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I. Preface & Acknowledgements

National Community Investment Fund seeks to provide private equity capital and best practices to strengthen Community Development Banking Institutions (CDBIs
) – community banks, thrifts, and credit unions – so they are both effective agents of local community development in distressed communities and sound financial institutions. NCIF also runs a CDBI Exchange Network to promote research, product development, and knowledge sharing.  Through this network, it brings together senior executives to share business models, product research, and best practices in the areas of resource generation, financial performance, and development impact.  

NCIF would like to acknowledge the generous financial support of The Annie E. Casey Foundation in supporting this valuable analysis of the Lessons Learnt from Implementation by NCIF Retail Financial Services Participants. Without their assistance this analysis would not have been possible that has created a body of knowledge for the industry.   We also thank the original supporters of the Retail Financial Services Initiative – The Annie E. Casey Foundation and the Ford Foundation for their support over the initial phases of the program and in commemorating the impact of community development banks and credit unions.   

Our gratitude to the three RFSI Participants and Project Leaders for their willingness to provide data and work with NCIF as we collected the results. Margaret Henningsen, Co-founder, Legacy Bank, Ed Jacob, Chief Executive, North Side FCU and Bill Myers, Chief Executive, Alternatives FCU provided keen insights that will be valuable to newer financial institutions as they contemplate replicating this work.

We would also like to acknowledge the ongoing support of NCIF Investors and supporters – Bank of America, Washington Mutual, Ford Foundation, Annie E. Casey Foundation, F.B. Heron Foundation and the CDFI Fund for building and developing the NCIF platform that helps in promoting the work done by CDBIs.

Finally we would like to thank Matthew Roth, who led this analysis, helped in designing the approach, collecting and analyzing the data, and iterating with the the RFSI Project Leaders.  His diligence and thoughtfulness will help the industry move forward and, in the ultimate analysis, will help our clients – the underserved.

Saurabh Narain

Chief Fund Advisor 
(312) 881 5826/ snarain@ncif.org 
II. Executive Summary

Community Development Banking Institutions (CDBIs) are financial institutions that have a mission of serving low to moderate income communities directly and in collaboration with partners.  They provide an array of services that introduce unbanked and underbanked individuals and businesses to the mainstream.  Policy makers and funders provide support to scale the smaller CDBIs so that these efforts are leveraged.  Following are areas in which the CDBIs serve the underserved.
1. Credit products for Asset Building and as Alternatives to Predatory Lending 

CDBIs provide responsible saving and loan products that gradually build assets among underserved communities. 
2. Retail Financial Services in Underserved Areas
It has been observed that there are large communities in rural and urban America that are mostly served by high cost alternative financial service providers like check cashers and pay day lenders.   Community development banks, thrifts and credit unions have filled this gap successfully and complement the efforts of the larger banks. 

3. Partnerships and Development Services

CDBIs build partnerships with non-profit organizations, larger banks, governments and regulators to attempt holistic development of low income communities.  
With the objective of documenting and supporting the CDFI industry in their above efforts, NCIF launched a 3-year Retail Financial Services Initiative, in 2002. In this initiative it invested in 12 banks and credit unions, helping them develop, test, and implement new products and strategies aimed at bringing the “unbanked” and “underbanked” into the financial mainstream.  

In 2006, NCIF launched an Analysis of Lessons Learnt from the Implementation of these initiatives by attempting to quantify the market and financial success that three of these institutions produced.  This guide details the analytical findings from this effort, with the perspective of creating a body of knowledge that can be used by other financial institutions attempting to launch similar services.  The objective was to produce quantitative and qualitative findings that would demonstrate the replicability of these business models. 
To assess program success, NCIF developed an approach that calculated firstly the profitability of the RFSI service on a stand-alone basis and secondly profitability on a customer relationship perspective by determining the extent to which new customers acquired additional products.

It is important to note that the three institutions individually tackled an important element of economic development for low-income consumers:

· Legacy Bank, Milwaukee, WI, created deposit products for individuals who were unbanked, often because they were turned away by mainstream banks due to their credit history.  
· North Side Federal Credit Union, Chicago, IL created a short-term, small-dollar loan product to combat predatory lenders in PayDay lending. 
· Alternatives Federal Credit Union, Ithaca, NY offered free tax preparation services to increase the comfort level for underbanked individuals with financial institutions resulting in greater deposit and loan relationships.
All three institutions posted results that met original expectations, with modest volumes, earnings levels and significant cross selling potential, suggesting opportunities exist for replication.   As institutions consider replicating these experiences, they need to consider not only the quantitative results but also the qualitative findings provided by the lead project sponsors who are also the chief executives at these institutions.
Legacy Bank, an African American-owned bank in Milwaukee, wanted to address the large numbers of individuals denied deposit accounts due to various factors that led to their being on systems such as ChexSystems.  Legacy introduced Financial Liberty First Accounts, available to all those who did not have any records of fraud, and set up procedures to closely manage and monitor these accounts.  

