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INTRODUCTION

Refund anticipation loans (RALs) are bank loans secured by the taxpayer’s expected refund and Refund
anticipation checks (RACs) are temporary bank accounts established on behalf of a taxpayer into which a
direct deposit refund can be received. They are among the many financial products, such as payday
loans and car title loans that millions of Americans use to meet their short-term credit needs. While
some of these alternative financial service (AFS) products are small in initial denomination and may fill
important needs, they can be expensive to obtain. The goal of this project is to provide greater
information on the characteristics of RAL/RAC users and why they choose these products.

RALs and RACs are used by one in seven tax filers—and more than one in six filers who receive refunds.
Taxpayers are able to receive their refunds more quickly than a mailed check by using RALs, often in one
to three days. RACs are may be no quicker than other IRS direct deposit returns, but for those who lack a
bank account, and would receive a paper check, they may speed up receipt of refund by up to six weeks.
There is some controversy concerning these financial products. Proponents claim that they provide an
inexpensive means for low-income people to pay their tax preparation fees and to receive their refunds
as quickly as possible. The tax preparation industry maintains that they would lose tax preparation
business if they did not offer these products. Opponents claim that providers of these products take
advantage of unsophisticated tax filers, offering unneeded products at considerable cost relative to the
marginal benefit of receiving money a little earlier.

Researchers have raised many questions about the use of these products. Among the many research
questions is whether RALs/RACs are driven by client demand or by tax preparers (and the banks that
partner with preparers). This question is difficult to answer empirically. A second, related question is
whether RAL/RAC recipients would turn to more expensive forms of credit should they not have access
to these products, or if they would be able to adjust their saving and spending patterns and avoid
interest charges, late fees, or more dire consequences associated with unpaid bills. Researchers have
also questioned whether taxpayers are informed consumers of RALs and RACs and how knowledge of
fees and average time for obtaining tax refunds directly from the IRS might affect their decisions. Central
to all of these discussions are issues of cost (including both loan fees and tax preparation fees), timing
(how long in advance the money is made available), consumer knowledge and motivation, and
consumers’ alternatives.

To gain a better understanding of RAL/RACs, this report is broadly divided into two sets of research
questions. The first examines who obtains RAL/RACs and who does not and what demographic,
economic, and geographic factors are associated with the use of these products. Using individual-level
IRS tax-filing data from tax year 2008, we provide descriptive breakdowns of many individual and
geographical characteristics that are linked with use of RALs/RACs. We then run cross-sectional
taxpayer-level multivariate models to explain what characteristics are associated with take-up of
RALs/RACs, including both personal factors that are captured in individual level tax administration data
as well as local factors compiled from several (non-IRS) administrative data sets.



In short, we find that among the most important characteristics influencing RAL/RAC use were lower
income, young adulthood, single head-of-household filing status, receipt of the Earned Income Tax
Credit (EITC), and use of a paid preparer. We also find that RALs and RACs are highly spatially
concentrated and that living in the poorest communities is associated with dramatic increases in use of
these products, even after controlling for a taxpayer’s income and filing status. Also, for the first time,
we find some unique differences in the use of RALs versus RACs according to such variables as military
status. Finally, we find that individuals with any interest and dividend income used RALs and RACs to a
much smaller degree than did those with otherwise similar characteristics.

The second set of research questions examines why these products exist. What motivates taxpayers to
use RALs and RACs? What role do tax preparers play? And what other (and lower-cost) credit options
are available at tax time for low-income taxpayers? To address these questions, we conducted 18
interviews with 11 organizations: tax preparers, RAL/RAC lenders, RAL/RAC tax form software
developers, low-cost RAL lenders, and Volunteer Income Tax Assistance (VITA) program sites that
provide free tax preparation services and partner with low-cost RAL lenders. We find, in summary, that
most RAL and RAC recipients use these products to pay for pressing financial obligations, both expected
and unexpected, and for their tax preparation. RAL/RAC users, particularly those claiming the EITC, are
driven to paid preparers by the complexity of filing a tax return. Stakeholders from the RAL/RAC industry
do not feel that consumers use these products because they fail to understand that they are loans or
because they are not aware of the fees involved. Consumer advocates disagree, claiming that use is
partly driven by aggressive, targeted marketing.

Before presenting findings, this report starts with a background on RALs/RACs—how they work and how
much they cost. We also discuss the fast-moving changes to the RAL/RAC industry in the past few years,
changes that have the potential to alter the shape, or even the existence, of the industry, in coming
years. Then, after our findings, the report concludes with a consideration of the policy implications
emerging from this research. Based on our results, the policy alternatives worthy of consideration
beyond traditional efforts at regulation and education are further competition; splitting of refunds in
ways that allow some money to go to pay the preparer, some to go into an account, and some simply to
pay off other bills; reducing the waiting time for a refund; and finding ways to get people banked. As
appendices, we provide a detailed discussion of the quantitative and qualitative data and analytical
methods, and also supplementary tables and maps.



BACKGROUND ON RALs/RACS AND THE CHANGING INDUSTRY

LANDSCAPE

What RALs/RACs Are and How They Work

Refund anticipation loans (RALs) are interest-bearing loans made by banks, facilitated by tax preparers
and tax preparer software that allow taxpayers to receive an advance on their tax refund from the IRS. A
RAL’s amount is based on the taxpayer’s anticipated income tax refund (minus tax preparation fees and
additional loan and product preparation fees) and secured by and directly repaid from the taxpayer’s IRS
refund. With refund anticipation checks (RACs), the bank opens a temporary bank account into which
the IRS directly deposits the refund check. The bank waits until the IRS directly deposits the consumer’s
refund into the account and then issues the consumer a paper check or debit card for the refund
amount minus tax preparation fees and additional loan and product preparation fees. Consumers who
already have bank accounts also can receive their refunds using direct deposit, but without any fees
attached. Unlike RAL users, RAC users do not receive their money earlier than other filers using direct

deposit.

Timing. It is often believed that individuals are able to receive their refunds more quickly by using RALs
and RACs. When using a RAL, clients receive the loan the same day or one to two days later (there is
often an extra charge for receiving the refund the same day). However, with a RAC, money is only
deposited into the client’s temporary bank account after the IRS processes and directly deposits the
refund. Therefore, at least historically, clients wait 9 to 15 days before receiving the refund, minus fees
(Internal Revenue Service 2009). These products do not typically produce faster payment than waiting
for a return from the IRS that is directly deposited into a taxpayer’s bank account. However, taxpayers
who do not have a bank account (or do not wish to directly deposit their returns) can wait up to eight
weeks to receive their refunds. The IRS is looking at ways to speed up the tax return process and has
tested new computer technology that allows certain types of returns to take as little as 5 to 10 days (IRS
2008).

Revenues and pricing. RAL and RAC recipients generally pay for their tax preparation with their refund
anticipation loans or checks. Tax preparation fees vary by provider. At H&R Block, they average $187,
but they have been found to be as high as $350 (Wu and Fox 2010). In addition to tax preparation costs,
RAL and RAC consumers pay fees to access these financial products. Advocates have widely criticized
RAL/RAC fees as excessive, and, indeed, these products are a high-cost way to access credit, at least
relative to other, usually longer-term, bank products, but not necessarily compared to other short-term
credit options, such as payday loans. The industry defends the pricing as necessary to cover their costs
of providing this service and the risks associated with refunds being less than anticipated.’

"In recent years, the loan funds were made available to the taxpayer only after the IRS had indicated that the
taxpayer had no outstanding debts—such as child support or student loan payments—that might offset the
taxpayer’s refund. In August 2010, the IRS announced that the mechanism by which it alerts tax preparers and RAL
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While modest in amount, concentrated in poor communities, and generally used in the first few weeks
of the tax season, RALs and RACs are not a small industry. Over 18 percent of tax filers with refunds
receive one of these products. By one estimate, consumers paid approximately $833 million in RAL fees
in 2006 and $740 million in 2007 (Wu and Fox 2010). The tax preparers and banks involved are
household names, like H&R Block and HSBC, and RALs and RACs are a large source of revenues for
individual tax preparers and national chains. For example, in 2009 H&R Block brought in $142.7 million
in revenue through RALs, plus an additional $22.7 million in revenues from the Emerald Advance card,
representing about 5.5 percent of tax services revenue. In 2008, Jackson Hewitt derived 24 percent of its
revenues from financial products.’

It is difficult to calculate the average cost of a RAL or RAC as pricing varies considerably across and
within providers, and much of the industry does not publicly report on the fees that are paid by
consumers. Further complicating matters is the fact that the industry has “unbundled” its fees, making
pricing comparisons more difficult. Still, most tax preparers charge a flat fee for setting up a RAL or RAC
account, the price of which typically ranges from $30 to $35. RAL recipients pay an additional fee that is
a fraction of the loan amount, usually around 1 percent. Providers charge additional fees of $25 to $55 if
customers want to receive their RAL on the same day as they apply for a refund. Other fees for
document preparation, applying, processing, e-filing, transmission, and technology often also apply. For
example, H&R Block charges $20 to receive a paper check, a fee that was paid by one in three H&R Block

RAL recipients (Wu and Fox 2010). Before it left the
Table 1: Possible RAL and RAC Fees market in April 2010, JPMorgan Chase charged an
additional $10 “technology access fee.” Jackson

Fees E:Z:Snlydo Fees E?eRi?lfn‘ydo Hewitt will allow franchisees to charge up to $40

$500 $62 12.4% $57 11.4% | for “data and document storage.” Some of these
$1,000 $67 6.7% $57 5.7% | fees are set by tax software firms, while others are
$1,500 572 4.8% 557 3.8% | established by the lender or tax preparer.
z::ggz i;; 22: ig; ;2:;: Independent RAL and RAC providers, which make
$3,000 87 2.9% $57 1.9% | up roughly 40 percent of the RAL market, often
$3,500 $92 2.6% $57 1.6% | charge additional fees as well (Wu and Fox 2010). If
$4,000 $97 2.4% $57 1.4% | after applying, a taxpayer is rejected from receiving
34,500 5102 2'3:/’ 557 1'3:/° a RAL, then he or she is automatically given a RAC,
zz:ggg iig; i;; i?; 1(1);: with its fees. All fees are deducted from the final
$6,000 $117 2.0% $57 1.0% | RAL/RAC amount issued to the taxpayer once he or
Source: Authors’ calculations she is approved. If the RAL or RAC customer does

Note: This pricing assumes a loan fee of 1.0 percent of the
loan, an account fee of $32, and software provider and
transmission fees of $25. calculated by the tax preparer, he or she is liable to

not receive the expected tax return amount as

lenders to these outstanding debts, referred to as the debt indicator, would no longer be available beginning in the
2011 tax season. For more information, see the following section of this report, The Changing RAL/RAC Landscape.

? From Wu and Fox (2010), whose data sources are annual financial statements filed by H&R Block and Jackson
Hewitt with the Securities and Exchange Commission.



the lender for the difference between the expected amount and the actual amount, additional interest,
and other fees, as applicable.

Table 1 depicts a sample fee structure for RALs and RACs; as described above, actual fees vary widely.
Here, we assume RAL recipients are charged a loan fee of 1.0 percent, an account fee of $32, and
software provider and transmission fees of $25. We also assume that they did not receive a same-day
RAL. The RAC assumptions are the same, except that those consumers do not pay the loan fees. Under
this scenario, taxpayers who receive a RAL can expect to pay $72 for a $1,500 loan, or 4.8 percent of the
loan, and $97 for a $4,000 loan, or 2.4 percent of the loan. RAC recipients would pay $57, which is 3.8
percent of a $1,500 refund and 1.4 percent of a refund worth $4,000. As discussed in the following
section of this report, the price of RALs offered by some of the largest providers has declined
significantly in recent years.

Regulation. RALs are principally regulated by the federal government. The Truth in Lending Act, enacted
in 1968, requires all lenders to state the interest rates for all loans as annual percentage rates (APR). The
average term on RALs is one to two weeks, the length of time it takes for the bank to receive payment
on the loan in the form of the refund from the IRS. Given the short length of time, the interest rates for
RALs/RACs appear quite high as annualized rates, though taxpayers never hold the loan for very long.
Fixed administrative costs, loan losses, and profits for preparers and banks are allocated over that very
short period of time. The federal government prohibits tax preparers from making the loans directly and
therefore requires an intermediary (there may be two intermediaries if the tax preparer does not have
custom loan transmission software). Federal rules also regulate disclosure of these products to
taxpayers. For example, a tax preparer arranging a RAL or RAC must secure the taxpayer’s written
consent to provide tax information to the lender.

RAL and RAC Use Over Time

The refund anticipation loan was created in the 1980s as a short-term loan secured by a taxpayer’s tax
refund. Beneficial Finance came up with the concept of a short-term tax-time loan, and H&R Block
partnered with the consumer finance company to offer these “instant tax refunds” (Rivlin 2010). Other
banks to become major players in the market over the following decade and a half were Bank One,
JPMorgan Chase, HSBC, Republic Bank & Trust Company, and Santa Barbara Bank & Trust. The RAL
quickly became popular among recipients of the EITC. EITC recipients and others saw the loans as an
attractive way to receive their tax refunds, which could be substantial, in a few days rather than weeks.
The refund anticipation check was introduced as a lower-cost alternative that was not legally considered
a loan, but created a temporary account into which the taxpayer’s refund was deposited and deferred
payment of the tax preparation and RAC fees until receipt of the refund.

As RAL use grew through the 1990s and tax preparation firms expanded their outlets across the United
States, consumers and providers responded to several policy changes. In the early 1990s, the IRS
provided the industry a “direct deposit indicator,” a screening tool to alert RAL lenders of debts
collectible by the federal government that might offset a taxpayer’s refund, including tax debt, child
support, and student debts. This was an important risk mitigation for lenders, who faced difficulty



collecting payment on the refund loan should it arrive at an amount less than the loan provided to the
borrower. In late 1994, the IRS stopped offering the indicator because of concerns about fraud in
electronically filed returns with RALs. Subsequently, the number of RALs fell from 9.5 million in 1994 to 6
million in 1999. Fees also increased once the non-indicator policy was implemented. In the early 1990s,
RAL fees ranged between $29 and $35 (Wu 2005). Once the indicator was removed, the largest RAL
provider, Beneficial, instituted a tiered structure based on the size of the loan, with fees ranging from
$29 to $89. Other lenders began charging between $40 and $90.

