Banking Relationships of Lower-Income
Families and the Governmental Trend
toward Electronic Payment

Jeanne M. Hogarth and Kevin H. O’Donnell, of the difficult transition for many of them, given survey
Board's Division of Consumer and Community results on why they do not currently use the banking
Affairs, prepared this article. system.

This article examines the ways in which lower-
In the past three years, the federal government anghcome families obtain checking and credit services,
many states have lowered their costs of administeringhe effects that the government move to electronic
welfare and benefits programs by expanding the uspayment may have on these families and on deposi-
of electronic payment. These initiatives promise totory institutions, and the promotional and educational
have their greatest significance, and meet their greaefforts that may be needed to facilitate the move to
est challenge, among lower-income families, theelectronic services.
demographic group with the lowest rate of bank
account ownership and the least familiarity with elec-

tronic transactions. _ OWNERSHIP OFTRANSACTIONACCOUNTS
Although the payment programs do not require aAND USE OF FINANCIAL INSTITUTIONS
banking relationship, the move to electronic transfer

could change the financial practices of many recipi-according to the Federal Reserve Board’s Survey of
ents without a deposit account or with no bankingconsumer Finances (SCF), about 87 percent of all
relationship at all. Recipients of social security andy 5 families in 1995 had a transaction account at a
other benefits payments who do not have a checkingnancial institutiont Most of these (85 percent of all
account may well continue to obtain cash and othegyijies) had a checking account, and 36 percent of
financial services from alternative service providers,,| tamilies had a savings account (table 1: also see
such as check cashing outlets and grocery stores. By, “Account Ownership over Time")?

in light of the increased promotion of direct deposit,

many of these recipients may be more inclined to

open a deposit account. The attraction of a bank 1. Except as noted, data in this article are from the SCF. Details on
account for some families without one may becomethe survey and its results are available in Arthur B. Kennickell,

: rtha Starr-McCluer, and Annika E. Sumde'Family Finances in
helghtened as governments and the payment SyStem U.S.: Recent Evidence from the Survey of Consumer Finances,”

in general move more toward electronic transactionSrederal Reserve Bulletinol. 83 (January 1997), pp. 1-24; see also
An examp|e of such a move is the federal govem_the survey’'s web site, at www.federalreserve.gov/pubs/oss/oss2/

P ; ; : scfindex.html. Although the present article does not directly address
ment’s introduction this summer of speC|aI a‘CCOI‘mtS’the statistical significance of the results presented, it highlights find-

to be made available at depository institutions prima-ings that are significant or provide insight in a broad context.

rily for the transfer of federal payments. 2. The SCF asks respondents whether they have a “checking
account,” but under the term “transaction account” the SCF also
In these ways, the govemmental move to elec'tracks ownership of a broader set of assets—*“checkable” accounts

tronic payment may do more than the “basic bank-and savings accounts.

ing” effort of the 1980s to spread the use of bank Checkable accounts consist of checking accounts and money mar-
« » e ket accounts at depository institutions, money market accounts with

accounts to unbankeq families. Moreover, the mutual funds, and call/cash accounts at brokerages. Savings accounts

greater use of the banking system by these familiegre passbook and statement savings accounts at depository institutions

could harmonize with the emphasis that welfarebut not term accounts such as certificates of deposit.

) : Depository institutions consist of commercial banks, trust compa-
refo_rm has placed on asset—bundlng for Iower'm?omenies, thrift institutions, and credit unions. Thrift institutions consist of
families, a goal that may be harder to achieve withoukavings and loan associations and savings banks. See the SCF Code-
the use of a bank account. On the other hand, a movieook for a full listing of financial institutions covered by the SCF.

- TN In this article, the terms “bank” and “banking” are used gen-
by greater numbers of lower-income f,am_llles Into theerically to encompass all depository institutions unless specifically
mainstream of the payment system is likely to be aimited to commercial banks.
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1. Ownership of transaction accounts and other financial

products, 1995

Percent
AllU.S. Lower-income
Product families families
Transaction account
Either checking or savings.......... 87.4 75.8
Checking ..o 85.0 72.1
SaviNgS. ... 36.0 25.4
Both checking and savings. .. ...... 335 21.5
Credit
Major creditcard ..................| 66.5 44.6
Loan
Vehicle ...l 30.8 18.6
Education...................oo 11.8 10.6
CONSUMEr ... ovvvieiiiieeeeen 14.2 13.5
Mortgage?
First . ..o 38.7 18.1
3.4 1.4
11.0 4.3
64.7 49.6
Savings and investments
Certificate of deposit............... 14.3 12.9
Savingsbonds.....................[ 22.8 10.6
IRA or Keogh account.............. 26.1 121
Mutual fund................col L 12.3 4.2
StOCKS . ..o 15.2 6.7
Bonds ... 3.1 .6
Annuities ... a2 2.1
Life insuranceé
71.9 55.0
76.0 71.0
44.4 40.1
20.4 111

lion families) did not; about 72 percent of lower-
income families had a checking account (table 1). In
addition, substantial percentages of lower-income
families held an array of other financial products
including loans, investments, and life insurance, some
of which may have involved a relationship with a
depository institution. Hence many of the 11 million
lower-income families that reported having no trans-
action account could well have had some other for-
mal connection with a depository institution.

Use of Financial Institutions by Lower-Income
Families

Our most sharply defined area of attention in this
article is lower-income families with no direct con-
nection to the mainstream system of banking and
finance. These families would require the most atten-
tion by programs promoting the use of checking and
savings accounts and electronic payment. These fami-
lies will be found among those with no transaction
accounts.

About 13 percent of lower-income families in the
1995 SCF said that they did not have any accounts or

Norte. Data in this and other tables in this article are from the 1995 Survey of |ogans with financial institutions nor did they “regu_

Consumer Finances except as noted. For details and definition of lower incom
see text and appendix A. For definition of transaction account and depositol
institution, see text note 2.

1. Discover, MasterCard, Optima, and Visa.

2. On primary residence.

3. Percentages of respondents holding particular types are for those ownin
life insurance.

IRA Individual Retirement Account.

Use of Financial Services by Lower-Income
Families

The median income of the 100 million families in the
United States (including single-person households

for the year preceding the 1995 SCF was roughly
$32,000. At the threshold commonly used to define

low to moderate income (80 percent of median
income), approximately 45 percent of U.S. families in
1995, or about 45 million families, were in that

category (hereafter referred to as lower income; see Any:

box “Some Characteristics of Low- to Moderate-
Income Families” and appendix £).

Of the lower-income families in the 1995 survey,
about 75 percent (roughly 34 million families) had a

transaction account, and 25 percent (roughly 11 mil-

3. The median income measure is for 1994 and is from the Bureau

rj’arly" conduct any personal financial business

through financial institutions (table 2). Thus, of the
11 million or so lower-income families without a
gransaction account in 1995, about 1.5 million had
little or no contact of any kind with financial institu-
tions (see appendix B for a further discussion of these
data and their limitations)

Individuals who report regularly doing business
with a financial institution may be relatively more

)2. Financial institutions used regularly by lower-income
families, by status of transaction account ownership, 1995

Percent
Io)ev"er- Has Has no
Institution inEeE transactiontransaction
families | account | account
............................. 86.6 100.0 44.4
Depository institution. . ............. 97.6 99.8 81.8
Commercial bank
or trust company............ 78.7 82.3 52.6
Thrift institution..................| 23.1 235 20.1
Creditunion ...................... 254 25.7 22.9
Finance or loan company........... 17.5 16.9 22.2
Vehicle finance company........... 1.2 11 1.3
MEemo: Median umber of financial
institutionsused ...................| 2 2 1

