policis

The dynamics of low income credit use

A research study of low income households in Australia

Anna Ellison and Robert Forster



Executive summary

The role of credit in low income households

¢ Demand for credit among those on low incomes is shaped by an irreducible need
to borrow, most pronounced among families

e Credit is used by low income households primarily for essentials and to ensure
the effective functioning of household finances

¢ Small sum credit in the form of cash advances on credit cards and payday loans
appears to play a key role in the finances of those on low incomes

e More likely to be used for cash emergencies and meeting unanticipated
expenses than other credit types

o Similar proportions of high cost borrowing used to spread cost of major
purchases and keep up with commitments as other credit types

¢ Informal borrowing is inadequate as a substitute for commercial credit:

¢ Constrained credit options are likely to have a cost implication for the state in that
these individuals are much more likely to seek social lending

Patterns of credit use

e Trends in domestic market mirror those of global credit markets:

e Growth of revolving card-based credit

o Parallel growth of non standard market for short term small sum high cost credit
o Commercial credit in some form used by 80% of low income Australians 18 — 65
e Credit cards now dominant credit vehicle for all income groups
e Low income consumers using diverse mix of credit product types

¢ High degree of cross-over between use of different product types and
between mainstream and non standard lending

e Revolving credit, term loans, higher value long and low value short term credit
used in parallel

o Most important source of small sum credit for those on low incomes cash
advances on credit cards

o Payday lending used primarily by low to middle income borrowers in work:

e Majority of users have other credit options and payday used alongside other
borrowing to meet specific need for short term small sum credit

o Key source of credit for those on lowest incomes and the third of payday
users for whom this kind of lending only source of credit

e Significant minority of low income households have adverse history or would not
qualify for mainstream credit

e We estimate 800,000 low income Australians could not get mainstream credit, 1
in 5 households with less than $20K p.a.,15% of households less than $35K p.a.

e A third of credit users with household income of less than $35,000 p.a. have been
refused mainstream credit as have four in ten users of non standard lending



Debt and debt service

o Relatively small differences between users of different products in value of debt
service, which shaped primarily by behavioural factors

¢ Qutcomes of credit for those using cash advances on credit cards and users of
payday loan very similar in some respects:

¢ Amount spent on debt service near identical despite using very different credit
vehicles

¢ Ratio of indebtedness to income much higher (3x) than other credit users at
45% in both cases

o Those taking cash advances on credit cards are more indebted than other low
income credit users in both absolute terms and relative to household incomes

o Payday users indebtedness in line with levels for all low income credit users

e Tension between high level of debt and need for low outgoings resolved by
partial payments and extended payment terms on credit card debt

o Widespread payment irregularity among low income credit users but more
serious arrears rare

e Those taking cash advances on credit cards exhibit series of behaviours which
work to increase real cost of credit on revolving credit products:
e Pay back over longer terms than other borrowers
e Have the highest levels of payment irregularity
¢ Have the greatest exposure to penalty charges
o Payday borrowers appear better able to manage mainstream credit:
e Payment irregularity on mainstream credit lower than other credit users
o Miss fewer payments when do miss payments
e Pay back credit card debt quicker than other card users
e Lenders achieve price for risk, which driven by behaviour not APR:
o There is little difference in the real cost of credit to the consumer in whether
use credit cards or payday loans for small sum credit
e Small sum credit advances on credit cards can be more expensive under
uneven payment conditions
o Those taking cash advances on credit cards:
o Most exposed to risk of breakdown of all low income borrowers (high debt, no
savings, ongoing obligations)
¢ Significantly higher levels of insolvency than other card users
e Significant risk of becoming trapped in maxed out credit line

o Payday borrowers:

e Payday lending used in part to avoid bank bounce fees, penalty charges,
reconnection fees

o Appears to have a role to play in keeping finances and credit record on track

e Greatest financial pressures arising from historic revolving debt

o Difficulties with credit card debt key driver of exclusion from financial
mainstream



Policy implications

o Credit appears to be playing a positive role in the financial management of low
income households

e Access to small sum credit appears to be a key component of low income
consumers’ needs in relation to credit

e There is no evidence of a debt spiral associated with high cost credit. Payday
borrowing rather appears to play an important role in keeping finances on track

e Taking cash advances on revolving credit cards may expose vulnerable
consumers to a series of risks to their well-being and financial security

e Lenders appear to achieve a price for credit commensurate with risk by alignment
of pricing structures with behavioural drivers of enhanced cost

