the interest of the survey is to compile an accurate picture of financial assets
and debt in the United States, the SCF tends to over-sample high-income families. This
means the SCF may miss less formal financial interactions—such as those with pawn-
brokers or check cashing outlets, which may be more prevalent among lower income
families—but capture those families’ interactions with formal financial markets.

This study of the SCF data will first examine how many families have access to any
credit.! Specifically, the study will analyze data on the denial rates of loan applications,
the reasons for loan denial, and the types of loans for which applications are most often
denied. Second, the report will study the costs of credit for people who have debt and
the contributing factors to these cost differences, such as the types and sources of loans.
In each case, the differences by income, race, and educational level are considered.

Loan denial rates stay high for low-income and minority families

A first indicator of credit access is whether a family has been denied an application for
a loan. Based on the SCE, our analysis considers a borrower to have been denied credit
if he or she applied for credit, was turned down, and could not secure the full amount
afterwards. Bear in mind as we examine these data that the economic literature suggests
two relevant hypotheses when it comes to access to credit:

® Due to financial market deregulation, increased competition, and better use of tech-
nology, it is possible that loan denial rates for everybody, but especially for low-in-
come and minority families, have declined over time.
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= Loan denial rates are expected to be
higher for lower-income and minor-
ity families than for their wealthier or
white counterparts, although again it
is possible that these differences may
have shrunk over time as greater com-
petition may have reduced financial
market discrimination.

The SCF data show that the share of loan
denials has been stable over time. In 2004,
the share of families with loan denials

was 13 percent, up from 11.6 percent in
1989 and from 12.3 percent in 2001 (see
Table 1).2 There is no sign that loan denial
rates have declined over the years.

As expected, loan denial rates vary by
race and ethnicity. The denial rate for
African-American families in 2004 was
about twice as large as that for white
families—22 percent as compared with
10.8 percent. For Hispanic families, the
ratio was closer to one in six compared
with white families who could not get the
full credit amount for which they had ap-
plied (see Table 1).

Denial rates also tend to decline at
higher income levels. Families with
incomes in the top fifth of the income
distribution, or those earning more than
$88,030 in 2004 dollars, had denial
rates of 4.5 percent in 2004, compared
to 15.7 percent for families in the mid-
dle quintile, or those earning between
$34,738 and $55,331 in 2004 dollars.
For lower income families, the situation
1s even worse—families earning between
$18,500 and $34,738 in 2004 dollars

faced denial rates of 19.4 percent.

Finally, denial rates tend to decline with
age. Older applicants had a better chance
of obtaining the loan they applied for
than younger ones. Families with a head

of houschold between the ages of 25 and
34 had a loan denial rate of 24.0 percent,
almost one in four, while families between
the ages of 45 and 54 had loan denial
rates of about half that percentage, at
12.9 percent (see Table 1).

Minority families, young families, and
moderate-income families tend to have
higher loan denial rates than their coun-
terparts, and there is no clear sign that
denial rates have declined over time. On
the contrary, for almost all groups, loan
denial rates were higher in 2004 than in

1989 and in 2001.

In addition, differences in denial rates
seem to have widened by age and by
income. Over time, families in the top
40 percent of income distribution have
had increasingly lower denial rates than
the rest of the income distribution. The
same pattern is true between African-
American families and white families,
although the gap has narrowed between
Hispanic and white families (See Ta-

ble 1, page 6).

The analysis so far ignores the possibility
that some families may feel discouraged
from applying for a loan since they expect
to be turned down anyway. If access to
credit has increased over time then the
share of families who feel discouraged
from borrowing should also decline.

The SCI data can shed light on this
issue as well. The SCF asks families if
they thought about applying for a loan
in the previous five years but did not do
so because they thought they would be
turned down. The figures show that for
most families, the share of families who
felt discouraged from applying for a loan
either increased over time or remained
constant.” For the population as a whole,
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TABLE 1: SHARE OF FAMILIES, WHO WERE DENIED CREDIT, 1989 TO 2004

1989 1992 1995 1998 2001 2004 1989-2001 2001-2004 1989-2004

Applied, denied, and could not get full amount elsewhere

Total 11.6% 14.8% 12.1% 12.6% 12.3% 13.0% 0.7% 0.7% 1.4%
White 10.1% 12.4% 10.3% 11.5% 10.8% 10.8% 0.8% 0.0% 0.7%
Black 13.0% 25.4% 20.2% 20.0% 18.3% 22.0% 5.3% 3.7% 9.0%
Hispanic 20.6% 21.6% 17.0% 13.9% 16.1% 18.1% -4.5% 2.0% -2.5%
Bottom quintile 11.9% 17.2% 13.0% 12.7% 12.2% 13.2% 0.3% 1.0% 1.3%
Second quintile 17.1% 17.8% 15.1% 15.4% 17.0% 19.4% -0.1% 2.4% 2.3%
Middle quintile 11.3% 16.8% 13.0% 16.7% 15.0% 15.7% 3.6% 0.7% 4.4%
Fourth quintile 12.2% 12.6% 12.0% 10.4% 11.0% 12.7% -1.2% 1.7% 0.5%
Top quintile 4.8% 8.1% 6.1% 7.0% 5.8% 4.5% 1.0% -1.3% -0.3%
2510 34 19.5% 21.9% 20.4% 23.0% 23.4% 24.0% 3.9% 0.5% 4.5%
45 to 54 10.7% 13.9% 12.2% 1.7% 9.9% 12.9% -0.8% 3.1% 2.3%
65 and older 2.0% 3.3% 2.4% 1.7% 2.1% 2.6% 0.1% 0.5% 0.6%

Did not apply because of fear of being turned down

Total 5.5% 5.3% 8.3% 6.7% 7.0% 6.9% 1.5% -0.1% 1.4%
White 3.4% 3.7% 5.7% 4.4% 4.1% 4.9% 0.7% 0.7% 1.5%
Black 13.5% 8.6% 21.3% 15.2% 16.6% 14.9% 3.2% -1.8% 1.4%
Hispanic 10.5% 14.6% 13.8% 17.3% 16.5% 11.9% 6.0% -4.6% 1.4%
Bottom quintile 10.8% 8.8% 15.2% 12.5% 13.6% 11.9% 2.8% -1.7% 1.2%
Second quintile 5.9% 5.9% 8.7% 8.3% 9.7% 10.2% 3.9% 0.5% 4.4%
Middle quintile 3.6% 4.9% 8.3% 4.6% 5.8% 6.6% 2.2% 0.8% 3.0%
Fourth quintile 2.7% 3.4% 3.4% 3.4% 3.3% 2.6% 0.7% -0.7% 0.0%
Top quintile 2.8% 2.0% 2.3% 2.1% 1.5% 2.9% -1.3% 1.3% 0.1%
25t0 34 7.7% 8.5% 13.4% 10.2% 9.4% 11.2% 1.7% 1.9% 3.5%
45 to 54 6.0% 4.9% 8.6% 7.6% 7.1% 6.1% 1.1% -1.0% 0.1%
65 and older 2.6% 1.8% 3.5% 1.8% 2.7% 1.8% 0.1% -0.9% -0.8%

Household is credit constrained

Total 17.1% 20.0% 20.4% 19.3% 19.3% 19.9% 2.2% 0.6% 2.8%
White 13.5% 16.1% 15.9% 15.9% 15.0% 15.6% 1.5% 0.7% 2.2%
Black 26.5% 34.1% 41.5% 35.2% 34.9% 36.9% 8.4% 2.0% 10.4%
Hispanic 31.1% 36.2% 30.8% 31.2% 32.6% 30.0% 1.5% -2.6% -1.1%
Bottom quintile 22.7% 26.0% 28.3% 25.2% 25.8% 25.1% 3.2% -0.7% 2.4%
Second quintile 22.9% 23.8% 23.9% 23.7% 26.7% 29.6% 3.8% 2.9% 6.7%
Middle quintile 14.9% 21.7% 21.3% 21.3% 20.8% 22.3% 5.9% 1.5% 1.4%
Fourth quintile 14.8% 16.0% 15.4% 13.8% 14.3% 15.3% -0.5% 1.0% 0.5%
Top quintile 7.6% 10.1% 8.4% 9.1% 7.3% 1.4% -0.3% 0.0% -0.2%
25to 34 27.2% 30.4% 33.8% 33.3% 32.8% 35.2% 5.6% 2.4% 8.0%
45 to 54 16.7% 18.8% 20.8% 19.2% 17.0% 19.0% 0.3% 2.1% 2.4%
65 and older 4.6% 5.2% 5.9% 3.5% 4.8% 4.4% 0.2% -0.4% -0.2%

Notes: All figures in percent. Changes are in percentage points. Author’s calculations based on Survey of Consumer Finances.




W w w

.americanprogress.org

6.9 percent felt discouraged from apply-
ing for a loan in 2004, marginally down
from 7.0 percent in 2001 and up from
5.5 percent in 1989 (see Table 1). Again
there is no indication that families be-
came less credit constrained.

Just as with denial rates, however, the
share of discouraged families varied with
race, income, and age. Minorities were
substantially more likely to feel discour-
aged from applying than whites; lower-in-
come families tended to be more dis-
couraged than higher-income ones; and
younger families felt that they would be
denied credit more frequently than older
families. These gaps have either stayed
constant or widened over time, rather
than declined (see Table 1).

The results of the analysis so far indi-
cate that credit access has not materially
changed between 1989 and 2004. To

be sure, the rise in denial rates may also
reflect a growing share of applications,
which could increase the likelihood that
more people are denied credit, all else be-
ing equal, because people who previously
had not even contemplated applying for
a loan now apply. To control for changes
in denial rates, this study calculated the
ratio of denials to applications, since
improvements in credit access would not
be measured by smaller denial rates but
rather by a decline in denials relative to
applications (see Table 2).

The result of that analysis: the ratio of
denials to applications was essentially
unchanged between 1995 and 2004. In
1995, the first year for which these data
are available, the ratio of denials to appli-
cations was 19.1 percent, while nine years
later it was 18.9 percent. At least in the
aggregate, there is not much evidence of
greater access to credit.

Furthermore, the gap in credit access
widened by race, income, and age. For
instance, in 2004, whites had the lowest
ratio of denials to applications of any
year, at 15 percent, down from 16 percent
in 2001 and 15.7 percent in 1995. In con-
trast to this small improvement for whites,
African Americans saw their denials rela-
tive to applications increase to 39.2 per-
cent in 2004, up from 30.6 percent in
2001 and from 35.9 percent in 1995.

