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Summary

Broadly defined, assets are investments that appreciate over time such as savings, retirement
accounts, and home and business ownership. Assets also include investments in nontangible
property, such as education, training, and skills that can lead to increased wealth and income
levels. Tangible assets can be passed down from generation to generation and afford families
greater economic stability than income alone can provide. In addition, asset accumulation
increases household stability and improves child well-being by providing a cushion that families
can use during economic downturns or unanticipated emergencies. Families also receive
secondary benefits from asset accumulation, such as increased social connectedness, political
participation, and improved goal-setting and orientation towards the future.*

For families to achieve self-sufficiency and obtain long-term economic success, it is critical that
they increase their level of savings. Those without any savings or assets to leverage can face
severe hardships during tight economic times triggered by job loss, divorce, or illness. Asset-
poor families often do not have any retirement savings, nor can they witness increased financial
status through homeownership. Without savings and resources to draw upon, higher education is
often out of reach for children from low-income families as well. Without these and other
opportunities to advance through savings and asset accumulation, low-income families are often
unable to break intergenerational cycles of poverty.

To help low-income individuals and families gain the resources that can allow them to become
self-sufficient, policymakers can implement a range of strategies that promote savings and
increase income levels, such as the following:

o Align, eliminate, or increase asset limits on federal means-tested programs.
Increase awareness of the Earned Income Tax Credit and connect workers to free tax
preparation services.

o Enact a state Earned Income Tax Credit.

Support Individual Development Accounts (IDAs) through state, federal, and/or
private resources.

e Increase homeownership through subsidies, support for affordable housing, and
mortgage and credit counseling.

e Improve the availability of financial services in low-income neighborhoods.

e Craft legislation to curtail predatory lending practices.

e Enhance economic development efforts in low-income neighborhoods to reduce the
costs of goods and services.

e Provide financial literacy education to children, adolescents, and adults.
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In addition to these specific policies, states can develop comprehensive approaches to encourage
savings among low-income families and individuals. Governors and state policymakers play a
critical role in bringing together the diverse stakeholders from the public, private and nonprofit
sectors—all of whom are needed to create an integrated network of resources and protections
necessary for low-income families to save and acquire wealth.

Introduction

Assets are investments that appreciate over time such as savings, retirement accounts, and home
and business ownership. Investments in nontangible property, such as education, training, and
skills that can lead to increased wealth and income levels, are also considered assets. Possession
of tangible assets affords families greater economic stability than income alone can provide, and
the wealth from asset accumulation can be passed from generation to generation. Without any
type of savings or safety net to draw upon, families can face severe economic difficulties when
confronted with unexpected emergencies.

Research has demonstrated that families receive various positive benefits from asset
accumulation. For example, parental wealth can improve socioemotional behavior, physical
health, and cognitive development in children. Other research has demonstrated the positive
effects of asset accumulation on children’s educational attainment levels and adult labor market
experiences, health, political interests, and marriages. Studies also have concluded that asset
accumulation can have a multiplier effect, wherein people who hold assets tend to add to and
acquire more savings.’

Public policies, such as the GI Bill and the Homestead Act, have long played an important role in
encouraging asset development through incentives to purchase homes and acquire further
education. Other policies based on federal and state tax codes—credits for home mortgages,
retirement accounts, education savings plans, etc.—also have assisted families in saving for the
future and accumulating assets. It is estimated that the federal government spends slightly over
$300 billion per year in support of asset-building policies.?

Despite such public sector investment, a large proportion of families lack savings and live
without any type of safety net. Wealth inequality in the United States is greater now than it has
been at any time over the past 75 years, with the wealthiest 1 percent of all families holding
approximately one-third of the country’s wealth.* Over 25 percent of American families do not
have enough savings to live for more than three months at the federal poverty level if their
incomes were to end.”> More than one-third of all households owe more than they own, with zero
or negative net worth.® With few assets, many families do not have the savings necessary to
weather financial hardships triggered by a job loss, divorce, or serious illness.

Many of the policies that have traditionally encouraged asset development have only benefited
middle- and upper-income individuals. Of the federal funds that are spent annually on tax credits
related to asset development (e.g., homeownership, retirement accounts, investments), over

90 percent are provided to households with annual income levels above $50,000.” Because many
low-income individuals do not own homes or investments and are not employed in positions that
offer retirement savings programs, they are excluded from or have low participation rates in these
traditional asset-building activities.



