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A Closer Look at America’s Underbanked

e As of 2009, nearly 25.6% of the population was not receiving full service from traditional
finance, with 17.9% underbanked and 7.7% unbanked

e FDIC data suggests effectively little usury activity and that choice represents the primary
motivation for AFS usage

e Education and income are key determinants of being unbanked however, for the
underbanked, education and income are appear less correlated with financial outcomes

e Constraints from Dodd-Frank on commercial banks will indirectly or directly impact
services for both the unbanked and the underbanked

e Market-based offerings satisfy only part of the underbanked, while nonprofits and
microfinance round out the remainder of offerings outside the regulated perimeter
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There is extreme variability in terms of banking population dynamics with regard to alternative
financial services. As of 2009, nearly 256% of the population was not receiving full service from
traditional finance, with 179% underbanked and 7.7% unbanked, of which half own neither a
checking nor a savings account. The FDIC classifies underbanked by use of AFS while also owning a
traditional checking or savings account. The unbanked population is defined as those without active
checking or savings accounts. For simplicity, this analysis treats the underbanked as the
overarching group with the unbanked as a subcomponent, although there are overlapping data

points.
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As defined by the FDIC, AFS include nonbank money orders, nonbank check-cashing, pawn shops,
payday loans, rent-to-own agreements (RTO's) and refund anticipation loans (RAL'S). Contrary to
popular perception, many usurious services including RAL's and payday loans have limited market
share. For example, only 2.6% of all respondents reported using refund anticipation loans with an
additional 23% reporting RTO use. To be clear, a refund anticipation loan is a tax refund
collateralized loan, which carries high pecuniary cost. Payday loan use is similarly low among the
unbanked and underbanked, with roughly 3% households reporting use. However, more traditional
bank-related services, including check cashing and money orders, elicit higher use. The high
utilization of money orders and check cashing services outside the traditional financial system
highlights an important counterfactual trend. Previous hypothesis posited that the absentia was
compulsory. However, experimental research and the FDIC survey suggests these nonbank service
provide sufficient, or in some instances, optimal utility, representative of various preferences
including desire to remain financially anonymous, convenience or non-pecuniary cost. Furthermore,
the use of predatory alternative financial services is low, suggesting the underbanked may avoid
usury fees more often than originally suspected.

Significant variation exists among the underbanked and unbanked when observed across, race,
region, or income. By the FDIC’s definition, the unbanked population represents those who currently
own neither a checking nor savings account as a household. The national average was 7.7%, of
which approximately half had previously been either underbanked or fully banked. The unbanked,
which comprise 7.7% of the population, have a higher probability of being of lower income, a
minority, or having low educational attainment. In other words, these individuals are underserved
financially and possibly inequitably treated. On average these individuals are minorities with lower
income and education. Of the population with a college degree, only 12% is unbanked, compared
with 245% of those without a high school degree. The distribution is less drastic for the
underbanked. For example, the probability of being underbanked for someone with a high school
diploma is the same for someone with a bachelor's degree. For income, the marginal effect is
egually diluted among the underbanked. For those who are earn 75k a year, the probability of
being unbanked and underbanked are 0.9% and 30.7%, respectively. However, the intra-marginal
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variation is strikingly different. Earning 75K suggests an individual is 6.3% less likely to be unbanked
as opposed to someone earning 20-25K, whereas 09% is the average difference for the
underbanked. In other words the income distribution for the underbanked is significantly skewed to
the right and decays exponentially compared with the underbanked which displays a more normal
distribution.
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For the unbanked, income and education are key determinants of financial participation, which is
suggestive of economic exclusion, however, the underbanked -which are defined by AFS use - are
explained less by socioeconomic outcomes and more by choice. While part of the FDIC
questionnaire focused on alternative financial use, the other part detailed the type of AFS used,
reason for use, and amount of uses per year. The distribution of responses for why each individual
used money orders and check cashing services was overwhelmingly because of convenience
(471% and 67.4%). Moreover, a Detroit study found that having a bank account does not imply
absentia from alternative financial services markets; being unbanked does not exclude households
from using mainstream financial services and, contrary to popular belief, being unbanked is not a
permanent financial outcome. The FDIC responses and current research suggest there is a group
who choose exclusion because of low utility, price perceptions, low wealth, convenience, or the non-
pecuniary costs of banking. Additionally, the low utilization by the group suggests that the
significant attention these services attract from policy makers may be unjustified.
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Reasons For Check Cashing Use
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Regulatory changes, specifically the Dodd-Frank Act, will impact commercial bank balance sheets
and margins and either directly or indirectly effect services provided to underbanked individuals.
For example, banks are responding to decreased transaction margins and nullified overdraft fees
with monthly maintenance charges. Since fee services would financially exclude many LMI
individuals, it is not likely that the underbanking problem will decline during this period. In addition,
after-effects of the 2008 financial crisis suggest banks will reduce traditional services and branch
presences in low-to-middle income areas regardless of regulation. Current language enacted in the
Dodd-Frank bill provisions for the underbanked and underfinanced. The provisions imply that AFS
corporations of $10bn in assets or greater will fall under the regulatory oversight of the newly
appointed committees. In addition, the office of minority and women inclusion, a consolidated
consumer protection branch and the office of financial literacy will be created to statutorily address
the underbanked and microfinance concerns. Both of the later appear consistent with
underbanking improvement, while the office of the minority and women inclusion appears
congruent with microfinance.