¢ APR may not be an appropriate guide to the real cost of credit for small sum
short term credit, either for consumers or policy makers. The total cost of credit
(TCC) might be more appropriately used

¢ Moves which seek to control price may fail to achieve reduced cost to the
consumer while compromising price transparency

o Alternatively, users of high cost credit may be diverted to greater use of revolving
credit which may in fact make it more difficult to manage financially

e If price controls result in a restriction of supply, those consumer groups most
likely to be impacted are those with the greatest need for small sum credit.

e Those who become credit excluded are likely to suffer hardship and may be at
greater risk of financial difficulties

e A credit vacuum may be filled by unregulated black market lenders, potentially
both higher cost and more exploitative than the existing lender set
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The dynamics of low income credit use

1.0 Introduction and background

This study was undertaken against the background of public debate around how
most effectively to modernise the regulatory framework for consumer credit and how
best to enhance consumer protection in credit markets in Australia. Governments, at
both national and state level, regulators and consumer protection groups are
concerned particularly with the position and interests of those on low incomes, felt to
be among the most vulnerable credit users.

Much of the debate has centred around the cost of credit for low income, high risk
and excluded borrowers and the impact of high cost credit on the household
finances, standard of living and quality of life of those borrowers who use “non
standard” credit. Concerns arise around “fringe” lending in general and the activities
of the “payday” lenders in particular. Although this sector of the market is small
relative to the market overall, it attracts disproportionate scrutiny and comment, both
because of the perceived vulnerability of the customer base and the high cost of this
type of credit. The concern with this type of lending is that it is believed to create a
dangerous spiral of debt, in turn damaging consumer finances and thereby creating
significant consumer detriment. A series of other issues form the context to this
debate, including public concerns around consumer debt and over-indebtedness,
financial exclusion and poverty and social equality issues more generally.

To date little research has been undertaken with low income credit users or with
users of very high cost credit in the domestic market, with much of the data and
analysis relating to this segment of the credit market and how it operates sourced
from abroad, primarily the US, where there is a large and rapidly growing payday
lending market. This study is intended to address the knowledge gap and provide
robust and authoritative data on the domestic Australian market for credit provision to
those on low incomes, examining payday and non standard lending in this wider
context. It is intended to provide the evidence base to support informed debate about
the issues and potential ways forward in enhancing consumer protection and
improving and modernising credit market regulation.



2.0 Research aims and methodology

2.1 Research aims

The research set out to explore:

e The credit needs of low income Australians and the dynamics shaping the need
for credit and the application of borrowed funds

e The role of different types of credit within patterns of credit use:

e The credit products used by low income consumers, the degree of choice
open to them and the extent to which access to credit is constrained

e The factors shaping low income consumers’ choice of credit products and
patterns of use of different credit product types

o The impact of use of different credit products on low income consumers’ finances
and wider financial well-being:

e The relative cost of different types of credit and the cost of credit for different
consumer groups

e The effective management of household finances, standard of living and
quality of life

e The scale of debt, the risk of over-indebtedness and the potential for financial
break-down

e The extent to which high cost credit is creating consumer detriment

e How, from a demand side perspective, vulnerable and low income credit users
might most effectively be protected through adaptations to the consumer
protection and regulatory frameworks governing consumer credit

2.2 Research methodology

The study was based on qualitative and quantitative consumer research undertaken
in three phases:

¢ Qualitative research with low income consumers based on three focus groups
with low income credit users, users of payday lending and those with a
background of credit related problems, undertaken in part to support quantitative
research design

o Quantitative research with a nationally representative 500 sample of low income
consumers and a little over 400 low income credit users. This was undertaken by
telephone in January 2008 in Adelaide, Brisbane, Melbourne, Perth and Sydney

¢ Quantitative research with a nationally representative sample of a little fewer than
320 low income users of payday loans, also undertaken by phone in January
2008 in the same cities.

e The research and data collection was undertaken by Synovate Australia.



3.0 The demand for credit — why low income households need credit
and how they use borrowed funds

This section explores the demand for credit among low income households, why the
need for credit arises and how borrowed funds are applied. It examines the
differences between different household types, between those on more or less
constrained incomes and those using more or less mainstream product types.