Page - 3 - State Policy Options to Encourage Asset Development for Low-Income Families

In addition, many low-income families face additional barriers to saving because of asset limits
placed on public programs. Established to prevent fraud, asset limits within federal means-tested
benefit programs can discourage low-income families from saving and acquiring the assets
needed to truly achieve economic self-sufficiency. Another area where low-income families
often do not realize important sources of income are earned income tax credits, although states
and communities are increasing outreach efforts. Refunds offered through earned income tax
credits can be valuable resources that can help families recover from economic hardships and
increase their level of sufficiency. In addition to these and other barriers, few mainstream retail
outlets or financial institutions are located in low-income neighborhoods, forcing residents to pay
inflated prices for goods and services and leaving them vulnerable to predatory practices.

To address the barriers that may prohibit many low-income families from saving, states have
taken a number of approaches to develop policies that encourage asset accumulation, preserve
existing assets, and protect vulnerable citizens against abusive practices that inhibit savings.
States can develop tools that directly facilitate asset accumulation such as savings accounts or
homeownership. Likewise, states can implement policies and programs that indirectly impact
asset accumulation through increasing income levels and reducing living expenses. Specific
policy options include the following:

Modifying asset limits for public programs;

Improving awareness and access to earned income tax credits;

Creating state earned income tax credits;

Promoting savings through individual development accounts and other vehicles;
Improving opportunities for homeownership;

Enhancing financial opportunities in low-income neighborhoods;

o Increasing financial literacy.

These policy options as well as the development of comprehensive approaches that incorporate
several different strategies can help increase savings among low-income individuals, families,
and communities to help them achieve economic self-sufficiency.

Modifying Asset Limits for Public Programs to Encourage Savings

Through such federal programs as Temporary Assistance for Needy Families (TANF), State
Children’s Health Insurance Program (SCHIP), Medicaid, food stamps, and child care assistance,
states have been able to make significant investments in a wide range of support services to help
families achieve economic self-sufficiency. Many federal assistance programs, however, include
asset limit provisions to restrict benefits to those who truly need assistance. Unfortunately, the
unintended consequence of asset limit policies is that often, low-income individuals cannot
remain eligible for assistance if they accumulate any savings. This discourages many people
from acquiring assets, leaving them vulnerable during economic downturns.

An important component of state efforts to encourage asset development is to review public
assistance programs to ensure recipients are not penalized for saving. As many federal programs
allow states to set asset limits, states have the opportunity to ensure policies do not discourage
low-income families from saving. By aligning, eliminating, or increasing asset limits on federal
means-tested programs, states can help encourage low-income families to save and acquire assets.
For example, states can do the following:
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e Set asset limits at a high level or eliminate limits altogether for TANF program
participants. Virginia and Ohio have eliminated asset limits in their respective
TANF programs, while other states have generally set asset limits at $2000 to $3000
for TANF participants. The type of assets that are included in TANF limits also can
be determined by states.

e Align asset definitions for the Food Stamp Program with other federal programs such
as Medicaid and TANF. Although the federal government establishes the asset limit
dollar amount for the Food Stamp Program, states have some flexibility in
determining what is included in the definition of an asset and can set more generous
disregards for vehicle amounts. For example, Ohio excludes the value of all vehicles
in both the state’s food stamp and TANF cash assistance programs.®

e Review and modify asset definitions and limits for Medicaid program participants.
More than 20 states have waived asset limits for Medicaid participants, and 48 states
have eliminated asset tests for children.® Some states, such as New Mexico, have
found that the reduction in administrative costs due to waiving or modifying asset
limits offsets expenses that occur from increased enrollment in the Medicaid
program.*°

e Allow Individual Development Accounts (IDAs) that are funded through private or
state resources to be exempt from the asset limits set on various federal programs
such as TANF, Medicaid, and SCHIP.** Currently, only IDAs funded through TANF
monies or created under the Assets for Independence Act are disregarded when
determining eligibility for federal means-tested programs.

o Disregard assets acquired through employer-sponsored retirement programs or other
retirement accounts when determining eligibility for federal means-tested programs
such as TANF, Medicaid, and Medicaid “Buy-In" programs.

Accessing Earned Income Tax Credits

A refundable tax credit for low-income workers, the Earned Income Tax Credit (EITC) is the
largest federal antipoverty program and has been widely credited with increasing the number of
single mothers who are employed and reducing welfare dependency. The EITC is targeted to
working individuals, especially those with dependent children, who earn less than 200 percent of
the federal poverty level. By receiving the EITC, low-income working parents can substantially
increase their income levels. For example, a single parent with two children who earns between
$11,000 to $14,000 could qualify for the maximum credit of $4,300, representing a 31 to

39 percent increase in income.*

Although the EITC is a proven antipoverty tool, between 15 and 20 percent of eligible working
families do not claim the credit. In 2003, an estimated $11.7 billion went unclaimed by

6.5 million workers.” Individuals do not claim the credit for a variety of reasons: they are
unaware they are eligible, are intimidated by the required tax forms, or feel their refund is too
small to warrant filing a tax return.* A related problem is low-income workers who do claim the
credit often rely on costly tax preparation services to do so. In 2003, low-income workers paid
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approximately $1.2 billion in fees to private companies.® The money families spend on tax
preparation services—or forgo altogether by not filing for the credit—could be critical in
ensuring they meet their basic necessities or are able to save for the future.