NotE. See general note to table 1.
1. Percentages of respondents using particular types are for those using an

of the Census, Current Population Survey. The number of families afsstitution.
or beneath the 80 percent threshold is from the 1995 SCF, which asked 2. Includes unspecified regular use of one or more unidentified financial

respondents for their income in calendar year 1994.

institutions; see appendix B.
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Account Ownership over Time

Estimates of account ownership rates have varied between families with the same head of household have retained
1977 and 1996 by data source, definition of account hold- their accounts over time.
ing, and timing of the study (table). Nonetheless, one can ~ Among families with the same head of househqld
compare findings from the same surveys—for example, the between 1984 and 1989, account ownership was fajirly
Survey of Consumer Finances (SCF) conducted in 1983, high and steady throughout the period at about 83 pergent
1989, 1992, and 1995 or the Panel Study of Income Dynam- (data not shown). Among families with the same head| of
ics (PSID) conducted 1984, 1989, and 1994. household between 1989 and 1994, however, ownership
In the SCF data, ownership rates apparently decline from had dropped by the end of the period, to about 80 percgnt.
1983 to 1989, rise during the 1989-92 period, and then hold  The pattern of ebb and flow in ownership during the
steady from 1992 to 1995. In the PSID data, however, two periods is as follows: Of households with an accodnt
ownership rates for roughly the same periods seem to rise to in 1984, 6 percent no longer had one in 1989; conversgly,
a peak in 1989 and decline thereafter. of households without an account in 1984, 8 percent had
Because the PSID data are longitudinal (covering the acquired one by 1989. In contrast, the figures for the
same respondents over time) rather than cross-sectional (as 1989-94 period are 9 percent losing account ownerghip
are the SCF data), one can examine the rate at which and 6 percent acquiring account ownership.

1. The SCF is conducted by the Board of Governors of the Federal ——
Reserve System (see text note 1), and the PSID is conducted by the 2. Erik Hurst, Ming Ching Luoh, and Frank Stafford, “The Wealth
University of Michigan Survey Research Center. The Board conducted a Dynamics of American Families, 1984—-94Brookings Papers on Eco-
Survey of Consumer Finances in 1986, as well, but, among other differences, nomic Activity, 1:1998pp. 267—-338; see the discussion on pp. 299-301
it was of more limited scope. on transaction accounts.

Surveys with data on ownership of checking and savings accounts

Account
Measure of :
Survey Sample type Year ] ownership
account ownership (percent)
Consumer Credit Survey, Board of National probability sample; cross 1977 Checking or savings account 91
Governors of the Federal Reserve System| section; personal interview
Survey of Consumer Finances, Board National probability sample plus 1983 Checking, savings, or money market 87.5
of Governors of the Federal Reserve Systemoversampling of wealthy 1989 deposit account, money market mutual 85.5
households; cross section; personal 1992 fund, or call/cash account at brokerage 87.1
interview 1995 87.6
Panel Study of Income Dynamics, Survey | Began as national probability sample; 1984 Checking, saving, or money market 80.8
Research Center, University of Michigan longitudinal data follow all members 1989 account, nonstock individual 81.2
of original households; personal 1994 retirement account, or Treasury bills 77.8
interview
Survey of Consumers, Survey Research National probability sample; cross 1984 Checking or savings account 92
Center, University of Michigan section; telephone interview 1996 90

willing to consider opening an account with that community development credit unions, community
institution when changes in the payment system makeevelopment loan funds, microenterprise funds, and
an account more attractive. Consumers withoutventure capital funds.
accounts who do not regularly use financial institu-
tions may be relatively less willing to open an
account when these changes arise. Reasons for Not Having a Checking Account

A helpful initiative in terms of broadening the
involvement of lower-income families with main- The 1995 SCF asked respondents without checking
stream financial services has been the creation ddccounts to state their “most important” reason for
“community development financial institutions”
(CDFIs) to serve lower-income neighborhoods. Since
their widespread rise in the 1990s, CDFIs have bee _ , o

. . . . 4. See David Saunders and David Stoesz, “Welfare Capitalism in

providing housing and business lending, CONSUMEY gjopal Economy: The American Experience,” Virginia Common-
financial services (such as checking and savingsealth University (paper prepared for the Symposium on Financial

accounts and home improvement loans), credit counservices in a Post-Welfare-Reform Society, Federal Reserve Bank of
' Richmond, April 1998). CDFI customers and their financial practices

sellng, and business plannl_ng assistance. CDFls C‘r"e{?eapromising area of study for insight into broader issues regarding
take the form of community development banks,the finances of lower-income families.



462 Federal Reserve Bulletin  July 1999

Some Characteristics of Low- to Moderate-Income Families

Low- to moderate-income (lower-income) families differ than a high school education, and one-third of the headg of
from families overall in a number of respects (table). families have only a high school education. Lower-income
Lower-income families tend to be older and to include afamilies also have lower net worth—a median of $22,100Qin
higher proportion of minorities and of family heads who are 1995 compared with $57,450 for all families (although, ps
single females. measured, the lower-income group may include some
On average, lower-income families have less educationwealthy families that happen to have a temporarily lgw
than the U.S. population as a whole: Three out of tencurrent income). Lower-income families are less likely to
lower-income families are headed by individuals with lessbe homeowners and are less likely to be employed.

Demographic characteristics of U.S. families, 1995 Demographic characteristics—Continued
Percent except as noted
ot Lower- ot Lower-
Characteristic All e Characteristic All e
All L .. 100 45
Marital status and sex of head
Race or ethnicity Married or living with partner.............. 52.4 30.2
White non-Hispanic......................| . 7.7 71.1 Singlefemale............................ . 285 47.2
African American........................ . 12.8 18.8 Singlemale.................oi o A3 16.9
Hispanic ... 5.6 6.9
Other ... 3.9 3.2 Family size (number of persons)
Median...........oooiiiiiiii bo 2 2
Age of head (years)
18-24 5.3 9.2 Housing status
25-34... 195 18.5 Homeowner...................ooiiiit . 647 49.6
35-44... 23.0 16.2 Renterorother.......................... . 353 50.4
45-54 . .. 17.8 11.0
55-64 . 12.5 119 Current employment status of head
650rmore.............. . 21.9 33.2 Employed....................ooo . 678 49.1
Median.............oooiiiii ho 45 50 Retired.............oooiiiiiii .. 179 26.0
Unemployed or laid off. . .................. . 4.0 6.3
Education of head Other notemployed .....................4 . 103 18.6
No high school diploma or GED............ 18.5 29.8
High school diploma or GED.............. 31.7 35.2 Region of residence
Some college but no degree. ............. A 19.1 19.1 Northeast ...t .. 19.8 19.9
College degreeormore .................. . 30.7 15.9 North Central. ..............oooiiiiin. . 240 23.7
Median (years).............cocoviiiant . 12 12 South ... oo clndl 34.9
WESE ..o 211 21.5
Family income in 1994 (dollars)
ILess ineEm UB0000. - nocnoanncanomananne . 25.9 57.2 NotE. See general note to table 1.
15,000 to 29,999... E 25.6 42.8 1. These data will not match values cited in the text for median incorhe,
28888 t0 49,999.. gﬁi o which are from the Bureau of the Census, Current Population Survey [see
AV CT il o oc : appendix A).
Family net worth in 1995 GED General education diploma.
Median (dollars). .............cooeeenn. . 57,450 22,100 ... Not applicable.