¢ Demand for credit among those on low incomes is shaped by an irreducible need to
borrow, most pronounced among families:

e 8 out of ten could not manage through at least one of five common financial
pressure points without borrowing

e Around half of low income households could not raise $500 — 700 in an emergency
e Six out of ten could not save $1000 for a major purchase
o Those without access to credit are likely to suffer hardship, particularly families

e Credit is used by low income households primarily for essentials and to ensure the
effective functioning of household finances:

e Managing cash flow through crises and peaks of expenditure and funding major
purchases accounts for the overwhelming majority

e One in ten dollars borrowed is spent keeping up with regular commitments, such as
mortgages and bills

e Credit-financed spending on discretionary items is relatively unimportant as a share
of the total (10%)

e Small sum credit in the form of cash advances on credit cards and payday loans
appears to play a key role in finances of those on low incomes:
e More likely to be used for cash emergencies and meeting unanticipated expenses
than other credit types

e Similar proportions of high cost borrowing used to spread cost of major purchases
and keep up with commitments as other credit types

¢ Informal borrowing is inadequate as a substitute for commercial credit:
e Limited in value and availability
e Informal lenders prepared to fund only narrow range of applications
e Does not increase stock or flows of funds in low income communities
e Constrained credit options are likely to have a cost implication for the State:

e Those on low incomes and unable to borrow commercially are ten times more likely
than low income commercial credit users to seek social credit

For those on low incomes credit has a key role to play in the management of
household finances

For all credit users, credit has a role to play in facilitating cash flow and managing
peaks of expenditure, spreading the cost of large purchases and enabling the
leverage of income to acquire assets. The balance between these various
applications tends to vary between more or less affluent credit users. Some credit
use is clearly discretionary, supporting spending on entertainment or holidays for
example. Other applications for credit are critical to the effective functioning of
household finances, being able to make ends meet through expensive times of year,
for example, repairing or replacing essential equipment in the event of breakdown or



meeting cash emergencies and dealing with unanticipated expenses. Alternatively,
households may spread the cost of purchasing high ticket but essential items that
they would otherwise be unable to afford. The more affluent the individual, the more
likely it is that credit is used to create assets or to fund discretionary spending. For
those on low incomes, however, the role of credit is weighted towards essentials and
managing cash flow.

Many low income households would find it difficult to accommodate a series of
commonly experienced financial pressure points without borrowing

Many low income households depend on credit to manage their finances and to help
them through the many common financial pressure points experienced throughout
the year and would find it difficult to manage without borrowing. Eight out of ten
family households would have difficulty in managing at least one of a number of the
most common financial pressure points without borrowing. Four in ten (42%) of
households with income of less than $35,000p.a. say they find it difficult to deal with
unanticipated expenses or cash crises without borrowing. A little over a third (34%)
find it difficult to buy things they need but can’t afford to pay for all at once without
borrowing. Three in ten (28%) could not repair or renew major items around the
home without borrowing, and a similar proportion have difficulties in managing peaks
of expenditure without borrowing. Almost a third (32%) have to borrow to make ends
meet when they run short of cash. These stresses are most keenly felt by family
households, for whom borrowing plays a key role. Nearly six in ten of those with
families and household income of less than $35,000 p.a. would find it difficult to
manage a cash emergency without borrowing and 55% would be unable to renew or
repair essential equipment without borrowing.

Low income households, particularly families will find difficult to manage
through a range of situations without borrowing
Chart 1. Pressure points in managing household finances that credit required to fund by income

and household type
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Six out of ten low income families are unable to manage relatively minor cash
crises without borrowing and two thirds cannot save for a major purchase

If the need for credit is measured by the need to borrow there would appear to be an
irreducible need for credit in a high proportion of low income households. Almost half
of consumers in both households with income less than $20,000 p.a. and households
with less than $35,000 p.a. (49% and 47% respectively) say that they would find it
difficult or impossible to raise $500 — 700 in an emergency without borrowing. Six out
of ten in both income ranges would find it difficult or impossible to save $1000 for a
special purchase. Again, this pattern is strongest in family households where there is
greater pressure on household budgets. Six out of ten family households with income
of less than $35,000 would not be able to raise $500- 700 in an emergency without
borrowing with almost two thirds unable to save $1000 for a major purchase. Similar
patterns and similar levels of need for credit have been found among low income
households in other markets.