Recognizing the EITC can lift many hard-working families out of poverty, state leaders are
initiating a range of strategies to ensure low-income residents and communities benefit from the
credit. With increased income obtained through the EITC, many low-income families can be
better positioned to save and acquire valuable assets. States are increasing awareness of the
EITC, connecting workers with free tax preparation services, expanding the availability of free
services, and enacting state EITCs (for more detailed information, see NGA Center for Best
Practices Issue Brief State Efforts to Support Low-Income Families and Communities through the
EITC). Examples of state efforts include the following:

e In 2002, Michigan Governor Granholm and Lieutenant Governor Cherry launched a
statewide campaign to increase the use of the EITC and the availability of free tax
preparation services. The governor designated the Michigan Department of Human
Services as the lead agency to coordinate the state’s efforts and allocated
approximately $500,000 in federal TANF funds to pay for the initiative.'®

e To promote the EITC, Louisiana Governor Blanco, along with other public officials
and faith-based leaders, appeared on television and radio as part of an aggressive
public awareness campaign. In addition to these efforts, representatives from the
governor’s office; the departments of social services, labor, and revenue; and the IRS
worked together to launch the Louisiana Tax Assistance Preparation and Information
Network. The state also has provided mini-grants to assist in the expansion of free
tax preparation sites and mobile services in rural communities to help people apply
for the EITC.

e Arizona Governor Napolitano created a task force on the EITC to help increase the
number of individuals who applied for the credit and to improve free tax preparation
services. The task force encouraged state employees to volunteer at free tax
preparation sites, provided information to local social service offices on where people
could obtain free tax services, and worked with the IRS to offer free training to tax-
preparation volunteers.

State Earned Income Tax Credits

Building off the success of the federal EITC, several states have enacted a state EITC. Twelve
states—Colorado, Illinois, Indiana, Kansas, Maryland, Massachusetts, Minnesota, New
Jersey, New York, Oklahoma, Vermont, and Wisconsin—and the District of Columbia have
enacted refundable state EITCs. Six other states—Delaware, lowa, Maine, Oregon, Rhode
Island, and Virginia—offer a nonrefundable state EITC. Most states set their credit at a
percentage of the federal credit, ranging from approximately 5 percent in Illinois and Oklahoma
to around 30 percent in New York and Vermont. Wisconsin’s credit varies according to family
size—4 percent for families with one child, 14 percent for families with two children, and

43 percent for families with three or more children.

In contrast to promoting the federal credit, creating a state EITC may entail substantial resources
or revenues foregone for a state. The cost of a state EITC varies depending on whether it is
refundable, the size of the population claiming the credit, and the percentage of the federal credit



Page - 6 - State Policy Options to Encourage Asset Development for Low-Income Families

at which the state credit is set.” States typically use general funds, federal TANF block grant, or
state maintenance-of-effort dollars to pay for the refundable portion of the credit.

Despite the recession and budget shortfalls states have recently witnessed, many states have
continued to provide assistance to low-income families through state earned income tax credits.
Recognizing that providing progressive income support to low-income workers fosters
employment, New York significantly expanded the state EITC program between 2001 and 2004.
In tax year 2003, the state paid approximately $682 million in refundable tax credits to about
1.35 million low-income working families.*®

Child Care Tax Credits

Similar to earned income tax credits, the Child Tax Credit (CTC) also is a refundable federal tax
credit that can increase the resources available to low-income households. Families can receive a
tax credit of up to $1000 for each qualifying child under the age of 17 years.’® Importantly, most
low-income working families who qualify for the EITC are also eligible to receive the CTC.
Even workers who earn too little to pay federal taxes can claim the CTC and receive a refund
without affecting the amount of the worker’s EITC refund. States can initiate a broad array of
strategies to help improve the use of the tax credit by increasing awareness, helping families file
for the credit, and expanding free services to assist families. Most states include CTC outreach in
their EITC campaign efforts. In addition to the federal tax credit, states also can enact their own
child care tax credit or offer tax deductions for dependent child care expenses. Although federal
and state child care tax credits are not designed exclusively for low-income households, many
families with limited resources can benefit substantially from the additional income the credits
provide and can therefore improve their savings rates.