Similarly, the ratio of denials to applica-
tions for Hispanics was unchanged be-
tween 2001 and 2004 at 30.8 percent, a
slight increase from 28.9 percent in 1995.
In addition, the gap between moder-
ate-income and higher-income families
widened and younger families became in-
creasingly more likely to be denied credit
relative to applications.

Reasons for denial reflect
credit history, low income,
and low wealth

The SCI data provide some information
on the reasons for loan denials. Assuming
that the reasons are reported accurately,
or at least with no systematic error, by the
families who were denied credit, these
data can shed some light on the obstacles
that families face in improving credit ac-
cess and what may be done to increase
credit access.

The main reason for the loan denials was
that borrowers did not meet a lender’s
criteria for a specific loan, either because
the borrower had a spotty or limited
credit history or because the loan was

too large, among other, similar reasons.
Close to three-quarters of people were
denied credit because they did not meet a
bank’s criteria for the loan for which they
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TABLE 2: SHARE OF FAMILIES, WHO APPLIED FOR CREDIT, 1995 TO 2004

org

1995 1998 2001 2004 1995-2001 2001-2004 1995-2004

Total 63.6% 63.5% 64.8% 68.7% 1.2% 3.9% 5.0%
White 65.3% 65.9% 67.5% 72.1% 2.3% 4.6% 6.8%
Black 56.4% 54.1% 59.8% 56.1% 3.4% -3.7% -0.3%
Hispanic 58.8% 54.8% 52.2% 58.7% -6.6% 6.5% -0.1%
Bottom quintile 35.0% 37.6% 36.2% 44.2% 1.2% 8.0% 9.2%
Second quintile 61.2% 56.8% 61.0% 60.2% -0.2% -0.8% -1.0%
Middle quintile 72.5% 73.3% 73.0% 73.0% 0.6% 0.0% 0.6%
Fourth quintile 82.1% 80.4% 77.6% 81.8% -4.5% 4.2% -0.3%
Top quintile 79.4% 79.2% 80.4% 85.0% 1.0% 4.6% 5.6%
25to0 34 78.7% 76.1% 80.0% 78.6% 1.3% -1.4% -0.2%
45 to 54 74.7% 72.0% 72.9% 78.6% -1.8% 5.7% 3.9%
65 and older 27.5% 25.6% 28.5% 41.6% 1.0% 13.1% 14.1%
Ratio of denials to applications

Total 19.1% 19.9% 19.0% 18.9% -0.1% 0.0% -0.1%
White 15.7% 17.5% 16.0% 15.0% 0.3% -1.1% -0.8%
Black 35.9% 37.0% 30.6% 39.2% -5.3% 8.6% 3.3%
Hispanic 28.9% 25.4% 30.8% 30.8% 1.9% 0.0% 1.9%
Bottom quintile 37.3% 33.8% 33.7% 29.8% -3.5% -4.0% -7.5%
Second quintile 24.7% 27.1% 27.8% 32.2% 3.1% 4.4% 7.5%
Middle quintile 17.9% 22.8% 20.5% 21.5% 2.6% 1.0% 3.6%
Fourth quintile 14.6% 13.0% 14.1% 15.5% -0.4% 1.3% 0.9%
Top quintile 1.7% 8.8% 7.2% 5.3% -0.5% -1.9% -2.4%
25t0 34 25.9% 30.2% 29.3% 30.5% 3.4% 1.2% 4.6%
45 to 54 16.3% 16.2% 13.6% 16.5% -2.8% 2.9% 0.1%
65 and older 8.8% 6.7% 714% 6.3% -1.4% -1.1% -2.6%

Notes: All figures in percent. Changes are in percentage points. Author’s calculations based on Survey of Consumer Finances.

applied. Among them, almost one-third
of families who had been denied credit
in the past five years had not gotten the
desired credit because of their potentially
spotty record and another 13.2 percent
were denied credit because they had no
credit history (see Table 3).

Next, about one in five families were
denied their loan applications because
of financial reasons, such as insufficient
income or wealth. Thus credit histories
and lack of financial resources, either by
themselves or relative to the size of the
loan, explained 80.4 percent of all loan

denials between 1995 and 2004. There
are few differences in the reasons given
for loan denials by demographic char-
acteristics, which seems to suggest that
getting a loan application approved is
mainly tied to credit history and finan-
cial resources.

But that’s not the end of the story. Our
analysis shows that families are denied
credit not just for perfectly sound busi-
ness reasons, such as bad credit or trying
to borrow too much. Often when families
are denied credit it is for a credit card
application. A little over 40 percent of all
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TABLE 3: SHARE OF LOAN TYPE THAT WAS DENIED SINCE 1995

PERSONAL CREDIT FINANCIAL
CHARACTERISTICS CHARATERISTICS CHARACTERISTICS
Tl IS mountofdebt Mo ce
possibly bankruptcy ability to repay history
64 66 62
Total 2.0% 73.5% 32.8% 14.1% 13.2% 20.4%
White 2.0% 74.4% 33.5% 14.9% 11.7% 18.9%
Black 1.8% 73.1% 35.9% 13.0% 12.8% 21.7%
Hispanic 1.9% 66.9% 23.7% 12.9% 22.5% 28.5%
Bottom quintile 2.6% 62.3% 25.6% 8.4% 17.8% 29.5%
Second quintile 1.8% 72.5% 31.6% 11.5% 17.0% 21.4%
Middle quintile 1.3% 77.8% 36.3% 15.5% 11.3% 18.0%
Fourth quintile 2.7% 79.4% 37.6% 20.8% 6.2% 14.0%
Top quintile 2.0% 73.5% 36.2% 20.9% 6.7% 20.4%
25t0 34 1.1% 76.7% 36.3% 11.5% 15.4% 19.1%
45 to 54 1.7% 73.3% 34.2% 15.4% 7.5% 22.8%
65 and older 10.9% 53.5% 23.5% 18.2% 2.6% 25.4%

Notes: All figures in percent. Author’s calculations based on Survey of Consumer Finances.

families were denied a credit card ap-
plication between 1995 and 2004 (see
Table 4), but credit card loan denial rates
were particularly high for low-income
and high-income families. This com-
parison between the least wealthy and
the wealthiest in our society is mislead-
ing, however, since low-income families
depend disproportionately more on credit
card debt than high-income families.
Thus the denial of a credit card appli-
cation to a low-income family is likely a
more serious barrier to overall credit ac-
cess than it is for a high-income family.

The remaining loan denials were spread
out broadly among a number of forms
of credit. Sixteen percent of the denied
applications were for car loans, 12 per-
cent were for installment or consumer
loans, 9.7 percent were for mortgages,
and 8.0 percent were for lines of credit,
such as home equity lines of credit (see

Table 4). Among these types of bor-
rowings, there were some variations by
demographic characteristic. Hispanic
families, middle-class families with in-
comes in the fourth quintile, and families
with head or heads of household be-
tween the ages of 45 and 54 had relative-
ly high loan denial rates for mortgages.
The same is true for installment loans.
In comparison, Hispanic families, low-
income families and young families had
relatively high denial rates for car loans.
And the denial rates for lines of credit
are comparatively high for high-income
families and families with head or heads

of household 65 and older.

All of these small variations indicate
there is no simple one-size-fits-all rule
that explains why different groups of
borrowers had easier access than oth-
ers to one particular form of credit. Yet,
despite the variety of conclusions based
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TABLE 4: SHARE OF LOAN TYPE THAT WAS DENIED

MORTGAGE ~CARLOAN NSTALIMENT ~ CREDIT  LNEOF  STUDENT  PERSONAL  opypp
LOAN
Total 9.7% 16.0% 12.0% 43.5% 8.0% 0.9% 4.0% 6.0%
White 10.0% 14.9% 12.0% 43.9% 8.7% 0.6% 2.8% 7.2%
Black 7.2% 16.8% 13.2% 42.7% 7.4% 0.9% 6.7% 5.2%
Hispanic 12.0% 22.5% 10.2% 41.2% 4.9% 1.1% 3.4% 4.7%
Bottom quintile 7.2% 18.8% 11.2% 47.0% 3.7% 1.0% 0.0% 11.1%
Second quintile 8.9% 17.2% 1.7% 43.5% 7.1% 0.7% 5.6% 5.3%
Middle quintile 9.7% 15.9% 13.1% 41.3% 10.0% 1.1% 33% 5.6%
Fourth quintile 13.7% 14.5% 13.5% 38.7% 9.7% 1.0% 2.1% 6.8%
Top quintile 11.0% 7.5% 9.2% 48.5% 13.5% 0.0% 1.6% 8.8%
25t0 34 9.0% 18.7% 10.6% 45.1% 6.7% 1.1% 3.7% 5.2%
45to 54 12.8% 8.8% 15.2% 40.9% 8.9% 1.0% 3.8% 8.5%
65 and older 6.9% 14.0% 12.2% 42.3% 16.7% 0.0% 3.4% 4.4%

Notes: All figures in percent. Author’s calculations based on Survey of Consumer Finances.

10

on the descriptive statistics, there is still
significant evidence of credit market
discrimination as our detailed analysis
below demonstrates.*

Credit access also means
credit affordability

Aside from getting a loan application
approved, the other aspect of credit
access 1s the cost of credit. As the re-
cent experience in the marketplace for
subprime home mortgages has shown,
many borrowers can often secure some
form of credit, albeit at often unsus-
tainable costs. When the costs of credit
are high or very volatile, borrowers can
often find themselves unable to ser-
vice their debts in a timely, consistent
fashion. The recent wave of subprime
mortgage lending is now being followed
by record high foreclosure rates as many
borrowers find themselves burdened
with unaffordable loans.

The best way to approximate the cost of
credit is to calculate the ratio of debt pay-
ments to outstanding debt. The sum of all
debt payments captures a number of com-
ponents of the costs of debt: interest, fees,
and other payment terms. Debt payments
are then added up for all forms of out-
standing credit, in essence creating a pay-
ment measure that is a weighted average
across all loans. This method of calculating
the cost of credit is preferable to a simple
interest rate measure, which only reflects
one condition on the most recent loan.