In 2000, the IRS reinstated the screening tool, which it then termed the “debt indicator.” The use of
RALs grew substantially, more than doubling in two years to a peak of 12.7 million in 2002 (figure 1). The
IRS saw the debt indicator as a means of encouraging electronic filing and direct deposit. Consumer
advocates believed the debt indicator was “corporate welfare” by acting as a free underwriting tool for
RAL lenders. Lower loan losses, however, can lead to lower consumer charges, higher profits, or both.
Indeed, the price of RALs has declined significantly for some of the biggest providers in recent years,
thanks to both increased competition and the IRS debt indicator. In 2007, for taxpayers who received
refunds, the average loan amount was about $2,700. At that loan amount, a RAL loan fee was $104 to
$111. In 2009, a consumer could expect to pay from $62 to $110. However, as RAL fees have declined,
tax preparation fees have increased (Holt 2009). In the last several years, the use of RALs has decreased
as they were eclipsed by the use of the relatively lower-cost RACs. By 2009, RAL use had declined to 6.9
million users, while RAC use grew to 12.9 million users.

FIGURE 1: NUMBER OF RALS AND RACs (IN MILLIONS), 2000-2009
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Major Industry Players

The major players involved in the industry are: RAL/RAC lenders, tax preparation firms, and transmitters,

or software makers, whose software is necessary for electronically filing tax returns and issuing bank

products (table 2). Playing a minor role within the market are low-cost RAL providers, often in
partnership with VITA sites. There were six

Table 2: Major Players in the RAL/RAC Industry major RAL and RAC lenders as of September
Tax H&R Block, Jackson Hewitt, Liberty Tax | 2010, three of which are headquartered in
Preparers Service, Instant Tax Service

— Louisville, Kentucky.
HSBC, Refund Advantage (Louisville,

KY), Republic Bank & Trust (Louisville, Four major tax preparation firms are H&R
Lenders KY), River City Bank (Louisville, KY), Block, Jackson Hewitt, Liberty Tax Service, and
Santa Barbara Tax Products Group,

Instant Tax Service. Independent preparers
MetaBank (Storm Lake, 1A) P prep

CCH Small Firm Services, Drake have about 40 percent of the RAL market. H&R

Transmitters Software, Intuit, TaxSlayer Block is the country’s largest tax preparation
Recently chain, preparing about 16.5 million individual
Departed JPMorgan Chase, Santa Barbara Bank tax returns in 2008 and issuing about 3.85
e e SRl million RALs (Wu and Fox 2010). Jackson
Players . - .
Note: HSBC has stopped funding all RALs except those offered Hewitt prepared about 3.4 million returns in
through its contract with H&R Block. 2008, about 1.2 million of which had RALs

associated with them. The proportion of its customers receiving RALs was higher than H&R Block’s,
about 35 percent compared to 23 percent. Jackson Hewitt’s founder, John Hewitt, left the firm in 1996
(Liberty Tax Service 2010) and started what is now the third-largest tax preparation chain with about
3,200 locations, Liberty Tax Service. The use of RALs and RACs is even higher at this firm—in 2008, about
37 percent of Liberty’s customers received a RAL and another 37 percent received a RAC.

RALs and RACs could not be provided without computer software to process the tax returns and bank
products. The largest tax preparation chains have created their own custom transmitting software, but
independent tax preparers rely on software companies, or transmitters, to set up tax-time loan
accounts. These products include TaxWise and ATX from CCH Small Firm Services. Individual users of
Intuit’s TurboTax can receive a RAC using the software, but not a RAL. Unlike RACs issued through tax
preparation firms, which come in the form of a check or debit card and do not require a bank account,
RACs issued online cannot be issued in check form and require an existing account. That account can
either be a traditional bank account or a pre-paid card, which in some cases customers can purchase at
the same time they are purchasing their RAC.

A number of free and low-cost RAL providers exist around the country, the oldest of which is
Alternatives Federal Credit Union. These programs provide free tax preparation or are linked to VITA
sites that provide free tax preparation. The programs emerged largely as a way to entice taxpayers away
from higher-cost RALs. They do not provide a large number of RALs—from fewer than a hundred to a
few thousand—but they do provide a workable model for cheaper alternatives to conventional RALs.



Setbacks for the Industry

The RAL/RAC industry recently faced a combination of adverse events relating to both consumers and
providers. To begin with, RALs declined by 18 percent in tax year 2009 from the year prior, and were
close to half as common as in the early part of the decade (however, relatively lower-cost RACs
continued to grow, making up for most of the decline in RALs).

The industry has recently lost several large players who became increasingly concerned about the
growing stigma attached to RALs and RACs. JPMorgan Chase, the RAL lender for about 13,000
independent preparers, left the market in late April 2010 (the end of tax year 2009), concerned that the
risk to its reputation from providing these high-cost loans outweighed their profitability (Eichenbaum
and Donmoyer 2010). Similarly, the only other large international bank involved in RALs, HSBC, the
lender for H&R Block, may be poised to leave the RAL market because of the IRS’s decision to withhold
the debt indicator. In response to HSBC missing a deadline to submit proposed fees, credit criteria, and
qualifying procedures for the 2011 tax season, H&R Block filed suit in mid October 2010, alleging breach
of contract (Nish 2010). HSBC had recently stopped issuing these loans to independent preparers and
had already indicated that it might exit the market altogether when its contract with H&R Block expired
in 2013. Prior to the 2009 tax season, Santa Barbara Bank & Trust (SBBT), a subsidiary of Pacific Capital
Bancorp, also left the market. Pacific’s regulator, the OCC, withheld approval for the bank to make RALs
given their level of troubled assets. (SBBT was able to sell its RAL/RAC business to form Santa Barbara
Tax Products Group, which is expected to provide RALs and RACs in the 2010 tax season.)

Departures within the industry created burdensome shifts for suppliers. SBBT’s departure may have
been a major upset to Jackson Hewitt; the bank provided about 75 percent of Jackson Hewitt’s RALs.
Jackson Hewitt had to then shift some of its RAC business to Storm City, lowa’s, MetaBank. Jackson
Hewitt’s other RAL lender, Republic Bank & Trust, which had been handling about 25 percent of the
chain’s RALs, took on another 20 percent of Jackson Hewitt’s RAL volume (WebCPA 2010). At the same
time, Republic faced regulatory problems. In February 2009, the FDIC issued a cease and desist order
against the bank, requiring the bank to institute a number of reforms in its RAL program. However, once
Republic instituted these reforms, it became a leading RAL lender, with Liberty Tax Service shifting most
of its business to Republic.

During this same time period, the RAL/RAC industry has encountered increased regulation at the state
and national levels. In 2009, four states—Arkansas, Maine, Michigan, and New York—enacted RAL laws
requiring oral and/or verbal disclosure of loan terms. This brought the number of states with regulations
governing RAL disclosures to 17 (McKernan, Ratcliffe, and Kuehn 2010).> Several states have sought to
place additional regulations on RAL/RAC lenders, but have largely been thwarted in doing so. Because
most RAL lenders are nationally chartered, state banking laws do not apply to these firms. Federal
regulations preempt state law for nationally chartered banks. In June 2009, however, the U.S. Supreme

* Disclosure requirements vary across states. The most common requirements are for the disclosure of the loan’s
APR, tax preparation fees, loan fee schedules, and filing fees, and for information on alternative e-filing options.
More detailed disclosure requirements were also enacted, including font size requirements and posting
requirements. A standard core of disclosure requirements is shared by almost all states.
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Court issued a decision on the powers of the Office of the Comptroller of the Currency (OCC), finding
that the agency’s regulations had exceeded the authority granted under the National Bank Act of 1864.
The ruling was interpreted by state attorneys general and lawyers for national banks as allowing states
to enforce their more stringent consumer protection laws against national banks (Streitfeld and Rudolph
2009), which could result in stricter regulation of RALs/RACs.

In addition, regulators of national banks and state-chartered banks issued policy statements in February
2010 that were critical of the RAL/RAC industry. The OCC issued new disclosure requirements because
RALs “present particular consumer protection and safety and soundness risks due to (1) their unique
repayment and cost structures, and (2) banks’ reliance on third-party tax return preparers who interact
with consumers” (Office of the Comptroller of the Currency 2010). The Conference of State Bank
Supervisors, the national organization for regulators of state-chartered financial institutions and
mortgage providers, and the American Council of State Savings Supervisors also issued a policy
statement that electronic tax filing has rendered RALs unnecessary, and it urges consumers to avoid
high-rate RALs and to instead electronically file returns and request direct deposit of returns
(Conference of State Bank Supervisors and American Council of State Savings Supervisors 2010). It asks
banks to refrain from making high-rate RALs.

The IRS has also been active in tightening restrictions on RALs. After a six-month study of tax return
preparers, in January 2010 the IRS proposed new registration, testing, and continuing education
requirements for tax preparers to combat high rates of fraud and error among some tax preparers.
While the proposed changes will not be fully implemented for several years, the IRS is increasing
enforcement in the 2010 filing season (IRS 2010b). This action may result in some of the smaller tax
preparers leaving the business because they are not able to meet the new requirements.

Most recently, and perhaps most importantly, the IRS decided to no longer provide the debt indicator
for the 2011 tax season. The IRS based its decision on the grounds that it had substantially increased the
number of electronic filings and direct deposits to a degree that the debt indicator was no longer
needed to assist in such goals. The agency also noted that refund processing time for e-filed returns had
been reduced to so short a period, 8-10 days, as to render RALs of limited use (Tax Analysts 2010). The
IRS Commissioner said that because many taxpayers take out RALs to pay for tax preparation fees, the
IRS would explore an option for the 2012 tax season in order to allow taxpayers to divert part of their
refunds to the tax preparer. Consumer advocates largely support the IRS’s decision, although some
RAL/RAC stakeholders interviewed for this study were concerned that low-income taxpayers would be
left without a way to pay their tax preparation fees for the 2011 tax season. RAL providers warned that
this development would force them to raise RAL fees to cover the additional risk of not knowing
whether taxpayers owe other collectable debts.

Both IRS and provider statements may be correct. Lower processing time may reduce the need for RALs
and save money for many taxpayers. However, those still demanding the product, and for whom no
debt indicator is available, may represent a higher risk pool for the industry, which will then likely charge
higher average fees.



WHO UsES RALs AND RACs

Of 111 million tax filers with a refund in tax year 2008, 8.4 million (7.6 percent) took out a RAL and
another 11.6 million (10.5 percent) received a RAC. By examining who uses RALs and RACs, we can
better understand the demand for these products. While several studies have looked at who uses these
products, this research advances the knowledge base in several ways. This joint effort by researchers at
the Urban Institute and the IRS Office of Research, Analysis, and Statistics allows quantitative estimates
to be made on the basis of a large number of actual tax records, while completely protecting taxpayers’
confidentiality. This approach provides several advantages over alternatives. First, we analyze millions of
taxpayer records. Second, for determining actual use, administrative data are more reliable than survey
data, which rely on less accurate recall. Third, many other studies had to rely upon publically available
aggregate zip code-level variables. Taxpayer-level data allow the use of multivariate techniques to
isolate the effects of various demographic, economic, and geographic characteristics on the take-up of
advance refund products. Fourth, tax records provide reliable data on such items as age, adjusted gross
income (AGI), filing status, gender for single and head-of-household filers, and geographical location.
Fifth, these data also allow us to make distinctions between RAL and RAC use not always possible for
other researchers. And finally, the influence of characteristics associated with place has been
underexplored in previous research. We were able to provide a much finer breakdown on the
prevalence of RAL/RAC use by state and even zip code, finding wide variation across the country, within
states, and between more urban and rural areas. On the other hand, the IRS does not collect
information on other household characteristics, for example, education levels, occupations,
race/ethnicity, and nativity, so our analysis does not explore their relationship to patterns of RAL and
RAC use.

Review of the Literature

Like other short-term, high-cost forms of small dollar credit, refund anticipation loans and checks have
been called alternative financial products or subprime credit, or labeled by consumer advocates as
predatory lending. In addition to RALs and RACs, alternative financial products include pawnshop loans,
auto title loans, rent-to-own products, payday loans, check cashing at non-banks, money orders, and
non-bank wire transfers. RALs and RACs complement, or substitute for, these other financial services;
they do not exist in isolation.

It is understandable, therefore, that the characteristics of RAL/RAC users tend to be similar to
consumers of other AFS products. Most AFS product users are young adults from low-income
households (Applied Research and Consulting LLC 2009; Feltner 2007). Patterns and frequency of use
are also similar among AFS consumers. Pawnshop and payday borrowers are noted as frequent users,
demonstrating patterns of borrowing multiple times in a given year (Johnson and Johnson 1998; Skiba
and Tobacman 2008). Unlike these products, RALs and RACs can only be provided once in the year—at
tax refund time. As a result, repeated use can only be tracked over a number of years. There is some
evidence to suggest that RAL and RAC consumers are frequently repeat users and purchase the product
out of habit (Barr and Dokko 2008; Elliehausen 2005).
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The largest group of RAL/RAC consumers is recipients of the EITC. The EITC is the largest means-tested
anti-poverty program in the United States, a $49 billion income transfer to the nation’s working poor.
The income-enhancement program was first enacted under the Nixon Administration in 1975 and
expanded several times thereafter. Yet, because the rules determining EITC eligibility and amounts are
complicated and direct benefit programs such as Social Security generally do not use private preparers
for filing claims, the EITC is the only federal benefits program where recipients routinely pay a preparer
to receive their benefits. Costs associated with tax preparation and receiving a RAL or RAC consume a
significant amount of this income. Wu and Fox (2010) estimate that EITC recipients who took out RALs
spent $1.5 billion accessing their refunds ($507 million in RAL loan and additional fees plus $991 million
in tax preparation fees). This measure of EITC program funds consumed would be significantly higher if
RAC fees and check cashing fees were also included.

A second important and partially overlapping group that uses RALs/RACs is the unbanked—those who
have no bank account. There are many reasons people are unbanked, including personal credit
problems, inconvenient bank hours or locations, minimum account balance requirements, an
uncomfortable or unwelcoming environment at financial institutions, and high fees for bounced checks
or low account balances (Federal Deposit Insurance Corporation 2009). However, a lack of access to
transaction accounts puts people at risk of having to rely on high-cost financial services. According to a
recent national survey of 1,488 U.S. households, unbanked households are twice as likely to get tax
advances (Applied Research and Consulting LLC 2009). Our work in this project finds a very large
difference in RAL/RAC use among those with and without interest and dividend income. (We take the
presence of interest and dividend income to be a proxy for banking status, although some of the banked
could have only non-interest bearing accounts.)