Promoting Savings through Individual Development Accounts and Other Vehicles
Policies that encourage people to save by contributing to matched employer-based programs such
as 401K retirement accounts are widely regarded as effective. States can use a similar strategy
for encouraging and supporting savings among low-income families through Individual
Development Accounts (IDA). IDAs are savings accounts held by low-income persons generally
used to purchase a home, pay for postsecondary educational expenses, or start a business. IDA
holders make monthly contributions to an account where funds are matched by public or private
sources (or a combination of both) at a predetermined rate. Individual account holders are
typically required to take courses in financial management, often provided by local organizations.
Accounts are held at local financial institutions and are normally administered by community-
based organizations that receive funding for administrative and program costs. Approximately
500 IDA programs are in operation throughout the country, serving more than 20,000 people.?

Funding for IDAs

States can fund IDAs through several mechanisms. For example, states can use federal TANF
dollars and state maintenance-of-effort monies to provide match funding for IDAs. Currently,
IDAs are incorporated in the welfare plans of 34 states, encouraging TANF cash recipients to
save money and accumulate assets through the program.”* States also can support IDAs from
other federal programs such as the Community Services Block Grant, Community Development
Block Grant, HOME Investment Partnership Program, and Bank Enterprise Awards.??
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In addition to federal monies, states can use general revenue funds or private resources to support
IDAs. Several states, such as Indiana, Kansas, Missouri, and Oregon, have passed legislation
to offer tax credits for individuals who donate to IDA programs. In Oregon, for example,
individuals who donate $100 to an IDA program can qualify for a $75 credit against their state
income tax. By utilizing private resources, the state was able to raise $660,000 for IDA programs
in 2004. In addition to tax incentives, IDAs can be funded through private for-profit companies
and philanthropic foundation donations.

Effectiveness of IDA Programs

Research is beginning to show the effectiveness of IDASs in increasing the asset levels of low-
income families. The American Dream Demonstration project, conducted from 1997 to 2003,
was the first large-scale IDA evaluation. Results concluded low-income persons, even those
living at or near the federal poverty line, can develop savings through IDAs, with the average
participant depositing a little over $500 and accumulating approximately $700 per year.?®
Program operations, including financial literacy education and match rates, were more important
factors influencing savings rates as compared to the income level of participants. On a less
positive note, however, research has not clearly demonstrated IDAs increase the overall net worth
of program participants (assets minus debt) and they also are costly to administer because
economies of scale have yet to be reached. A high proportion of program participants also
withdrew funds from their IDAs before receiving the matched funds, in essence treating the IDA
as a checking account instead of a tool for longer-term savings.**

Currently, federal efforts are being made to expand the availability of IDAs with the introduction
of the Savings for Working Families Act of 2005. As proposed, the legislation would create
900,000 IDAs for low-income individuals in which participants could deposit up to $1,500 per
year in a matched savings account. Financial institutions that match individual contributions
would be eligible for tax credits of up to $500 per IDA account.

Savings Accounts for Children

In addition to enhancing savings opportunities for adults, a new policy initiative gaining
recognition is universal savings accounts for children. By providing children with a matched
savings account beginning at birth, assets can be leveraged over time to give individuals the
resources necessary to attend a postsecondary institution, purchase a home, or start a business.
Many researchers and advocates also argue children’s savings accounts should be progressive,
providing greater matching dollar amounts and initial deposit levels for children of low-income
families. Precedents for children’s development accounts stem from both state and international
efforts. During the 1990s, the Oregon state legislature passed two laws to initiate universal
children’s development accounts; however, neither was implemented because of a lack of
funding. Currently, the Child Trust Fund Program in the United Kingdom provides every child
with a matched savings account at birth, with additional funds given to children of low-income
families.

Based on these efforts and other research, the American Savings for Personal Investment,
Retirement, and Education (ASPIRE) Act was introduced in both the U.S. House and Senate in
2005 with the intent of establishing savings accounts for every child born after

December 31, 2006. Under the proposed legislation, the federal government would initially
contribute $500 to each account, with an additional $500 provided to children living in
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households with income levels below the national medium. Account holders would be able to
receive a matching contribution on an annual basis until they reach 18 years of age. The ASPIRE
Act has gained wide bipartisan support, but as of this writing, it has not been signed into law.