A majority of low income households have neither savings safety nets nor the
means to fund the purchase of big ticket items

Charts 2a and 2b. The need for credit, by income and household type
% would find it difficult or impossible to raise % would find it difficult or impossible to save
$500 — 700 in an emergency $1000 for a major purchase
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Patterns of application of borrowed funds reflect these needs with credit
overwhelmingly used for essentials and to keep household finances on track

Patterns of application for borrowed funds reflect these background needs. Credit is
being used for essentials and to keep household finances on track rather than for
discretionary spending. Based on the application of funds related to the largest debt,
a quarter of borrowing was used to spread the cost of a major purchase, such as a
washing machine or furniture. Around a fifth of borrowing was distress or emergency
to make ends meet or to cover an unanticipated expense. A little over one in ten
used borrowed funds to ensure that regular commitments such as mortgage
payments or bills were kept up. A further fifth of borrowing was investment spending
in the sense that it was on something to support work or studies. Less than on in ten
borrowed to fund discretionary spending, entertainment or holidays. For low income
family households, borrowing is particularly important for spreading the cost of major
purchases and managing peaks of expenditure.
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Borrowed funds used to spread cost of purchases and keep up with bills
Chart 3. Application of borrowed funds (largest debt) among low income households
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Family borrowers especially need to borrow to fund unanticipated expenses
and spread cost of purchases

Chart 4. Application of borrowed funds (largest debt), families relative to other low income
borrowers
Indexed relative to all Hl less than $35K
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A similar pattern pertains for the most recent borrowing, with slightly more allocated
to spending on something to support work or study, suggesting this kind of spend
tends to be urgent (typically a car repair), and less allocated to major purchases,
which tend to be more considered.

With a limited capacity to save and little or no cash reserves, low income
households have a distinctive need to borrow small cash sums

Those on low incomes have distinctive credit needs, shaped by the relative tightness
of budgets and the lack of savings safety nets, as discussed earlier. The lack of
capacity to save and the lack of reserves against emergencies gives rise to a greater
need for small scale and shorter term borrowing than for more affluent households.
Longer term credit is more likely to be used to facilitate the purchase of items over
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time which would otherwise be difficult to afford while short term low value loans
have a key role to play in managing day to day finances and keeping these on track.
As will be discussed in section 4.0 following which describes the use of credit
products, those on tight budgets are much more likely to borrow low value sums.
Whether in the form of cash advances on credit cards, payday loans or cash raised
from a pawnbroker short term credit is more likely to be applied to making ends meet
in the face of cash shortfalls or in meeting unanticipated bills or expenses.

Small sum cash credit is more likely to be applied to bridging cash crises and
meeting unanticipated expenses than other types of borrowing

Small sum credit appears to be playing a more important role in smoothing peaks of
expenditure and enabling cash flow through crises than other types of credit. Slightly
less than one in three (28%) loans could be described as distress borrowing, with
cash loans being used to make ends meet or for a cash emergency. A similar
proportion (29%) is used for managing unexpected bills and expenses and is more
likely to be used for this purpose than other types of credit. A similar proportion of
payday borrowing is used to spread the cost of major purchases (24%) and to keep
up with regular commitments and bills (9%) as is the case with other forms of credit
used by those on low incomes. Cash advances on credit cards are particularly likely
to be used to bridge cash shortfalls or to meet bills, rent or mortgage payments that
might otherwise be missed.

Payday loans and cash advances on credit cards are key to keeping on top of
bills and managing cash flow

Chart 5. Application of small scale cash credit
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Informal borrowing is used alongside commercial credit, with the most likely
informal borrowers the young and the credit constrained

Those living on low incomes have a relatively high incidence of borrowing informally
from family and friends, though very few rely totally on informal borrowing as their
sole source of credit. Where this is the case this tends to be either because
individuals are young and reliant on parents or because they have no or limited
access to commercial credit. Slightly fewer than four in ten of households with
incomes of less than $35,000 borrow informally, with this having been the most
recent loan for one in ten. The most likely informal borrowers are young single
people, who rely heavily on parents at an early life-stage (more than six out of ten
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low income individuals aged 18 — 25 borrow informally, with informal loans having
been the most recent loan for about one in five). These borrowers aside, families are
also more likely than non family households to borrow informally, reflecting their
greater need to borrow, discussed earlier. Those over the age of 50 are more likely to
be informal lenders than to borrow informally. Those without commercial credit
options or with constrained commercial credit options have higher levels of informal
borrowing than those who do have access to credit. A third of those on low incomes
who are confident of their access to mainstream credit borrow informally compared to
almost half of those who feel it would be difficult or impossible to borrow
commercially and 55% of users of payday lending.