Since the payments-to-debt ratio is a
composite measure that captures all pay-
ments and all loan values, it is important
to keep in mind that there are several fac-
tors at play here. First, this ratio is likely
influenced by the age of the borrower.
Older families are more likely to have
paid off a larger share of their debt. Yet
payments may not decline with age be-
cause payments include a growing share
of principle over time.
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TABLE 5: MEDIAN DEBT PAYMENTS

1989 1992 1995 1998 2001 2004 1989-2001 2001-2004 1989-2004

Relative to debt

Total 28.2% 24.9% 23.7% 21.6% 20.8% 16.8% -1.4% -4.0% -11.4%
White 25.5% 23.0% 22.0% 20.4% 19.6% 15.7% -5.9% -3.8% 9.7%
Black 36.0% 30.0% 30.0% 29.4% 28.6% 22.1% -1.5% -6.4% -13.9%
Hispanic 29.9% 30.0% 25.0% 29.7% 25.9% 19.7% -4.0% -6.2% -10.2%
Bottom quintile  36.6% 30.0% 30.0% 30.0% 30.0% 27.7% -6.6% -2.3% -8.9%
Second quintile 30.0% 30.0% 30.0% 30.0% 30.0% 23.2% 0.0% -6.8% -6.8%
Middle quintile 30.0% 27.3% 25.7% 24.0% 24.6% 17.4% -5.4% -1.1% -12.6%
Fourth quintile 23.1% 22.0% 20.0% 17.8% 18.7% 16.0% -4.5% 2.7% -1.2%
Top quintile 20.3% 17.6% 17.1% 16.7% 15.9% 13.3% -4.3% -2.6% -1.0%
25to0 34 25.4% 26.6% 22.7% 20.7% 20.3% 15.0% -5.2% -5.3% -10.5%
45 to 54 28.0% 22.8% 21.0% 20.1% 19.6% 16.1% -8.4% -3.5% -11.9%
65 and older 30.0% 30.0% 30.0% 30.0% 30.0% 25.9% 0.0% -4.1% -4.1%

Notes: All figures in percent. Changes are in percentage points. Author’s calculations based on Survey of Consumer Finances.

Second, the composition of debt mat-
ters.” Mortgage debt tends to be cheaper
than other forms of credit, while credit
card debt tends to be more expensive than
mortgages and home equity lines. Mort-
gages tend to be secured by real assets and
not just income. In addition, lenders can
reduce their risk exposure by bundling
and selling their mortgages to a third party
through securitization. Hence, mortgages
tend to cost less than other forms of credit.

Importantly, the cost difference between
mortgage credits and other forms of
credit is often nuanced, as the recent ex-
perience in subprime lending has shown.
In recent years, a growing share of
mortgage borrowers have received loans
in the subprime market, where costs
tend to be higher. Many subprime loans,
though, were also adjustable rate mort-
gages, or ARMs, which offered borrow-
ers initially lower interest payments. The
upshot, for the purposes of our analysis,
1s that over the time period under inves-
tigation there are two competing forces

at work: a growing share of subprime
mortgages, which would imply higher
costs, as well as more ARMs, which, at
least initially, mean lower payments.

Third, payment conditions are included
in the ratio of payments to debt. Some
families may deliberately seek condi-
tions, such as longer repayment peri-
ods, to reduce their monthly payments.
Lower principle payments due to a
longer payment period can offset higher
interest rates to combine to lower total
debt payments.

How important are payment condi-
tions? One way to gauge people’s choices
for payment conditions is the share of
ARMs, since they initially offer lower
payments.®” There is no systematic differ-
ence in the average share of ARMs out
of total mortgages between whites, Afri-
can Americans, and Hispanics.? This is
important, since the results of our analy-
sis show that if the shares of ARMs are
an appropriate indicator of the likelihood

1"
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TABLE 6: SUMMARY STATISTICS ON INTEREST RATES IN 2004

CREDIT CARDS  MORTGAGES CAR LOANS EDE;:;I;)N LINE OF CREDIT INS[in.hI:IISENT VX\EIIEGRI:\EIIE)
Median interest rates on specified loans
Total 12.0% 6.0% 6.9% 4.0% 5.0% 11.0%
White 12.0% 5.9% 6.5% 4.0% 5.0% 9.9%
Black 12.0% 6.5% 9.0% 4.6% 5.0% 12.0%
Hispanic 12.9% 6.2% 8.0% 4.0% 4.8% 13.3%
Bottom quintile 12.9% 6.5% 8.0% 4.0% 5.0% 13.5%
Second quintile 12.9% 6.5% 7.9% 4.0% 5.5% 13.0%
Middle quintile 12.0% 6.1% 7.5% 4.0% 5.3% 11.0%
Fourth quintile 12.0% 5.9% 6.5% 4.1% 5.0% 9.4%
Top quintile 12.0% 5.6% 5.5% 4.3% 4.5% 7.9%
25t0 34 12.0% 5.9% 6.9% 4.1% 5.4% 10.0%
45 to 54 12.5% 6.0% 6.0% 4.1% 4.8% 11.7%
65 and older 12.0% 6.0% 6.5% 5.0% 4.8% 14.7%
Average interest rates on specified loans
Total 12.7% 6.3% 7.7% 4.9% 5.7% 12.3% 6.6%
White 12.6% 6.2% 7.2% 4.7% 5.7% 12.1% 6.5%
Black 13.2% 7.4% 10.0% 5.7% 6.4% 12.6% 8.1%
Hispanic 13.6% 6.7% 9.2% 4.6% 5.8% 12.7% 7.0%
Bottom quintile 13.3% 7.2% 9.0% 5.2% 5.6% 14.2% 8.9%
Second quintile 13.4% 7.0% 8.9% 5.3% 6.6% 14.0% 8.4%
Middle quintile 13.0% 6.6% 8.8% 4.8% 6.4% 11.3% 7.3%
Fourth quintile 12.4% 6.2% 73% 4.6% 5.8% 11.1% 6.8%
Top quintile 12.0% 5.7% 5.9% 4.8% 5.1% 9.7% 5.4%
25t0 34 13.0% 6.2% 8.1% 4.9% 6.8% 11.8% 7.1%
45 to 54 12.9% 6.3% 7.5% 5.4% 5.9% 12.7% 6.3%
65 and older 12.6% 6.1% 6.9% 4.8% 4.8% 13.0% 7.0%
Shares of families with interest rates 8 pct. pt. above prime rate in 2004
Total 46.7% 1.6% 11.2% 1.6% 3.9% 40.4%
White 46.0% 0.9% 8.9% 0.9% 3.8% 37.1%
Black 47.3% 1.7% 233% 5.4% 7.8% 48.7%
Hispanic 53.1% 2.2% 18.5% 0.7% 0.0% 51.3%
Bottom quintile 52.5% 4.2% 13.6% 3.8% 2.1% 52.4%
Second quintile 50.9% 4.0% 16.5% 4.3% 8.2% 51.6%
Middle quintile 48.2% 1.7% 16.5% 1.3% 8.4% 37.1%
Fourth quintile 43.8% 1.7% 10.0% 0.5% 2.9% 28.9%
Top quintile 43.2% 0.2% 33% 0.0% 2.0% 25.1%
25t0 34 47.2% 1.4% 13.5% 2.3% 12.2% 34.0%
45 to 54 49.1% 1.6% 10.8% 0.3% 4.3% 41.4%
65 and older 48.3% 0.0% 5.4% 0.0% 0.0% 61.5%

Notes: All figures in percent. Author’s calculations based on Survey of Consumer Finances.
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of families to choose lower principal pay-
ments, then all else being equal, the data
drawn from the SCF and analyzed by the
ratio of debt payments to outstanding
debt captures differences in higher fees
and interest rates by race and ethnicity.

In contrast, the share of ARMSs out of
total mortgages tends to be high for low-
income families and high-income families
and lower in the middle of the income
scale. This trend would suggest that dif-
ferences in other costs of credit between
low-income and middle-income families
may be understated.

Minority families and low-
income families pay more
for their debt

The median ratio of debt payments to
debt for all families has declined over
time. In 2004, the typical borrower had
payments equal to 16.8 percent of their
total debt, down from 28.2 percent in
1989 (see Table 5). This suggests that
lower interest rates translated into lower
payments for the typical family—and

this trend of declining payments per
outstanding debt holds for all groups.
Indeed, the trend is most pronounced
among African-American families,
middle-income families, and families with
head or heads of household between the
ages of 45 and 54. For instance, African-
American borrowers paid 22.1 percent of
their debt in debt payments annually in
2004, down from 36.0 percent in 1989.

Even after the decline in debt payments

relative to total debt, large differences

in the costs of debt persist. Most impor-

tantly minorities pay more for their debt
relative to the amount of their debt than
whites; low-income families pay more
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than higher-income ones; and families

over the age of 65 pay more than their
younger counterparts, relative to their

remaining amount of debt.

In particular, African Americans paid
22.1 percent of their debt in debt pay-
ments in 2004, compared to 19.7 per-
cent for Hispanics, and 15.7 percent for
whites. That is, for each dollar of debt
they owed, whites paid $0.06 less than
African-Americans. On a $100,000 loan,
this means $640 less in debt payments
over the course of a year.

For minority families and low-income
families, these differences likely reflect
higher costs of debt. In contrast, though,
the lower payments relative to debt by
age may also reflect the fact that older
families likely have less outstanding debt,
while their payments on many forms of
credit may be constant over time.

To get at these cost differences, we consid-
er the interest rates charged for loans to see
if there are systematic differences across
groups. This comparison is only sugges-
tive of the cost differences because interest
rates are only recorded for the most recent
loan in a particular loan category and be-
cause interest rates do not include fees and
other non-interest costs of loans.

The result of this analysis: interest rates
tend to be higher for minorities than for
whites, and higher for low-income fami-
lies than for higher-income ones (see Ta-
ble 6). Specifically, median interest rates
are either equal or higher for minorities
than for whites, and for low-income fami-
lies compared with higher-income ones.
A similar pattern emerges when average
interest rates, instead of median interest
rates, are considered (see Table 6).
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TABLE 7: AVERAGE SHARES OF SPECIFIED DEBT IN 2004

worTGAces  GUERTSIDENIAL  OTMELUNS  CREDTOMD  WTALMENT orgnpcgr
Total 75.3% 8.6% 0.7% 3.0% 10.8% 1.6%
White 75.8% 8.2% 0.8% 2.9% 10.5% 1.8%
Black 70.5% 6.2% 0.0% 3.7% 18.2% 1.4%
Hispanic 76.8% 7.9% 0.5% 33% 10.9% 0.6%
Bottom quintile 60.4% 5.6% 1.2% 5.9% 25.0% 2.8%
Second quintile 70.6% 3.6% 0.6% 5.3% 18.7% 1.5%
Middle quintile 76.8% 3.9% 0.5% 4.7% 13.5% 0.9%
Fourth quintile 79.6% 3.9% 0.8% 3.3% 12.4% 0.5%
Top quintile 74.6% 13.1% 0.4% 1.7% 7.2% 2.2%
25t0 34 77.2% 3.1% 0.7% 2.7% 15.8% 1.1%
45 to 54 76.2% 1.7% 0.6% 2.9% 7.4% 4.4%
65 and older 62.2% 9.5% 2.0% 4.6% 17.4% 2.8%

Notes: All figures in percent. Author’s calculations based on Survey of Consumer Finances.
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This trend also means that the average
rate of interest across all forms of debt,
weighted by the respective forms of credit,
was higher for minority families, low-in-
come families and young families than for
their respective counterparts. For example,
African-American families had an average
interest rate of 8.1 percent on all of their
debt in 2004, compared with 6.5 percent
for whites and 7.0 percent for Hispanics.
Indeed, the share of minority families and
low-income and moderate-income fami-
lies with very high interest on their debt

is greater than for their counterparts (see
Table 6). For example, the share of Afri-
can Americans with mortgages that had
interest rates that were at least eight per-
cent above the prime rate was 7.7 percent
in 2004, compared with 2.2 percent for
Hispanics and only 0.9 percent for whites.