Although not federally funded, the Saving for Education, Entrepreneurship, and Downpayment
(SEED) Initiative is a new, national demonstration project designed to give children a matched
savings account at birth that can grow with age and be used for specific purposes such as
education or housing. The SEED Initiative is a multiyear project funded through several
nonprofit organizations that will include rigorous evaluations to help inform the national dialogue
on the potential benefits of universal children’s accounts. Twelve sites throughout the country
are participating in the project, including the Kentucky Cradle to College Commission, an
initiative to provide newborns in the state with a college savings account. In return for using the
account to pay for postsecondary education, Kentucky students would perform military or
community service in the state. There also will be incentives established for students to work in
Kentucky after graduation, particularly in teaching, social work, and law enforcement positions.

Improving Homeownership

With wide support stemming from both federal and state policies, homeownership is one of the
oldest and broadest forms of asset development in the country. Research indicates owning a
home is among the best ways for families to increase their economic resources and acquire
wealth. In addition, homeownership has been shown to enhance the stability of neighborhoods
and families, increase educational attainment levels for children, and improve civic
participation.”® The tax code has established various deductions for homeowners that have
benefited millions of families, allowing them to acquire assets they can pass to future generations
as well as leverage during tight economic times.

Despite the known benefits, many low-income families have difficulty becoming homeowners
because of a lack of savings, higher interests rates charged because of poor credit, and higher
mortgage payments compared to renting. In recent years, efforts have been made to reduce some
of the barriers to homeownership for low-income families. Lower interest rates, reduced
discrimination in lending, and the deregulation of some financial markets have helped many
lower-income families afford homes. Although these changes have been positive for the housing
market, potential barriers still exist. The lower mortgage interest rates over the past several years
have allowed more individuals to purchase homes, however it has also caused a tightening of the
housing market and steep increases in home prices in some areas. The sharp price increase has
reduced the potential for many low-income families to afford homes, forcing them to instead rent
without increasing their asset levels through property values. In addition, many federal policies
provide rental subsidies for very low-income families and tax incentives for wealthier
homeowners, but offer little assistance to enable low-to-moderate families to become
homeowners.

To help increase access to housing for low-income families, many states have crafted policies to
reduce some of the financial barriers to homeownership. In response to a decline in federal
investment levels in homeownership programs, states have developed various initiatives such as
creating trust funds to support affordable housing production, providing tax incentives for
developers to build affordable housing, and using federal and state monies to help subsidize
homeownership (for more detailed information, see the NGA Center for Best Practices Issue
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Brief, Increasing Access to Housing for Low-Income Families). States also can promote
homeownership among low-income families by encouraging savings through IDA programs to
use for down payments and by offering mortgage and credit counseling. Some states have used
TANF block grants funds to promote homeownership among welfare-dependent and other low-
income families. For example, Ohio has used TANF funds to support programs that offer low-
interest loans and down-payment assistance to enable low-income families to purchase homes.

Enhancing Financial Opportunities in Low-Income Neighborhoods

Low-income families often face the dual threat of not having access to mainstream financial
services as well as being vulnerable to predatory lending practices. In addition to these factors,
the cost of purchasing goods and services is often higher in low-income neighborhoods. States
can enact a broad range of policies to increase access to formal banking systems, curtail predatory
lending, and reduce the cost of goods and services. Although these policies do not offer direct
savings mechanisms for low-income families, increased income levels can lead to the
accumulation of assets critical to economic self-sufficiency.

Improving Financial Services

Many low-income individuals are not connected to mainstream financial services, with an
estimated 22 million U.S. households having neither a checking nor savings account.?®
Mainstream banks are reluctant to serve clients who typically have lower balances, so they often
do not locate branches in low-income neighborhoods. Without easy access or a link to formal
bank accounts, many low-income families must rely on alternative services such as check cashers
and other fee-for-service businesses that often charge exorbitant interest rates. Since the mid-
1980s, the number of check-cashing businesses has quintupled with 180 million checks now
being cashed every year resulting in $1.5 billion in fees.?’

Research shows individuals who have a bank account are more likely to own other types of
assets.”® Increasing the physical availability and knowledge of mainstream financial services in
low-income communities is a key policy states can enact to encourage savings and asset
accumulation. In this light, New York launched the Banking Development District program in
1998. The program offers incentives (e.g., property tax relief, real estate assistance, job credits,
state deposits at below-market interest rates) for mainstream financial institutions to open an
office in an under-served neighborhood. The goal of the program is to increase access to
financial services for low-income working families as well as stimulate economic development
and job creation in distressed neighborhoods.