Informal borrowing is concentrated in the young and to a lesser extent young
family households
Chart 6. Informal borrowing by income and household type
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The credit constrained are more likely to borrow informally than other low
income households

Charts 7. Informal borrowing by access to and use of credit by type, mainstream and non
standard lending
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Informal borrowing tends to be low value and tends to be available only for
limited applications, primarily cash crises

People tend to opt to borrow from commercial lenders rather than informally for a
number of reasons, not least because many dislike asking friends and family for a
loan. Informal borrowing would also appear inadequate as a substitute for
commercial credit, however. The supply of informal credit is limited in any case and
some individuals will not have informal borrowing options. The sums that can be
borrowed informally also tend to be much lower value than can be obtained
commercially. Informal lenders may also be reluctant to lend for purposes other than
cash crises or unanticipated expenses. All of these factors limit the applications for
which borrowing can be used. As a result informal borrowing is three times as likely
to be used to manage cash emergencies compared to other times of credit but only
half as likely to be used to fund major purchases. One in five recent informal cash
loans were used to make ends meet when individuals had run out of cash and a
further one in five was used to meet an unanticipated expense. Only one in ten loans
was used to spread the cost of major purchases with more than three in ten loans
being for something that was needed for work or study, reflecting the greater
incidence of informal borrowing among young people.

Informal borrowing three times more likely to be used for cash emergencies
and only half as likely to support spreading the cost of major purchases
Chart 8. Applications of informal borrowing relative to average for all commercial credit types
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Informal borrowing appears inadequate as a substitute for commercial credit
not least because low income informal lenders may suffer hardship

Informal borrowing also has other disadvantages relative to commercial credit, albeit
that it is usually interest free. In large part informal borrowing is a transfer of funds
from older generations to younger ones. With the exception of the young in education
or at the start of their working life as discussed earlier, in most cases those on low
incomes move in a social milieu in which friends, family and other members of the
social network are also largely on low incomes. Effectively cash is transferred from
those with less immediate need within the community to those with a more immediate
need, typically by means of loans from parents to young people or to adult children
with families. The older generation in low income communities may themselves be
living on constrained incomes, however, so that in the same way that not being able
to borrow creates hardship around financial pressure points, informal lending can
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also involve some sacrifice in the form of economies made within the household
budgets of informal lenders on low incomes.

Those unable to access commercial credit are much more likely to turn to the
State for social credit in the form of a CentreLink loan

A further indication of the need for credit among those on low incomes can be found
in the greater likelihood that those unable to borrow in the mainstream commercial
market will look to the state for a loan. Almost half of those on incomes of less than
$35,000 p.a. who claim it would be impossible for them to borrow in the mainstream
commercial market say that their most recent loan was from CentreLink compared to
only 6% of their counterparts who are credit users.

Those with no access to commercial credit are much more likely to seek state
support in times of financial difficulty
Chart 9. Use of social credit, all low income credit users and those excluded from credit
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The evidence suggests an irreducible need for credit among those on low
incomes and that it acts as an essential lubricant of household finances

Taken together, the evidence suggests that there is a clear and irreducible need to
borrow among low income households, who perhaps need credit more than the more
affluent who are more likely to have savings safety nets. Credit has a key role to play
for low income households as an essential lubricant of household finances and as a
means of acquiring household essentials. This appears true also of high cost credit in
that funds borrowed from high cost non standard sources are being used for much
the same applications as those using other credit types, albeit that this type of credit
is more likely to be used to bridge cash shortfalls or for unanticipated expenses. The
significant minority of low income households who would find it difficult or impossible
to access commercial credit are likely to suffer real hardship if access to non
standard credit sources is curtailed. The likely consequence of such further credit
exclusion is that they have will have even fewer means of managing financial
pressure points and are thus more likely to look to the state.
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4.0 Patterns of credit product use

e Trends in domestic market mirror those of global credit markets:
e  Growth of revolving card-based credit

¢ Information technology-facilitated pricing of risk has resulted in extension of credit
cards to higher risk low income households

o Parallel growth of non standard market for short term small sum high cost credit
e Commercial credit in some form used by 80% of low income Australians 18 — 65 years
e Credit cards now dominant credit vehicle for all income groups

e Low income consumers using diverse mix of credit product types for variety of
purposes:

o High degree of cross-over between use of different product types and between
mainstream and non standard lending