Over 1,500 customers have opened accounts at Legacy through the Financial Liberty First Accounts program, and deposits exceed $300K.  The minimal out-of-pocket expenses required to support this program help make it modestly profitable, generating about $5K per quarter in contribution.  More importantly, individuals and small business owners who first became Legacy customers through Financial Liberty First Accounts have over $1.5 million of outstanding loan balances, and this generates roughly $50K in annualized contribution to the bank.

North Side Federal Credit Union, based in Chicago, set out to combat the proliferation of PayDay loan stores and other predatory lenders in the small dollar, short-term loan sector (this has become a significant issue as evidenced by the Talent Amendment and also the FDIC’s emphasis on this issue through the Alliance for Economic Inclusion
).  North Side’s objective was to offer a superior loan structure to consumers that would be at responsible interest rates, present acceptable credit risk to the credit union, and yet be profitable on a relationship basis after factoring in deposit and loan business that new members would generate.
Branded as “PAL” (PayDay Alternative Loan) loans, these are 6 months amortizing loans for a typical amount of $500.  Unlike payday lenders, North Side generally does not permit more than 1 rollover (there were some exceptions) helping borrowers become more responsible and enabling them build assets rather than enter into a debt trap.  As a result of loan losses in the initial periods, North Side restructured its underwriting procedures in late 2004, which resulted in substantially improved credit performance.  Moreover, while PAL loans on a stand-alone basis lost about $30K over the life of the program (before grant income), members who joined the credit union with PAL loans now maintain over $100K in deposit balances and produce a modest contribution to the credit union’s overhead.  Overall, North Side expects improved financial performance from the PAL loans as part of its overall suite of products.

Alternatives Federal Credit Union, in Ithaca, New York, wanted to leverage the benefits of the IRS’ Volunteer Income Tax Assistance (VITA) program – but in a unique way.  Rather than partnering with an existing VITA site, Alternatives observed the lack of VITA sites in its community and opened one in its credit union.  Management believed that controlling the site would maximize its ability to convert VITA participants into members of the credit union.  Also, Alternatives set as an objective a Refund Anticipation Loan (RAL) product that would offer individuals a much lower priced alternative than those offered by many tax preparers.
Demand for Alternatives’ tax preparation service has been strong and is growing, in part evidenced by over 2,300 returns completed for the three tax years 2003-2005.  The service is offered at no charge, so the only revenues are associated with the RAL’s extended to those awaiting tax refunds.  Approximately $125K of these loans were originated in the past two years, which generated a very modest positive contribution.  Moreover, over $80K is now held in deposits by individuals who joined the credit union through the VITA program, and an additional $115K in loans has been made to them.  Factoring in the costs of staffing and maintaining the VITA site, a $3K-$6K loss (before grant income) is generally posted on a quarterly basis from the program.  The infusion of new members, however, remains an unqualified success to Alternatives’ management, and it is believed the continued growth in the program will continue to fuel deposit and loan growth.
Overall, these three institutions have demonstrated that the retail financial services that they provide (and are provided by CDFIs in general – for a full list of NCIF Investees serving the underserved, please see Appendix A) can be replicated in a profitable manner.

III. Introduction
In 2002, the National Community Investment Fund (NCIF) launched its Retail Financial Services Initiative (RFSI) to help foster innovative approaches to bring both unbanked and underbanked consumers into the financial services mainstream.  Through RFSI, NCIF supported 12 banks and credit unions to develop, test, and implement new products and services aimed at this market.  The initiative, in its initial phase, lasted three years and culminated in a report, A Guide to Building Products and Strategies for Underbanked Markets, which detailed the strategies of each of the participating financial institutions and the challenges and issues faced during implementation of each strategy.  Excerpts of the report can be found in the Appendix; its highlights are as follows:
· The market segment of unbanked and underbanked (those individuals with checking or savings accounts at depository institutions who continue to use alternative financial providers) consumers is large and growing.  According to various industry reports, the combined market for unbanked consumers and sub-prime borrowers comprises 30 million to 40 million households.

· The inability of these largely low-income consumers to enter the financial mainstream limits access to quality, low-cost financial services.  

· Alternative financial service providers do not foster asset building strategies for low-income individuals nor do they allow for the strengthening of credit histories.

· Strategies aimed at bringing unbanked and underbanked consumers into the financial mainstream should include the following:

· Assess consumer needs and design products in a manner that matches the competition as it relates to accessibility and product features, though with responsible pricing.

· Offer transactional products, but structure them in a way that leads to products that place consumers on the path to the financial mainstream.