not having one (see also appendix A). Among thechecks” was cited distinctly more frequently than
lower-income families, about one-fourth said theother explanations as the most important reason for
main reason was that they “don’t write enough not having a checking account. Among the remaining
checks,” another one-fourth said the main reason waswo-thirds, who did not make regular use of financial
“don’t have enough money,” and one-fifth said the institutions, the most prominent primary reason for
main reason was “do not like dealing with banks” not having a checking account was “don’t have
(table 3). The remaining responses were spread ovemnough money.”
a miscellany of reasons involving costs and practical Other studies have also found that lack of money
factors. Only a few respondents identified lackwas cited as the main reason for not having an
of access to branches or inconvenient hours aaccount. A 1996 Treasury survey of recipients of
problems. federal benefit checks such as those for social secu-
About one-third of lower-income families without rity and Supplemental Security Income found that, of
checking accounts used financial institutions in somehe roughly 20 percent that did not have a checking
way, such as through loans, or other types of assair savings account, about half cited “don’t have
accounts, or unspecified regular personal businessnough money” as the primary reason.
(table 3). Among these families, “don’t write enough  In a 1996 survey of low-income families, the most
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3. Lower-income families without checking accounts, Other Financial Products and Services Used
d_istrib_ute_d by reasons given and by status of by Lower-Income Eamilies
financial institution usage, 1995
Percent Besides a checking account, a major credit card was
UkeEs Does ot the most widely held financial product among lower-
peee Al fnancial | financial income families (table 4) Although holdings of sav-
mstitution ings and investment products were not widely
ANY L . 100 36.3 63.6 reported by lower-income families, more than half of
Don't write enough checks. |. 262 316 23.1 them reported having term or whole-life insurance
Dot leye ermanmoney .. 255 126 329 (table 1). Nearly half of lower-income families were
Costilin banks. ... 208 21s 292 homeowners; of t_hese, more t_han one-third had first
Practical factors ........... 10.0 132 8.1 mortgages on their homes, while about 5 percent had
N R Comenent hours some type of second mortgage.
EFIEEET 0005200200002 * * * Not surprisingly, holdings of other financial prod-
NoTE. See general note to table 1. ucts vary by ownership of a deposit account (table 4).

1. Includes minimum balance too high, service charges too high, must kee| i HH : :
balances low because of welfare. ‘Lower-income families with a deposit account are

2. Includes can’t manage or balance checking account, haven't gotten arounfinore |ike|y to have a major credit Card, a first mort-
to it, don’'t need or want checking account, use alternative checking source : R
checkbook has been lost or stolen. gage,.and a vehicle loan, and_ they are more Ilkgly to

* Number of respondents too few to be meaningful. have insurance and term savings such as certificates

of deposité

frequently cited main reason was “no savings” fol- . .

| d by “bank account fees too high” and “banks 7. For these famllles, t‘he_ average interest rate was 14.9 percent,
Owe. y - 9 and the average credit limit was $8,400. Just over half of lower-

require too much money just to open an account.” income families with credit cards carried a balance, the median of

Anecdotal eVIdence Indlcates that concern OveIVVhlch was $1,300. These results indicate use Comparable to that of
U.S. families as a whole: The average interest rate for all SCF families

attaChment of TUQdS to SatiSfy court jUdgment_Swas 14.5 percent, and the average total credit limit was $13,000; for
regarding debt, child support, or other payments ishe 59 percent who carried a balance, the median amount was $1,500.

another reason families do not have accounts, 8 Other factors also affect the likelihood that a lower-income
- family will have such products and accounts. See also Jeanne M.

Although this response has appeart-?d only rarely IMYogarth and Kevin H. O’Donnell, “If You Build It, Will They Come?
most surveys to date, one out of five respondents Simulation of Financial Product Use among Low-to-Moderate

without a Checking account in the 1996 low-income ncome Families,_’Proceedings of the Association for Financial Coun-
R . N . ., seling and Planning EducatiofNovember 1998), pp. 146-54.

survey indicated that wanting to “keep our financial

records private” was their primary reason for not

having an account.

The frequencies with which all families have cited 4. Ownership of financial products by all families, and

certain explanations as the main reason for not hav- by lower-income families by status of transaction

ing a checking account have changed between the accountownership

1989 and 1995 SCF. “Don’t write enough checks” ___ Feree™

remained the most frequently cited main reason, but Lower-income families
the proportion of families giving this response fell Product AlUS. Has | Hasno
about one-fifth. The proportion of families citing “do All | ransaction transaction

not like dealing with banks” as the main reason rose :
about one-half, and the proportion citing “can’t man-  ¢redit

N A i Major credit card .. ... 66.5 44.6 56.2 7.7
age or balance a checking account” as the main Loan
X First mortgage. . ... .. 38.7 18.1 21.3 8.1
reason rose about four-fiftigs. Vehicle............ 308 18.6 20.0 14.1
Education........., 11.8 10.6 10.7 10.2
Consumer........., 14.2 13.5 13.9 12.1
Savings and investment
Certificate of deposit .. 143 12.9 16.5 *
— ) ) ) ) IRA or Keogh account|. 26.1 12.1 15.7 *
5. John Caskey,.ower-Income Americans, Higher-Cost Financial o
Services(University of Wisconsin-Madison: Filene Research Insti- = Lifé insurance.......... 71.9 55.0 61.5 34.0
tute, Center for Credit Union Research, 1997),fable_3. _ Notk. See general note to table 1.
6. Kennickell, Starr-McCluer, and Suhae “Family Finances 1. Discover, MasterCard, Optima, and Visa.
in the U.S.” (see section on “Families without a Checking Account,” |RA Individual Retirement Account.

p. 7). * Number of respondents too few to be meaningful.
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Cross-Use of Checking Accounts and Check Some attention has been given to changes in the
Cashing Outlets number of branches and community banks in the
midst of growth in mergers and acquisitions. As
Many families with bank accounts also use checknoted, however, surveys do not reveal a noticeable
cashing outlets and various retail stores to obtairproblem with the location or hours of depository
cash, and many families without accounts use bankstitutions for those without accounts. Moreover,
for cashing checks. The 1996 survey by Treasuryaccess to the financial mainstream is clearly not the
asked families where they cashed their benefit checkéssue for the many users of alternative financial ser-
Banks were most commonly cited (88 percentvices who have transaction accounts.
reported using them); even among families without Recent work on the effects of consolidation in the
accounts, 58 percent reported cashing their checkisanking industry has some bearing on the analysis of
at a bank. Among all respondents, nearly one-fourttchanges in the market for financial services. A study
used grocery stores, 8 percent used check cashirgmploying a newly constructed database covering
services, and 2 percent used other retail stores. Whdpanking consolidation and neighborhood characteris-
guestioned about their willingness to have their pay-+ics for 1975-95 found that the number of banking
ments electronically deposited, some account-holdingffices rose about 30 percent over the period. In
check recipients said that having their checks mailedyeneral, the number of offices per capita in higher-
gave them greater certainty about the arrival of payincome areas increased while the number in lower-
ments and about resolving errérs. income areas decreased. By 1995, the number of
A 1996 survey of low-income families with and banking offices per capita was roughly constant
without accounts found that about half (48 percent)across neighborhood income categots.
of the respondents cashed checks at depository insti- A second study, employing an updated version of
tutions and 17 percent used check cashing outfets. the database and covering 1993-97, looked at the
The same survey revealed that one out of seveeffect of consolidation on home-purchase lending to
account holders used check cashers. Looking at theinority and lower-income borrowers and neighbor-
opposite case, survey and trade association data indioods. It found that, after consolidation, banking
cate that about half to two-thirds of consumers whoorganizations decreased home-purchase lending in
use check cashers may have checking accadints. some areas and increased it in others; independent
mortgage companies and credit unions also increased
their activity in some areas. The net effect was that
GROWTH OFALTERNATIVEFINANCIAL consolidation caused no significant change in such
SERVICES lending to minority and lower-income borrowers and
neighborhoods, but at the end of the period, more
The number of check cashing outlets in the Unitedthan half of all home-purchase loans were being
States has grown sharply over the past decade or smade by offices outside the borrower’s local commu-
from about 2,100 in the mid-1980s to about 6,000nity.23 Although the potential ease of obtaining a
in 1997 (the latest year measured). The expansiormortgage from an institution located outside one’s
roughly on the order of 9 percent per year, hasneighborhood would seem to be greater than that of
generated several attempts at explanation. cashing a check outside one’s neighborhood, the data
suggest that conclusions about the effects of bank
consolidation are not obvious or straightforward.
- Another theory is that the mix and fee structure of
S s R 3000 Erere Hamasenent Soes e broducts and services ofered by banking organiza:
ppl.J g’7—60. The averagé income of recip?ents still receiving thei’rtlon_sl have become I_ess attractive to Iqwer-lncome
payments by check was $19,700; seven out of ten were white, and@amilies than the offerings of the alternative financial
nearly four out of ten had less than a high school education.
10. Caskeylower-Income Americans, Higher-Cost Financial Ser-
vices,tables 3 and 5. The results of this survey differ from those in the
Treasury study primarily because Treasury surveyed federal benefit
check recipients, a sample that contains virtually all income groups——
An indication of the transactions needs among the low-income in this 12. Robert B. Avery, Raphael Bostic, Paul S. Calem, and Glenn B.
study is that, among those who used check cashing outlets ten or moi€anner, “Changes in the Distribution of Banking Office$;ederal
times per year, 37 percent purchased between eleven and thirty mondyeserve Bulletinvol. 83 (September 1997), p. 723.
orders per year, and 35 percent purchased more than thirty. 13. Robert B. Avery, Raphael Bostic, Paul S. Calem, and Glenn B.
11. The survey is in Sherrie Rhine and Maude Toussaint, “The UseCanner, “Trends in Home Purchase Lending: Consolidation and the