¢ Revolving credit, term loans, higher value long and low value short term credit used
in parallel

e Most important source of small sum credit for those on low incomes cash advances on
credit cards, used primarily by those on lowest income and under greatest pressure

e High cost non standard payday lending and pawn small part of total market:
o Payday lending used primarily by low to middle income borrowers in work

o Maijority of users have other credit options and payday used alongside other
borrowing to meet specific need for short term small sum credit

o Key source of credit for those on lowest incomes and the third of payday users for
whom this kind of lending only source of credit

e Against background of widespread credit use, significant minority of low income
households have developed adverse history or would not qualify for mainstream credit

e We estimate 800,000 low income Australians could not access new mainstream credit,
1in 5 households with less than $20K p.a.,15% of households less than $35K p.a.

e A third of credit users with household income of less than $35,000 p.a. have been
refused mainstream credit as have four in ten users of non standard lending

This section explores patterns of credit product use among low income households,
the relative importance of different product types and the cross over between them.

The major trends in global credit markets have been the growth of revolving
credit and the extension of card credit to lower income households

The major trends in global credit markets have been the growth of revolving credit,
primarily in the form of credit cards, and the development of sophisticated data driven
information and credit scoring technology, supported in advanced credit markets by
more or less comprehensive systems of credit reference and data sharing. The latter
developments have enabled lenders to make fine-tuned judgements on the degree of
risk represented by different consumer groups and to price credit issued accordingly.
As a result, credit has been extended further down the risk and income spectrum, to
higher risk and lower income groups, with products such as credit cards, once the
preserve of the relatively affluent, increasingly used by low income consumers.
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Australia has seen very rapid growth in credit card borrowing in recent years
Chart 10. Growth in credit card balances in Australia, United States and UK, 1993-2007
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Sub prime credit markets have also developed in parallel to the mainstream —
typically offering short term small sum credit at high cost

Alongside the advance of revolving credit and the increasingly fine segmentation and
pricing of risk on mainstream products, there have also been developments in that
part of the market often characterised as “non standard” or “sub-prime”. Here very
short term and high cost small sum cash credit products, most notably in the form of
“payday lending” and cheque cashing products, have developed in parallel to the
mainstream market, taking share from older forms of credit used by low income
households such as pawn-broking. These products tend to be used by low to middle
income credit users, often alongside mainstream credit, rather than by those on very
low incomes, primarily because lenders tend to advance credit only to those in work
and require payment by electronic means. This type of lending has grown rapidly in a
number of markets, including Australia, primarily driven by consumer demand for low
value short term credit. It is a small part of overall patterns of credit use, but attracts a
disproportionate degree of comment and scrutiny, both from regulators and those
concerned with consumer protection. Concerns focus on the high cost of this type of
credit and the bias towards low income groups within the customer base compared to
other types of credit. This section seeks to explore both patterns of overall credit use
among low income consumers but also how use of mainstream credit, such as credit
cards and personal loans, intersects with non standard and high cost forms of
lending, such as payday loans and pawn.
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Payday lending has advanced rapidly in the US at expense of pawn-broking
and Rent to Own stores

Chart 11. Growth of in alternative finance outlets in the US, 1986-2007
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These global trends are evident in the domestic Australian market with credit
cards now the dominant credit vehicle even for those on the lowest incomes

Both of the trends discussed are evident in the domestic Australian market with credit
cards having become the dominant credit vehicle in all income groups, including
those on the lowest incomes. For those on low incomes, credit card use is lowest
among the lowest income families, at a little under a quarter (23%) of families with
household incomes of less than $20,000 p.a, rising to a third among households with
income of less than $20,000 p.a. overall and 44% of those with household incomes
of less than $35,000. The importance of credit card use is made more explicit when
viewed from the perspective of the most recent credit product used. Low income
borrowers are more than three times more likely to have used a credit card as their
most recent product than any other type of credit product.
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Credit cards are now the dominant credit vehicle for all low income groups

Charts 12a & 12b. Credit card use in low income households

Buy goods and services on a credit card Ratio of purchase of goods and services to
raising cash on credit cards
100% 100%
90% 90%
80% 80%
70% 70%
60% 60%
50% 50% L
40% = 40% -
30% - 30% B
20% A 20% —
10% 1 - 10% 1
0% ‘ ‘ ‘ ‘ 0%

T T
. . . 18 - 25 years 26 to 45 years 46 to 65 years
Family HI  Household Household Credit users Credit users

under $20K income less income less household household

p.a. than $20K than $35K income less income less
p.a. p.a. than $20K than $35K
p.a. p.a.