· Cultivate relationships with community partners to help with marketing outreach, financial education and product development.

· Ensure alignment of product objectives with organizational goals, and have a senior executive champion the product. 

· Commit the financial and human capital required to support.

· Results after three years are encouraging.  Many participants designed services which filled customer needs in a manner that promoted a path to the financial mainstream, enjoyed growth in customer/member ranks, were able to appropriately manage risks, and deepened their relationships with their communities.

Phase 2 Objectives

In 2006, NCIF partnered with three of these 12 financial institutions for evaluating the Lessons Learnt from the Implementation of their initiatives.  The objective of Phase 2 was to define success from the following two perspectives: 
1. Market Success: to be measured by quantifying both the number of customers acquired through the RFSI service and the ability of each institution to up-sell customers acquired through the RFSI service into mainstream deposit and credit products (i.e., “Product Migration”).
2. Financial Success: to be measured by determining the profitability of both the service launched to attract new customers as well as the overall profitability of the relationship after considering product migration.
NCIF believes that results from Phase 2 will result in a body of knowledge which can be leveraged in the industry as other banks and credit unions introduce similar products and services in their efforts to serve the underserved.  Lessons learnt from the evaluation will guide them in replicating the strategies or modifying them, as appropriate in the local setting. 

The RFSI Phase 2 institutions, products, and project leaders are as follows:

	Institution
	Product/Service
	RFSI Leader

	Legacy Bank

Milwaukee, WI
	Financial Liberty First Accounts
	Margaret Henningsen

Co-Founder and Vice President

	North Side Community Federal Credit Union

Chicago ,IL
	PayDay Alternative Loans (PALs)
	Ed Jacob

Chief Executive Officer

	Alternatives Federal Credit Union
Ithaca, NY


	Free Tax Preparation and Refund Anticipation Loans (RALs)
	Bill Myers
Chief Executive Officer 


As part of the collaboration, each participant maintained records of the volume, revenue and expense associated with its RFSI service, and made available its deposit and loan data to allow for an analysis of product migration.  The report is organized as follows: 
1) Summary of RFSI service offered by the institution.
2) Key learnings.
3) Methodologies and assumptions employed in the profitability analysis.
4) Key analytical findings on market and financial success.
5) Overall program assessment.
IV. Legacy Bank: Financial Liberty First Accounts
Background

Market Need

One of the biggest impediments for individuals to enter the financial services mainstream is likely to be the approval process used by financial institutions to screen applicants for deposit products in general and checking accounts in particular.  Banks often rely on one of several third party systems to evaluate applicants.   ChexSystems is the most common of these, and this tool is essentially a database of all individuals that have had an account closed at some point, due to overdrafts, check fraud, identity theft, etc.  If a customer’s name appears on this list, financial institutions utilizing ChexSystems are likely to deny his/her application and hence the individual is unlikely to be able to open an account with the bank.  Generally speaking banks do not check as to whether the account closure was due to simple issues like inadvertent account overdrafts or whether it was due to more serious issues. There are also more sophisticated auto-decisioning systems (e.g., Decision Power) available to screen applicants, with similar outcomes.

Legacy’s Response

Legacy Bank, a $155 million African American-owned bank in Milwaukee launched a program in 2003 to test opening checking accounts to individuals who otherwise would have been rejected by these systems.  This section details the outcomes of this particular program. 

Legacy’s Financial Liberty First Accounts program was comprised of opening both checking and savings accounts for individuals who had not committed fraud in their past.  Accounts were monitored closely to ensure that accidental overdrafts were handled appropriately and controls were put in place to minimize the credit and fraud risk Legacy incurred as a result of ATM cards and transactional capabilities.  Key product attributes of the checking account are as follows (see Appendix E for more detail, as shown on Legacy’s website):
· $10 minimum deposit to open an account

· No minimum balance required

· No monthly service charge

· ATM/debit card provided with direct deposit

· Non-interest bearing

Key Learnings

Volume

A key challenge faced by Legacy was to get traction for the product and in a community which had largely been rejected by other banks. Legacy learnt that it was very important to work with partners in the community and leveraged relationships with 25-30 different community organizations to:

a) spread the word of the Financial Liberty First Accounts program, 
b) place financial literacy classes into the community, and 
c) enhance the level of trust for banks that is sometimes lacking in unbanked and underbanked communities.