RAL/RAC users are disproportionately younger, low income, and from impoverished communities.
RAL/RAC users are more likely to have children and are more likely to be single heads of households
(Elliehausen 2005; Masken et al. 2008). RAL users have less formal education than those who do not get
an advance refund. An analysis of national survey data found that 11.2 percent of those without a high
school degree received a RAL in the past five years, compared with just 2.7 percent of those who
graduated college (McKernan, Ratcliffe, and Kuehn 2010). These characteristics suggest that many of
these individuals are more susceptible to income shocks.

Researchers have found that use of RALs and RACs is higher among ethnic minorities and communities
of color. In data from a national survey of self-reported RAL use, Applied Research and Consulting, LLC
(2009) found that whereas 13 percent of African Americans and 9 percent of Hispanics reported using a
RAL in the last five years, just 6 percent of whites did. Using 2006 tax data, Duda, Buitrago, and Smith
(2010) found that in lllinois, RAL usage is higher in African American communities, controlling for EITC
status. Keeley, Ludwig, and Griffith (2007) also found that RALs were highly concentrated in minority
neighborhoods in New York City. In an analysis of Native American lands, Dewees and Parish (2009)
found ethnicity to be a predictor of RAL use, controlling for other factors. In 9 of the 10 states examined,
Native communities had higher rates of RAL use among EITC recipients than other counties in the state.
They suggest that patterns of RAL use in some Native communities may be different than other rural
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areas and that these patterns perhaps signal a targeting of this particular population by paid tax
preparers offering RALs and RACs.

Several studies demonstrate that taxpayer purchases of RALs differ widely across the country and vary
by urbanization. Analyses of both administrative and survey data find that RAL/RAC users are more likely
to live in the South compared to other regions of the United States (Federal Deposit Insurance
Corporation 2009; Masken et al. 2008). Berube and Kornblatt (2005) find that similar variation exists
within metropolitan areas and cities. Dewees and Parish (2009) find that a greater level of urbanization
is a predictor of higher rates of RAL use. However, as noted earlier, many of the counties with the
highest use of RALs among EITC filers using a paid preparer are in very remote rural counties with
reservations (Dewees and Parish 2009).

Data and Methods

We analyze IRS data from tax years 2005 through 2008. Using these data, we first run descriptive
analyses on the universe of tax filers 18 years or older with refunds (111 million filers in TY 2008). We
only examine returns with refunds, as those owing money make no use of RALs or RACs. It is important
to note that tax filers do not always equate to households or families as they are conventionally defined,
as families could be composed of multiple tax filers. For this research, the IRS shared only aggregate
statistics with Urban Institute researchers.

To isolate the influence of individual factors on the decision to take up a RAL or RAC, we estimate
multinomial logistic regressions. For these multivariate analyses, we create a 1 percent sample of U.S.
taxpayers in TY 2005 and TY 2008. For explanatory variables, we include taxpayer-level characteristics:
the refund amount and how it was prepared (self-prepared, paid preparer, or volunteer preparer), filing
status/gender, receipt of the EITC (with and without qualifying children), number of dependent children
living at home, age, adjusted gross income (AGI), interest and dividend income, unemployment
compensation, and military status.

In addition to taxpayers’ demographic, economic, and tax return characteristics, we incorporate
secondary data about the communities where taxpayers live. We assemble geographic information from
the Federal Deposit Insurance Corporation (FDIC), the U.S. Department of Housing and Urban
Development (HUD), and the U.S. Office of Management and Budget (OMB). Then, we attach
community area characteristics to each tax filer’s record, including the median income relative to the
area median income, urbanization, and concentration of bank establishments. For a detailed discussion
of the data and methods we use in this report, see the description in the appendix.

Descriptive Analyses

Taxpayers who use RALs and RACs are not distributed randomly among the tax-filing population or the
population of those receiving refunds. Relative to the average, they are more likely to display certain
demographic and economic characteristics, geographical locations, timing of filing, and size of refunds.
RAL and RAC recipients are much more likely to resemble each other than non-recipients, but there are
still some modest differences between RAL and RAC users. We report on these key descriptors below
and then explore how important certain characteristics remain when run through a multivariate model.
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While we examined taxpayer data from tax years 2005 to 2008, we only report the 2008 figures, as
there was little change in use over this time (with one interesting exception relating to the military—
described in subsequent pages).

Timing of Tax Filing. The filing of returns with refund anticipation loans and checks is overwhelmingly
concentrated in the first few weeks of the tax season each year—a finding which speaks to the
perceived need for quick credit on the part of these taxpayers. For tax year 2008 (where tax returns are
filed mainly in January through April of calendar year 2009), over half of RACs were applied for by the
third week in February; over 7 in 10 RACs have been applied for by the first week of March (figure 2).
RALs are concentrated even earlier in the tax season. A remarkable 80 percent of RALs are applied for by
the third week of February, and over 90 percent by the first week of March. The early submission of tax
returns with RALs and RACs contrasts with other tax filers with refunds, only 20 percent of whom filed
their taxes by the third week in February in TY 2008.

FIGURE 2: SHARE OF TAX RETURNS FILED BY DATE AND REFUND TYPE, TY 2008
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Still, it is interesting to note that nearly 30 percent of RAC recipients wait to file their taxes until after
the first week of March. This latter finding suggests that a subset of taxpayers do not need funds as
quickly, and many (assuming they had the adequate information available) could have saved money
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simply by filing their taxes earlier and still receiving their refund at the same time or earlier than they did
after paying for the advance refund. At the same time, these later-filing taxpayers may prefer to or need
to pay for their tax preparation fees with their return, which necessitates taking out a RAC. RAL/RAC tax
preparers and RAL lenders noted in our qualitative interviews that many customers spend ahead or fail
to make payments on rent, utilities, or other expenses during the holiday months with the expectation
that they will receive a large lump sum in late January or early February.

Refund Amounts. RALs and RACs also differ from other tax returns in their size—RAL/RAC users tend to
be concentrated more at higher refund amounts (although we did not examine the breakdown among
refund amounts above $5,000 where some high-income taxpayers might be found). The median refund
Table 3: Percent RAL, RAC, and Non-RAL/RAC Use by Refund amount for non-RAL/RAC users (with a
Amount, TY 2008 refund) is $1,526, but for RAC
recipients it is $2,703, and for RAL
recipients $3,577. Looking at the
distribution, while 37 percent of non-

<$500 1% 4% 95%| 100%| 2% 7% 21%| RAL/RAC returns are for amounts less
>$500 5%| 9% 86%| 100%| 10%| 13% 17%| than $1,000, just 20 percent of RAC
>$1,000 6% 10% 84%| 100% 9%| 11% 12% d12 f RAL
>$1.500 el 11% 33%| 100% 7%l 9% 95| returnsan percent o returns
>$2,000 8%l 12% 80%| 100%| 13%| 14% 12%| are below $1,000. Looking at the other
>$3,000 12%| 15% 73%| 100%| 16%| 14% 9%| end of the continuum, we see that 6 in
>54,000 | 15%| 16% 69%| 100%| 15%) 12% 6%| 10 RAL recipients had a tax refund of
>$5,000 13% 13% 74%| 100%| 28%| 21% 15% o

[Total | 100%| 100%|  100%] ©Ver 3,000, while just 30 percent of
Source: Authors’ calculations of IRS taxpayer data. non-RAL/RAC returns did. Again, RAC

recipients fall between these two groups: 46 percent had returns worth over $3,000. These numbers
confirm previous findings that RAL and RAC recipients typically receive large refunds, which are

principally the result of refundable tax credits.

Preparer Type. Almost all RAL tax returns are recorded by the IRS as being completed by paid preparers.
This makes sense as RALs are loan products that require approval from a lender; this product is not
available to self-preparers. However, RACs are markedly different. Just 55 percent of RAC returns are
prepared by paid preparers—comparable to the 57 percent of those without a RAL or a RAC who use
paid preparers. While several brands of tax preparation software allow consumers to receive RACs, the
prevalent use of RACs among self-prepared returns is contradictory to the notion that RACs are simply
used to pay for paid preparation. The next section details the motives for RAL/RAC use according to paid
preparers, but we do not have information on why taxpayers who self-prepare their returns choose

RACs in such great numbers.

EITC Receipt. RALs and RACs owe their development and enduring popularity in no small part to the
EITC program. The EITC is delivered through the tax code. Because it is difficult to know the amount of
EITC to be received at the end of the year, most taxpayers receive just a single check after filing their
returns, as opposed to receiving the money reflected over the year in, say, withholding or through the
Advance EITC program. Due to the EITC and other refundable tax credits, some poorer households can
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receive close to $5,000 or as much as 40 percent of their income, with one check at tax time. Over 26
percent of EITC recipients with qualifying children take out a RAL and another 23 percent take out a RAC
(table 4). Viewed from another angle, 64 percent of RALs and 42 percent of RACs are taken by EITC
recipients. It is primarily EITC recipients with qualifying children who take out RALs and RACs—but EITC
claimants without qualifying children generally are eligible for much smaller refund amounts.

Table 4: Percent RAL, RAC, and Non-RAL/RAC Use by EITC Recipient Our interviews confirmed that a
Status, TY 2008 majority of RAL clients are EITC

recipients, and some respondents
argued that this is in part a result
of aggressive marketing targeted

EITC Claimant w/ at EITC claimants. Another
Qualifying Kid(s) | 26% | 23% 50% |100% | 60% | 38% 8% | respondent stated that the
EITC Claimant w/o ) ) ]

Qualifying Kid(s) 7% | 9% 84% | 100% | 4% | 4% 4% | complicated instructions and

Non-EITC Claimant | 3% | 6% 91% | 100% | 36% | 58% 88% | forms for tax credits like the EITC

Total 4 100% | 100% 100% are a major driver for the

Source: Authors’ calculations of IRS taxpayer data.

popularity of RALs and RACs.
Many EITC recipients must use a tax preparer to file their taxes, and, unless they have access to free tax
preparation at VITA sites, they may feel that the most convenient way to pay the tax professional is to
take the fees out of an advance refund.

FIGURE 3: RAL AND RAC UsE BY HOUSEHOLD FILING STATUS AND GENDER, TY 2008
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Filing Status and Gender. If taxpayers are married, they will file their taxes jointly as a couple or in a
smaller number of cases as “married filing separately.” A single person living alone generally will file his
or her taxes as a “single” return, while a single adult caring for one or more dependents will file as a
head of household (HOH).

It is these HOH families that stand apart in their use of RALs and RACs (figure 3). Some 4 in 10 HOH filers
received a RAL or RAC, split roughly evenly between the two products. Contrast that with married filers:
fewer than 9 percent use a RAL/RAC. Single filers also use RALs and RACs at less than one-third the rate
of HOH filers. RAC use was somewhat higher than RAL use for single and married filers. Interestingly,
gender differences in use of RAL/RAC, once controlling for type of return, are only modest. What
matters is whether the filer is parenting alone, not whether the filer is a man or a woman. These latter
findings are further described in a subsequent section on the multivariate analysis.

Presence of Children. Most HOH filers using RALs/RACs have children. Looking at descriptive figures, we
see that tax filers with children present are bigger users of RALs and RACs than those without children.
Over 12 percent of those with one or more children take out a RAL, compared with just 3.2 percent of
those without children. Similarly, RAC use is higher among those with children (13.4 percent versus 6.1
percent for those without children).

FIGURE 4: RAL AND RAC UsE BY AGE, TY 2008
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Age. Individuals and families in their early career years are substantial users of tax refund advances. The
median age for RAL users is 34, the same as for RAC recipients. After age 45, the use of such products
declines rapidly (figure 4). This is somewhat expected as older tax filers generally have higher incomes
and are less likely to have dependent children. The median age for non-RAL/RAC users is 45 years old.

Service in the Armed Forces. IRS tax return data does not provide reliable information about the
occupations of tax filers; however, primary and secondary taxpayers in the active armed forces can be
identified using W-2 data. Citing concerns over national security, the armed forces have campaigned
against the use of auto title loans, payday loans, and other alternative financial products (Department of
Defense 2006). In 2006, Congress passed the John Warner National Defense Authorization Act for Fiscal
Year 2007, also referred to as the Military Lending Act, to protect military households (but not other
families) from what it considered to be predatory lending practices. This act prohibits financial service
providers from issuing loans with APRs of over 36 percent to members of the military and their
dependents, including spouses and children under 18. Lenders face civil and criminal penalties for
intentional noncompliance, and service members who intentionally misrepresent their military status
also face penalties under federal law (Code of Federal Regulations 2010, H.R. 5122 (2006)).

FIGURE 5: NUMBER AND TYPE OF RETURNS AMONG ACTIVE MILITARY TAXPAYERS, TY 2005 AND TY 2008
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Universe: All tax filers with a return where the primary or secondary taxpayer was identified as an active military
member and received a RAL or a RAC.

In TY2005, before this legislation was passed, 168,200 members of the armed forces used a refund
anticipation loan and another 221,900 used a RAC (figure 5). However, after instituting the APR cap, RAL
use dropped precipitously by over 90 percent (15,700) by TY2008 (compared to a 15 percent drop in use
among all tax filers). Some, but not all, of these military filers may have shifted to relatively lower-cost
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RACs; 335,400 took out a RAC in TY2008, an increase of over 50 percent. This more than twice the
increase of all tax filers whose use of RACs rose by almost 20 percent (nearly 9.8 million in TY2005 and
over 11.6 million in TY2008).

Unfortunately, there is little evidence of how these families fared as a result of this policy shift. For
instance, did they alter their spending and savings habits? How much did the savings from not using a
RAL mean to them? Tax preparers interviewed for the qualitative portion of this study have different
views on the effect of the law. One argues that the need for short-term credit has not diminished and
that military households are turning to other forms of short-term credit. Another respondent believed
that military households who used RALs in the past may well have changed their spending habits. She
thinks the law has forced them to plan ahead and save in case unexpected expenses arise.