Curtailing Predatory Lending Practices

Because they lack access to mainstream financial institutions and do not have many financial
resources, many low-income families are vulnerable to detrimental practices such as predatory
mortgages, payday lending, credit card debt with high interest rates, and rent-to-own purchases.
One of the most harmful practices deterring asset accumulation among low-income families is
predatory mortgages, which are estimated to cost owners $9.1 billion each year because of
exorbitant fees, higher interest rates than warranted, and foreclosures.® Predatory mortgage
practices include excessive loan fees, mandatory arbitration that restricts loan holders from
seeking court remedies, prepayment penalties for paying off loans early, unnecessary steering of
customers to products, and loan “flipping” whereby mortgages are refinanced so lenders can earn
more in fees without providing improved benefits to the customer. In particular, subprime
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mortgages (i.e., mortgages with higher interest rates for individuals with problematic credit
ratings) often include predatory elements that can increase the likelihood of foreclosure or other
serious debt. Although not all subprime mortgages are predatory in nature and naturally have
higher foreclosure rates due to the credit history of loan holders, they are 10 times more likely
than conventional loans to enter into foreclosure and are disproportionately held by Hispanics and
African-Americans.*® For example, Pennsylvania conducted a study to determine why there was
a high rate of foreclosure among homeowners in particular areas of the state and found that the
majority of loans that resulted in foreclosure were subprime.®

In response to the negative effects of predatory mortgage practices, several states have passed
legislation to enhance consumer protection. In 1999, North Carolina passed the NC Predatory
Lending Law. Among other protections, the law prohibits prepayment penalties for loans of
$150,000 or less, financing of upfront single premium insurance, and loan flipping. In addition,
the law requires individuals with high-cost home loans to receive counseling before a mortgage is
issued and prohibits balloon payments that require the borrower to make a large lump sum
payment. California passed legislation in 2001 to protect borrowers with high-cost loans by
placing bans on loan flipping, awarding people loans that they cannot repay, and balloon
payments, as well as targeting abuses by home repair contractors. Similarly, both New Mexico
and New Jersey passed laws in 2003 providing a wide range of consumer protections against
predatory mortgages including limiting the amount of financing fees to 2 percent of the loan
amount and requiring individuals to receive counseling before entering into a high-cost loan. In
2004, Hllinois enacted the High Risk Home Loan Act to protect state residents from abusive
mortgage lending practices. As with other states that prohibit loan flipping and prepayment
penalties, the Illinois law also allows consumers to take action in certain circumstances against
the holder of the loan, not just the original lender. This is an important feature because most
predatory home loans are sold shortly after they are originated.*

In addition to predatory practices used in the mortgage industry, the availability and frequent use
of payday lenders often impacts the ability of low-income families to acquire assets and save for
the future. Payday lenders operate by allowing individuals to obtain cash by writing a postdated
check. Lenders cash the check on the date, usually allowing individuals two weeks to repay the
loan at a high interest rate. Unfortunately, most borrowers are not able to repay the loan in such a
short time frame and must either renew the loan or open a new loan. The rolling of the loan(s)
forces many borrowers into a cycle of debt that often takes years to pay in full. An estimated 99
percent of payday loans are given to people who have borrowed in the past, with most lenders
targeting low-income and minority neighborhoods as well as military personnel.** An estimated
9 million to 14 million individuals use payday loans each year, paying $6 billion in fees.®

A variety of reasons make it difficult for states to curtail payday lending practices, in particular
differences among state laws that create loopholes. Known as the rent-a-bank model, payday
lenders are often able to make loans through state-chartered banks located in other states with less
stringent regulations. One of the strongest efforts to limit payday lending is in Georgia, where in
2004 the state legislature passed the Payday Lending Act. The law restricts small loans to a 60-
percent annual interest rate, specifically prohibits payday lenders from partnering with out-of-
state banks, and outlines felony penalties for lenders who violate the law. Maryland and
Massachusetts also have specific statutes banning payday lenders from partnering with out-of-
state banks to avoid regulations.®® In 2005, Illinois passed the Payday Loan Reform Act to
strengthen protections for borrowers. In addition to setting interest rates that can be charged on
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payday loans, the act limits borrowers to having two loans at the same time and stipulates
borrowers cannot have a payday loan for more than 45 days. Once people reach the 45-day limit,
they must remain loan free for at least seven days. The state will create a database so lenders can
access a person’s lending history before a loan is issued.