of Formal and Informal Markets Among Black Familie€Consumer ~ Community Reinvestment Act,Federal Reserve Bulletinvol. 85
Interest Annualyol. 45 (forthcoming). (February 1999), pp. 81-102.
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Where Can | Cash This Check?

Policies and charges for check cashing vary widely butpresented by someone who does not have an accpunt
generally hold regardless of the type of check (governmenwith the institution, and those that do often charge a fge.
tal, payroll, or personal). The examples below involve aThe fee may be limited by state law.
check written either by, or to, the person presenting it ¢ Grocery stores often will allow their customers to wrife
(“second-party” checks) and do not necessarily apply toa check for the amount of purchase plus an extra amqunt
checks written to someone else and endorsed on the badleturned in cash (generally no more than $25 to $50).
for payment to the presenter (“third-party” checks). » Grocery stores may allow customers to cash second-
party checks free of charge with a minimum purchase.
* When a bank customer presents a second-party check ¢ Check cashing outlets will charge either a flat fee of a
at his or her bank and wishes to receive an equivalenfee based on the value of the check; the fees may be capped
amount of cash, the bank will issue the cash only if it is by state law at a certain percentage of the check’s valug. In
already available in the customer’s account or through aNew York, for example, check cashers can charge no nfore
credit line. In that case, the customer is not actually “cash-than 1.4 percent of the value of the check.
ing” the check but is simply depositing it and simulta-
neously withdrawing cash that was already available. A service provided by some check cashing outlets that is
If the cash is not available, the customer must generallynot available from depository institutions is the cashing of a
wait at least one business day as the check passes througheck drawn on the presenter’'s account but carrying a date
the payment system before gaining access to the check’m the future. The service is known as “deferred presept-
funds. The Federal Reserve’s Regulation CC on funds availment” because the check casher must defer its presentrent
ability determines the maximum length of time that a bank of the check to the customer’s bank until the date given|on
may hold the funds under varying circumstances. Thethe check. The date may be a payday for the customer, pr it
majority of banks generally do not use the full hold periods may be the end of a hold period placed by the customer’s
available to them. bank on another check previously deposited. Some sthtes
« Credit unions often give their customers instant avail- consider deferred presentment to be a loan and hgnce
ability of the full amount of a second-party check for require that customers receive Truth-in-Lending disclosures
amounts that may exceed the customer’s current accounvhen the service is provided. Some other states limit the[fee
balance or credit line. for the service.
e Many depository institutions will not cash a check

sector. For example, small short-term loans are e relatively smalt> Three-fourths of families facing

popular product in the alternative financial sector,emergency expenses related to illness and three-fifths

where check cashers make funds immediately availef families facing them because of unemployment

able to customers via the cashing of post-datedave reported using some type of informal financing

checks (also known as “payday loans” or “deferred arrangement. Information that helps both borrowers

presentment”). Except for cash advances on crediand lenders in the informal market is often inexpen-

cards, such loans are generally not found in thesive to obtain relative to other markets.

mainstream financial sector (see box “Where Can |

Cash This Check?”). Others contend that the factor

bringing users to alternative service providers is nolALTERNATIVE ANDMAINSTREAMFINANCIAL

convenience but comfort; that is, users find that theSERVICES A COMPARISON OFCOSTS

alternative sector provides more person-to-person

contact than mainstream institutions (a consideratiotCheck cashing outlets generally charge a percentage

sometimes called “high touch versus high tech?*).  of the amount of the check being cashed, often up to
The informal financial market—that is, family, some maximum fee. Some states limit these fees; for

friends, and social organizations—is also a signifi-example, at the 1.4 percent limit imposed in New

cant source of credit and financial services to lower-York, the fee for cashing a $340 check would be

income families, especially in the face of financial

shocks, although the dollars transacted are likelyta__

15. See Rhine and Toussaint, “The Use of Formal and Informal
Markets Among Black Families”; and Philip Bond and Robert
_ Townsend, “Formal and Informal Financing in a Chicago Ethnic
14. D. Fontana, “Need Seen to Teach the Poor About High-TechNeighborhood,” Federal Reserve Bank of Chicagmonomic Per-
Banking,” American BankeiMarch 17, 1997. spectivesyol. 20 (July/August 1996), pp. 3-27.
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about $4.75, which is nearly equal to the averageknow or understand the APR while still being aware
monthly fee charged by banks and savings associaf the dollar amount paid for the lo&f.
tions in 1998 for a noninterest “fee-only” checking  Consumers who use alternative financial service
accountté providers may not consistently receive federal Truth
in Lending disclosures and other information that
could help them make appropriate decisions regard-
Check Cashing and Bill Paying ing these loan products. For example, in examina-
tions during the first nine months of 1998, the Ten-
According to some estimates, consumers relying omessee Department of Financial Institutions found
check cashers pay from $86 to $500 per year to casharious violations at 53 percent of the state’s licensed
checks and pay bills, while the cost would have beercheck cashing outlets, among the most frequent being
$30 to $60 had they used a bank where they held afailure under the Truth in Lending Act to make the
accountl” Researchers often infer from this price required form of disclosure of the APR.The high
difference that lower-income families are not sensi-rate of violations may have been an anomaly because
tive to the price of financial services. Another pos-1998 was the first year of examinations under the
sible explanation is that consumers do not realizestate’s Deferred Presentment Services Act, passed in
how much more they are paying at check casherd997. Nonetheless, another implicit cost to users of
than they would at a bank. Some surveys have foundalternative service providers in some states may be
however, that a large proportion of consumers areelative weakness in consumer protections and their
aware of the price difference and understand that thenforcement.
fees charged by check cashers depend on the size of
the transactioa
BASIC BANKING

Credit During the 1980s, various state legislatures and con-
sumer groups began exploring the provision of life-
Consumers who obtain credit from alternative finan-line or “basic banking” services to consumeé&One
cial service providers may also pay higher fees tharof the first formal demands for basic banking was a
they would have through a depository institution. 1984 petition filed with California’s attorney general
Most of the loans in question are payday loans forand state banking superintendent on behalf of a coali-
small amounts (generally in the $100 to $500 rangej}ion of consumer groups. The petition asserted that
and for short periods (usually seven to fourteen days),ecent developments in banking practices in
although some can be for as long as sixty days; th€alifornia—including the requirement of a credit
borrower is often allowed to renew the loan for card to open a bank account—prevented low-income
additional periods. Although the fees may seem lowconsumers from obtaining the services they needed.
to the consumer (say, 15 percent up to a fee cap oAlthough the petition was rejected by the California
$30 for as much as a $500 loan), the annual percenbanking superintendent, the banking relationships and
age rate (APR) of interest can be more than 1,00@&ccount features outlined in the petition became the
percentl® In these cases the customer might notmodel for other basic-banking initiatives.