Risk

Legacy started with a hypothesis that the risk of individuals with minor credit deficiencies in their histories, who had been otherwise rejected is actually not that high.  Banks rigorously screen these applicants, even at the expense of rejecting potentially “safe” customers due to the concern of the potential magnitude of credit and fraud losses that can result from these accounts. 
Legacy management was intent on controlling the risk of the portfolio and demonstrating that these customers, when given a second chance would actually be acceptable credit risk.  Some of the strategies adopted by Legacy were:

a) Oversight - Closely monitor activity in ALL of the accounts in this portfolio and in so doing it learned that this indeed can be very effective in managing losses.
b) Financial Counseling – Legacy introduced a requirement that anyone who overdrafts their account three times was required to take a remedial financial education class to maintain their account. 

c) Leadership from Senior Management – This project was led by one of the three co-founders of the bank, Margaret Henningsen, who believes that this level of sponsorship is important in ensuring that the program is correctly implemented and the policies are adhered to.

One of the successes of the program is that fraud and credit losses on this portfolio since 2003 have been minimal.  
Earnings

Legacy has successfully demonstrated that Liberty First Account customers can be a source of significant cross-selling opportunities.  
For example, opening doors for individuals previously shut out of the system has proven to be an unexpected entrée to developing small business relationships.  There are numerous examples of individuals who had minor credit deficiencies in their history, opened Financial Liberty First Accounts, and have now started small businesses.  These entrepreneurs have remained loyal and maintained their commercial deposit and loan business with the Bank.

Methodology/Key Assumptions

The following approach and assumptions were used for calculating the profitability of Legacy’s Financial Liberty First Accounts on a stand-alone and relationship basis:

Liberty First Account Revenues & Expenses

· Liberty First Account deposit files were analyzed for the five consecutive quarters ending September 30, 2006 to ascertain deposit balances by product type (e.g., Checking) and fee income.

· Interest expense was derived by applying product pricing in effect at the time against aggregate balances.

· Credit was given to these deposits by assuming balances were invested in treasury securities at 4%.

· Non-interest expense equal to the account fees charged by Legacy’s deposit processing vendor were charged against revenues; no incremental personnel or marketing expense was incurred as these accounts are embedded in the overall activity of the bank and are thus not separated out.

· A dedicated resource is required for the start-up phase (6 months) of a program such as this, but as this period does not fall into the period analyzed it does not appear in the resulting financials.

Migration Volumes

· Legacy’s bank-wide deposit and loan file as of December 2006 was used to quantify incremental business stemming from Liberty First Account depositors.

Migration Revenues & Expenses

· Customer-specific yields for deposit and loan products were applied against respective balances.

· Loans were assumed to be funded first through raised deposits; as loan volume exceeded deposits, loans were assumed to be funded by wholesale deposits, at 4%.

· Legacy’s aggregate charge-off rate for its consumer loan portfolio was applied to loan balances that stemmed from Financial Liberty First Accounts.

· Non-interest expense related to charges by Legacy’s deposit processing vendor; no other incremental personnel or marketing expense was incurred.

Market Success – Analytical Findings 
Volume Growth/Deposit Activity

As shown in Exhibit 1, Legacy witnessed steady growth in its Financial Liberty First Accounts program, with a cumulative total of over 1,500 new customers as of September 30, 2006.

Exhibit 1
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As seen in Exhibit 2, deposits of these customers peaked during Q1/06 at nearly $375,000.   Most of the total deposits resided in savings accounts, with just over $50,000 in checking account balances.  The spike in Q1/06 stemmed from tax refunds, and adjusted for seasonality it appears $300,000 is more reflective of average deposit levels.

Exhibit 2
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Given that Liberty First Account depositors were low to moderate income individuals, it was expected that the account balances would not be that high.  This turned out to be true as is show in Exhibit 3.

Exhibit 3
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Financial Success – Analytical Findings 
Financial Liberty First Accounts: Stand-Alone Basis

The balance sheet on a stand-alone basis is portrayed in Exhibit 4, for the five consecutive quarters ending September 30, 2006.  Liberty First Account deposits grew strongly year over year, increasing from $217K at Q3/05 to $302K at Q3/06.  This growth reflected the effectiveness of Legacy’s community outreach efforts.
Exhibit 4
Balance Sheet: Stand-Alone Basis
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Similarly on a stand-alone basis, Financial Liberty First Accounts generates earnings to Legacy, albeit modest, largely due to fee income
 on these accounts.  

Exhibit 5
Income Statement: Stand-Alone Basis
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Migration

Exhibit 6 illustrates the balance sheet impacts of First Account customers who opened up lending relationships and/or who graduated to more traditional deposit products (i.e., migration).  Given the relatively high usage of savings accounts for Liberty First Account customers, it can be observed that over 75% of follow-on accounts are in checking accounts and the remainder is in CDs.   In total, an incremental $217K in deposit balances is held by individuals who initially became Legacy customers through the Financial Liberty First Accounts program.  These deposit balances, however, were dwarfed by over $1.5 million in loans held by one-time First Account customers as of Q3/06.  