In addition, the share of Hispanics with
credit card interest rates that were at

least eight percent above the prime was
53.1 percent, compared with 47.3 percent
for African Americans and 46 percent for

whites. A similar pattern exists for low-
income and moderate-income families.
While 52.5 percent of families in the bot-
tom income quintile had credit card in-
terest rates that were at least eight percent
above the prime rate, only 43.2 percent
of families in the top quintile had such
high interest rates in 2004 (see Table 6).

Higher debt payments likely reflect high-
er-cost loans for minority families and
low-income families. This suggests that
minority families and low-income families
are both more likely to be denied credit
and face higher costs for their credit than
their counterparts.

Minorities and low-income fami-
lies have more high-cost debt

The relatively higher debt payments of
minorities also reflect a larger share of
loans from more costly sources, particular-
ly installment loans, and a smaller share
from less costly sources, such as mortgag-
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es. For instance, the average share of in-
stallment loans was 18.2 percent for Afri-
can Americans, but only 10.5 percent for
whites and 10.9 percent for Hispanics (see
Table 7). Similarly, lower-income families
had one-fourth of their debt in install-
ment loans, compared to 13.5 percent for
middle-income families and 7.7 percent
for families in the top fifth of the income
distribution (see Table 7).

The figures show that lower-income fami-
lies and minority families tend to receive
relatively more credit than their coun-
terparts from sources that are typically
more expensive, such as installment loans,
whereas other groups rely more heavily on
cheaper sources, such as mortgages. It is
important to keep in mind, however, that
the varying reliance on different sources
of income reflects differing economic
fundamentals. Specifically, higher-income
families can offer more collateral, both

in the form of income and wealth, which
tends to give them more access than low-
er-income families to lower-cost debt.

Yet this cost increase from the composi-
tion of credit comes in addition to minor-
ity families and lower-income families be-
ing charged higher interest on the same
types of loans as their counterparts. This
interest rate differential may in part re-
flect differences in credit history, but it is
also in part a reflection of credit market
discrimination.

Minorities and low-income
families depend on more
costly lenders

It is possible that the institution from
which the loan originates can have an
effect on the costs of credit. In particu-
lar, credit unions tend to offer lower-cost
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forms of credit than many other institu-
tions. To simplify the discussion, financial
institutions are combined into three cat-
egories: credit unions, traditional lenders,
and consumer lenders. Traditional lend-
ers comprise commercial banks, savings
and loan institutions, and non-deposit-
taking mortgage banks, while consumer
lenders are credit card companies and
finance companies.

Credit unions, which may offer lower-cost
credit, account for only 3.6 percent of all
debt (see Table 8). White families tend

to have more credit from credit unions
than non-white families; middle-income
families tend to have more credit from
credit unions than either low-income or
high-income families; and families in the
middle of the age range owe more debt
to credit unions than either younger or
older families.

Traditional lenders are less important to
African Americans, lower-income fami-
lies, and older families than their coun-
terparts. Strikingly, Hispanics receive

46 percent of their loans from real estate
lenders, a greater share than for any
other group. In contrast, whites and Afri-
can Americans receive only 34 percent of
their loans from real estate lenders.

This statistic means that the Hispanic
community’s total share of loans from
traditional lenders amounts to more
than 80 percent, while the combined
share is only 72.3 percent for African
Americans. The combined share of
credit from traditional lenders increases
with income. At the same time, families
with head or heads of household be-
tween the ages of 45 and 54 receive the
largest combined share of credit from
these three sources.
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TABLE 8: AVERAGE SHARES OF LOANS FROM SPECIFIED INSTITUTIONS

CREDIT  COMMERCIAL  SAVINGS  porure  mapmonaL  NANCE  Cop  consUMEr  oTHeR
LENDER LENDERS LENDER FINANCE

Total 3.6% 34.8% 71.3% 35.5% 77.6% 8.0% 3.3% 11.2% 7.5%
White 4.0% 36.0% 7.6% 34.0% 77.7% 7.3% 3.2% 10.5% 7.9%
Black 3.9% 31.3% 7.1% 34.0% 72.3% 83% 4.2% 12.4% 11.3%
Hispanic 1.6% 28.6% 6.4% 46.0% 81.0% 11.0% 3.7% 14.7% 2.8%
Bottom quintile 2.7% 35.6% 6.9% 24.3% 66.8% 7.4% 5.9% 13.2% 17.4%
Second quintile 4.0% 27.8% 4.5% 35.5% 67.8% 8.5% 5.4% 13.9% 14.4%
Middle quintile 3.8% 30.9% 5.8% 37.4% 74.0% 10.4% 4.9% 15.3% 6.9%
Fourth quintile 4.4% 34.6% 7.5% 36.6% 78.7% 9.0% 3.6% 12.6% 4.3%
Top quintile 3.3% 37.0% 8.1% 35.3% 80.4% 6.7% 2.2% 8.9% 1.4%
25to0 34 2.3% 31.2% 5.1% 41.0% 77.2% 9.2% 2.8% 11.9% 8.6%
45 to 54 3.4% 35.7% 8.4% 34.2% 78.3% 8.5% 3.4% 11.9% 6.5%
65 and older 3.1% 34.8% 9.3% 30.9% 75.0% 4.4% 4.8% 9.2% 12.7%

Notes: All figures in percent. Author’s calculations based on Survey of Consumer Finances.
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Finally, only minorities receive a dispro-
portionate share of credit from consumer
lenders (see Table 8). Only white families,
high-income families, and families with
head or heads of household between the
ages of 45 and 54 receive a relatively

low share of credit from finance compa-
nies and credit card lenders. Insofar as
the cost of credit increases from credit
unions to traditional lenders to consumer
lenders, it is minorities, especially Afri-
can-American families and lower-income
families, who may rely on more costly
institutions than their counterparts do.

Multivariate analysis
for loan denial and
credit constraints

So far, our analysis has demonstrated
that there are indications of discrimina-
tion in access to credit. Yet many interac-
tions between income, age, race, ethnicity,
and other factors make it hard to arrive
at conclusive answers on credit denials.

The data show that in the aggregate, loan
denial rates did not decline and that the
share of families who were credit con-
strained—either denied credit or discour-
aged from applying—may have increased,
if it changed at all. What was the exact
experience for African-American and
other minority families, for young fami-
lies, for low-income families, after other
important factors are controlled for?

To answer this question, I conducted a
multivariate analysis in which the influ-
ence of more than one variable on credit
access 1s examined at the same time. In
such an analysis, a logit regression is es-
timated whereby the dependent variable
is a binary variable that takes the value

of “1” if the family was denied credit at
some point in the prior five years, and “0”
otherwise.” A similar regression is estimat-
ed for the chance that a family was credit
constrained (denied credit or discouraged
from applying for a credit). A final logit
regression 1s estimated for the chance of
being discouraged from applying.
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In each case, the value of the dependent
variables is equal to one if the answer is
“yes” and zero otherwise. This approach
shows the trends for the share of credit
constraints and highlights whether loan
denials or loan discouragement are more
likely contributors to changes in credit
constraints. The explanatory variables
that are included in this multivariate
analysis fall into three categories:

® Personal characteristics, such as age,
education, family size, marital status,
race, and ethnicity

® (Credit history, specifically an indica-
tion if a family has been delinquent for
60 days or more on any bill in the past
five years, the number of institutions
with whom the family has a financial
relationship, the types of institutions
from which the family has borrowed,
and an indication if a family sees itself
more as a saver or non-saver.'”

® Financial background, particularly in-
come, assets, and homeownership."

The reason for choosing these sets of
variables is to discover the effect of age,
income, race, and ethnicity on loan deni-
als and credit constraints. The descriptive
statistics detailed in the first part of this
report suggest that minorities, lower-in-
come families, and younger families have
less credit access than their counterparts
and that these differences have increased
over time. If these results hold with re-
spect to minorities when several variables
are controlled for simultaneously, then it
would be more fully clear that financial
market discrimination exists and that it
may have increased over time."

The logit regression analysis is con-
ducted over two periods of time, 1989 to
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1995 and 1998 to 2004 since those split
the years exactly in half. The reason for
this separation is to see the differences
of the likelihood of being denied credit
over time."

Lending discrimination
still exists, but its effect
diminishes over time

The results show that, over time, differ-
ences in credit access by income have
diminished. In the past, a one percent
decline in inflation-adjusted income
translated into an increase in the proba-
bility of being denied a credit application
(see Table 9). In the latter years, income
differences had no statistically significant
effect on the chance of loan applications
being denied.

In addition, there are indications of
discrimination based on race and ethnic-
ity between 1989 and 1995 and between
1998 and 2004. Specifically, the estimated
coeflicients for African-American families
are positive and statistically significant in
both subperiods, while the coefficient for
Hispanics is only positive and significant
in the earlier period.