FIGURE 6: RAL AND RAC USE BY INCOME, TY 2008

14%
13.3%
B RAL
12.0% RAC
12%
10.3%
10% -
" 8.1%
c 8% -
- o,
=1 6.9% 7.0%
2 ° 6.6%
s
2 6% -
B
-
c
o
4
@ 4%
a
3.2%
2.7%
2% -
0.6%
0% S
$0-10 >$10-25 >$25-50 >$50-75 >$75

Adjusted Gross Income (in Thousands, USS)

Source: Authors’ calculations of IRS taxpayer data.
Universe: All tax filers with a return.

Income. The highest use of RALs/RACs is among the working poor (figure 6). The median AGl among RAL
users is $19,768. At the median, RACs are used by somewhat higher-income taxpayers: $24,072. Non-
RAL/RAC users with refunds have AGls of $36,858 at the median. Of tax filers earning $10,000-525,000,
one in four uses either a RAL or RAC. Those earning below $10,000 are not the biggest users of RALs and
RACs; they do not have sufficient income to generate a sizable refund or receive the highest levels of
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EITC. Similarly, those with incomes above $50,000 often avoid these products, although, interestingly, a
fair number of them use RACs.

Asset Holding and the Unbanked. RAL/RAC use falls dramatically among households with interest or
dividend income. We take the presence of interest and dividend income to be a proxy for banking status
and at least some liquid assets, although some of the banked could be only in non-interest-bearing
accounts. Assuming an interest rate of 2 percent, interest and dividend earnings of $50 would equate to
savings of $2,500 and $250 to savings of $12,500. Those without any interest or dividend income are
most likely to use RALs and RACs (25 percent use either a RAL or RAC). But just 7.2 percent of those with
even low assets ($1-549 in interest and dividend income) use a RAL or RAC. Tax filers with moderate
savings ($50-$250 in interest and dividend income) rarely used RALs and RACs (4.5 percent) and just 1.3
percent of higher net worth individuals (greater than $250 in interest and dividend income) did.
Generally speaking, almost any interest and dividend income seems to cause a dramatic drop off in use
of these alternative financial products.

Geographic Concentration. RAL and RAC use is highly geographically concentrated. Research has not yet
been able to determine why geographic concentration matters. There is some evidence that tax
preparers have targeted low-income communities for their store placements (Rivlin 2010). Such
targeting could be driven by economic factors. Or there could be particular cultural differences among
communities, including different peer effects or proximity to stores. Whether this is driven by supply-
side (tax preparer) or demand-side (taxpayers) motivations, or both, RALs and RACs are primarily
received by taxpayers who live in poor communities, often of color. Given the historic income, racial,
and other socioeconomic segregation in the country, this finding may not be surprising. However, the
degree of concentration is striking.

One significant contribution from our research findings is the take-up of RALs and RACs at the zip code
level. While research has aggregated RAL and RAC use at the state and national levels, we find
interesting patterns of concentrated RAL and RAC use within states and across state zip codes. Figure 7
below shows RAL/RAC concentration by zip code, with a few communities (i.e. zip codes) contributing
the bulk of RALs and RACs. Just 20 percent of all communities account for nearly 70 percent of all RALs
and RACs. To further demonstrate the high use among communities, we map the concentration of
RAL/RAC use across the U.S. by zip code (figure 7). The diversity of RAL/RAC use is very evident.
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FIGURE 7: PERCENT TOTAL RAL AND RAC USE BY PERCENT OF ZIP CODES, TY 2008
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Universe: All tax filers with a return and living in zip codes with >10 RAL, RAC, or Non-RAL/RAC total returns; approximately 98
percent of tax filers with a return.

Communities in Appalachia and the Deep South have high rates of use, while many northern
communities use RALs/RACs less frequently. Somewhat lost at this scale is the fact that high levels of
RAL/RAC use are also prevalent in many cities, predominantly in the poorest communities but not
always. Therefore, we present RAL/RAC use from a few areas as illustrations. We find very different
patterns of use across and within metropolitan areas such as Washington, D.C. and Chicago (figures 8
and 9). In these metropolitan statistical areas (MSAs), fewer than 5 percent of tax filers in many zip
codes use RALs or RACs (combined). But there are also many communities where RAL/RAC returns
represent more than 40 percent of all returns with refunds. In the supplemental appendix, we present
tables documenting RAL/RAC use by state for the top 100 MSAs, and we also present select additional
MSA-level maps of high, moderate, and low RAL/RAC-using areas.

20



REFUND ANTICIPATION LOAN & REFUND ANTICIPATION CHECK USE IN THE
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FIGURE 8: RAL & RAC USE IN WASHINGTON
(DisTrICT OF COLUMBIA) METROPOLITAN AREA, TY 2008

FIGURE 9: RAL & RAC UsE IN CHICAGO
(ILLinois) METROPOLITAN AREA, TY 2008
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The Correlates of RAL/RAC Use

Multivariate models allow us to distinguish the relationship between each explanatory variable and
RAL/RAC—for instance, whether RAL/RAC use is linked with low incomes or by the availability of EITC at
different income levels. The goal of multivariate models is to distinguish the importance of each factor,
while controlling for others. This model also allows us to understand how the explanatory variables’
relationships to RAL and RAC use differ. In this study, we estimate a multinomial logistic regression
model of the probability of use of a RAL, a RAC, or neither. Since we have such a large sample size, most
of the explanatory variables are statistically significant. But what is of main interest here is the size of
relationship of each variable to use of RALs and RACs, not merely its significance.

We describe these relationships by using odds ratios—that is, the percent increase or decrease of RAL or
RAC use, after controlling for various characteristics. The “odds” of RAL use are defined as the relative
probability of RAL use versus use of neither RAL nor RAC. The odds of RAC use are defined in a similar
way. The odds ratio is a multiplier that provides a measure of how the odds are changed by being in a
particular group, after controlling for various other characteristics. For categorical variables, this
increase or decrease is in comparison with an omitted category, defined for each variable; we label
these as reference groups. For example, from the RAL equation, the odds ratio for EITC without
qualifying children is 1.95. This implies that the odds of receiving a RAL for those with EITC without
qualifying children are 1.95 times the odds for those without EITC. This is equivalent to saying that they
are 95 percent more likely for those with EITC without qualifying children as compared with those
without EITC. We use the “likelihood” rather than “odds” nomenclature throughout, but define the term
as described above. Additional output results are available in appendix table A.1.

Generally, the findings confirm the importance of variables where we saw differentials in the descriptive
analyses. We find that many of the characteristics have even stronger associations with RAL take up
than with RAC use. We explore the most important factors below.

EITC recipients have a much higher likelihood of using a RAL or a RAC especially if they have one or more
qualifying children (figure 10). Compared with non-EITC claimants with or without qualifying children,
EITC claimants with a qualifying child are over 125 percent more likely to use a RAL and over 75 percent
more likely to take out a RAC compared to using neither product. The increase in likelihood, while still
large, is slightly less for EITC recipients without qualifying children. They are 95 percent more likely to
take out a RAL and 33 percent more likely to take out a RAC. This confirms descriptive findings on the
higher use among EITC recipients and also provides insight into a predominant driver of RALs and RACs.

A taxpayer’s refund amount has an important association with his or her decision to use a RAL or RAC.
The higher a taxpayer’s refund, the more likely he or she is to use a RAL or RAC. Relative to not using a
RAL or RAC, for every 170 percent increase in refund amount, an individual is approximately 85 percent
more likely to use a RAL and 45 percent more likely to use a RAC. Another way of saying this is that an
individual with a loan amount of $1,360 has more than an 80 percent increased likelihood to use a RAL,
or more than 40 percent increased likelihood of using a RAC, compared to an individual with an loan
amount of $500.
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FIGURE 10: PERCENT LIKELIHOOD OF RAL AND RAC USE BY EITC CLAIM STATUS

Earned Income Tax Credit (EITC) Claim Status
EITC without Qualifying Non-EITC Claimant (reference
EITC with Qualifying Child(ren) Child(ren) group)
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100% | +95%

80% - +76%

60% |

40% |
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+33%

20%
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Source: Authors’ calculations of IRS taxpayer data.
Universe: One percent random sample of all tax filers with a return.
Notes: The graph represents the increased/decreased probability of RAL/RAC use compared to the reference group. It depicts the
graphed coefficients (odds ratios) resulting from the multinomial regression.

How taxpayers prepare their return is also significant. Relative to self-prepared returns, volunteer-
prepared returns are 65 percent less likely to receive a RAL and 60 percent less likely to receive a RAC.
Those who have their return prepared by a paid preparer are exponentially more likely to use a RAL or
RAC than those who prepare their own returns. Indeed, RALs must be prepared by paid preparers, but
45 percent of RACs are taken out by taxpayers who prepare their own returns.

The increased likelihood of using a RAL or RAC varied by filing status but was most prominent among
single-headed households with children (figure 11). Compared to households that are married and
jointly file their tax return (and controlling for other factors), males and females who file their taxes as
heads of households are about 160 percent and 130 percent more likely to take a RAL. Single-filing
males and single-filing females (households without qualifying dependents) are also more likely to use
RALs (85 percent for males and 26 percent for females). This suggests that gender is less important than
the presence of children.
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FIGURE 11: PERCENT LIKELIHOOD OF RAL AND RAC USE BY HOUSEHOLD FILING STATUS

Household Filing Status
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Source: Authors’ calculations of IRS taxpayer data.

Universe: One percent random sample of all tax filers with a return.

Note: The graph represents the increased/decreased probability of RAL/RAC use compared to the reference group. It depicts the
graphed coefficients (odds ratios) resulting from the multinomial regression.

Even after controlling for income and household filing status, older ages are associated with much lower
use of RALs and RACs (figure 12). When compared to non-use of RALs/RACs, individuals who are
younger than 34 years old are nearly 50 percent more likely to use a RAL or use a RAC compared to
individuals in their middle ages, 45-54. The closer an individual is to retirement and old age, the less
likely he or she is to use a RAL or RAC.

While many of the characteristics discussed thus far affect RAL and RAC use in the same direction, active
military membership is associated with less RAL use and greater RAC use. Being an active military
member is associated with an 85 percent decrease in the likelihood of RAL take-up but over a 100
percent increase in likelihood of RAC take-up. This demonstrates the power of the Military Lending Act,
which prohibits military members from receiving loans with greater than 36 percent APR.
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FIGURE 12: PERCENT LIKELIHOOD OF RAL AND RAC USE BY AGE

Percent IncreasefDecrease Likelihood

Age
45-54
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Source: Authors’ calculations of IRS taxpayer data.

Universe: One percent random sample of all tax filers with a return.

Note: The graph represents the increased/decreased probability of RAL/RAC use compared to the reference group. It depicts the
graphed coefficients (odds ratios) resulting from the multinomial regression.

We also find that low to moderate incomes, not just the lowest, are associated with higher use of RALs
and RACs. Those earning less than $30,000-535,000 (the omitted reference group) are 7 to 42 percent
more likely to receive a RAL (table A.1). The association of income groups with RACs is nearly identical.
Those earning above $45,000 are about 35 percent less likely to take up a RAL and RAC.

Even after controlling for income, we find that having earning assets—which can include simply being
banked with some account that pays interest—matters (figure 13). Claimed interest and dividend
income can act as a proxy for asset holdings. Having $1 in interest income could be the equivalent of
having a S50 in a bank account with a 2 percent annual return. When compared to having no interest or
dividend income, having any assets is related to decreases in RAL and RAC use; also, the more capital
income an individual receives, the greater the decrease in likelihood of obtaining a RAL or RAC. It is likely
that having assets lessens the need for RALs and RACs, for example, because the filer is able to pay the
tax return preparation fees or has a bank account. But this measure likely conveys something more, as
well, at least for some taxpayers. Those individuals who are banked—especially banked with interest-
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bearing accounts—operate in a different world of information, financial planning for the future, financial
literacy, a greater personal tendency to save more and borrow less, ability to forestall consumption,
easier ability to deposit refunds, lower amounts of other outstanding debts, or, most likely, some
combination of all of the above.

FIGURE 13: PERCENT LIKELIHOOD OF RAL AND RAC USE BY INTEREST AND DIVIDEND INCOME

Interestand Dividend Amount Claimed, US$

SO (reference group) 2$1-550 >$50-5250 >$250
0% 0% 0%
B RAL
RAC

-20% F
-
<]
<]
=
2
—
2 -40% §
wv
o
Q
S
Q
a
—
Q
[,
1]
S -60% 57% =
£
c
Q
e
& -69%

-80% F——

-83%
-87%
-91%
-98%
-100%

Source: Authors’ calculations of IRS taxpayer data.

Universe: One percent random sample of all tax filers with a return.

Note: The graph represents the increased/decreased probability of RAL/RAC use compared to the reference group. It depicts the
graphed coefficients (odds ratios) resulting from the multinomial regression.

Geography matters profoundly. It is not the case that RAL/RAC use is simply explained by the
characteristics of individual taxpayers. Geography can matter in several ways. First, RAL/RAC providers
are concentrated in certain communities, so geography reflects access to these financial products.
Higher RAL/RAC use in certain zip codes may also reflect “peer effects,” whereby potential RAL/RAC
users are made aware of these products or encouraged to use them by neighbors, family, and friends.
Given historic patterns of racial segregation, it is possible that higher use in certain areas reflects racial
discrimination, a factor that has been demonstrated in other lending markets® but that we were not able
to measure with this study. Additionally, it is possible that geography captures other taxpayer-level

* See for example, Bates 1997; Blanchflower et al. 2003; Cohen-Cole 2008; Coleman 2002; Holloway and Wyly
2001; Schill and Wachter 1993; Squires 1997; and Turner et al. 2002.
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characteristics that we were not able to include, like financial literacy, education, and English-language
ability.

One of the strongest measures in our model is the relative affluence of a taxpayer’s zip code. We create
a ratio of the zip code’s median income relative to the median income of the surrounding metropolitan
area or county (for zip codes that are not part of a MSA). We then divide zip codes into five categories,
extremely low-income areas (those whose median income is 0 to under 30 percent of area median
income), very low-income areas (30 to less than 50 percent of AMI), low-income areas (50 to less than
80 percent of AMI), moderate income (80 to 120 percent of AMI), and upper income (over 120 percent
of AMI).