Chart8
Reasons for Closing Account
40% 1 36.4%
35% -
30% 27.0%
25% -
20% Customer Service
Financial
15% - 12.9% 12.6%
10.4%
10% - 7.8%
? 5.40% 4.7% ’
59 - 3.60% 3.7%
0.46%
0% -

o 2 @ & =3 < = > 2 ) > 2]
s e & & & & & SRS & & S
NS A A A o &7 ¥ S ® ¢ S il
) é“\' o\% \?k‘ (@) \69’ 6\@@ Q¢ < 60 ‘\QQ; ~(\Q 9 & \»é—
S S S 5 9 & Cid o s v xS
S 3 } S ) ¢ > & 3@
O O S N O O NS
< NS S & W <
o @ NS
S N =
IS NS S S
<
Source: FDIC

Current market-determined offerings are satisfying part of the underbanked market, while non-profit
microfinance initiatives are trying to round out the underbanked financial offerings outside of
federal regulation. Firstly, microfinance is lending done to borrowers not traditionally serviced or
given the opportunity to borrow. The structure of these loans varies but traditionally they are
community-guaranteed, have high interest rates, and target female borrowers. One example is the
Kiva program which acts as an intermediary between borrower and lender, providing a PayPal like
service. Some primarily for-profit businesses charge high fees for some services to LMI individuals.
Examples like Sam's Club, Wal-mart are moving against the high cost trend, providing a more
equitable and transparent market for AFS consumers. Generally, AFS, including RALS, payday loans
and RTO’s are associated with predatory lending practices, and should receive increased scrutiny. It
is difficult to predict the market trend but it appears there is a growing number of successful for-
profit and non-profit offerings within the underbanked market that provide fair and equitable
services.
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Bottom line: Underbanking is unlikely to be a problem of the past

There are 21.2mn individuals who draw on AFS, a majority of which cite convenience as the reason
for use and thus many are underbanked by choice. Alternatively, the services catering to their
desires may not yet exist due to technological limitations. In addition, approximately 9mn people
have neither a checking nor a savings account. The reasons for absentia vary but primarily they are
due to low utility or low wealth. Furthermore, of the respondents who reported using AFS, only a
small portion indicated that they elicit usurious alternative financial services, meaning only a small
portion of the population fall prey to predatory finance. Nevertheless, public policy makers are
targeting this issue suggesting further policy intervention is forthcoming. Current Dodd-Frank
legislation regarding underbanking is either lacking in specifics or weakly provisioned, which
suggests that current regulation will do little to change the statutory requirements of the
Community Reinvestment Act. In other words, barring any dramatic shift the underbanked will
continue to draw on alternative financial services in a partially-regulated market.
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao
Vizcaya Argentaria, S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the
report and are subject to changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents
hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other
instruments, or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment
or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such
specialized advice as may be necessary. The contents of this document is based upon information available to the public that has been
obtained from sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no
warranty, either express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any
direct or indirect losses arising from the use of the document or its contents. Investors should note that the past performance of securities or
instruments or the historical results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors
should be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities
can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed
the amount of initial investment and, in such circumstances, investors may be required to pay more money to support those losses. Thus,
before undertaking any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and
risks implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be
limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments
referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party
account in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to
companies related thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those
securities or instruments or related investments before or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates” salespeople, traders, and other professionals may provide oral or written market commentary or trading
strategies to its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’
proprietary trading and investing businesses may make investment decisions that are inconsistent with the recommendations expressed
herein. No part of this document may be (i) copied, photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted,
without the prior written consent of BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in
any country (or persons or entities in the same) in which its distribution is prohibited by law. Failure to comply with these restrictions may
breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments
falling within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial
promotion order”), (ii) are persons falling within article 49(2) (a) to (d) (“high net worth companies, unincorporated associations, etc.”) Of the
financial promotion order, or (iii) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of
section 21 of the financial services and markets act 2000) may otherwise lawfully be communicated (all such persons together being
referred to as “relevant persons”). This document is directed only at relevant persons and must not be acted on or relied on by persons who
are not relevant persons. Any investment or investment activity to which this document relates is available only to relevant persons and will
be engaged in only with relevant persons. The remuneration system concerning the analyst/s author/s of this report is based on multiple
criteria, including the revenues obtained by BBVA and, indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the
results generated by the investment banking business; nevertheless, they do not receive any remuneration based on revenues from any
specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to
prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security
Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with
number 0182.