That 1s, minorities are more likely to be
denied credit, even after controlling for
all other factors. Odds ratios indicate
that African Americans had a 58 per-
cent greater chance than whites in the
earlier period to be denied credit, while
Hispanics had a 55.3 percent greater
likelihood than whites of being denied
credit between 1989 and 1995." In the
latter period, African Americans still had
a larger probability (51.6 percent) than
whites to be denied credit, while there
was no statistical difference between His-
panics and whites.
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TABLE 9: LOGIT REGRESSION OF LOAN DENIAL RATES

EXPLANATORY VARIABLE BEFORE 1998 AFTER 1995 AFTEI:;?AQSL?;TRA
Personal characteristics Coefficient ;:‘17;%71 Coefficient ;:/’;gg;i Coefficient ;:?/7;‘727,
Household head has less than high school degree -0.025 0.159 0.354%* 0.141 0.335%* 0.142
Household head has high school degree 0.076 0.112 0.271%** 0.096 0.244%* 0.096
Household head has some college 0.237** 0.117 0.468%** 0.100 0.437*** 0.101
Age 0.073*** 0.020 0.029* 0.017 0.019 0.017
Age? -0.001*** 0.000 -0.001*** 0.000 -0.001*** 0.000
Family size 0.053 0.037 0.059** 0.029 0.050* 0.030
Married -0.193 0.141 0.025 0.124 0.025 0.124
Single women -0.143 0.136 0.198* 0.117 0.191 0.118
African-American 0.458*** 0.121 0.416%** 0.099 0.375%** 0.099
Hispanic 0.440%** 0.167 -0.014 0.130 -0.006 0.132
Other race or ethnicity 0.192 3.317 -0.266 3.317 -0.239 3.317
Credit history Coefficient 'Ds:,';;ﬁ;: Coefficient 3:/’;:3:; Coefficient ;2‘3/7;7;‘;',
Household has been delinquent on payments IS0/ -0.155 1.309*** 0.111 (245 0.112
Household has declared bankruptcy in the past 0.904%** 0.142
Number of financial institutions 0.049* 0.026 0.036 0.026 0.037 0.026
Household has banking relationship with credit union -0.073 0.134 -0.033 0.112 -0.003 0.112
Household has banking relationship with traditional lender -0.160* 0.094 0.038 0.088 0.035 0.089
Household has banking relationship with consumer lender 0.241%%* 0.091 0.536%*** 0.080 @515 0.081
Household self-identifies as saver -0.455%** 0.091 -0.505%** 0.079 -0.480*** 0.080
Household collects debt information itself 0.099 0.098
Household relies on professionals for debt information -0.194%* 0.076
Household relies on advertisements for debt information 0.295%** 0.086
Household financials Coefficient -Ds:/’;;:grj) Coefficient ;:/’;‘ggg’j, Coefficient ;Zi';:;;i
Natural logarithm of income (in 2004 dollars) -0.104* 0.061 0.018 0.052 0.008 0.053
Natural logarithm of assets (in 2004 dollars) -0.112%#* 0.026 -0.076%** 0.023 -0.069*** 0.023
Household is home owner -0.180 0.128 -0.407*** 0.116 -0.397%** 0.116
Control variables Coefficient 'Ds:,';;ﬁ;: Coefficient 3:/’;:3:; Coefficient ;2‘3/7;7;‘;',
Constant -0.581 0.628 -1.697%** 0.529 -1.550%** 0.538

N 10705 12623 12623

F-Statistic 142.86 232.13 205.98

P-Value 0.0000 0.0000 0.0000

Notes: * denotes significance at the 10 percent level, ** denotes significance at the 5 percent level, and *** denotes significance at the 1 percent level.
Omitted categories are college education, single men, and whites.
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The upshot: Hispanics managed to erase
the difference between their group and
whites with respect to denial rates, but the
difference between African Americans
and whites dropped only marginally."

Loan denials, however, ignore families who
felt discouraged from even applying for a
loan. So the same equation is employed
for the likelihood of feeling discouraged
(see Table 10). The analysis shows that
families’ incomes do affect whether they
feel discouraged about applying for credit,
but that feeling has decreased over time
relative to income. Significantly, though,
there are differences in the data depending
on race and ethnicity.

Both Hispanics and African Americans
were more likely than whites to feel dis-
couraged about applying for credit in
both subperiods examined in the analysis.
In fact, the difference between African
Americans and whites increases over time,
while the difference between whites and
Hispanics diminishes over time. In the
earlier period, African Americans were
70.8 percent more likely than whites to
feel discouraged, compared to a 100 per-
cent difference in the latter period. The
difference between Hispanics and whites
declined from 54.7 percent between 1989
and 1995 to 44.2 percent between 1998
and 2004. Sall, after controlling for other
relevant factors, minorities were signifi-
cantly more likely to be discouraged from
applying for a loan than whites.

When these two measures are combined
into one indicator of credit constraints,
there remains significant evidence of
credit market discrimination against
African Americans (see Table 11). The ef-
fect of income declines over time, so that
it 13 statistically insignificant during the
years 1998 to 2004. Also, the differences

AUGUST 2007

between Hispanics and whites decline
over time, so that there is no statistically
significant difference between 1998 and
2004. In contrast, the difference between
African Americans and whites widened
from a gap of 82.9 percent in the earlier
period to a gap of 95.8 percent in the
latter period. That is, financial market
discrimination against African Americans
seems to have increased over time.'®

Multivariate analysis
for loan payments
relative to debt

A similar multivariate test performed

to assess the cost of debt reveals similar
patterns of discrimination. In this case,
a weighted ordinary least squares regres-
sion is used, which shows the simulta-
neous effects of a series of variables on
the ratio of debt payments to total debt.
The dependent variable is the ratio of
debt payments to debt. The explanatory
variables that are included here fall again
into three broad categories:

® Personal characteristics, such as age,
education, family size, marital status,
race, and ethnicity

= (Credit history, specifically the number
of institutions with whom a family has
a financial relationship, and an indica-
tion if a family sees itself more as a
saver or non-saver

® Iinancial background, particularly
income and the share of mortgages
out of total debt as a proxy for debt
composition.'’

The results of the analysis illustrate that

income used to have a distinct inverse re-
lationship with debt payments relative to
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TABLE 10: LOGIT REGRESSION OF SHARES OF FAMILIES FEELING DISCOURAGED FROM APPLYING FOR A LOAN

AFTER 1995 EXTRA

EXPLANATORY VARIABLE BEFORE 1998 AFTER 1995 VARIABLES
Personal characteristics Coefficient g:’;;?;: Coefficient g:e‘wlr;;e;;: Coefficient g:e‘wlr;;e;;:
Household head has less than high school degree 016152 0.201 0.789%*** 0.174 0.784%%* 0.174
Household head has high school degree 0.231 0.156 0.363*** 0.136 08552 0.137
Household head has some college 0.244 0.178 0.297** 0.150 0.289* 0.150
Age 0.092%** 0.026 0.093%** 0.022 0.090%** 0.022
Age? -0.001*#** 0.000 -0.001*** 0.000 -0.001*** 0.000
Family size 0.029 0.044 0.070** 0.033 0.069** 0.033
Married 0.077 0.196 0.088 0.155 0.083 0.156
Single women 0.278 0.175 0.312%* 0.149 0.305%* 0.149
African-American Q557 0.153 016935 0.126 0.689%** 0.126
Hispanic 0.436** 0.204 0.366** 0.158 0.353** 0.159
Other race or ethnicity 0.351 3317 0.206 3317 0.222 3.317
Credit history Coefficient ;Z/’;:;zc,’, Coefficient ;z’/’;;%c,’, Coefficient ;2?/’;;%71
Household has been delinquent on payments 0.382* 0.201 0.503*** 0.155 0.474%** 0.156
Household has declared bankruptcy in the past 0.279 0.172
Number of financial institutions -0.164*%** 0.046 -0.221%** 0.043 -0.220%** 0.043
Household has banking relationship with credit union -0.234 0.210 -0.350* 0.187 -0.337* 0.186
Household has banking relationship with traditional lender -0.184 0.129 -0.172 0.129 -0.174 0.130
Household has banking relationship with consumer lender 0.308** 0.126 -0.100 0.107 -0.121 0.108
Household self-identifies as saver -0.209 0.130 -0.166 0.107 -0.155 0.107
Household collects debt information itself 0.164 0.124
Household relies on professionals for debt information -0.138 0.106
Household relies on advertisements for debt information 0.086 0.124
Household financials Coefficient g:i’;:;;: Coefficient g:i’;:;;: Coefficient g:i’;:;z:
Natural logarithm of income (in 2004 dollars) -0.276%** 0.075 -0.110* 0.066 -0.118* 0.066
Natural logarithm of assets (in 2004 dollars) -0.018 0.036 -0.068*** 0.025 -0.066*** 0.026
Household is home owner -0.321* 0.176 -0.495%** 0.158 -0.484%** 0.158
Control variables Coefficient ;Z/’;:;zc,’, Coefficient ;z’/’;;%c,’, Coefficient ;2?/’;;%71
Constant -1.180 0.828 -2.184%%% 0.709 -2.166%** 0.712

N 10705 12623 12623

F-Statistic 67.08 152.53 127.05

P-Value 0.0000 0.0000 0.0000

Notes: * denotes significance at the 10 percent level, ** denotes significance at the 5 percent level, and *** denotes significance at the 1 percent level.

Omitted categories are college education, single men, and whites.
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TABLE 11: LOGIT REGRESSION ANALYSIS OF CREDIT CONSTRAINTS

AFTER 1995 EXTRA

EXPLANATORY VARIABLE BEFORE 1998 AFTER 1995 VARIABLES
Personal characteristics Coefficient ;:7;3;: Coefficient 3:/’;;7;7, Coefficient ;:7;3;:
Household head has less than high school degree 0.233* 0.136 0.645%** 0.121 0.634%%* 0.122
Household head has high school degree 0.135 0.098 0.338%** 0.085 31755 0.086
Household head has some college 0.259** 0.107 0.467%** 0.091 0.440%** 0.091
Age 0.084*** 0.017 01058 0.015 0.045%** 0.015
Age? -0.001%** 0.000 -0.001*** 0.000 -0.001%** 0.000
Family size 0.062* 0.036 0.085%** 0.026 Q@77 0.026
Married -0.123 0.129 0.054 0.109 0.051 0.109
Single women 0.014 0.119 0.307*** 0.104 0.297%** 0.104
African-American 0.604%** 0.108 0.672%** 0.089 0.638%** 0.089
Hispanic 0.527%** 0.149 0.151 0.114 0.155 0.115
Other race or ethnicity 0.270 3.317 -0.113 3.317 -0.089 3.317
Credit history Coefficient g:’;;‘;;: Coefficient g:’;;‘-;;i Coefficient g:’;;?;:
Household has been delinquent on payments IIS85E 0.155 1.405%** 0.115 1.334%%* 0.116
Household has declared bankruptcy in the past 0.890%** 0.135
Number of financial institutions -0.010 0.026 -0.036 0.027 -0.037 0.027
Household has banking relationship with credit union -0.142 0.122 -0.141 0.108 -0.119 0.108
Household has banking relationship with traditional lender -0.201%* 0.082 -0.054 0.081 -0.059 0.082
Household has banking relationship with consumer lender 0.278*** 0.080 0.324%** 0.069 0.294%** 0.070
Household self-identifies as saver -0.423%** 0.080 -0.447*** 0.069 -0.426%** 0.069
Household collects debt information itself 0.148* 0.085
Household relies on professionals for debt information -0.205%** 0.067
Household relies on advertisements for debt information 0.277%%* 0.079
Household financials Coefficient g:’;.':;;: Coefficient 3:/’;;7;: Coefficient ;zav';:;;:
Natural logarithm of income (in 2004 dollars) -0.187*** 0.056 -0.014 0.049 -0.024 0.050
Natural logarithm of assets (in 2004 dollars) -0.102%** 0.024 -0.108*** 0.020 -0.100%** 0.020
Household is home owner -0.248%* 0.111 -0.475%** 0.102 -0.466%** 0.102
Control variables Coefficient g:’;;‘;;: Coefficient g:’;;‘-;;i Coefficient g:’;;?;:
Constant 0.399 0.570 -0.899* 0.500 -0.803 0.506

N 10705 12623 12623

F-Statistic 179.46 333.60 288.02

P-Value 0.0000 0.0000 0.0000

Notes: * denotes significance at the 10 percent level, ** denotes significance at the 5 percent level, and *** denotes significance at the 1 percent level.