Exhibit 6

Balance Sheet: Migration
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As shown in Exhibit 7, the $1.5 million in loans on the books as of Q3/06 give rise to an estimated $50K in annualized earnings.  The important thing to highlight here is that there is profitability in the cross selling activity even though the excess loans were funded by wholesale deposits.  Once (and if) deposit balances from Financial Liberty First Accounts increase this profitability will increase further. 

This also provides strong evidence of Legacy’s ability to profitably up-sell Liberty First Account customers.  Additionally this earnings stream is much more based on net interest income, vs. fee income, than the Liberty First Account’s profitability on a stand-alone basis.

Exhibit 7

Income Statement: Migration
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Overall Assessment
Legacy’s Financial Liberty First Accounts program has achieved the goals set out by management when it was launched in 2003.  Financial Liberty First Accounts fulfill a market need as an accessible deposit alternative for formerly underbanked and unbanked individuals.  This is evidenced both by the aggregate number of new customers Legacy has acquired and the steady growth in these accounts.  

Moreover, the combination of a well-executed strategy of working with community organizations, fee income on deposit transactions, aggressive portfolio management, and expense control has allowed these accounts to generate a small positive earnings contribution on a stand-alone basis.  Most importantly, the analysis conducted above demonstrates that these customers can become a source of profitable relationships to the bank.   

For institutions seeking to replicate this experience, several comments should be made.  First, as mentioned above, the program does require a dedicated senior management resource to manage product design and initial implementation.  Second, management focus is required to monitor accounts and encourage behaviors that will allow consumers to properly utilize these products in the context of their budgets.  Third, institutions with less developed networks with community organizations may want to consider low-budget marketing programs to increase awareness of the program.  Last, institutions may actually spend less than Legacy if they do not pay their deposit vendor on a per account basis.  This pricing schedule resulted in an incremental expense of roughly $10K per quarter for Legacy.

On the whole, Legacy’s experience appears replicable and could be an attractive source of new business and profitability to any institution that wishes to launch a deposit product to this market segment.

V. North Side Federal Credit Union: Pay Day Alternative Loans
Background

Market Need

The prevalence of Payday Loan stores and Pawn Shops offering short-term credit at exorbitant annual percentage rates (APRs) (often exceeding 300%) provided the impetus for North Side Community Federal Credit Union to seek out a more cost effective solution for consumers that would at the same time provide a sufficient financial return for the lender.  This issue is receiving significant attention in today’s environment, as evidenced by the FDIC’s Small Dollar Loan Program (through its Alliance for Economic Inclusion
).  It can also be seen on the legislative front through the Talent Amendment, which caps the annual percentage rate at 36% that can be charged to members of the U.S. military seeking PayDay loan products.
North Side’s Response

North Side was at the forefront on this issue when it responded to this market dynamic in February 2002. Ed Jacob, the Chief Executive Officer, personally sponsored a PayDay Alternative Loan (PAL) product that was structured to offer consumers the ability to borrow $500 at a 16.5% interest rate for six months.  
· The six-month maturity targeted the most egregious side of typical PayDay loans – 14-day maturities which ensure that customers get into a debt trap and roll over the loans several times with resultant new fees and higher and higher returns for the lenders.  
· Additionally, PALs are structured as amortizing term loans that require bi-weekly or monthly principal payments.  This helps inculcate discipline among borrowers and helps reduce reliance on these loans as permanent financing.  
· Finally, North Side only charged a $10 application fee
 and provided the same immediate credit decision and access to cash that PayDay Loan stores offered.  
A copy of the streamlined PAL application can be found in Appendix E.
Key Learnings

Volume

Small-dollar loans require high volumes to be profitable as they are as dependent on fee income as net interest income.  To drive volumes, the loans have to be structured to offer a superior value proposition to what is delivered through PayDay loan stores, and they need to be marketed in a cost-effective manner.  North Side’s product launch provided insights into whether this is possible and how to achieve it. As is evident from Exhibit 2, North Side’s PAL product was well received in the market. This volume growth occurred without any formal marketing suggesting that:

· Volumes are generated due to the robustness of the product in serving market needs and competitive product offerings.  

· Additionally word-of-mouth and partnerships with community organizations can be a very cost-effective means of marketing which reduces reliance on formal marketing methods (and attendant costs).