16. Board of Governors of the Federal Reserve Systenmual _
Report to the Congress on Retail Fees and Services of Depository 20. A 1972 study of the so-called small small loan industry in
Institutions (June 1999), table 1, p. 3. A fee-only account imposes aTexas found that only 2.4 percent of consumers were aware of the
monthly fee but requires no minimum balance. APR, but two-thirds were aware of the dollar cost of their loan, and
17. Joseph J. Doyle, Jose A. Lopez, and Marc R. Saidenbergfour-fifths believed that the small small loan companies charged more
“How Effective Is Lifeline Banking in Assisting the ‘Unbanked’?”  for loans than banks did (Thomas A. Durkih High Rate Market for
Federal Reserve Bank of New YoriRurrent Issues in Economics and Consumer Loans: The Small Small Loan Industry in TeXashnical
Finance,vol. 4 (June 1998); Organization for a New Equali@ash, Studies of the National Commission on Consumer Finance, vol. 2,
Credit & EFT '99: Reducing the Cost of Credit and Capital for the Government Printing Office, 1975).
Urban Poor (Washington, D.C.: Organization for a New Equality, = 21. See Tennessee Department of Financial Institutiepprt to

1998). the 101st General Assembly on the Deferred Presentment Services Act
18. Joan Koonce-Lewis, Roger Swagler, and John Burton, “Low- (January 1999); for example, instead of carrying the APR to at least

Income Consumers’ Use of the Alternative Financial Sect@gn- the required two places to the right of the decimal, some licensees

sumer Interest Annuavol. 42 (1996), pp. 271-74. rounded it to the nearest whole number. See also Robert E. Smith,

19. Jean Ann FoxThe Growth of Legal Loan Sharking: A Report “Payday Loaners SuedChicago Defendeiarch 23, 1999, p. 1.
on the Payday Loan IndustrfVashington, D.C.: Consumer Federa-  22. See, for example, Glenn Canner and Ellen Maland, “Basic
tion of America, 1998). Banking,” Federal Reserve Bulletinol. 70 (April 1987), pp. 255-69.
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Basic banking is broadly considered to consist of aof large banks offered a “basic/no frills” checking
minimum level of financial services that should beaccount. The average monthly fee was $3, and most
available to all. In an October 1986 policy statement,of the banks allowed between eight and ten checks
the FFIEC encouraged efforts by trade associationper month before charging a per-check fee; the
and depository institutions to offer “basic financial median per-check fee was $0.50.
services, consistent with safe and sound business Some critics point out that depository institutions
practices,” and specified three elements of such serare doing little marketing, if any, to promote their
vices: a safe and accessible place to keep money, lzasic banking accounts, and that without such mar-
way to obtain cash (including, for example, the cashketing, many lower-income consumers without
ing of government checks), and a way to make third-accounts will not know the basic accounts exist. A
party paymentss3 1996 survey of financial institutions in New York

At the state level, different models of basic bank- City found no signage about the availability of basic
ing have emerged. State laws in lllinois, New Jerseybanking accounts at any of the eighty-three branches
and New York outline account features and set speef the thirty banks surveye®.The survey found that
cific fees and limits. Vermont's law encourages banksbrochures on basic banking accounts were available
operating in the state to provide basic bankingat only 40 percent of the branches; and staff members
accounts. Rhode Island and Minnesota require bankat 40 percent of the branches failed to mention the
to offer savings accounts at no charge provided thaavailability of the basic banking account to the sur-
the balance is above a given thresh®ldMassachu- veyors. Critics also contend that a policy followed at
setts implemented a voluntary basic-banking pro-some banks to obtain a consumer’s credit report in
gram in 1994 that encourages banks in the state tthe deposit account application process discourages
offer low- or no-cost accounts to lower-income some consumers from seeking accounts at main-
families. stream financial institutions.

Many banks in basic-banking states, and in other A recent study concludes that low-cost accounts,
states as well, offer services priced below the caps satharacterized by low minimum deposits and low
by the states. For example, in a 1997 survey, thenonthly fees, have had limited success in drawing
Consumer Bankers Association found that 36 perthe unbanked into the mainstream financial se¥tor.
cent of institutions offered a low-cost “ATM-only” The potential cost of a bank account includes more
account, and 70 percent offered a low-priced accounthan the monthly fee or minimum balance require-
for certain groups, such as senior citizens or studentsnents, however, especially for lower-income families
Eighty percent of banks, savings and loan associawho may face a high probability of overdrawing the
tions, and savings banks surveyed indicated that thegiccount or of depositing a “bad” check. The costs of
have a basic “economy” checking account that offerssuch events are not trivial: In 1998 the average charge
limited service at a lower cost than “regular” check- by banks and savings associations for NSF (not suffi-
ing accounts. Of these economy accounts, 76 percewient funds) checks written by the customer was
had a fixed fee that averaged $3.66 per month with n@pproximately $17, whether the check was paid by
minimum balance requirement. For the three-fourthghe institution or returned unpaid. On the deposit
of these accounts with a check fee, the average nunside, about three-fifths of banks and four-fifths of
ber of checks that could be written per month withoutsavings associations charged a fee for deposit items
a fee was about eight, and the fee for each check oveeturned; these fees averaged about $5.50 at banks
the limit averaged $0.59. and about $7.50 at savings associations.

The American Bankers Association’s 1998 survey Hence, even on the grounds of price competition,
of retail banking found that 48 percent of small basic-banking accounts may not be competitive with
banks, 58 percent of midsized banks, and 69 percerglternative providers when the total cost of use

expected by a lower-income customer is considered.

23. The member agencies of the Federal Financial Institutions
Examination Council (FFIEC) are the Board of Governors of the
Federal Reserve System, the Federal Deposit Insurance Corporation, 25. Chris Meyer and Tracy SheltoBuried Treasure: A Survey of
the Office of the Comptroller of the Currency, the Office of Thrift New York City Banks Shows “Lifeline Law” to be Best-Kept Con-
Supervision (formerly, the Federal Home Loan Bank Board), and thesumer Secret in New Yo(klew York Public Interest Research Group,
National Credit Union Administration. 1996).