As shown in figure 14 below, taxpayers living in extremely low-income communities are an astonishing
560 percent more likely to use RALs and 215 percent more likely to use RACS—controlling for their
family characteristics and their income. Taxpayers in very low-income communities are 260 percent
more likely to use RALs and 125 percent more likely to use RACs. Even taxpayers in low-income
communities are significantly more likely to use RALs and RACs.

FIGURE 14: PERCENT LIKELIHOOD OF RAL AND RAC USE BY AREA MEDIAN INCOME

Income Relative to Area Median Income
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Source: Authors’ calculations of IRS taxpayer data.

Universe: One percent random sample of all tax filers with a return.

Note: The graph represents the increased/decreased probability of RAL/RAC use compared to the reference group. It depicts the
graphed coefficients (odds ratios) resulting from the multinomial regression.
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After controlling for the income of the locality and the taxpayer-level characteristics, those living in rural
areas are associated with higher levels of RAL and RAC use. An individual living in a densely populated
area (super-urban) is nearly 70 percent less likely to use a RAL compared to individuals in rural areas.
The association between urbanization and RAC take-up is weaker but still present—living in a densely
populated area is related to nearly a 25 percent decrease in likelihood of RAC take-up.

When controlling for many individual-level and geographic-area variables, other community-level
variables do not have important associations with RAL and RAC take-up. Though not presented here,
additional models that include proxies to measure the effect of the education level, subprime mortgage
activity, and unemployment level in the area where the individual lives do not demonstrate much
association with RAL and RAC use. Living in an area with a high concentration of banks was associated
with slightly lower uptake of RACs.
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WHY TAXPAYERS USE RALS/RACSs AND WHY TAX PREPARERS
OFFER THEM

Our interviews with RAL/RAC industry stakeholders confirm that the number of RALs has been declining
while the number of RACs has increased. However, stakeholders assert that a significant contingent of
dedicated RAL users remains. The interviews largely supported the findings of past researchers into the
motivations of RAL and RAC borrowers. Consistent with previous findings, industry respondents
indicated that most RAL and RAC recipients use these products to pay for pressing financial obligations,
both expected and unexpected, and for their tax preparation and that RAL/RAC users, particularly those
claiming the EITC, are driven to paid preparers by the complexity of filing a tax return. We also heard
that some RAL/RAC recipients wanted the AFS product to access their refunds more quickly than they
would have been able to otherwise. Stakeholders from the RAL/RAC industry disagree with the
conclusion that consumers use these products because of failure to understand that the product is a
loan or because consumers are not aware of the fees involved. Consumer advocates argue that use is
partly driven by aggressive, targeted marketing.

Review of the Literature

Very few studies empirically examine the motivation behind consumers’ use of RAL/RAC products. Based
on their analysis of RAL/RAC products and consumers, Berube and Kornblatt (2005) suggest several
drivers of consumer use: (1) there is a real or perceived need for cash, as recipients may live paycheck to
paycheck or lack savings to cover prior, current, or future spending; (2) consumers may be unaware that
the product is in fact a loan due either to lack of information received during the transaction or to
limited understanding of what the product costs are compared to the tax preparation fees; (3) if a
consumer does understand the fee, the fee may seem inconsequential when compared to the refund
amount, what the authors describe as the “windfall effect;” (4) consumers may simply not have enough
money to pay for the tax preparation fee; and (5) consumers may distrust conventional methods of
receiving refunds.

Three studies ask consumers why they decided to use a RAL (none ask about RACs). Barr and Dokko
(2008) conducted a survey of 938 low-, moderate-, and middle-income households in the Detroit
metropolitan area to understand what factors consumers considered important in deciding to purchase
a RAL. Elliehausen (2005) conducted a national survey, screening 15,177 households to yield 330
respondents who said they obtained RALs in tax year 2003. In 2008, the Treasury Inspector General for
Tax Administration attempted to survey 350 taxpayers who received RALs according to IRS data,
receiving responses from 250 who indicated that they received RALs.

Barr and Dokko (2008) report that nearly 80 percent of RAL users found it very important to use a RAL
because they wanted a refund sooner or wanted to pay bills faster. Elliehausen (2005) reports that
consumers’ primary reason for obtaining a RAL was to pay bills (41 percent). Another 21 percent
reported that their refund went toward unexpected expenditures. Fifteen percent reported not wanting
to wait for their refund as the primary reason for obtaining a RAL. Of the 250 RAL recipients in the
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Treasury Inspector General for Tax Administration (2008) study, 185 (74 percent) reported using the
money to pay bills. Eighty-five percent of respondents said they obtained RALs because they wanted
faster access to their tax refunds.

Although RAL takers cite paying down debt as a contributing reason for their RAL use, they are only 5
percentage points more likely to spend their tax refund on bills and debt compared with non-RAL takers
(82 percent compared with 77 percent), according to Barr and Dokko (2008). Given the few differences
in how RAL and non-RAL takers use their refunds, Barr and Dokko feel that the motivation for receipt of
a RAL is not necessarily correlated with how individuals spend the money. RAL use may also be
attributable to inconsistent or limited credit options for households. Elliehausen (2005) finds that nearly
half of EITC recipients who obtained a RAL report being turned down or limited by a lender in the last
five years, more than two times the percentage of all households.

An important consideration is whether taxpayers are informed consumers of RALs and RACs.
Elliehausen’s survey finds that 40 percent of RAL users in the survey did not know what fees, other than
the loan fee, were deducted from their loan amount (Elliehausen 2005). Based on survey responses, the
Treasury Inspector General for Tax Administration report concludes that if taxpayers were aware that
refunds could arrive in as few as five days—a timeframe based on a new computer system that is being
tested—RALs might not have been as attractive to them. Eighty-five percent of the 250 respondents
who confirmed receiving RALs stated that they would have been willing to wait up to nine days to
receive their tax refunds. Only 167 (67 percent) of RAL recipients stated that their preparer explained
how long it would take for the taxpayers to receive their tax refunds if they chose not to obtain the RAL.
A review of IRS accounts for the 250 confirmed RAL users shows that their tax refunds were issued to
lenders within 14 days (Treasury Inspector General for Tax Administration 2008).

With respect to the fourth reason suggested by Berube and Kornblatt, the literature is divided as to the
importance of taking out a RAL to pay for tax preparation fees. Nearly half of respondents in the Barr
and Dokko survey report this as an important motivation. But only 16 percent of the respondents in the
Elliehausen survey do so. Finally, consumers may lack confidence in the system through which
traditional refunds are received directly from the IRS—32 percent of respondents in Barr and Dokko’s
survey reported that it was very important for them to receive a RAL because they wanted to ensure

receipt of the refund.

While some past research focused on consumer motivations for getting RALs or RACs, we could find no
research addressing supplier motivation. One reason this area has been unexplored may be that
researchers have assumed a simple profit motive among suppliers is adequate, though this raises
questions such as whether competition for return preparation requires offering RALs and RACs even if
the latter products by themselves added only modestly to profits.

Data and Methods
We interviewed 18 individuals at 11 different organizations, and discussed topics ranging from product
fees to motivations for RAL/RAC use and the future of the industry. The interviews also focused on
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RAL/RAC use associated with prepared returns. Those interviewed included conventional RAL lenders,
tax preparers, low-cost RAL lenders, and VITA sites partnering with low-cost RAL lenders.

A sizable number of self-prepared returns also take RACs by using options available in tax preparation
software (this option is not available for RALs). Since we did not interview or survey consumers in this
study, our information on motivations is based mainly on the experiences of a range of industry
stakeholders. Please see Methods and Data Appendix for a full description of the methods used to
identify appropriate respondents and to conduct the interviews. This appendix includes a list of
organizations that participated in the interviews.

Borrower Motivations

The interviewees largely confirmed our finding that the number of RALs has been declining in recent
years while the number of RACs has increased. Stakeholders interviewed have seen the number of RAL
clients decrease in absolute numbers and as a percentage of their business. Even though RAL fees have
declined in the past few years, respondents report that customers still seem to be increasingly willing to
accept a wait of a few weeks to receive their funds rather than pay higher fees.

Although RAL use has declined in recent years, many dedicated users remain. Our interviews indicate
that these borrowers use the products for many of the reasons identified by previous research. Industry
stakeholders note that many individuals spend ahead or fail to make payments on rent, utilities, or other
expenses during the holiday months with the expectation that they will receive a large lump sum in late
January or early February. These are individuals for whom 10 days—the approximate time difference
between receiving a RAL rather than a RAC—may be significant. RAL users also use the products because
they do not have the cash on hand to pay for tax preparation fees. A majority of RAL users receive the
EITC, and, according to our industry respondents, many feel that returns are too complex to complete
by themselves. Last, some RAL recipients, both banked and unbanked, express mistrust of conventional
financial institutions and use RALs as a way to receive their refunds while avoiding dealing directly with
banks.

As indicated, our interviews support the findings of past researchers regarding the motivations of RAL
and RAC borrowers. Based on our interviews, key motivations for borrowers include the following short-
term financial needs: post-holiday financial strain, general financial strain and unexpected expenses, and
lack of funds to pay for tax preparation. Lack of a bank account (and the lack of a credit card or desire
not to use a credit card to pay software firms for self-prepared returns), the complexity of tax returns,
and mistrust of conventional financial institutions are additional factors that draw taxpayers to RALs and
RACs.

In many of these cases, one must also keep in mind the cost of alternatives. One industry commentator
pointed out that the cost of a $3,000 RAL at about 2 percent would be cheaper than getting the same
amount of money not only through other AFS products, but for many, even by borrowing on a credit
card.

Quick Money to Alleviate Post-Holiday Financial Strain. According to the lenders, tax preparers, and
others interviewed, RALs and RACs have become part of the annual financial cycle for some recipients.
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Their late fall and early winter spending habits reflect the knowledge that they will have a large influx of
cash in late January or early February. Several respondents note that RAL and RAC users may leave
utilities, rent, or car payments unpaid with the expectation that they will be able to pay them off at a
certain time with a RAL or RAC. Recipients may also have seasonal work that has ended.

Consistent with the findings about an annual cycle, one stakeholder reports his organization has noted
that its RAL users tend to fall into debt during the holiday months and see the RAL as a safe way to pull
them out. The RAL amount is often enough to pay off the immediate debt (e.g., a car payment,
mortgage or rent, or overdue utilities). He adds that his organization does not view the RAL as an ideal
solution because it is not an asset-building tool, but he does see the loans as a useful means of paying
off debts that might put recipients in an even more precarious financial position. Several stakeholders
indicate that the windfall effect is very much in play, and that RAL recipients seem not to be sensitive to
the associated fees, which some suggest are not that large relative to many other financial transactions.

General Financial Strain and Unexpected Expenses. In addition to holiday-related financial stress,
respondents cite day-to-day financial obligations as a main reason consumers choose to take out RALs
and RACs. Tax preparers and low-cost providers say that RAL/RAC customers are often in a financial
crunch and that they are individuals with little or no disposable income who live day to day and who are
often behind on bills. RAL users may have gotten an eviction notice, may need to make a payment on a
car so they can drive to work, or may need to repair a car or an appliance.

All of the low-cost providers interviewed and a few of the conventional tax preparers interviewed say
they make an effort to persuade customers to wait until their tax return is directly deposited or arrives
in the mail or to take out a RAC instead of a RAL. In some cases, according to these respondents, such
arguments are successful, but more often customers seem determined to get their funds quickly.

Lack of Funds to Pay for Tax Preparation Costs. An inability to pay for tax preparation is another
commonly cited reason for receiving either a RAL or RAC, according to the interview respondents. One
respondent estimates that at least 90 percent of those requesting RALs at his firm cannot pay for tax
preparation fees. For the 2009 tax season, fees charged by H&R Block and Jackson Hewitt for tax
preparation were approximately $187 (Wu and Fox 2010). For customers who are living paycheck to
paycheck, this outlay may be more than they can afford, so they turn to a RAL or a RAC as a way to pay
for tax preparation. In fact, as best as we could determine, often there were few other options. These
customers could find a VITA site, although these are not available in all communities and some have
limited hours of operation, or (if they have a bank account) turn to other potentially expensive
alternatives such as payday loans to meet expenses.

Lack of a Bank Account. Stakeholders we interviewed report that many of their RAL/RAC customers are
unbanked. Consumers without bank accounts who need cash quickly have limited choices. Direct
deposit offers the fastest method for receiving a refund, but that requires a RAC or a RAL.> A refund

> It should be noted that some RACs—for example, those offered through TurboTax in tax season 2010 —require an
existing bank account and are not available to the fully unbanked. That existing account can be a prepaid card
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issued by paper check takes longer to receive and, for the unbanked, also involves a check-cashing fee.
Also, the significant use of RACs on self-prepared returns appears related to the unwillingness or
inability to pay these more modest fees with a credit card.

Complexity of Tax Returns. Tax forms are complex, and the EITC rules are especially complicated. The
IRS data analyzed in this report show that approximately 64 percent of RAL and 42 percent of RAC users
received the EITC in 2008. This finding was confirmed in the stakeholder interviews. The tax preparers
and low-cost providers estimate that a large majority of RAL and RAC recipients receive the EITC. One
respondent estimates that at least 95 percent of his firm’s RAL clients are EITC recipients. By definition,
EITC recipients are low income and therefore likely to face the seasonal or chronic financial difficulties
discussed in the previous two sections, yet they are likely to need assistance in preparing their tax
returns. Even if an individual is willing to wait for his or her refund (usually 5 to 15 days with access to
direct deposit) (GAO 2009) and up to six weeks for a check (Internal Revenue Service 2010a), he or she
also must understand and complete complicated instructions and forms in order to receive the tax
credit. This is not an easy task. The booklet explaining the EITC for the 2009 tax season was 68 pages
long and difficult to navigate (Internal Revenue Service 2010c). Those who want to file electronically
must also have access to the Internet, which is not a given among low-income individuals (Department
of Commerce 2000).

Mistrust of Conventional Financial Institutions. Interview respondents suggest that another reason
consumers are attracted by RALs is that they allow people to borrow funds without coming into contact
with a conventional financial institution. RAL and RAC customers may have bank accounts, but they may
choose not to use them. Customers may have used the same tax preparer for several years and view the
local tax preparation office as a friendly presence. On the other hand, banks may be seen as hostile. One
VITA site operator who provides low-cost RALs through a bank with representatives on site says that his
staff must make a concerted effort to ensure that clients feel comfortable because some inherent
suspicion exists toward banks. Then, when customers are assured that the bank is providing them a
service, they respond with gratitude, relief, and trust. Once those positive feelings are established,
satisfied customers often respond by spreading the word among their friends and family about the
program.