Car title loans also have become prevalent in low-income neighborhoods and usually carry triple-
digit annual interest rates. Similar to payday loans, car title loans allow a particularly short time
frame for individuals to pay back the loan (usually within one month) and are issued without
taking into account a person’s ability to repay the loan. Many people cannot pay off the debt and
either take out an additional loan or lose their vehicle. Without automobile transportation, many
low-income families face difficulties maintaining employment, which in turn prevents them from
being able to adequately save for the future. Several states have begun to address the predatory
nature of car title loans by requiring more favorable loan terms, regulating lenders more carefully,
and closing loopholes present in existing laws. To help provide greater protection for consumers,
Florida statute now limits the amount of interest that can be charged on the first $2,000 of a title
loan and also prohibits unauthorized fees or charges.*®

When used consistently, fee-based bounce protection plans offered by banks and credit unions on
checking accounts also are detrimental for low-income families to save and acquire assets. Under
these types of programs, banking customers are charged a flat fee to cover overdrafts. Individuals
who use bounce-protection plans to cover overdrafts on a regular basis pay fees that equate into
annual percent interest rates above payday loans. Rapid anticipation loans (RALS) also are
harmful for low-income families. RALSs are fees tax preparers charge for providing individuals
with a cash advance on an expected refund. Many individuals who qualify for the earned income
tax credit use RALSs as a means of quickly obtaining cash; however, the cost is exceptionally high
with most loans carrying annualized interest rates of over 200 percent.*’

Reducing Costs in Low-Income Neighborhoods

In many low-income communities, the prices of goods and services are considerably higher than
in more wealthy neighborhoods. Many underserved areas lack large retail stores, both because
businesses fail to recognize the purchasing power of these neighborhoods and because they
perceive a risk of selling goods and services to lower-income families.®® Families living in low-
income neighborhoods generally pay more for utilities, groceries, insurance, security deposits,
and other basic necessities, making it more difficult to save and invest for the future. As part of a
statewide economic stimulus package, Pennsylvania launched the Fresh Food Financing
Initiative to help lower costs and increase the availability of food in low-income rural and urban
areas. The initiative is funded through a private-public partnership that provides financing for
supermarkets to open and operate in traditionally underserved neighborhoods. The initiative
creates jobs, revitalizes local economies and provides access to affordable food for low-income
communities.

Increasing Financial Literacy

Improving the financial literacy skills of individuals can help ensure families are less prone to
predatory lending practices and more able to make sound investment strategies that can lead to
economic self-sufficiency. Financial literacy encompasses a wide range of topics including debt
management and bankruptcy education, credit reporting, credit repair, budgeting, and savings and
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investment information. The public, private, and nonprofit sectors all play a critical role in
ensuring children, teens and adults are equipped with the knowledge to make sound investment
and money-management decisions.

States have implemented a wide range of strategies to improve financial literacy among low-
income family members. In many state TANF programs, for example, cash assistance recipients
can attend financial literacy education courses as part of their work requirement. States also have
mandated that financial literacy education be incorporated into public school curricula. Texas
recently passed legislation to join Alabama, Georgia, Idaho, Illinois, Kentucky, New York,

and Utah in requiring students complete a personal finance course to graduate from high school.*

To raise awareness and promote financial literacy education for adults and children throughout
the state, Former Governor Ryan of Illinois created the Task Force on Financial Literacy in 2002.
In addition to the task force, conferences were held in 2002 and 2003 to bring Illinois businesses,
educational institutions, and civic organizations together to develop a coordinated plan for
improving financial literacy education efforts. Pennsylvania Governor Rendell created the
Office of Financial Education in 2004 to help improve access to financial education programs for
adults and children. In particular, the office is charged with developing a clearinghouse of
financial education materials, integrating financial education into K-12 curricula, expanding
community-based financial education and counseling, helping businesses provide financial
education to employees, and encouraging professionals to volunteer in financial literacy efforts.
The Delaware State Treasurer’s office started the Money School to provide community-based
financial education courses throughout the state. The Money School is staffed by volunteer
professionals and offers a wide variety of courses on money management, investing, retirement
planning, and other issues related to financial literacy.

The federal government also supports asset development programs through a wide range of
financial education programs. Sponsored by agencies such as the Departments of Commerce,
Labor, and Housing and Urban Development and the Federal Reserve Bank, programs cover a
broad spectrum of financial issues such as taxes, budgeting, financial goal setting, and retirement
security. In 2002, the U.S. Department of Treasury established the Office of Financial Education
to help promote national financial education efforts, with programs on credit management,
savings, homeownership, and retirement planning. The office also houses an online directory of
financial education programs available throughout the federal government.”’ In 2003, the U.S.
Department of Treasury established the Financial Literacy and Education Commission to
encourage public-private partnerships that promote financial literacy, coordinate federal efforts,
identify best practices, and establish a toll-free hotline to disseminate financial literacy
information.