24. lllinois's and Rhode Island’s laws were passed in 1986, Ver- 26. Doyle, Lopez, and Saidenberg, “How Effective Is Lifeline
mont’s in 1987, New Jersey’'s in 1994, and Minnesota’s and NewBanking in Assisting the ‘Unbanked’?”
York’s in 1995. Pennsylvania had a basic-banking law in the late 27. Board of Governorsinnual Report to the Congress on Retail
1980s but repealed it in 1995. Fees and Services of Depository Institutiops10.
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THE GOVERNMENTALMOVE TOWARD vacy; EBT can also lower the recipient's costs of
ELECTRONICPAYMENT obtaining benefits by eliminating check cashing
and the associated fe&sDespite the evidence that
In the mid-1990s, legislators turned their attentionlower-income consumers who use the alternative
from basic banking to the electronic delivery of gov- financial services sector prefer high person-to-person
ernment payments. As a result of two federal laws,nvolvement with financial transactions, recipients’
electronic payment methods were established for alexperiences with EBT suggest that they may find
needs-based, federally assisted programs—that is, smooth transition to electronic financial services
food stamps and family welfare payments—and for(see box “Methods of Doing Business with Deposi-
all federal benefits, such as social security and vetertory Institutions”) 3°
ans payments. During the early development of the EBT program,
a major policy issue involved the level of consumer
_ ) protections afforded to welfare recipients. State agen-
Electronic Benefit Transfers cies expressed concern about the compliance costs
) ) associated with the Electronic Fund Transfer Act
In the early 1990s, pilot programs were establisheqEFTA) and its implementing rules (Regulation E),
for electronic delivery of food stamp benefits and particularly in the areas of liability for unauthorized
certain cash programs such as Aid to Families withyansfers and error resolution.
Dependent Children (AFDC). Recipients used plastic The Federal Reserve Board supported state and
cards and personal identification numbers to obtaifegeral efforts to provide benefits electronically and
food stamp benefits at point-of-sale (POS) termlnalssought to accommodate agency concerns while main-
in grocery stores and cash benefits at automated te”%ining consumer protections. In 1995 the Board
machines and POS terminals. adopted a final rule for Regulation E that made some
The Personal Responsibility and Work Opportu-exceptions to facilitate compliance by state and fed-
nity Reconciliation Act of 1996 established elec- grg] agencies. At the same time, the Board deter-
tronic delivery for food stamps and for payments mined that all consumers using electronic funds trans-
under Temporary Assistance for Needy Familiesfer services—including welfare recipients—were
(TANF), the program that replaced AFDC. Under the gnitied to the same protections under the EFTA and
Iaw,_ all food stamp benefits will be delivered elec- Regulation E. The Board set a three-year period for
tronically by October 1, 2002. voluntary compliance, after which the rules were to
A growing number of states—for example, New pecome mandatory. In response to states’ concerns,
York, Maryland, and the members of the Southernpowever, the Congress exempted state-administered,
Alliance of States—deliver food stamps and TANF fegerally assisted benefits from coverage under the

benefits electronicalli? As part of the movement EFTA in the Personal Responsibility and Work
toward electronic benefit transfers (EBT), these andypportunity Reconciliation Act of 1996.

other states deliver state-level welfare benefits elec-

tronically as well. Some states have formed alliances

with each other and with private-sector service pro-glectronic Transfer of Recurring Federal
viders to deliver these benefits, either through a debigenefits

card system or by encouraging clients to establish a

direct deposit account at a fina_ncial institution. ForThe Congress took electronic delivery of federal pay-
program agencies, the electronic transfer of benefitghents beyond the realm of welfare when it enacted

offers significant advantages over paper-based delivhe Debt Collection Improvement Act of 1996. A
ery systems: It reduces the cost of benefit delivery,

facilitates the management of program funds, and
helps reduce fraud. 29. Barbara Leyser, “Recipient Concerns with the Use of Elec-

For rec|p|ents the EBT program can provide tronic Benefit Transfer Systems for the Delivery of State and Federal
-’ - enefits,” National Poverty Law CenteClearinghouse Review,
greater convenience and security than the pape@ol_ 32 (September—October 1998), pp. 216-51.

based system because funds can be obtained or usedo. See Josephine Swanson, Jeanne M. Hogarth, and Jane Baker
more quickly, 0n|y as needed, and with greater pri_SegeIken, “Voices of Experience: Limited Resource Families and
Financial Management,’Proceedings of the Family Economics &

_ Management Conferenc@merican Home Economics Association

28. The members of the Southern Alliance of States are AlabamaMeetings, 1993), pp. 13-28; and Jeanne M. Hogarth and Josephine
Arkansas, Florida, Georgia, Kentucky, Missouri, North Carolina, and Swanson, “Using Contemporary Adult Education Principles in Finan-
Tennessee. Mississippi and West Virginia are considering joining thecial Education with Low Income AudiencesFamily Economics &
alliance. Resource Management Bienniabl. 1 (1995), pp. 139-46.
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Methods of Doing Business with Depository Institutions

In 1995, the most common method of doing business withgies2 For example, as families become familiar with direct
depository institutions for all families with a transaction deposit, electronic benefit transfers from welfare prograims,
account was a teller visit; use of electronic methods wasor electronic transaction accounts, they may be more will-
second, and the mail was third. About 75 percent of alling to use other electronic technologies for their banking
families with transaction accounts used some form of elec-

ronictechnolagy or their banking, and about 70 percent of, &, e ot Kt L, OB oot e e
lower-income families with accounts did so (tabtegimi- toward the 21st CenturyConsumer Intere%t Annualpl. 45 (forthcomi.ng).
larly, one-third of all families with accounts used automated

teller machines (ATMs), while one-fourth of all lower- yethods of doing business with depository institutions,
income families did so. Sex, age, education, marital statusgor families with transaction accounts, 1995

and region of residence also influenced the probability ofpercent

ATM use.
¢ AllU.S. Lower-income
~ The field of market research has shown that product Method familios tamilies
innovation and diffusion follow a somewhat predictable -
pattern; and learning theory posits that, once consumer 'rfyc"on'c 8.0 69.4
become comfortable with one technology, they are able to
generalize and apply that learning to other technologies@‘l,’!ph'dhé::_':::_'::_':j_';":_'":_‘:"_'“' e ol
Thus, one could expect to see growth over time in theComputer........................ . 3.9 1.7
. e Direct deposit .................... . 53.4 14.0
proportions of families who use some of these technolo-pirect payment. . ... ../ 11 1 [ 247 16.6
ATM, telephone,
or computer. ................. . 50.5 36.3
1. See Arthur B. Kennickell and Myron L. Kwast, “Who Uses Electronic _Il\_leolre-;aﬁgittrso.r{l(‘: .................... . 86.5 85.0
Banking? Results from the 1995 Survey of Consumer FinandésAnce Mail oo . 58.6 40.0
and Economics Discussion Seri@997-35 (Board of Governors of the

Federal Reserve System, 1997), for a more detailed discussion of consumers’ Note. See general note to table 1.
use of electronic technologies in banking. ATM Automated teller machine.

portion of the bill that became known as “EFT '99” to families without direct deposit, including the rela-
declared that by January 2, 1999, the Department dively large number of lower-income benefit recipi-
the Treasury would have to use direct deposit for allents without deposit accounts at financial institutions.
recurring federal benefits, such as payments for socialreasury’s EFT '99 program fostered the formation
security, Supplemental Security Income, veteran®f the Financial Services Education Coalition, a
benefits, and retirement. The primary motivation formajor community-based program involving other
this new law was to save tax dollars: A check costsfederal agencies, trade associations, and community
the government $0.43 to prepare and have deliveredyroups, to help unbanked recipients choose and use
while an electronic funds transfer costs only $0.02. financial accounts.