Omitted categories are college education, single men, and whites.
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TABLE 12: REGRESSION ESTIMATES FOR DEBT PAYMENTS RELATIVE TO TOTAL DEBT
AFTER 1995 EXTRA

BEFORE 1998 AFTER 1995 VARIABLES
Personal characteristics Coefficient g:i’;;%i Coefficient 3:‘?/’;;3’.;1 Coefficient 3:/’;;7;7,
Household head has less than high school degree 0.172%* 0.073 0.133** 0.060 0.132%* 0.060
Household head has high school degree 0.118%** 0.031 0.036 0.025 0.036 0.026
Household head has some college 0.027 0.042 0.003 0.033 0.003 0.033
Age 0.001 0.008 0.010** 0.004 0.010** 0.005
Age? 0.000 0.000 -0.000 0.000 -0.000* 0.000
Family size 0.007 0.013 0.011 0.009 0.011 0.009
Married 0.063 0.051 0.035 0.039 0.035 0.039
Single women 0.035 0.062 -0.017 0.039 -0.016 0.039
African-American 0.155%* 0.074 0.074* 0.045 0.075* 0.046
Hispanic -0.025 0.084 0.028 0.058 0.03 0.058
Other race or ethnicity 0.029 0.061 -0.016 0.056 -0.016 0.056
Credit history Coefficient gg’;;%z Coefficient g:?/’;;%i Coefficient g:’;;‘-;;i
Household has been delinquent on payments 0.054 -0.106 -0.088** 0.038 -0.084** 0.038
Household has declared bankruptcy in the past -0.033 0.043
Number of financial institutions -0.025%** 0.010 -0.012 0.008 -0.012 0.008
Household has banking relationship with credit union 0.031 0.035 0.010 0.026 0.009 0.026
Household has banking relationship with traditional lender 0.007 0.035 -0.014 0.032 -0.015 0.032
Household has banking relationship with consumer lender -0.198*** 0.038 -0.183%** 0.037 -0.183%** 0.037
Household self-identifies as saver 0.026 0.028 0.044%* 0.022 0.043* 0.022
Household collects debt information itself -0.020 0.036
Household relies on professionals for debt information 0.010 0.024
Household relies on advertisements for debt information -0.001 0.024
Household financials Coefficient g:’;;:;z Coefficient g:‘?/’;;%z Coefficient 3:/’;;7;:
Natural logarithm of income (in 2004 dollars) -0.060* 0.034 -0.007 0.018 -0.007 0.018
Natural logarithm of assets (in 2004 dollars) -0.002 0.017 -0.021* 0.011 -0.021* 0.011
Household is home owner -0.057 0.069 0.039 0.067 0.038 0.067
Share of mortgages out of total debt -0.395 3317 -0.439 3317 -0.437 3317
Control variables Coefficient ;Z?/’;::;g’l’ Coefficient ;Z,/’;gt%i Coefficient ;Z’/’;:g;:
Constant 1.318%** 0.365 0.672*** 0.170 0.686*** 0.168
N 8009 9475 9475
F-Statistic 66.42 77.29 67.09
P-Value 0.0000 0.0000 0.0000

Notes: * denotes significance at the 10 percent level, ** denotes significance at the 5 percent level, and *** denotes significance at the 1 percent level.
Omitted categories are college education, single men, and whites.
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debt, meaning that the costs of debt de-
cline with rising incomes. This is not true
in the later subperiod, when the effect of
income becomes statistically insignificant.
What’s more, African-Americans tend

to have higher debt payments relative to
debt than whites in both subperiods (see
Table 10). This likely reflects almost uni-
versally higher interest rates for minori-
ties than for whites (see Table 6)."* The
important point here is that discrimina-
tion in the cost of credit based on race i3
clearly evident, even though its effect has
diminished over time.

Yet there are also more subtle differences
evident in the data analysis. The changes
for minorities show two divergent trends.
African Americans who saw increasing
discrimination with respect to credit con-
straints also experienced a declining differ-
ence 1n the cost of credit relative to whites.
It seems that greater self-selection (by not
applying for a loan) may have contributed
to African Americans with debt shrinking
the gap in credit payments relative to total
debt when compared with whites.

Two other variables exhibit odd results.
Specifically, the estimated coefhicient for
families that have been delinquent on
any payment in the past five years—a
calculation that is meant to control for a
family’s credit history—is negative in the
latter period, which implies that delin-

quent families had lower payments on
their credit. At the same time, self-identi-
fied savers showed an estimated coethi-
cient that was positive in the same period,
which implies they paid more for their
credit lines. In both cases, the estimated
coefficients may have picked up fami-
lies’ decisions to alter their payments by
systematically choosing payment condi-
tions that give delinquent families lower
payments, all else being equal, and saver
families higher payments.

On its face, this conclusion may seem
paradoxical. After all, why would families
who are presumably more able to access
cheaper credit because of their greater
savings pay more for their credit than
families who are less creditworthy?

These results, however, may reflect the
fact that delinquent families and non-saver
families may seek to lower their payments
by choosing particular payment options
such as (initially) less costly adjustable
interest rate loans. One indicator of this
phenomenon: both delinquent families
and non-saver families had larger shares
of adjustable rate mortgages out of total
mortgages in the period after 1995, when
these data first became available. That is,
delinquent and non-saver families appear
to choose payment options that systemati-
cally lower their payments, even though
their interest rates tend to be higher.

AUGUST 2007
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Conclusion
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fter years of an unprecedented expansion of credit to all borrowers, some doors
are being shut to those families most in need of credit. Lenders worried about
1sing default rates are beginning to restrict access to some borrowers, raising

the fear that borrowers who traditionally had a harder time gaining access to afford-
able (or in fact any kind of) credit may be shut out again. This may be especially true for
low-income families and minority families. As a result, families with less access to credit
could have a harder time taking advantage of economic opportunities such as buying a
home, starting a business, or gaining an education.

The results of our analysis show that minority families and low-income families still
have less access to credit than their counterparts, even after controlling for many other
factors. Specifically, minorities are more likely than whites to be credit-constrained—ei-
ther denied credit or discouraged from applying. This difference has actually grown for
African Americans, but declined for Hispanics. Also, lower-income families continue to
feel more discouraged from applying for a loan than higher-income families, even after
controlling for other factors.

In some instances, the improvements in credit constraints are offset by changes in the
cost of credit. Specifically, cost differences have shrunk over time by income and for
Hispanics relative to whites, so that there was no statistically significant difference. Yet,
African Americans still had significantly higher debt payments relative to total debt lev-
els than whites, although the gap has shrunk over time.

Combined with the earlier results, this suggests that credit access for lower-income
families has improved over time. For African Americans, it meant that the level of dis-
crimination with respect to credit access increased, while the cost differential to whites
shrank. In comparison, discrimination against Hispanics decreased, although they still
felt significantly more discouraged from applying for credit than white families.




WWW.americanprogress.org JULY 2007

Appendix 1: Literature review

There is a rich economic literature, both theoretical and empirical, that deals with the
issue of access to credit. In this section, the relevant literature is reviewed to illustrate
the following conclusions. First, credit access is critical to investment and to handling
income fluctuations. Second, credit access encompasses two important aspects—getting
a loan application approved, especially when a family needs it the most, and getting an
affordable loan approved—both instances of which suggest that minority families and
low-income families may have less credit access than their counterparts in part because
of financial market discrimination. Third, there is some suggestion that these obstacles
can be reduced, either by families establishing banking relationships with lower-cost,
more stable lenders, by relying on more stable and more affordable forms of credit, by
families gathering more and better financial information, or by policymakers fostering
more financial market competition.

Credit to finance investments and consumption smoothing

Household debt can play an important role for the economic security and mobility of
families. It allows families to purchase goods and services that they otherwise couldn’t
afford. For one, families borrow to invest in their own economic security. For instance,
homeownership can offer income and wealth security since neighborhoods with a larger
share of homeowners tend to have better-maintained properties, better schools, and ul-
timately more stable property values than neighborhoods with a smaller share of hom-
eowners.'"” Hence, the biggest reason for families to go into debt is for a home, either its
purchase or its expansion and renovation.” Other loans that fall into this category are
loans for investment properties, education loans, and car loans.”

Moreover, household debt allows families to master short-term income fluctuations.
By borrowing, families can still pay for most of their basic needs, even if their income
temporarily drops.”? Families are especially in need of this added help to master short-
term swings in income if they have little personal wealth to fall back onto.*#

Getting credit when you need it

Credit markets are essentially markets for promises. Borrowers receive money today
in exchange for the promise to repay the lender in the future. Because this promise is
fraught with uncertainty, lenders try to assess the chances of repayment based on ob-
servable characteristics of the borrower, such as income growth and collateral.

As a result of the inherent uncertainty associated with extending credit, lenders end up
restricting access to some borrowers. Lenders can never really know how good a credit
risk a particular borrower is. Only the borrower will know if he or she plans to default
on their loan obligations. The lender can only know how good a credit risk the average,
similarly situated borrower is.
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Yet there are many borrowers with above-
average default risk. If lenders tried to
charge the costs of lending to these par-
ticular borrowers to all borrowers, good
borrowers will not want to borrow at
these rates. The lender would end up with
only borrowers that have a high chance
of defaulting on their loans, thereby re-
ducing the income to the lender. Because
lenders are aware of this problem, they
prefer to set the terms of their loans be-
low the true costs of borrowers with high
default risk. In exchange, lenders limit the
amount of loans they give out, based on
observable characteristics.

This phenomenon is known as credit ra-
tioning.* Importantly, some groups of bor-
rowers are more likely than others to be
shut out of the market. This is especially
true for lower-income and minority fami-
lies, often because of lower-income growth
and fewer assets to offer as collateral.