Risk
North Side experienced substantial credit losses in the pilot phase (Phase 1) of the program.  Ed Jacob became very cognizant of the fact that the credit union would not be able to withstand these credit losses especially given the low interest rate and the high operating cost of the program.  Hence as he moved from pilot phase to a sustainable roll-out (Phase 2), he adapted the PAL program in the following ways:

· Required higher risk new credit applicants (those with credit scores below 600) to enroll in a three-part financial education class before they could qualify for the loan.  Moreover, these applicants had to have a one-on-one session with someone from the credit union to discuss budgeting.
· Encouraged direct deposit for repayment of the loan (requiring direct deposit as a condition of the loan is prohibited).
Earnings

North Side’s experience suggests that very low pricing on both rate and fees may not provide enough revenues to cover costs and hence fees may need to be adjusted to pay for costs.  Moreover, it is critical to view customers acquired through this product on a more holistic basis than just product profitability.
· As North Side moved to a full roll-out, it increased the application fee to $30 from $10 to better help cover costs. These fees are still lower than what are charged by payday lenders. 
· Some PAL borrowers eventually migrate to become more creditworthy, regular borrowers with resultant earnings to the credit union.  The level of charge-offs in the portfolio in Phase 1 emphasized the need to manage risk and cross sell products to qualify the PAL borrowers; success in Phase 2 from a holistic customer profitability standpoint reaffirmed this hypothesis and strategy.
Methodology/Key Assumptions
The following approach and assumptions were used for calculating the profitability of PALs on both a stand-alone and relationship basis:
PAL Revenues & Expenses
· Each PAL originated by North Side since the project launch in 2002 was assigned revenue based on respective original principal balance, interest rate, and application fee.
· As such, PAL profitability on a stand-alone basis is portrayed for each of the five years the program has been in effect.

· Interest income was reduced pro rata to reflect loan amortizations and portfolio level charge-offs.
· All PALs were assumed to be funded from wholesale borrowings, at 4%.

· Actual charge-offs were assessed against PALs.

· No incremental marketing or personnel expense was incurred for this program; the only non-interest expense imputed was for printing and mailing costs.  It is important to highlight that North Side believes that at the initial phase of introduction of a PAL program a financial services provider does not need to add any incremental staff.
Migration Volumes

· Deposit and loan volumes were ‘allocated to PAL program’ by matching the date when the PAL customer became a member against the date of the first PAL; PAL customers who became members within 45 days of the loan were included in Product Migration results
.
· Actual deposit and loan volumes for the 4 consecutive quarters ending September 30, 2006 were tabulated for these customers.
· Note: as a result, migration profitability was determined for these four quarters. 
Migration Revenues & Expenses
· Prevailing credit union-wide deposit rates were used for respective balances in DDA, Savings, and Holiday Club accounts; 
· Loan yields specific to each non-PAL loan were applied to determine interest income on product migration to other loan products.
· No incremental marketing or personnel expense was incurred to support additional deposit and loan products acquired by PAL customers.
Market Success – Analytical Findings 
Portfolio Characteristics

Exhibit 1 illustrates North Side’s cumulative PAL portfolio, from February, 2002 through December, 2006:

Exhibit 1

[image: image8.wmf]Total # Loans:

4,306

               

 

Total # Unique Customers:

1,735

               

 

Funds Disbursed:

$2,170,262

Median Maturity (Months)

6.3

                   

 


Volume Growth/Loan Activity
The summer of 2004 represented the peak period for the PAL program, both in terms of total number of PAL loans and new members generated by the program.  Exhibit 2 shows that over 600 PAL loans were originated in Q2/04 alone.  As management instituted more rigorous credit screening (in response to credit losses) and raised the application fee towards the end of 2004, volumes tapered off in 2005 and again in 2006.  Ed Jacob expects 2006 volumes (approximately 550 loans) to now be the run-rate level of originations and volumes for the program.  
Exhibit 2
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As mentioned above, it is believed PayDay loan stores make most of their volume and revenue on loans that get rolled over.  While competitor data is not available, it can be observed below that North Side’s PAL program does not overly rely on this phenomenon as over 62% of PAL customers have only taken out one or two PAL loans and less than 15% have taken out 5 or more PAL loans (Exhibit 3).

Exhibit 3
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Customer Acquisition

An analysis of the over 4,300 PAL loans revealed that there were 1,735 unique members in the program.  Of these unique PAL members, 56% joined the credit union at the time they applied for the PAL product.  This finding validates North Side’s attempt to build the PAL program in part as a means to enhance its overall membership ranks – the first step in up-selling customers.

Exhibit 4
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Risk

Losses on the PAL portfolio were negligible in the initial year of the program, remained modest in 2003 and then began to mount in 2004 when delinquencies soared and collection efforts got taxed by the number of troubled loans.  While most of the problems in the portfolio had their genesis in 2004, losses peaked in 2005 and remained high in 2006 (though almost the entire 2006 total was charged-off in February of that year).  On a cumulative basis over $180K of PAL loans were charged-off against total originations in excess of $2MM.  This amounts to a net charge-off rate of about 8% for the portfolio as a whole.  The current run-rate for net charge-offs is significantly below this level, however, at approximately 3.6%.
Exhibit 5
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Migration
Given that consumers who are in need of short-term cash have very little cash, new members maintained significantly lower deposit balances than their longer-term peers.  Over time, as PAL members “graduate” and more firmly enter the financial mainstream, it should be tested whether these members attain the deposit balance levels of longer-term members.
Exhibit 6
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Financial Success – Analytical Findings 