Treasury’s final rules for implementing EFT '99, The coalition prepared a resource guithglping
issued in September 1998, stop short of mandatingeople in Your Community Understand Basic Finan-
direct deposi! Instead, consumers have the choicecial Servicesto provide community-based educators
of receiving their benefits through direct deposit;with information on planning, implementing, and
receiving a check; or using a special new account, thevaluating EFT '99 education programs in their com-
Electronic Transfer Account (ETA), which is sched- munities32 Regional and state-level train-the-trainer
uled to become available in late 1999. Between the
July 1996 enactment of EFT "99 and April 1999, 32. Members of the Financial Services Education Coalition are the
the proportion of recurring federal benefit paymentsamerican Association of Retired Persons, the American Bankers

delivered electronically grew from 58 percent of unit Association, the Board of Governors of the Federal Reserve System,
Call for Action, the Consumer Information Center, the Credit Union
volume t0_73 percent. National Association, the Federal Deposit Insurance Corporation, the
An additional effect of the law was to draw the Federal Trade Commission, the Independent Bankers Association of
attentlon Of Treasury and Other government agencieémerica, the National Association of Federal Credit UniOnS, the
National Community Reinvestment Coalition, the National Consum-
ers League, the National Foundation for Consumer Credit, the Organi-
_ zation for a New Equality, the U.S. Department of Agriculture’s
31. Federal Register;Management of Federal Agency Disburse- Cooperative States Research, Education, and Extension Service,
ments, 31 CFR 208,” September 25, 1998, pp. 51489-505. and the U.S. Department of the Treasury’s Financial Management
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and direct-to-consumer training sessions were held No additional features, such as checkwriting or
across the country to provide the type of one-to-oneelectronic debits initiated by billers, will be allowed
contact recommended by focus groups and survewith or without an extra fee. Institutions may charge
participants. Trained staff from community-basedfor balance inquiries and withdrawals above the mini-
organizations have worked with church groups, housmum allowed; they may also charge for other ser-
ing service providers, senior citizen groups, nutritionvices, such as card replacement and account research,
programs, and tribal councils to reach consumerst their customary rates. Depository institutions may
with information on choices for receiving federal choose to pay interest on ETA balances. Treasury
payments. will pay a one-time set-up fee to institutions for each
ETA they open.

Electronic Transfer Accounts
ALTERNATIVEFINANCIAL SERVICE PROVIDERS
Part of the EFT '99 legislation charged Treasury with AND ELECTRONICBENEFIT PAYMENTS
ensuring access to an account at a depository institu-
tion for individuals affected by the electronic delivery In Treasury’s demographic survey, 8 percent of check
mandate contemplated at that tif¥ehrough survey recipients reported using check cashers; in the survey
studies and focus groups, Treasury developed théor the Center for Credit Union Research, 17 percent
ETA to be an account that would meet recipients’of low-income families reported using check cashers.
needs at a low cost. As previously noted, the number of outlets has been
On the basis of the studies as well as negotiationgrowing fast, and the current market is large: The
with financial institutions, Treasury determined thatNational Check Cashers Association (NaCCA), the
allowing no check writing with the ETA was reason- trade association for 3,500 of the 6,000 check cashing
able given the greater potential for overdrafts andoutlets in the United States, estimates that their mem-
associated fees on the accounts. As announced tyers annually cash about 180 million checks with a
Treasury on June 30, 1999, some depository instituface value exceeding $55 billicri.
tions will offer the ETA by late summer, and the The EFT 99 initiative has led check cashers to
accounts will have the following characteristics: look for ways that federal check recipients could
receive their benefits electronically through check
» Be available only at federally insured depository cashing outlets. Under Treasury’s definition of finan-
institutions to any individual receiving payments for cial institution, check cashers are not eligible to offer
federal benefits, wages, salary, or retirement througlkleposit accounts or to receive electronic deposits

Treasury directly from the government. Instead, some have
e Carry the same protections afforded otherdeveloped arrangements with financial institutions to
account holders at the financial institution have consumers open an account and then move the

« Accept electronic federal payments; the deposi-account’s funds into an intermediary account that
tory institution may allow other types of deposits consumers can access through check cashing outlets.
 Allow at least four withdrawals per month inany  Under such “hybrid” arrangements, however,
combination of ATM and over-the-counter (teller) funds moved into the intermediary account are no

transactions longer covered by FDIC insurance or other federal
¢ Allow at least four balance inquiries per month protections, such as the EFTA and Regulation E.
at an ATM or teller window Consumer advocates have raised some concerns

 Allow unlimited use with POS networks (includ- about the cost and safety of these arrangements. As a
ing those permitting a cash-back feature) if availableresult, Treasury in early 1999 issued a request for

e Carry a maximum fee of $3 per month and acomment on the possible need to regulate or prohibit
maximum overdraft fee of $10 such hybrid accounts.

» Have no minimum balance except as required by

federal or state law -

e Provide a monthly statement. 34. National Check Cashers Association, Q&A—NaCCA Facts,

1999 (www.nacca.org/q&a.htm). Check cashers, pawn brokers, wire

transfer companies, and other alternative financial service providers
Service. Copies of the guide and other education materials inhave been the subject of several studies over the past decade. See, for
English and Spanish are available at www.fms.treas.gov/eft/educéxample, Jean Ann Foxhe High Cost of ‘Banking’ at the Corner
educmain.html or through Treasury’s Financial Management Service.Check Cashe(Washington, D.C.: Consumer Federation of America,

33. Federal Register,“Electronic Transfer Account Notice,” 1997); and John Caske¥ringe Banking: Check-Cashing Outlets,
November 23, 1998, pp. 64820-25. Pawnshops, and the Po¢Russell Sage, 1994).
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In one of several partnership arrangements taking

another approach, NaCCA has joined with a majof
depository institution to offer a debit card to individu-
als without bank accounts who frequently cash fed-
eral benefit or payroll checks at a check casher affili{
ated with NaCCA. Under the program, the individual
receives a special account at the bank that allow
debit-card purchases or ATM withdrawals at any
NaCCA-member outlet in the country. The program
is set for testing this summer.

ASSETBUILDING OPPORTUNITIES FOR
LOWERINCOME FAMILIES

The ownership of savings instruments by lower-
income families is more limited than their ownership
of checking account® The awareness is growing,
however, that lower-income families could better
their chances for income gains by building savings
for home ownership, education, training, and entre1
preneurship. As programs for EBT and for direct

deposit of federal payments reach more people, the

familiarity with mainstream financial institutions that
is necessary for many of the unbanked to establis
savings may grow as well.

Even with a greater willingness to deal with
depository institutions, families receiving welfare

benefits face a special problem in acquiring saving$

because of state limitations on asset holdings. A
family whose income and assets are above particulg
levels will not qualify for welfare benefits. The allow-

able level of assets varies by state, and in some cas
by region within the state, even for the federally

assisted welfare programs (food stamps and TANF).

In general, asset limits have been set in the range (¢

$1,000 to $2,000. Many states have raised the limit$
and, along with the federal government, have begumn

to respond to the problem of savings with programg
that will also tend to bring families without accounts
into banking (see box “Asset Limits and Individual

Asset Limits and Individual Development
Accounts

In 1996, lowa became the first state to raise asset linpits
for welfare recipients and, for low-income families mo:Le
generally, to test a new savings instrument, the Individgial
Development Account (IDA}. The use of funds in an
IDA is limited to education expenses, a first-time hon
purchase, or the start-up of a small business. In an |
program, a household’s deposits are matched, up t
limit, by funds from foundations and other sources. T
matching funds are generally not counted as asset
considering a family’s welfare eligibility.

Since 1996, thirty-five other states and the District
Columbia either provide for IDAs or have enabling le
islation pending. Since lowa’s action in 1996, another
thirty-eight states have raised their welfare-related limjts
on assets, some to as much as $10,000. The Asset$ for
Independence Act of 1998 reinforced the emphasis [on
asset building for lower-income households by providing
additional resources for IDAs. Pending federal legislatipn
would allow tax credits to financial institutions that prd
vide matching funds on IDAs they open and would allo
tax credits to organizations contributing funds to no
profit organizations that administer IDA programs.

Improving the awareness of welfare recipients rega|
ing eligibility limits could help them make the mos
effective use of IDAs. In a 1996 report, only 13 perce
of welfare recipients surveyed correctly identified th
$1,000 asset limit of their state’s welfare prograr
84 percent thought the asset limit was $500; 3 perc
thought it was $2,000. Such misunderstanding of welf
eligibility limits may be as much of a barrier to asse|
:Sbuilding as the limits themselvés.

e
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1. The IDA concept was introduced in Sherraden and Gill#ssets
and the Poor(see text note 35). More information on IDAs is availabl
f from the Corporation for Enterprise Development, Washington, D

(www.cfed.org).