As lenders try to evaluate the chances of
particular groups of borrowers to repay

a loan, the reasons for loan denials can

be manifold. They can include personal
characteristics of the borrower—such as
family size, marital status, living arrange-
ments, among others—and financial char-
acteristics such as credit history, income,
and wealth. Also, a credit application may
be denied because of issues associated
with a loan—a lender may be prohibited
from making a particular loan. And fi-
nally, there are reasons specific to a lender
for denying credit, e.g. a requirement to
have had a past banking relationship with

26

alender® and outright discrimination.”

Access to affordable credit

Getting a lender to say “yes” is only one
aspect of credit access. Loan terms also

WWW.americanprogress.

have to be affordable. High-cost loans
often include payday lending, car title
loans, and overdraft loans, among others.
For instance, payday loans are among the
highest cost forms of debt that borrowers
can receive. Interest rates on payday loans
average typically about 400 percent.***
According to the Center for Responsible
Lending, the typical payday borrower
pays back $793 for a $325 loan.”!

Especially low-income families and
minority families tend to borrow more
from high-cost sources.* Specifically, it
appears that payday lenders are target-
ing African American families, low-in-
come families, and military families.*
Also, repeat users of overdraft loans
seem more likely than not to be lower-
income and non-white.”* And car title
loans seem to be more prevalent among
lower-income families and military fami-
lies than among others.®

Credit card debt, which has expanded
among previously underserved groups, is
another form of credit that tends to have
above-average costs associated with it. *
Credit card debt tends to be compara-
tively costly since credit card balances
often not only incur interest that is higher
than other forms of credit, e.g. mort-
gages, but also result in borrowers being
charged a slew of fees.”

Credit card debt is relatively more preva-
lent among lower-income and minority
families than among other families.” For
instance, the ratio of credit card balances
carried forward relative to income tended
to decline with income, so that low-in-
come families have the largest credit card
balances relative to income.* Moreover,
the terms and conditions of credit cards
tend to be worse for low-income families
than for higher-income ones.*
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It matters who the gatekeeper is

The cost of debt can vary based on the
mstitution that makes the loan, since
credit markets tend to be segmented. For
one, lenders build on their experience
with particular groups of borrowers and
tailor their products to them. At the same
time, families do not have the necessary
resources to collect and digest all of the
necessary information, thereby allowing
niche markets to be created."

Second, regulatory restrictions can lead to
market segmentation. Examples of regu-
latory restrictions on particular activities
are predatory loans* and credit unions."”

Third, not all lenders will have the resourc-
es to establish a presence everywhere, thus
resulting in geographical segmentation.*

Fourth, there is some evidence of dis-
crimination. This can include red-lining,
whereby borrowers are denied credit
based on where they live, but it can also
include worse loan terms based on per-
sonal characteristics such as gender, race,
ethnicity and age.*

The segmentation of credit markets
manifests itself either in greater denial
rates of loan applications and higher
costs of loans for some groups of bor-
rowers, especially lower-income families
and minority families.

Policy changes intended to
increase financial market access

The United States has undergone large
scale financial market changes since the
early 1990s. For instance, the end of
interstate banking prohibitions in 1994
resulted in a wave of merger and acqui-
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sition activities and consolidation in the
financial services industry."® Consolida-
tion in the financial services industry

was further aided by the passage of the
Gramm-Leach-Bliley Financial Services
Modernization Act of 1999, which elimi-
nated several barriers to cross-ownership
in the financial service industry."”

Concerns have been voiced about the
impact on communities that greater con-
solidation may ultimately lead to fewer
services for already underserved com-
munities. An often-studied example is the
access of small businesses to bank credit,
which may serve as a bellwether for credit
access for other communities, particu-
larly minorities and young families, due
to some similarities such as shorter credit
histories. It seems that small businesses
did not see their access to credit shrink in
the wake of bank consolidations, possibly
aided by other policies such as the Com-
munity Reinvestment Act and the intro-
duction of new technologies."®*

There is no clear evidence that deregu-
lation in the financial services industry
harmed credit access to groups that had
less access to credit than their counter-
parts. At the same time, policy changes
were implemented that were intended to
increase credit access for groups that were
typically more likely than their coun-
terparts to be denied credit, especially
minority borrowers. These policy efforts
included more investments in financial
education, regulatory support for loans to
underserved communities such as through
the use of the Community Reinvestment
Act, and government lending programs.

In the wake of several policy changes
over the past two decades, access to
credit, particularly for minority borrow-
ers, should have improved.

27




JULY 2007

28

WWW.americanprogress.

Appendix 2: The link between
financial education and loan denial

Financial education can be an important tool for wealth creation, especially for minor-
ity and low-income families. Yet because the development of effective financial educa-
tion 1s still filled with holes, many families, especially low-income and minorities, seem
to lack the tools to evaluate credit market choices.

The SCF asks families about their sources of financial information. For simplicity, the
answers are grouped here into three categories: self information, professional advice,
and advertisements. Self information indicates that a family has gathered information
by itself from the newspaper, from radio and television programs, from the Internet,
and from friends and colleagues, among other sources. Professional advice includes
lawyers, accountants, and insurance agents, among others. Advertisements comprise all
forms of ads, including telemarketers. Survey respondents can indicate more than one
source of information.

All groups rely on their own information gathering as the primary source of financial
information relating to household debt (see Table A-1). In 2004, almost three-quarters
of families said that they collected information themselves. Importantly, there 1s little
variation by race and ethnicity, when it comes to getting informed. But only 65.4 per-
cent of families in the bottom fifth of the income distribution gather information them-
selves, while more than 80 percent in the top 40 percent of the income distribution do.

With respect to the other sources of information, people are increasingly relying on pro-
fessionals and a lot less on advertisements than they did in the past.

How does this relate to loan denial rates? Only when a family consults with a pro-
fessional do loan denial rates decrease. The value of the information collected from
professionals seems to have reduced the chance of a loan application being denied be-
tween 1998 and 2004, after loan denial rates for this group of families jumped sharply
between 1995 and 1998 (see Table A-2). This seems encouraging with respect to credit
access since families rely increasingly on professionals in making their credit choices.

However, in the other two instances more information collection is associated with high-
er denial rates. One explanation may be that families who collect information them-
selves or who rely on advertisements may overestimate their financial savvy and become
more likely than their counterparts to apply for loans they cannot qualify for (see Table
A-2). As far as their reliance on advertisements goes, this appears to be less of a concern
since fewer and fewer families consult advertisements in their decision-making.

At the same time, though, families increasingly rely on themselves to collect the infor-
mation they need. Whenever they do so and additionally consult with a professional,
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TABLE A-1: SOURCE OF FINANCIAL EDUCATION

1995 1998 2001 2004 1995-2001 2001-2004 1995-2004
Self-information
Total 64.6% 72.8% 73.9% 74.5% 9.2% 0.7% 9.9%
White 65.2% 71.6% 73.3% 73.5% 8.1% 0.2% 8.3%
Black 64.7% 72.4% 72.8% 77.5% 8.1% 4.7% 12.8%
Hispanic 57.6% 83.3% 80.0% 76.3% 22.4% -3.7% 18.8%
Bottom quintile 45.2% 63.1% 62.0% 65.4% 16.8% 3.4% 20.2%
Second quintile 59.5% 70.5% 71.2% 69.6% 11.7% -1.6% 10.1%
Middle quintile 69.9% 76.8% 75.0% 75.6% 5.2% 0.6% 5.8%
Fourth quintile 78.0% 80.6% 82.1% 82.2% 4.0% 0.2% 4.2%
Top quintile 80.0% 76.7% 80.8% 80.3% 0.8% -0.5% 0.3%
25t0 34 72.2% 85.3% 82.3% 84.7% 10.2% 2.4% 12.6%
45 to 54 72.9% 76.7% 79.7% 81.1% 6.9% 1.4% 8.2%
65 and older 40.2% 46.5% 49.6% 48.9% 9.4% -0.6% 8.8%
Professional advice
Total 30.8% 41.5% 40.6% 41.3% 9.8% 0.6% 10.4%
White 31.4% 45.2% 44.1% 45.7% 12.7% 1.6% 14.4%
Black 27.1% 31.1% 31.1% 27.7% 4.0% -3.4% 0.6%
Hispanic 31.6% 22.4% 23.8% 27.2% -7.8% 3.4% -4.4%
Bottom quintile 41.1% 26.1% 27.8% 25.4% -13.3% -2.4% -15.7%
Second quintile 32.5% 38.2% 37.0% 35.5% 4.5% -1.5% 3.0%
Middle quintile 26.0% 44.6% 42.6% 43.8% 16.7% 1.2% 17.8%
Fourth quintile 21.1% 50.2% 44.2% 46.4% 23.1% 2.2% 25.3%
Top quintile 29.1% 54.1% 53.6% 55.3% 24.5% 1.7% 26.2%
25t0 34 20.4% 36.0% 38.7% 36.5% 18.2% 2.1% 16.1%
45 to 54 25.0% 47.1% 42.7% 42.8% 17.7% 0.1% 17.8%
65 and older 51.0% 39.7% 39.5% 40.6% -11.6% 1.1% -10.5%
Advertisements
Total 32.1% 19.6% 15.7% 14.4% -16.4% -1.3% -17.7%
White 31.3% 18.6% 14.5% 14.8% -16.8% 0.3% -16.5%
Black 40.2% 28.9% 23.5% 14.4% -16.8% 9.1% -25.8%
Hispanic 28.6% 12.9% 14.0% 12.3% -14.6% -1.7% -16.3%
Bottom quintile 33.5% 13.1% 10.1% 9.3% -23.4% -0.8% -24.2%
Second quintile 28.8% 18.3% 14.2% 13.1% -14.6% -1.1% -15.7%
Middle quintile 33.1% 25.3% 17.4% 17.2% -15.8% -0.1% -15.9%
Fourth quintile 33.2% 24.5% 21.4% 16.6% -11.8% -4.8% -16.6%
Top quintile 32.3% 18.5% 16.4% 16.1% -15.9% -0.3% -16.1%
25t0 34 45.2% 22.2% 16.8% 13.5% -28.4% -3.3% -31.7%
45 to 54 32.1% 23.2% 18.8% 18.6% -13.4% -0.1% -13.5%
65 and older 18.2% 9.1% 1.5% 11.6% -10.7% 4.1% -6.6%

Notes: All figures in percent. Changes are in percentage points. Author’s calculations based on Survey of Consumer Finances.
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though, the chances of their loan being two tentative implications are that consul-
denied appears to drop (see Table A-2). tation with a professional seems to be ben-
Still, the loan denial rates remain higher eficial for credit access, while families may
for families who collect their own infor- need more education to correctly evaluate
mation than for those who do not. The the information they gather.