Putting It All Together: States Promote Comprehensive Asset Development
Strategies

Recognizing that building wealth is critical to achieving economic self-sufficiency, several states
have initiated comprehensive efforts to connect policies and programs that allow low-income
families to more easily save and acquire assets. State policymakers can play a critical role in
bringing together diverse programs from the private, nonprofit, and public sectors that are
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necessary to develop comprehensive networks that enable savings and asset accumulation. As
more light is shed on the needs of the working poor, the creation and integration of asset
development policies can help many families gain economic self-sufficiency.*!

In 2004, Pennsylvania Governor Rendell established the Governor’s Task Force for Working
Families to promote financial literacy, reduce abusive financial practices, increase savings and
asset accumulation, and help working families develop their own jobs and security through
entrepreneurship and retirement accounts. The task force is composed of a diverse group across
several state agencies such as the departments of education, health, aging, and revenue, as well as
members from the private, nonprofit, philanthropic, and legislative sectors. Recommendations to
improve savings include enhancing EITC outreach, increasing the scale and impact of the state-
operated family savings account programs, increasing asset limits under the TANF program, and
creating a state retirement account program for small employers. The recommendations also
include a blueprint for action that outlines steps each state agency can take to improve asset
development efforts and create a comprehensive system for all low-income families.

In 2001, Governor Minner of Delaware established the Task Force for Financial Independence in
an effort to promote financial education and asset development for low-income families
throughout the state. The task force, composed of representatives from the public, private, and
nonprofit sectors, developed short-term and long-term policy recommendations. Short-term
proposals that did not require extensive costs for the state included increasing access to financial
education and improving assistance for families applying for the EITC. The task force also
recommended longer-term policies such as creating a state EITC (signed into law in August
2005) and improving access to affordable healthcare. As a result of the initiative, financial
education is now a recognized work activity for TANF cash recipients, the Delaware Bankers
Association has adopted financial education as the organization’s primary mission, the Boys and
Girls Club is participating in the national SEED Initiative, and the legislature passed regulations
curtailing fringe banking.

Stemming from the efforts of a local nonprofit organization, the Asset Policy Initiative of
California promotes asset development policies for low- and moderate-income families. The
statewide coalition is composed of state agency leaders, elected officials, business members,
academics, advocates, and philanthropic leaders to help create comprehensive asset development
policies throughout the state. The task force is concentrating efforts on developing state funding
for IDA programs, raising or eliminating asset limits for means-tested programs, promoting
homeownership through a state trust fund, and expanding health insurance coverage.

Conclusion

States can play a critical role in improving the lives of low-income families and people through
asset development policies. With more than one-third of all U.S. households owing more than
they own, state policies that help to increase income and savings levels are important to
improving the vitality of communities.*” Asset development includes a broad range of strategies
designed to help strengthen the economic status of individuals by protecting against predatory
practices, encouraging savings, and preserving existing assets.
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Policy options states can enact to encourage savings and asset accumulation include the
following:

e Modifying asset limits for public assistance programs to ensure recipients are not
penalized for saving;

e Increasing awareness of the EITC and CTC, expanding the availability of free tax
preparation services and connecting filers to these services, and enacting a state
EITC;

Promoting direct savings through IDAs and other savings vehicles;

e Improving homeownership through low-interest loans, tax incentives, and other state
investments;

¢ Improving the availability of mainstream financial services in low-income
neighborhoods;

e Providing financial literacy education to children, teens, and adults.

Policy options states can enact to protect and preserve income and assets include:

o Curtailing predatory mortgage practices through legislation;

e Strengthening protections for payday loan and car title loan users by limiting interest
rates and loan amounts; and

e Reducing costs in low-income neighborhoods through economic development efforts,
so individuals and families have more income that can be invested.

States may want to develop a more comprehensive approach to asset development by doing the
following:

e Forming a statewide task force to determine how best to encourage savings among
low-income individuals and families;

e Conducting an inventory of existing policies and practices to recognize where
changes can be made to improve savings rates;

e Creating a uniform vision throughout state government of how best to promote asset
development;

e Developing a network of state leaders, business members, advocates, community-
based organizations, elected officials, philanthropic organizations, and others to
further advance asset development policies.

Understanding the role assets play in alleviating poverty, states are implementing a range of
strategies to increase savings among low-income families and individuals. Policymakers have the
unique ability to bring together a wide range of stakeholders to develop comprehensive
approaches that encourage savings and increase the economic self-sufficiency levels of their
constituents.

Work on this Issue Brief was supported by Annie E. Casey Foundation.
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