Supplier Motivations

Supplier motivations have not been explored extensively in past literature. A varied supplier market has
evolved with a range of motivations expressed by the different providers we interviewed. Our interviews
find that motivations for supplying RALs and RACs include profit, attracting customers to tax preparation
businesses, providing financial education, and maintaining existing practices.

Commercial tax preparers that offer RALs and RACs indicate that they are in the market to meet demand
for the product. Some argue that they must offer these products, since otherwise they would lose tax
preparation business as well. Profits on the RALs and RACs are an obvious motivation for the presence of

rather than a traditional savings or checking account, and in some cases the card can be purchased when a filer is
purchasing the RAC.
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tax preparers in the market. Other stakeholders, such as software providers and lenders, also find RALs
and RACs profitable.

Low-cost RAL program administrators indicate that they developed low-cost and free programs to
respond to this consumer demand. These providers see the loans as a way to meet consumer demand,
save consumers money that they might have spent on higher-cost loans and tax preparation, and offer
financial education.®

Profit. RALs and RACs are profitable for the tax preparation firms, banks, and software intermediaries
involved in the business even though the price of a RAL has dropped over the past few years. The price
of an average RAL decreased from about $105 in 2007 to approximately $65 in 2010 (Wu and Fox 2010).
In 2008, Jackson Hewitt, H&R Block, and Liberty Tax Service did not charge add-on fees (such as an
administrator’s fee) for the most basic service, but many independent tax preparers and smaller chains
did. These smaller firms represent roughly 70 to 75 percent of the paid preparer market and 40 percent
of the RAL market, so these add-on fees represent a significant revenue source. In April 2010, Forbes
magazine published a report on the most profitable businesses in the country. Their analysis was based
on 300,000 companies with annual sales under $10 million. Tax preparation services came in at number
5, with average pretax margins of 15.1 percent (Nelson and Farrell 2010). Since industry stakeholders
were understandably reticent about providing detailed information on profits, in this section we
supplement our interview responses with secondary information. When HSBC stopped offering RALs
through independent preparers because of reputational concerns, it was exiting a profitable business.
According to a news report, Brendan McDonagh, CEO of HSBC North America Holdings, said the bank
was giving up as much as $200 million in annual profits (Epstein 2009). SEC filings for Republic Bank &
Trust Company, one of the few remaining RAL lenders and a publicly held company, indicate that RALs
and RACs represent a major part of its business. For the year ending December 31, 2009, net income
from the company’s tax refund business made up about 47 percent of the bank’s total net income
(Republic Bancorp Inc. 2009). In 2009, the net income for the bank’s tax refund business was $20
million.

A representative of one RAL bank says that while RALs and RACs are profitable, profits vary by year due
mainly to different loss rates. These losses arise from three areas. The first is that the IRS’s debt
indicator can be inaccurate, and the money given to taxpayers cannot be recouped or recouped cheaply.
As a result, there may be an unexpected offset to the refund. IRS revenue protection strategies may
result in holding refunds, which can result in losses, as can fraud. RAL-providing banks spend a great deal
of resources analyzing IRS funding patterns during the season, globally and at the office level, to

® The first low-cost RAL program was offered by Alternatives Federal Credit Union in Ithaca, New York, in 2002. The
credit union has been providing low-cost loans, priced at $20 for tax season 2010, to keep their customers—and
particularly low-income individuals and families who participate in the credit union’s free tax assistance program—
from going elsewhere for costly RALs. In the past few years, several nonprofits or city agencies that provide free
tax preparation to low-income households through the IRS’s VITA program have partnered with financial
institutions to offer low-cost RALs, with fees ranging from free to $25. These programs can be found in Newark,
New Jersey; Minneapolis, Minnesota; and San Antonio, Texas.
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mitigate risks in these areas. Another increasing cost over the past few seasons has been the cost of
compliance and oversight.

Because RALs and RACs are profitable products, tax preparers and banks have an incentive to encourage
the use of the products. In past years, these incentives took the form of payments to tax preparation
firms or individual tax preparers, although such payments have been phased out in recent years,
according to our interviews. Some significant incentives remain, however. For instance, H&R Block has
an affiliate, Block Financial, with an ownership stake in its lender’s RAL/RAC business. This arrangement
allows the tax preparation firm to share in the profits generated by bank products taken out by its tax
preparation customers (H&R Block 2010).

Bank products (RALs and RACs) are also profitable for the software companies/transmitters.
Arrangements may vary, but one major software provider gets a fee for every bank product issued with
its software. The fee is the same for RALs and RACs and does not vary with the size of the loan. Given
the profit to be made from these products, it is not surprising that some transmitters encourage tax
preparers to offer RALs and RACs. For example, CCH Small Firm Services, which publishes the widely
used TaxWise software, offers free marketing material to TaxWise users touting bank products. CCH
offers these promotional materials to “help TaxWise users get new clients in the door without the time
and expense of creating their own marketing materials” (CCH Small Firm Services 2010).

Attracting Customers to Tax Preparation Businesses. Large and small tax preparation firms use RALs as
a way to attract clients for their tax preparation services. One independent preparer interviewed noted
that his firm would be pleased if RALs would disappear from the market. But as long as some tax
preparation firms provide these sought-after products, his firm feels it must continue to offer them in
order to remain competitive. One low-cost RAL provider reported that it began offering this product
because their tax preparation operation was at a competitive disadvantage without a fast refund loan
option.

Providing Financial Education. The nonprofits that provide RALs on a free or low-cost basis view the
contacts they have with a client during the process of providing a RAL as an opportunity to provide
financial education. One low-cost provider said it provides the loan as a carrot to get clients in. Some
providers then attempt to persuade clients not to take out the loan. Another low-cost provider said it
uses the contact to identify financial needs that might be met through other programs offered by the
organization and to provide one-on-one counseling. A RAL provides at least two points of contact: when
the person applies for the loan and when they return to the office to pick up the check. If the client is
unbanked, the organization attempts to get them banked. If they are underbanked, the organization
works with the client to encourage them to save more or use helpful features of the account. Program
staff may also encourage the individuals to apply for government programs they are eligible for but may
not to be using.

Finally, the motivations of borrowers and lenders occur in a context that encourages the continuation of
existing practices. Borrowers have, and will continue to have, a need for short-term credit. RAL
providers, whether they are for-profit or nonprofit, report that they are offering this service to meet the
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needs of those who feel they require a short-term loan at tax time. Both borrowers and tax preparers
have little incentive to change their behavior. While we have already noted some habit formation
among taxpayers, the same may be true for individual tax return preparers. For example, since half of
EITC recipients use RALs and RACs, the preparer may simply become accustomed to diverting most EITC
customers to RALs or RACs. Perhaps that is a reason EITC use is a strong variable in our earlier
guantitative analysis even after controlling for other factors such as size of refund. Additionally, with
repeat customers, it may be easy to pull out an old file and ask the customer if he or she wants the same
services as last year.
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PoLICY IMPLICATIONS

While several states have restricted the fees that the alternative financial sector can charge for payday,
pawn, and auto title loans, RAL/RAC lenders (which are often nationally chartered banks) are largely
exempt from state regulations due to federal preemption rules. A better understanding of who uses
RALs and RACs, as well as why, provides insights into potential policy and administrative choices for the
future. In addition to disclosure requirements, consumer education, and funding for free tax preparation
services, key issues include whether shortening the length of time required to process tax returns,
modifying the delivery of refundable tax credits, and reducing the numbers of unbanked individuals
would lessen demand for RALs/RACs.

Our research illustrates the complexity of the market for short-term credit for certain populations and
the ability of the market to develop alternative products in response to regulatory changes. This reality
calls for the pursuit of multiple strategies that may be mutually reinforcing. Although much of the policy
discussion on RAL/RAC use—particularly debates between consumer advocates and providers—tends to
focus on matters of equity, policy goals include other objectives such as efficiency. For instance, finding
a less costly process for producing the same service means higher net national output and income. Even
policies not necessarily pursued for RAL/RAC reasons, such as those attempting to bank individuals,
could also affect RAL/RAC use. In the following discussion, we divide policy options into five categories:
regulation, competition, education and disclosure, reduction in demand, and strategies that stretch
beyond this single financial product, including the banking of more individuals.

Regulation. Regulation obviously can affect the demand and supply of RALs and RACs and their pricing.
The APR caps that were put in place on RALs for military personnel in 2006 provide a vivid example of a
regulatory approach and its effects. RAL use dropped, but RAC use increased simultaneously. Still, while
we did not have enough information to determine the net savings for military personnel, this shift is
clearly in keeping with the intent of the regulation to reduce high interest charges for military personnel.

States that want to regulate the pricing of RALs and RACs might examine the various fees involved and
the associated costs. (They are not prevented by federal preemption laws from regulating the tax
providers or software companies, just the lenders.) In our view, fees are more important to monitor
than APRs. For instance, a fixed cost allocated over 10 days might appear to have a lower APR than one
allocated over 8 days, but that would not be a very meaningful calculation. The great majority of RALs
are paid within a short period of time so the interest that accrues is small. It is the fees, particularly the
add-on fees, that can become very expensive, and these can vary among providers. This might be
something that the new Consumer Financial Protection Bureau can address.

Registration and certification of tax preparers provides another regulatory approach, addressing
concerns that RAL/RAC charges may be higher in the unregistered and noncertified part of this market.
The IRS has already started down this road, although we do not yet know what impact their efforts
might have on tax preparers who provide RALs/RACs.
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Regulation, however, can be problematic if not well considered. If customers demand alternative
financial services, then regulations may simply push taxpayers into other, perhaps more costly,
alternative financial products, as well as sometimes costly borrowing on credit cards. And, it is unfair to
expect providers not to cover costs, which form the majority of charges that more principled tax
preparers assess for RALs and RACs.

One also needs to distinguish between adding regulation and doing it better. For instance, it might be
worth examining whether limitations that prohibit tax preparers from making loans have added at all to
costs by requiring two levels of intermediation payment—to the banks and to the preparers.

There are additional needs to distinguish between enforcement of existing laws and regulations and
developing new ones. Our interviews indicated that some preparers felt that other preparers were less
than honest with their clients. Certainly, some taxpayers seem to be paying fairly high rates for
services—higher than would charged by other preparers. The issue here is the extent to which such
problems could be solved by expanded enforcement or litigation. Partly because of their multitude,
small businesses have always been hard for the IRS to monitor. Where litigation or enforcement is used,
perhaps a significant share must be devoted to requiring and monitoring disclosure practices that clearly
explain the costs and fees and the alternatives available to consumers.

Competition. A complement or alternative to direct regulation is to encourage greater competition
among providers. Competition generally lowers costs to consumers. We have already noted how the
cost of RALs and RACs has dropped over time. More consumer education and better disclosure, as
described below, may be one means of improving this competition.

Nonprofit preparers clearly make less use of RALs, but they do sometimes offer them. VITA sites
represent one type of nonprofit provider well known in this field. However, it is very doubtful that they
are fully scalable given their current means of operation, which depends heavily on volunteers. Despite
a limited size, nonprofit providers’ mere presence provides a check on what other providers do and how
much work is entailed. Nonprofit providers might provide further competition if they accepted sufficient
fees to scale up their activities, but that may compromise their intended mission. This raises issues well
beyond this report. For instance, there is a debate as to whether nonprofit providers in other fields, such
as nonprofit hospitals, accept fees and incur costs that eventually start paralleling those of profit-making
entities. Such can be the case when there are limits to resources that can help to keep costs lower, such
as foundation funding, charitable contributions, or volunteer support.

Another competition issue worthy of exploration but beyond this study, is the recent decision to
eliminate the debt indicator and the effect it may have on the riskiness of loans made by low-cost and
free RAL providers as well as for-profit providers. The removal of the debt indicator is likely to both
reduce demand and drive up prices for those providers remaining in the RAL industry. We don’t know at
this stage how elastic demand for these products is, so this procedure needs to be monitored for its
effect on taxpayers overall.

Even with a cutback in the use of RALs, our data on the military show that a large majority of individuals
might simply convert from RALs to RACs. The competition issue, and related education and disclosure

39



issues, applies to this notion as well. To the extent that RACs are used largely to pay for tax preparation
fees, including fees on self-prepared returns, competition may end up providing one of the best means
of keeping fees associated with these products low.

Education and Disclosure. Much of the literature on general financial education indicates that such
education is of limited value if it is not integrated into actual decision-making. Various experiments in
helping individuals achieve financial independence have ended up with less policy application than
hoped for because the methods employed involve intensive and high-cost interactions with each
person, and are difficult to bring to scale.

Unfortunately, financial literacy is low (Applied Research and Consulting LLC 2009)—so low that it is fair
to say that many people cannot make complex financial decisions in their own best interest. Certainly,
then, many taxpayers can be helped by clearer price information. Disclosures should be simple, such as
a one-page comparison of prices and options. In this case, a comparison of fees is more straightforward
than a comparison of APRs, although this includes the fees for tax preparation, not just RALs and RACs.

Reduction in Demand. Research shows that many people take out RALs because they need money
quickly for paying bills, especially just after the holidays, and because they need to pay for tax
preparation. To get the fastest refund from the IRS, a taxpayer needs to file electronically and have a
bank account to which the IRS can electronically deposit the refund. Lower-income taxpayers, such as
EITC recipients, are more likely to be unbanked. Furthermore, those eligible for the EITC are faced with
complex rules requiring the assistance of a tax preparer and they are anticipating a large refund—two
circumstances that increase the attraction of a RAL. IRS policy and procedures, therefore, can possibly
reduce the need for RALs and, where this is not possible, encourage low-cost alternatives for taxpayers.
The IRS has several possible policy options:

e Splitting tax refunds in creative ways. One option that might have a significant effect on RAL/RAC
use is to allow split refunds that allow the taxpayer to (1) pay the tax preparer, (2) make a deposit
in a financial account, and (3) receive a direct payment of the remainder in the form of a debit
card’ or check. When the IRS removed the debt indicator, it indicated that it would consider a
mechanism by which taxpayers could divert part of their refunds to pay for tax preparation fees for
the 2012 tax season. Note that even taxpayers who do need money right away—whether for
paying a preparer or for paying old bills—do not always need all of it. For instance, one low-cost
program we examined provided 80 percent of the refund up front followed by the remainder once
the refund has been processed. This program reports that the remaining 20 percent tends to stay in
the customers’ accounts.