PALs: Stand-Alone Basis

Given that PAL loans are short-term in nature, year end numbers don’t really capture the total activity in the product. Hence a balance sheet for PALs is not portrayed here.  As seen in Exhibit 7, though, the product’s income statement shows that PAL loans produced a modest negative contribution to North Side over the life of the program.  This was driven by the high level of charge-offs incurred primarily from loans originated prior to 2005 (North Side received separate grants to cover these portfolio losses which, if included in program profitability allowed North Side to post cumulative contribution of almost $90,000).  The more stringent underwriting standards that have currently been implemented is already yielding significant improvement in net charge-offs (currently at 3.6% of loans) and should improve product profitability in the future.  

Exhibit 7
Income Statement: Stand-Alone Basis
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$2,992
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$4,360

$10,840

$15,900
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$7,352

$26,025

$43,470

$36,055

$40,026

$152,929

Net Charge-Offs

$344

$6,079

$31,985

$86,533

$55,956

$180,898

Noninterest Expense

$65

$76

$541
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$236
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$19,870

$10,945
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Migration

North Side has been able to cross sell deposit and loan products to its PAL customers.  The balance sheet portrayed in Exhibit 8 for product migration captures two elements of this phenomenon.  First, for consumers whose first point of contact with North Side was through the PAL program, all deposits held by these individuals at each quarter-end is illustrated.  Second, and more expansively, any loan held by an individual who at one time was a PAL borrower is included.  This includes even loans to longer-time members of the credit union, as PAL loans represent a critical first step for individuals to demonstrate creditworthiness. 
A total of 291 loans were originated to “PAL Graduates”
 over the life of the program for slightly more than $1 million.  On average, these were roughly $3,500 loans and while of a longer duration than PAL loans they were still generally short-term in nature.  As a result, the point-in-time balances at each quarter-end were relatively low and peaked at $33K in Q2/06 (as shown in Exhibit 8).  Deposit balances grew to exceed $100K, and are primarily held in savings accounts.

Exhibit 8

Balance Sheet: Migration
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As seen in Exhibit 9, these incremental deposits and loans generate a minor contribution to North Side.  The weighted average loan portfolio yield is 9.36% but charge-offs, which was a problem area for the entire credit union in 2004-2005, had a dilutive impact on earnings.  Ed Jacobs believes that charge-off levels, which ran at 4% on this portfolio, have declined significantly since mid-2006 and expects the portfolio to continue its improving asset quality.
Exhibit 9

Income Statement: Migration
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Overall Assessment
Pioneering a responsible short-term, small-dollar credit product for individuals residing outside of the financial mainstream has proved to be a difficult yet rewarding effort for North Side.  As originally structured, the PAL program yielded high credit losses that required outside support to allow North Side to withstand the P&L impacts.  The changes made to improve underwriting have been paying off, however, as losses have declined.  While 2006 earnings are negative (before grants), the high charge-offs were taken in the 1st quarter of 2006 and are running at a much reduced rate of 3.6%.  This should allow the program to break-even on a run-rate basis.
These loans have met a huge need in the market for PayDay loans.  Low-income consumers who otherwise would have paid exorbitant interest rates are both saving money and forming banking relationships that will prove beneficial to them in the long-term.

North Side has also witnessed benefits from product migration stemming from the PAL program.  Most significantly, individuals who were outside of the financial mainstream were able to demonstrate creditworthiness through the repayment of their PAL loans and consequently qualified for more traditional credit products.  In total, over $1 million in loans were originated to PAL graduates in addition to $100K in deposit balances.  These volumes represent profitable business for the credit union, even more so as the credit quality of the portfolio continues to improve.  Moreover, the addition of 1,735 new members is in and of itself a valuable tool for the credit union to grow its membership, which now stands at approximately 3,000.

It is important to note that North Side has been able to accommodate this new product and the resulting migration benefits using its current operational and personnel infrastructure.  This is due both to the streamlined nature of the product itself (i.e., simplified loan application) and the capacity that exists at North Side.  Ed Jacobs estimates that if volumes witnessed in 2004 had continued then he would have had to hire a part-time or full-time resource to meet the demands of the product.  Other financial institutions, generating different volumes and with their own unique capacity issues, may have to maintain dedicated resources.
In sum, financial institutions can benefit from North Side’s experience to structure a small-dollar loan product to minimize portfolio losses and break-even on a stand-alone basis.  Then, as North Side’s results show, opportunity exists to up-sell individuals to more traditional credit products and deposit accounts that can incrementally add to earnings.  
VI. Alternatives Federal Credit Union: Free Tax Preparation and Tax Refund Loans