2. The data on knowledge of eligibility limits is in Julia Marlowe
Deborah Godwin, and Esther Maddux, “Barriers to Effective Financial
Management Among Welfare Recipients®dvancing the Consumer
Interest,vol. 8 (Fall 1996), pp. 9-13. See also John CasBeyond Cash
and Carry: Financial Savings, Financial Services, and Low-Inconpe
Households in Two Communiti€#/ashington, D.C.: Consumer Federa-
tion of America, 1997).

11

D

Development Accounts”).

CHALLENGES ANDOPPORTUNITIES INBANKING
RELATIONSHIPS FORLOWERINCOME FAMILIES

Treasury’s EFT '99 initiative and the advent of the
ETA may open new doors to basic banking service
for federal benefit recipients. The marketing of the
ETAs may also have spillover effects for those who
are not recipients of a federal payment but who

35. See Michael Sherraden and Neil Gilbéwssets and the Poor:
A New American Welfare Poli¢.E. Sharpe, 1991).

S

become interested in a basic type of banking account
because of the ETA marketing.

Nonetheless, many lower-income families are
probably still without a deposit account and might
benefit from the greater wealth-building potential that
a banking relationship could offer. Moreover, evi-
dence suggests that lower-income families are less
informed about the financial marketplace than other
families. Many may not know the choices they have
among institutions and accounts, especially as new
accounts and transaction products become available.
Others may not clearly understand the long-term
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costs and the opportunity costs of the services theyAPPENDIX A

use. And families who qualify for welfare may not be MEASURINGINCOME ANDOWNERSHIP
aware of the higher asset limits offered by their state®OF CHECKING ACCOUNTS

or their opportunity to build assets through IDAs.

While laws may provide the opportunity for lower- Agencies required to implement laws regarding low-
income families to more fully use mainstream finan-to moderate-income households or families (referred
cial services, factors such as innovation, informationto in the text as lower-income families) often define
and education will play an important role in creating that income as being no more than 80 percent of
awareness of the choices available to these familieshe median income for the area or region of resi-
For example, for families without a checking account,dence. This article combines data on median regional
the primary barrier to having one seems to be thaincome from the Current Population Survey of the
they “don’t write enough checks.” Therefore, such Bureau of the Census with data on family income
families might see an advantage in an all-electronidrom the Survey of Consumer Finances (SCF) to
account with access to low-cost money orders, debitsgstimate the number of lower-income families in the
and direct payment for bill paying. Those that sayUnited States. The Current Population Survey covers
they “don’t have enough money” might find that a sample population far larger than that of the SCF
low- or no-cost accounts offer advantages relative tand offers a more stable base for estimating incomes
check cashing outlets and other alternative financiahationally and regionally.
service providers.

For lower-income families, account ownership
seems to be as much a function of household charagzensus Measure of Median Income
teristics as it is of account features and the other
product offerings, services, and delivery systems ofrg get data on each family’s income for a full year,
financial institutions. The move toward more elec-the SCF collects information on families’ total cash
tronic delivery of banking services may be fairly income before taxes in the preceding calendar year.
smooth for those lower-income families already usingqence, the 1995 SCF reports 1994 income. The
electronic benefit transfers for food stamp andpresent study distributes the SCF sample across
TANF benefits and for those federal benefit recipientshe four regions of the United States as defined by
who sign up for an ETA. The theory of diffusion of the y.S. Bureau of the Census and compares the
innovation leads to the conclusion that, over time,raspondents’ reported incomes with 80 percent of
more families will use these newer electronic tech-the 1994 median incomes that Census reported for
nologies, and learning theory predicts that, with expethpse regions. These regions, their 1994 median

rience, families will use additional electronic tech- jncomes, and the corresponding 80 percent maxi-
nologies. For families without experience in using yums for lower income are as follows:

electronic technology, assistance from community
educators and financial institutions can help them . Northeast, $34,926 and $27,940
become more familiar with the technology and other )
considerations about bank accounts so that they might ¢ Midwest, $32,505 and $26,004
better assess their options. « South, $30,021 and $24,016

Navigating the transition to an “all-electronic Trea-
sury,” evaluating account offerings at both main- * West, $34,452 and 27,561.
stream and alternative financial sector providers, and o
helping lower-income families build wealth require a Of the 4,299 families in the SCF, 1,372 (about
combination of policy development and education45 Ppercent, weighted data) reported income in the
initiatives that target both sides of the marketplace /oW to moderate range of the regional Census data.
On the consumers’ side of the market, lower-income
families may need additional exposure to information
and education if they are to choose accounts an@wnership of Checking Accounts
products that fit their needs and to use electronic
technologies to manage these accounts. On the firmJransaction accounts at financial institutions are
side of the market, financial institutions need to havecheckable accounts and savings accounts as described
appropriate products, services, delivery systems, anih text note 2.
information available to consumers to enable them to In addition to questions about specific transaction
more fully participate in the financial marketplace. accounts and other assets, the SCF asks respondents
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whether they or any family members living with  The families reporting that they had no financial
them have a checking account. The interviewer doefstitutions at which they had accounts or loans or
not limit the meaning of “checking account” in this regularly did personal financial business are the fami-
question except to ask the respondent to excludées categorized in this article as making no regular
money market funds not used regularly as checkingise of a financial institution (and being the most
accounts. If the answer to the question is “no,” the clearly “unbanked”).
interviewer asks for the “most important” reason for The SCF reconciles the “accounts or loans” aspect
not holding a checking account. of the answers to the question with information col-
In this article, families that hold only other prod- lected from subsequent questions. For example, if a
ucts (major credit cards, first mortgages, home equityespondent answers “none” to the question “With
loans, vehicle loans, education loans, consumer loansow many financial institutios. . .” andlater reports
certificates of deposit, IRAs and Keogh accounts, othaving a loan or other account, the original answer is
life insurance) are considered separately from famitevised to reflect the new information.
lies owning transaction accounts to shed some light The SCF has no follow-up questions, however, that
on possible interrelationships among holdings ofwould shed light on “regularly do personal financial
financial products. business.” Therefore, answers to this question from
families without accounts are not as reliable as the
answers regarding the “accounts or loans” aspect of
APPENDIX B the question from families with accounts. For exam-
MEASURINGUSE OF FINANCIAL INSTITUTIONS ple, a family may answer, say, “one or two” to the
question “With how many financial institutian. . .”
Little data beyond those in the Survey of Consumeilf the family is subsequently found to have no
Finances (SCF) indicate the number of families thataccounts or loans, they are nonetheless assumed to
make no use whatsoever of depository institutionsconduct some unspecified regular personal financial
not even to cash checks. The data on this issue in thieusiness with a financial institution. No subsequent
SCF are indicative, but the question on which theyquestions are asked to discover the nature of the use
are based is not sharply drawn. Some detailed discusmplied by the original answer. Conceivably, some
sion of the question and possible answers is warrespondents with no accounts or loans may consider,
ranted to ensure that interpretations of the results argay, their regular purchase of stamps in a bank lobby
not too broad. as constituting regular business. On the other hand,
The SCF does not have any questions that specifisome families without accounts or loans may answer
cally probe for the use of alternative financial service“none” to the question even though they regularly
providers such as check cashing outlets nor for theash checks at one or more banks. So the responses to
use of banks for check cashing and other services bthe question may constitute both under-reporting and
those without accounts or loans at banks. The quesver-reporting of families with no accounts or loans
tion in the 1995 SCF that does touch on this issuavho indicate that they regularly do personal financial
asks, “With how many financial institutions do you business with a financial institution. O
and your family currently living here have accounts
or loans, or regularly do personal financial busi-
ness?” The respondents were asked to include
“banks, savings and loans, credit unions, brokerages,
loan companies, and so forth” but to exclude institu-
tions at which they had only a credit card account or
business loaf¢

36. Question X305, 1995 SCF Codebook.
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