By the same token, if prepaid cards are used, policymakers should be careful that cards do not
carry obligations with which low- and middle-income people will find expensive or difficult to
comply. For example, some prepaid cards carry charges when individuals replenish the card,
overdraft available amounts, or check the card balance beyond a set number of times.

7 Our interviews suggested that receiving a refund on a debit card is a popular option, although certain
populations, such as the elderly and immigrants, can be skeptical of the product.
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If refunds can be split, as described earlier, among the options to be explored is the use of
individual development accounts in the 21 states where such accounts are available. This would
allow taxpayers to begin saving—and receive matching funds—at a time when they have money.

e Reducing processing time. The demand for RALs would greatly diminish if the time it takes for a
refund (electronically filed and directly deposited) to be processed decreased from 8-14 days to
fewer, perhaps even 2—4 days. The Customer Account Data Engine (CADE) processing system was
expected to greatly expedite the speed of returns but after five years and $400 million dollars,
CADE is processing at only 15 percent of the functionality planned for completion by 2012 (GAO
2009). Because of the technical problems with CADE, the IRS stopped development of the system
for the 2010 season and instead looked to other ways to modernize and speed processing. The IRS
is now focusing on converting the 100 million accounts (40 million are processed through CADE)
that are on the older “legacy” processing system, the Individual Master File system, from weekly
processing to daily processing. The IRS is also planning to develop a new database that would be
the authoritative source of taxpayer account information. That database is expected to be used for
daily processing by 2014, but the CADE system may not be available until 2018, or even 2028 (GAO
2009). If the IRS could make EITC and other low-income recipients a priority in its conversion
process, some taxpayers who might otherwise turn to costly RALs might be persuaded to wait for
their refunds to be directly deposited because of reduced processing time.

Broader Financial Strategies and Helping People Become Banked. Throughout this study, we have
noted how different financial products can be substitutes for each other. While we have examined in
depth only the substitution between RALs and RACs, it applies to other products as well. Any strategy
toward RALs and RACs, therefore, might be part of a larger strategy aimed across many financial
products, both on the saving and borrowing side of the ledger. For instance, gains from financial literacy
extend far beyond any single product.

From this study, we now know that interest and dividend income of any amount (a close corollary with
being banked) is associated with a dramatic drop in RAL/RAC use—even after controlling for other
factors such as income or EITC use. As indicated, this does not mean that being banked by itself causes
less use of these products: both being banked and not using a RAL or RAC may reflect some further
attribute such as financial literacy or a greater tendency to save that we could not measure. In all
likelihood, however, many of these factors interact. For example, being banked provides the type of
hands-on information that promotes financial literacy, and financial literacy promotes being banked.

The clear policy implication is that policy interventions that go well beyond RAL/RAC use, such as efforts
to get people banked, may be among the most important interventions of all when it comes to RAL/RAC
use. Proposals such as child accounts, offering of saving vehicles to students, and even some forms of
split refunds are often not aimed directly at RAL/RAC use but at broader targets such as banking
individuals and improving their financial literacy. Long term, however, they could have a positive impact
in reducing the costs that individuals face when using different types of alternative financial service
products, including RALs and RACs.
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CONCLUSION

By examining RAL/RAC use among tax returns, as well as through interviews with tax return preparers
and other interested parties, we have been able to determine much more about who uses RALs and
RACs and why. As expected, among the most important characteristics influencing RAL/RAC use are
lower income, young adulthood, single head-of-household filing status, receipt of an EITC, and use of a
paid preparer. In addition to giving more precision to the individual influence of each of these factors,
we also find other variables which significantly change the odds that people make use of RALs and RACs.
Such variables include the presence of any interest or dividend income and living in poorer
neighborhoods or in less urbanized areas (independently of one’s own individual characteristics).
Through interviews, we find evidence that some tax filers use RACs simply because they need to pay for
tax return preparation—this is also true for individuals who make use of online software preparers.

Based on these results, among the policy options worthy of consideration beyond traditional efforts at
regulation and education are further competition; splitting of refunds in ways that allow some money to
go to pay the preparer, some to go into an account, and some simply to pay off other bills; reducing the
waiting time for a refund; and finding ways to get people banked.
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METHODS AND DATA APPENDIX

IRS Administrative and Secondary Data

This section describes the quantitative data and methods we use to inform our research questions. A
joint effort by researchers at the Urban Institute and IRS Office of Research allowed us to make
estimates on the basis of a large number of individual tax returns, while protecting taxpayers’
confidentiality. For this research, the IRS shared aggregate statistics—not individual-level taxpayer
data—with Urban Institute researchers. The IRS only provided data on subgroups with sample sizes large
enough to prevent any ability to decipher taxpayer-level information.

Descriptive Analyses

IRS tax return data provide a rich source of information to document RAL and RAC use and correlate it
with individual- and geographic-level characteristics. Using data from tax years 2005-2008, we ran
descriptive analyses on the universe of tax filers 18 years or older with refunds. We excluded tax filers
who did not receive a refund as they could not take out a RAL or RAC. Out of 136 million tax filers over
17 years old in 2008, 111 million received a refund from the IRS. In TY 2007, 105 million taxpayers
received a refund; 106 million did in TY 2006, and 100 million did in TY 2005. Additionally, it is important
to note that our unit of analysis, tax filers, does not always equate to households or families as they are
conventionally defined, as these may be composed of multiple tax filers. We report findings almost
exclusively for tax year 2008, as there were few differences in the characteristics of RAL and RAC users
in prior years.

The factors included in our descriptive analyses are receipt of a RAL/RAC, refund amount, date of tax
filing, EITC claim status, tax-filing status and gender, children present in the household, age, adjusted
gross income, interest and dividend income, active military membership (for the primary or secondary
tax filer), and return preparation type (paid preparer, volunteer preparer, or self-prepared). The IRS
does not collect information on other qualities of interest, for example, education levels, occupations,
race/ethnicity, and nativity, so our analysis cannot explore patterns of RAL and RAC use by these
characteristics at the taxpayer level.

For descriptive geographic analyses, the IRS excluded zip codes where fewer than 10 returns were
received in any of the return type categories (RAL, RAC, and non-RAL/RAC) due to disclosure concerns.
Beyond this limitation, we were able to use zip code information to describe the concentration of RALs
and RACs within zip codes and map their prevalence.

Multivariate Analysis

To isolate the influence of individual factors on the decision to take up a RAL or RAC, we ran a
multivariate regression. While the descriptive analyses are informative, they do not allow us to interpret
the influence of any explanatory variable in isolation, as many of these variables are correlated. We
created a 1 percent simple random sample of U.S. taxpayers in TY 2008 and TY 2005 to use for the
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multivariate analysis. As with the descriptive analyses, we only report results from TY 2008 as the
findings for the two years were nearly identical.

We ran a multinomial logistic regression, which allows for two or more categories for our dependent
variable and assumes that there is no predictable ordering of the outcomes in question. The categories
are: receiving a RAL, receiving a RAC, or receiving neither. Not receiving a RAL/RAC is the omitted
category. We include as predictors only variables that we expect will influence the decision to take up a
refund anticipation loan or check. These include several taxpayer-level characteristics as well as
secondary data about the communities where taxpayers live. We ran the procedure in SAS using the
surveylogistic procedure. The standard errors account for any clustering by zip code.

The taxpayer-level factors in our analyses are all drawn from the tax administration records. Their
specifications are described below:

e RAL/RAC use. This is based on what the preparer (self, volunteer, or paid) reported on
the tax return.

e Refund amount. We included the natural log of the taxpayer’s refund amount.

e EITC claim status. We included two separate dummy variables, EITC with qualifying
children and EITC without qualifying children. Omitted is the third option, not receiving
the EITC.

e Tax-filing status. There are six potential filing statuses: female head of household, male
head of household, female filing singly, male filing singly, married filing jointly, and
married filing separate. We include five dummy variables, with omitting married filing
jointly as the reference group.

e (Claiming dependent children living at home. We included dummy variables for whether
a taxpayer claimed 1, 2, or 3 or more dependent children, omitting the category “no
dependent children living at home claimed.”

e Age. As the influence of age on RAL/RAC receipt may not be linear, we included age
categories (below 24, 25-34, 35-44, 55-64, 65-74, and over 75). We omit the age
category 44-54 as the reference group.

e AGI. Similarly, we included information about AGI as categories, rather than as a
continuous variable. The categories run from SO to $45,000 in increments of $5,000,
with AGls above $45,000 grouped into one category. We omit the category for those
earning from $30,000 to $35,000.

e Interest and dividend income. We created four categories of interest and dividend
income: SO, $1.00-550.00, $50.01-5250.00, and greater than $250.01, with no interest
and dividend income as the reference group.
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Unemployment compensation. This dummy variable indicates those taxpayers who
report any unemployment compensation.

Active military member. This dummy variable indicates whether the primary or
secondary taxpayer is an active member of the military.

Preparer type. Taxpayers can prepare their tax forms personally (self-prepared) or have
them prepared by a volunteer or paid preparer. We included two variables for preparer
status (volunteer preparer, paid preparer) and omit self-preparers as the reference
group.

Along with these individual characteristics, we included information about where taxpayers live, which

may help to explain their use of RALs and RACs. We assembled geographic information from HUD, FDIC,

and OMB, and merged this onto the tax filer—level records.

Median income of zip code relative to area median income. This is a measure of the
relative poverty or affluence of a community. For every zip code, we calculated the ratio
of its median income (taken from IRS tax returns) over the median income for the
surrounding area (from HUD). For zip codes in metropolitan areas, we use the
metropolitan statistical area’s median income; for zip codes not in metropolitan areas,
we use the county’s median income. We created five categories of this ratio: zip codes
where median income is 0—<30 percent of the area median, 30—<50 percent, 50—<80
percent, 80—<120 percent, and >120 percent. We omitted the last category in the
regression analyses.

Urbanization. OMB created an assessment of how urban or rural counties are, and we
use these definitions here. A county can be defined as super-urban, urban, suburban, or
rural. We omitted the rural category as a reference group.

Bank concentration. With data from the FDIC, we calculated the number of bank
branches per 10,000 people (at the county level). We included this as a percent.

The point estimate and p-value from our multivariate analysis output is shown in table A.1.
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Table A.1: Odds Ratio and P-Values

Point Estimate

Point Estimate

Natural Log of Refund Amount 1.846 <.0001 1.434 <.0001
Head of Household, Female 2.319 <.0001 1.792 <.0001
Head of Household, Male 2.614 <.0001 1.802 <.0001
Married, Filing Separately 1.276 <.0001 1.330 <.0001
Single Female 1.259 <.0001 1.280 <.0001
Single Male 1.846 <.0001 1.390 <.0001
EITC w/o Qualifying Child(ren) 1.951 <.0001 1.330 <.0001
EITC w/ Qualifying Child(ren) 2.257 <.0001 1.756 <.0001
Household w/ 1 Dependent 0.952 0.0019 1.017 0.1898
Household w/ 2 Dependents 1.087 <.0001 1.048 0.0006
Household w/ 3+ Dependents 1.111 <.0001 0.983 0.3269
Age 24 or Younger 1.282 <.0001 1.475 <.0001
Age 25-34 1.464 <.0001 1.491 <.0001
Age 3544 1.153 <.0001 1.209 <.0001
Age 55-64 0.768 <.0001 0.792 <.0001
Age 65-74 0.435 <.0001 0.529 <.0001
Age 75 or older 0.234 <.0001 0.257 <.0001
AGI < $5,000 1.369 <.0001 0.858 <.0001
AGI > $5,000-$10,000 1.468 <.0001 1.165 <.0001
AGI > $10,000-515,000 1.232 <.0001 1.186 <.0001
AGI > $15,000-520,000 1.276 <.0001 1.087 <.0001
AGI > $20,000-525,000 1.179 <.0001 1.032 0.0728
AGI >$25,000-530,000 1.075 0.0013 0.967 0.0602
AGI > $35,000-540,000 1.044 0.0957 1.046 0.0249
AGI >$40,000-545,000 1.089 0.0029 1.111 <.0001
AGI >$45,000 0.645 <.0001 0.939 0.0002
Interest and Dividends >5$1-550 0.173 <.0001 0.434 <.0001
Interest and Dividends >550-5250 0.091 <.0001 0.307 <.0001
Interest and Dividends >$250 0.021 <.0001 0.130 <.0001
Unemployment Compensation 1.190 <.0001 1.105 <.0001
Active Military 0.171 <.0001 2.091 <.0001
Paid Preparer 58.427 <.0001 1.895 <.0001
Volunteer Preparer 0.394 <.0001 0.005 <.0001
AMI <0% 6.626 <.0001 3.147 <.0001
AMI >30-49% 3.627 <.0001 2.254 <.0001
AMI 250-79% 2.611 <.0001 1.748 <.0001
AMI >80% 1.638 0.0003 1.380 0.0015
Suburban Zip Code (>500-2,499) 0.709 <.0001 0.995 0.6984
Urban Zip Code (22,500-7,499) 0.557 <.0001 0.892 <.0001
Super-Urban Zip Code (>7,500) 0.315 <.0001 0.746 <.0001
Bank Concentration 0.994 0.3194 0.953 <.0001
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Insights from Stakeholders

To complement our analysis of IRS data on RAL/RAC use, we conducted interviews with conventional
RAL lenders, tax preparers, low-cost RAL lenders, VITA sites partnering with low-cost RAL lenders, and
consumer advocates. We interviewed 18 individuals at 11 organizations, both over the telephone and in
person. The list of potential interviewees was compiled after a review of RAL/RAC literature, web
research, and exploratory interviews with five individuals actively or formerly involved in the RAL/RAC
industry as providers, advocates, or regulators. The contacts at the major tax preparation firms and
major RAL lenders were recommended by those we interviewed. The low-cost RAL providers and VITA
sites were identified through our literature and web research. The contacts at independent tax
preparation businesses were active in an online industry discussion group where they commented
extensively and knowledgeably on the subject of RALs and RACs. The interviews ranged from about 20
minutes to one hour.