Low income borrowers use a wide range of mainstream credit products with
revolving credit used alongside fixed term loans, both long and short term

Although credit use is now dominated by credit cards, low income borrowers
increasingly use a wide range of credit products, fixed term loans alongside revolving
credit and short term loans alongside longer term credit. Various forms of remote
shopping, from the TV, catalogues and on-line are an important feature of credit use,
used by a little over a quarter of credit users with incomes of less than $35,000 p.a.
Retailer sourced credit negotiated at point of sale of a major retail purchase or in the
form of store cards is also important, used by one in five, with a similar proportion
using car finance and personal loans from banks and loan companies.

Low income borrowers using a diverse mix of credit products to meet a variety
of credit needs with non standard lending a small part of the overall mix
Chart 13. Credit product use by income range
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Revolving credit on credit cards used more frequently and recently than
payday lending or pawn even among lowest income ranges

Chart 14. Most recent loan
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There is a significant degree of cross over in low income consumers’ use of
mainstream, higher cost and non standard lending

It is sometimes suggested that those using non standard lending in general and high
cost payday loans in particular are doing so because they have no other credit
options. Against this background, it is useful to explore further patterns of credit use
among those using non mainstream credit. There would in fact appear to be a
significant cross over between mainstream credit use and use of high cost credit and
non standard lending vehicles. Two thirds of those using relatively high cost non
standard sources of credit such as catalogues and TV shopping and store cards
have bought goods and services on credit cards, a third have taken on retail finance
at point of sale, almost one in three have a personal loan from a bank and one in five
have a car finance loan from a bank or dealer. One in five has raised cash on a credit
card. These consumers are also using non standard products alongside mainstream
finance raising cash via payday lenders and pawn-brokers, also used by one in five.

Users of high cost credit from catalogues and TV shopping use mainstream
and non standard lending to meet both short and long term credit needs

Chart 15. Types of credit products used, non standard lending users
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Payday borrowers, many of whom are not on a low income, use a wide range of
credit products, of which credit cards are the most important

Payday loan use is sometimes assumed to be concentrated exclusively in the lowest
income households. This does not appear to be the case, with more than half of
payday loans users having incomes of more than $35,000 p.a. Looking at patterns of
credit use among payday loans users overall, the pattern is of use of a wide mix of
credit products, with these borrowers appearing to be heavier credit users than users
of other types of credit. In the last twelve months one in five payday loans users have
used a credit card to purchase goods and services, a similar proportion have taken
out a bank personal loan and 15% have taken on a car loan. One in ten have bought
goods remotely on credit via TV or the catalogue while a little over one in twenty
have used point of sale credit in a retail store. These borrowers appear also to have
a relatively high appetite for small sum cash. Apart from use of pay day loans, more
than one in ten (13%) have raised cash from a credit card and one in five have raised
cash from a pawnbroker in the last twelve months.

Payday loans users are heavy credit users borrowing in both the mainstream
and non standard sectors

Chart 16. Types of credit products used, payday loans users
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The most important source of small sum credit for those on low incomes is
cash advances on credit cards rather than non standard lending

Most low income credit users and a significant proportion of those using non
standard lending are clearly using mainstream products to support long term
borrowing. It is important perhaps to appreciate that low income borrowers are also
using mainstream credit, in the form of credit cards, to support their short term low
value cash credit needs. Credit card cash advances are the most important single
source of small sum cash credit, used by 17% of credit users with household
incomes of less than $35,000. This is well ahead of use of non standard lending
sources such as payday loans and pawn- broking. Pawn-brokers are used by close
to one in ten (9%) with pay day loans being used by 6% of credit users with
household income of less than $20,000 p.a. and 8% of those with household
incomes of less than $35,000.

21



The importance of cash advances as a proportion of credit card borrowing
rises as income decreases, being highest for the lowest income families

Most credit card use rests on spend on goods and services. Raising cash on credit
cards, which attracts a higher rate, tends to be associated primarily with those under
greater financial stress, those on the lowest incomes and on the tightest budgets.
The proportion of credit card use represented by cash advances appears to rise as
income falls and budgets become tighter. For low income households as a whole, the
ratio of spend on goods and services to cash advances on cards is 3.3 (i.e. families
with incomes of less than $35,000 p.a. are a little more than three times more likely
to buy goods and services on their credit card than they a