TABLE A-2: DENIAL RATES BY SOURCE OF FINANCIAL EDUCATION
1995 1998 2001 2004 1995-2001 2001-2004 1995-2004

Household did not collect information itself 94%  9.0% 9.0% 7.3% -0.5% -1.6% 2.1%
Household collected information itself 13.6% 14.0% 135% 15.0% -0.2% 1.5% 1.4%
Household did not rely on professionals 141% 141% 141% 157% 0.0% 1.6% 1.6%
Household relied on professionals 7.7% 10.7%  9.7% 9.3% 2.0% -0.4% 1.6%
Household did not rely on advertisements 103% 11.0% 113% 12.3% 1.1% 0.9% 2.0%
Household relied on advertisements 16.1% 194% 17.5% 17.6% 13% 0.1% 1.5%
Self-info and professional info combined

Household collects information itself and does not consult professional 14.0% 15.6% 15.0% 17.7% 1.0% 2.7% 3.6%
Household collects information itself and consults professional 10.8% 11.6% 10.9% 10.6% 0.1% -0.3% -0.2%
Household does not collect information itself and does not consult professional  145%  9.7%  10.7% 83% -3.8% -2.5% -6.3%
Household does not collect information itself and consults professional 6.6%  8.1% 7.2% 6.5% 0.6% -0.7% -0.1%

Notes: All figures in percent. Changes are in percentage points. Author’s calculations based on Survey of Consumer Finances.
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Endnotes

1 The appendix provides a detailed literature review on the importance of credit and on the various facets of credit access.

2 The years 1989 and 2001 are chosen as reference points since they are the closest data years to the last two business cycle
peaks.

w

To avoid double counting, only families who felt discouraged and were not denied credit are included here. See also Lyons
(2003) for more details.

4 Although credit history and financial resources—and income and wealth—are linked to each other, it may be possible to
improve borrowers’ credit history without substantial improvements in income or wealth through financial education. In fact,
relying on financial information from professionals, such as brokers, accountants, lawyers, among others, tends to lower the
denial rate. See the appendix for a discussion of the link between financial education and loan denials.

wul

See the appendix for a review of the relevant literature.

(o)}

The share of ARMs out of total mortgages is only used here as an indicator for a family’s desire to have lower monthly pay-
ment options. It is not an argument that families with ARMs have higher fees.

~

ARMs do not have universally lower cost. This is only true before interest rates reset to a fixed and presumably higher rate.

o8}

See Weller (2006) for details.

X}

The regression results are based on weighted regressions to resemble the descriptive results of the rest of the paper and to
take into account that the SCF over-samples high-income families.

won

10 Families are classified as “saver” if they indicated that they “save income of one family member, spend the other,”, “spend
regular income, save other income,”, or “Savesave regularly by putting money aside each month.”. They are classified as
“non-saver” if they “Don’t save—usually spend more than income they,”, “don’t save—usually spend about as much as
income,”, or “save whatever is left over at the end of the month—no regular plan.”.

—_

To test for the robustness of the results, the following variables are added for the latter time period, where the data are
available: an indicator variable if the household had declared bankruptcy over the past five years, an indicator variable if the
household relied on itself for financial information on debt, an indicator variable if the household relied on professional for
financial information on debt, and an indicator variable if the household relied on advertisements for financial information.
In each case, the indicator variable takes the value of one if the answer is “yes” and zero otherwise.

12 Economists typically consider markets discriminatory if, after controlling for all relevant effects, there is still a statistically and
economically significant difference by race, gender, or ethnicity. See Dymski (2001) for a discussion of theoretical concepts
of discrimination in economics. Blanchflower, Levine and Zimmerman (2003), Cavalluzzo and Cavaluzzo (1998), Cavalluzzo,
Cavalluzzo, and Wolken (2002), Cavalluzzo and Wolken (2005), and Dymski (2001) for examples of empirical tests of finan-
cial market discrimination.

13 A likelihood ratio Chow test rejects the null hypotheses that the estimated parameters are identical for the two subperiods in
all instances. Details are available from the author.

14 Odds ratios are not shown here, but calculated based on the estimated coefficients.

15 All results for the latter period are robust as the specification with additional variables shows. Additional regressions with
additional explanatory variables, e.g. the type of credit that was denied and the reason for the denial, did not alter the
findings here.

16 An important side note is that discrimination by gender seems to also have increased over time. In the earlier period, there is
no evidence of a statistically significant difference between single men and single women. In the latter period, for example,
single women were 35.0 percent more likely than single men to be credit constrained.

17 To test for the robustness of the regression results, the following variables are added for the latter time period, where the
data are available. The additional control variables included here are indicator variables for the type of bank, with which the
borrower has a lending relationship and one for the family having an adjustable rate mortgage. All indicator variables equal
“one" if the answer is “yes” and zero otherwise. The indicator variable for ARMs is included to proxy for a family’s desire to
lower payments in the short run.

18 Following Cavalluzzo and Cavalluzzo (1998) and estimating the regression with mortgage interest rates as the dependent
variable and the debt composition variable omitted as explanatory variable, for instance, shows a statistically significant dif-
ference between minorities and whites.
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19 See Weller and Sabatini (2007) for a detailed literature review.
20 See Weller and Douglas (2007) for details on the data.

21 The vast majority of people, 79 percent in 2005, drove themselves to work, according to the Census (2006), thereby making
a car a necessary tool for income stability.

22 Families cannot fully replace all of their lost income. Only, income volatility may be greater than consumption volatility as
families replace part of their income by borrowing more. See Krueger and Perri (2002) for a detailed discussion of the link
between income volatility, financial markets, and consumption volatility and Krueger and Perri (2005) for evidence on con-
sumption smoothing in the USUnited States.

23 Consumption smoothing is one of the primary reasons for the creation of social safety nets, such as unemployment insur-
ance, which tend to be of greater assistance to those with less personal wealth than to those with more personal wealth
(Bloemen and Stancanelli, 2005).

24 See Weller (2007a) for data on the economic security of U.S. families, which shows that the share of families who have suf-
ficient financial wealth to sustain a spell of unemployment or any other emergency has dropped precipitously since 2000.

25 This argument was developed by Stiglitz and Weiss (1981) based on the original work by Akerlof (1970).

26 Chakravarty (2002) shows that a prior existing relationship with a bank matters for a number of consumer loans, but does
not matter for credit cards and lines of credit, and that the importance of a pre-existing relationship has declined over time.

27 See Canner, Passmore, and Smith (1994), Gabriel and Rosenthal (1991), and Munnell, Browne, Lynn, and McEneaney (1996)
for details on differences in loan denial rates by race. Crook (1996) finds that, in addition to race, income and age matter,
with lower-income and older families being less likely to see their loan applications being denied. Lyons (2003) finds that
between 1992 and 1998 all families saw improved credit access with particularly strong improvements for black families and
families with low earnings.

28 The uneven access to credit, especially low access by minorities, low-income families and small businesses, has led to a
proliferation of government programs and institutions to fill the gap (Bates, 2000).

29 Fox and Guy (2005) estimate that the median annual interest rate for car title loans is about 300 percent.

30 Duby, Halperin, and James (2005) argue that overdraft fees can quickly translate into triple-digit annualized interest rates.
31 See CRL (2006) for details.

32 See Barr (2001), CFA (1998, 1999) and Stegman and Faris (2003) for an overview.

33 See CRL (2005; DOD, 2006; Graves and Peterson, 2005; Tanik , 2005) for details.

34 See James and Smith (2006) for details.

35 See Fox and Guy (2005) for details.

36 See Manning (2000) for details.

37 See Westrich and Bush (2005) for an analysis of the costs of credit cards at banks and credit unions.

38 See Bird, Hagstrom, and Wild (1998), Black and Morgan (1999), Manning (2000), and Yoo (1996) for details.

39 See Weller (2006) for details.

40 See Ausubel (1999) and Stavins (2000) for details.

4

There has been increasing attention on financial education since the lack thereof has been recognized as an important ob-
stacle to adequate wealth creation and a contributing factor to families’ economic distress (Fox, and Hoffman, 2004; Hilgert,
Hogarth, and Beverly, 2003; Weinberg, 2006). The benefits of financial education appear to be especially pronounced for
minorities and low-income families (Choudhury, 2002; Finke, Huston, Siman, and Corlija, 2005; Lyons and Scherpf, 2004;
Lyons, Chang, and Scherpf, 2006; Schug, Niederjohn, and Wood, 2006; Yao, Gutter, and Hanna, 2005). Effective financial
education, though, is still developing, especially since consistent and comprehensive evaluation tools are not yet available
(Fox and Hoffman, 2004: Fox, Bartholomae, and Lee, 2005; Lyons, Palmer, Jayaratne, and Scherpf, 2006). For the time
being, many families, especially low-income families and minoritiesy families, seem to be lacking the appropriate level of
financial education to evaluate the choices offered in the financial market.

42 See Ho and Pennington-Cross (2007) for an overview of the effects of predatory lending laws. Ho and Pennington-Cross
(2006) and Elliehausen and Staten (2004) conclude that the predatory lending law in North Carolina had the effect of reduc-
ing predatory lending, but also access to credit for lower-income families.

4

w

Limitations on credit unions’ scope and activities with respect to personal finance have decreased over time. For instance,

in the 1980s, credit unions were permitted to offer first mortgages, and in the late 1990s, credit unions have beenwere
allowed to offer membership to multiple groups (Leggett and Strand, 2002; Tripp and Smith, 1993). Following the greater
scope of credit unions, they have experienced strong growth (Goddard, McKillop, and Wilson, 2002; Kaushik and Lopez,
1994). Even if families are not credit union members, they may be able to enjoy the benefits of this strong growth since the
competition with credit unions seems to have lowered the costs of financial services at banks that directly compete with
credit unions (Emmons and Schmid, 2000; Feinberg, 2001; Feinberg and Rahman, 2001).

44 With the arrival of new technology, this has become less of an obstacle, but it remains a contributing factor. Degryse and
Ongena (2004) discuss the impact of technology on banking dispersion in Europe.
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For more details on redlining and discrimination in lending see Blanchflower, Levine, and Zimmerman (2003), Cavalluzzo and
Cavalluzzo (1998), Cavalluzzo, Cavalluzzo, and Wolken (2002), Cavalluzzo and Wolken (2005), Dymski (2001), Holloway
and Wyly (2001), Munnell, Browne, and McEneany (1996), Newman and Wyly (2004), Ross (2005), and Wyly and Hammel
(2004). The overwhelming evidence points towards the existence of at least some discrimination towards minority borrow-
ers, low-income borrowers, and possibly small business owners. There is, though, a question if discrimination has been on
the decline over the decade.
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