We made certain to interview at least one representative from each of the five groups we were
interested in: conventional RAL lenders, tax preparers, low-cost RAL lenders, VITA sites partnering with
low-cost RAL lenders, and consumer advocates. We interviewed four individuals at two RAL lenders, two
individuals at an independent tax preparation firm, two individuals either currently or formerly
employed by a major tax preparation chain, five individuals working at three VITA sites partnering with a
low-cost RAL lender, two individuals working at a low-cost RAL lender, one representative from a
transmission software firm, and two consumer advocates. We did not interview individual taxpayers.
Most of the individuals whom we initially contacted agreed to be interviewed.

Questions varied based on what part of the RAL/RAC industry the respondent represented. Tax
preparation chains and independent preparers were asked about business operations (fees, operating
procedures, advertising, etc.), customer characteristics, and the reasons given for taking out the
products. Some of these respondents also were asked for an assessment of the future of the RAL/RAC
market. The interview with the transmission software firm focused on how the software works, fee
structures, and the future of the market. Questions for conventional lenders touched on profits and
risks, changes within the market, and alternatives to conventional RAL/RAC products. Low-cost
providers addressed some of these same questions, as well as questions about their partnerships with
VITA sites, how their practices compare to conventional RAL lenders, and the scalability of their models.
VITA sites commented on the history and mechanics of their partnerships with low-cost lenders,
program requirements and outcomes, and views on the how the partnerships could be sustained or
scaled up. Questions for consumer advocates focused on the characteristics of RAL/RAC users,
marketing of tax-time loan products, and alternatives to conventional RALs and RACs.

We spoke with the following organizations:

e Accountability Minnesota
e Alternatives Federal Credit Union (lthaca, New York)

e CCH Small Firm Services
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City of San Antonio VITA Site, Department of Community Initiatives, Office of Financial
Empowerment

H&R Block

NM&P Consulting

National Community Tax Coalition

Newark Now

Peoples Income Tax Inc. (Richmond, Virginia)

Republic Bank & Trust Company

Santa Barbara Tax Products Group

51



SUPPLEMENTAL APPENDIX
Table B.1: State Percent RAL, RAC, and Non-RAL/RAC Use (by Highest Total RAL/RAC Use), TY 2008

RAL RAC Non-RAL/RAC Total
Puerto Rico 27.5 4.8 67.7 100
Mississippi 16.5 14.3 69.2 100
Louisiana 124 14.1 73.5 100
Alabama 12.5 124 75.1 100
Georgia 9.4 141 76.5 100
South Carolina 12.0 10.2 77.8 100
Arkansas 12.4 9.6 78.0 100
Texas 9.5 11.5 79.0 100
North Carolina 10.2 10.7 79.1 100
Tennessee 10.5 8.7 80.8 100
Kentucky 10.2 8.7 81.1 100
Oklahoma 8.9 9.7 81.4 100
West Virginia 9.2 8.4 82.4 100
New Mexico 7.1 10.1 82.8 100
District of Columbia 6.5 10.5 83.1 100
Nevada 7.8 9.0 83.1 100
Arizona 5.8 10.3 83.9 100
Indiana 7.4 8.4 84.2 100
Florida 6.3 9.4 84.3 100
Delaware 5.5 8.8 85.7 100
Missouri 6.5 7.8 85.7 100
Virginia 5.6 8.6 85.8 100
Ohio 6.2 7.5 86.4 100
Rhode Island 5.1 8.4 86.5 100
Michigan 5.2 8.2 86.6 100
Illinois 53 8.1 86.6 100
Maryland 4.3 9.0 86.7 100
New York 4.5 8.1 87.4 100
Kansas 5.0 7.4 87.6 100
Wyoming 6.0 6.4 87.7 100
Idaho 41 8.2 87.8 100
Hawaii 4.0 8.1 87.9 100
New Jersey 43 7.4 88.3 100
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Table B.1: State Percent RAL, RAC, and Non-RAL/RAC Use (by Highest Total RAL/RAC Use), TY 2008

RAL RAC Non-RAL/RAC Total
Pennsylvania 4.6 7.0 88.4 100
Utah 41 7.5 88.5 100
Montana 5.0 6.4 88.5 100
Colorado 3.8 7.6 88.6 100
Nebraska 4.1 7.1 88.8 100
Alaska 4.4 6.8 88.8 100
California 3.8 7.4 88.8 100
South Dakota 6.2 4.8 88.9 100
Maine 3.9 6.6 89.5 100
lowa 4.2 6.1 89.7 100
Connecticut 3.5 6.8 89.7 100
Other* 0.1 10.1 89.8 100
Washington 4.2 5.8 90.0 100
Oregon 3.0 6.8 90.2 100
Vermont 3.2 6.0 90.8 100
North Dakota 4.0 5.1 90.9 100
Wisconsin 29 6.1 91.0 100
New Hampshire 3.5 53 91.2 100
Massachusetts 2.6 6.1 91.3 100
Minnesota 2.2 5.0 92.8 100
Total 6.2 8.6 85.3 100

*Includes Armed Forces Americas (except Canada), Armed Forces Africa, American Samoa, Federated States of Micronesia, Guam, Marshal
Islands, Northern Mariana Islands, Palau, U.S. Virgin Islands

Source: Authors’ calculations of IRS taxpayer data.

Universe: All tax filers with a return.
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Table B.2: Metropolitan Statistical Area Percent RAL, RAC, and Non-RAL/RAC Use (by Highest Total

RAL/RAC Use), TY 2008

Non-

RAL RAC RAL/RAC Total
TX McAllen-Edinburg-Mission 10.9 27.1 61.9 100
MS Jackson 13.4 15.9 70.7 100
TN-MS-AR Memphis 13.6 14.5 71.9 100
TX El Paso 9.2 18.6 72.2 100
LA Baton Rouge 10.0 14.4 75.5 100
AL Birmingham-Hoover 115 12.3 76.2 100
GA-SC Augusta-Richmond County 10.5 13.2 76.3 100
LA New Orleans-Metairie-Kenner 9.3 14.4 76.3 100
CA Bakersfield 8.2 13.4 78.3 100
SC Columbia 9.5 11.6 78.8 100
NC-SC Charlotte-Gastonia-Concord 10.3 10.7 79.0 100
FL Lakeland 9.9 104 79.7 100
TN-GA Chattanooga 10.8 9.5 79.7 100
GA Atlanta-Sandy Springs-Marietta 6.4 13.8 79.8 100
SC Charleston-North Charleston 9.3 10.8 79.9 100
AR Little Rock-North Little Rock 9.9 10.1 80.1 100
TX Houston-Sugar Land-Baytown 8.2 11.7 80.1 100
NC Greensboro-High Point 9.9 9.8 80.3 100
VA-NC Virginia Beach-Norfolk-Newport News 6.4 13.0 80.6 100
TX San Antonio 8.8 104 80.8 100
TX Dallas-Fort Worth-Arlington 8.5 10.6 80.9 100
SC Greenville 10.0 8.3 81.7 100
CA Fresno 7.7 10.5 81.8 100
NV Las Vegas-Paradise 8.2 9.8 82.0 100
FL Jacksonville 8.0 9.6 82.4 100
CA Riverside-San Bernardino-Ontario 6.0 11.3 82.7 100
KY-IN Louisville-Jefferson County 7.9 9.3 82.8 100
OK Tulsa 7.4 9.7 82.9 100
FL Miami-Fort Lauderdale-Miami Beach 51 12.0 82.9 100
IN Indianapolis-Carmel 7.9 9.2 82.9 100
FL Orlando-Kissimmee 7.0 9.7 83.3 100
OK Oklahoma City 6.9 9.5 83.5 100
NM Albuquerque 5.8 10.4 83.7 100
VA Richmond 6.6 9.6 83.8 100
AZ Phoenix-Mesa-Scottsdale 5.5 10.5 84.0 100
NC Raleigh-Cary 5.9 9.9 84.2 100
CA Stockton 6.7 9.0 84.3 100
TN Nashville-Davidson--Murfreesboro 8.2 7.3 84.5 100
OH-KY-IN Cincinnati-Middletown 6.9 7.8 85.3 100
Ml Detroit-Warren-Livonia 53 9.3 85.4 100
CA Modesto 5.7 8.8 85.5 100
KS Wichita 6.2 8.3 85.5 100
AZ Tucson 5.2 9.1 85.7 100
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Table B.2: Metropolitan Statistical Area Percent RAL, RAC, and Non-RAL/RAC Use (by Highest Total

RAL/RAC Use), TY 2008

Non-

RAL RAC RAL/RAC Total
FL Tampa-St. Petersburg-Clearwater 6.2 7.9 85.9 100
OH Toledo 6.2 7.9 85.9 100
OH Columbus 5.4 8.4 86.2 100
TN Knoxville 7.8 6.0 86.2 100
MD Baltimore-Towson 4.7 9.1 86.2 100
MO-IL St. Louis 5.8 7.9 86.3 100
OH Dayton 5.9 7.8 86.4 100
IL-IN-WI Chicago-Naperville-Joliet 4.7 8.7 86.6 100
Cco Colorado Springs 3.4 9.8 86.8 100
CT New Haven-Milford 4.7 8.0 87.2 100
TX Austin-Round Rock 53 7.4 87.3 100
NE-IA Omaha-Council Bluffs 4.1 8.6 87.3 100
NY Albany-Schenectady-Troy 4.9 7.8 87.3 100
ID Boise City-Nampa 3.8 8.9 87.3 100
MO-KS Kansas City 5.0 7.7 87.3 100
PA-NJ-DE-MD |Philadelphia-Camden-Wilmington 4.5 8.1 87.4 100
Mi Grand Rapids-Wyoming 4.8 7.8 87.4 100
RI-MA Providence-New Bedford-Fall River 4.7 7.8 87.5 100
OH-PA Youngstown-Warren-Boardman 6.0 6.5 87.5 100
PA Scranton--Wilkes-Barre 53 7.2 87.5 100
OH Cleveland-Elyria-Mentor 5.0 7.4 87.6 100
uT Salt Lake City 4.6 7.7 87.7 100
HI Honolulu 3.9 8.3 87.8 100
NY Syracuse 5.0 7.1 87.9 100
Ml Lansing-East Lansing 4.3 7.7 87.9 100
NY-NJ-PA New York-Northern New Jersey-Long Island 4.1 7.9 88.0 100
OH Akron 5.0 7.0 88.0 100
PA-NJ Allentown-Bethlehem-Easton 4.4 7.4 88.2 100
MA Springfield 3.8 7.9 88.2 100
FL Palm Bay-Melbourne-Titusville 5.1 6.7 88.3 100
1A Des Moines-West Des Moines 4.2 7.4 88.4 100
NY Rochester 4.5 7.1 88.4 100
WI Milwaukee-Waukesha-West Allis 4.0 7.4 88.6 100
Cco Denver-Aurora 3.7 7.7 88.7 100
PA Harrisburg-Carlisle 4.5 6.8 88.7 100
NY Poughkeepsie-Newburgh-Middletown 4.0 7.3 88.8 100
DC-VA-MD-WV|Washington-Arlington-Alexandria 3.1 8.0 88.9 100
CA Los Angeles-Long Beach-Santa Ana 3.7 7.4 88.9 100
NY Buffalo-Niagara Falls 4.6 6.3 89.0 100
FL Sarasota-Bradenton-Venice 4.7 5.7 89.6 100
CA Sacramento--Arden-Arcade--Roseville 3.4 6.9 89.7 100
CA San Diego-Carlsbad-San Marcos 3.0 7.3 89.7 100
CT Hartford-West Hartford-East Hartford 3.2 7.0 89.8 100
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Table B.2: Metropolitan Statistical Area Percent RAL, RAC, and Non-RAL/RAC Use (by Highest Total
RAL/RAC Use), TY 2008

Non-

RAL RAC RAL/RAC Total

PA Pittsburgh 4.1 6.0 89.9 100
PA Lancaster 4.1 5.8 90.2 100
MA Worcester 2.9 6.8 90.3 100
CA Oxnard-Thousand Oaks-Ventura 3.2 6.4 90.4 100
ME Portland-South Portland-Biddeford 2.8 6.7 90.5 100
WA Seattle-Tacoma-Bellevue 3.8 5.6 90.7 100
OR-WA Portland-Vancouver-Beaverton 2.5 6.4 91.1 100
CcT Bridgeport-Stamford-Norwalk 2.9 5.0 92.1 100
MA-NH Boston-Cambridge-Quincy 2.3 5.6 92.2 100
MN-WI Minneapolis-St. Paul-Bloomington 1.9 5.2 92.9 100
Wi Madison 1.9 5.1 93.0 100
CA Santa Rosa-Petaluma 1.9 5.0 93.1 100
CA San Francisco-Oakland-Fremont 2.0 4.5 93.5 100
CA San Jose-Sunnyvale-Santa Clara 1.9 4.0 94.0 100
Total 6.2 8.6 85.3 100

Source: Authors’ calculations of IRS taxpayer data.
Universe: All tax filers with a return.

56



FIGURE B.1: RAL & RAC USE IN MEMPHIS
(TENNESSEE) METROPOLITAN AREA, TY 2008

FIGURE B.2: RAL & RAC UsE IN BOSTON
(MASSACHUSETTS) METROPOLITAN AREA, TY 2008

Percent RAL B RAC Use
by Zip Code
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Source: Authors’ calculations of IRS taxpayer data.
Universe: All tax filers with a return and living in zip codes with >10 RAL, RAC, or Non-RAL/RAC total returns; approximately 98 percent of tax
filers with a return.
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FIGURE B.3: RAL & RAC USsE IN JACKSONVILLE (FLORIDA)
METROPOLITAN AREA, TY 2008

Miles
I
FIGURE B.4: RAL & RAC UsE IN EL PAsO (TExAS)

METROPOLITAN AREA, TY 2008
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by Zip Code
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Source: Authors’ calculations of IRS taxpayer data.

Universe: All tax filers with a return and living in zip codes with >10 RAL, RAC, or Non-RAL/RAC total returns; approximately 98 percent of tax
filers with a return.
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iverse: All tax filers with a return and living in zip codes with >10 RAL, RAC,

FIGURE B. 5: RAL & RAC UsE IN ST. Louis (MIsSOURI)
METROPOLITAN AREA, TY 2008
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