Background

Market Need

Consumer research has consistently shown that a major factor driving the behavior of unbanked individuals is the lack of comfort they have with financial institutions.  For that reason, many financial institutions seek out partnerships with social service organizations to help build a sense of trust with the market that is necessary to bring the unbanked into the financial mainstream.  An increasingly common approach to this is to forge partnerships with non-profit organizations offering free tax preparation services, usually through the IRS’s Volunteer Income Tax Assistance (VITA) program.   
At the same time, low income, and often unbanked, individuals who qualify for VITA services are frequently eligible for tax refunds through the Earned Income Tax Credit (EITC).  The individuals often seek to gain access to these funds as soon as their taxes are filed.  EITC refunds help nearly 20 million households in the U.S. and average nearly $1,700
.  Given this high demand, tax preparers such as H & R Block and Jackson Hewitt aggressively promote high interest rate loans to bridge the two-week period tax filers usually have to wait to receive their refund.  Known as Refund Anticipation Loans (RALs), these instruments capitalize on the need for short-term cash facing many of these families.  

Alternatives’ Response
In an effort to create a unique and superior outreach program that could attract unbanked individuals and provide them with cost-effective financial products, Alternatives Federal Credit Union of Ithaca, New York, opted to launch its own VITA site.  This section details the progress to-date of Alternatives, which launched its VITA program in 2002.  
Alternatives’ primary objective in offering this free service was to attract new members into the credit union as there was only one VITA site operating in its geographic market at the time.  A secondary objective was to offer a more consumer-friendly, yet still profitable, short-term loan product for families qualifying for large refunds due to the EITC.
Key Learnings

Volume

Alternatives experience has been instructive in demonstrating how a financial institution can properly structure a successful tax preparation service in its community. Following are a few key learnings:
· High volumes in tax preparation can be achieved by having dedicated hours and staff (as seen in Exhibit 1).

· Strong opportunity for cross selling: A positive customer experience in an ancillary service such as a VITA program have resulted in significant cross-selling opportunities, though management and staff have to continually emphasize the benefits of deposit accounts and lower-cost loan products.

· Staffing needs to be supported by volunteers and part time employees to take care of seasonal strong demand for resources which can stress a credit union’s ability to engage in extensive financial education and cross-selling efforts.  
· Some new members open accounts only to receive the Refund Anticipation Loans (RAL) and subsequently close their deposit accounts once their tax refunds were received.  The value of maintaining a savings or checking account needs to be continuously reinforced.

Risk

Operating an in-house tax service and offering short-term loans gives rise to both operational and credit risk.  The manner in which Alternatives addressed these risks can benefit other financial services providers.

· Project sponsor and Alternatives’ CEO, Bill Myers, put in place an effective platform to handle the rush of tax season, and this is critical to a well-run VITA site.  
· The credit union’s lobby is dedicated to tax filers from 3:00-7:00 p.m. each weekday during tax season.  
· The site is administered on a day-to-day basis by a full-time employee, who is further assisted by a part-time staff person.  This is in addition to some 50 VITA volunteers.

· Alternatives’ Refund Anticipation Loan (see Appendix E for collateral material) has provided key insights into structuring small dollar, short-term loan products.  For example, applicants are required to open a savings account, into which the tax refund is direct deposited before being transferred to pay off the corresponding RAL.  

Earnings

Given the no-fee nature of the service, it is imperative to build upon the relationship formed with the tax filer to yield future earnings.

· Refund Anticipation Loans (RAL), which require a savings account, give individuals an incentive to enter the financial mainstream with a deposit product.  It also serves to begin building a credit history to many who either lack a credit history or have a checkered file.

· It remains unclear at this juncture the earnings impact of continuing to offer tax preparation services free of charge, which allows institutions to tap into a large volunteer base, vs. providing the service for a fee and maintaining a paid staff.  Alternatives’ is continuing to assess its program in this regard.

Methodology/Key Assumptions

The following approach and assumptions were used for calculating the profitability of Alternatives’ VITA program, after taking into account the deposit and loan business that the credit union was able to cross-sell to VITA participants:

VITA/RAL Revenues & Expenses

· The VITA program itself has no revenues.

· Interest income for RALs was calculated by applying the standard product interest rate (11.5%) to the average duration (2 weeks) of loans originated.

· Fees for RALs were determined by multiplying the $20 application fee against loans originated.

· Dedicated staffing resulted in noninterest expense for Alternatives in running the program.

Migration Volumes

· Tax filers for the tax years 2004 and 2005 were coded to measure how many a) became new members, b) were existing members, or c) were not members of Alternatives at the time of their filing.

· Deposit and loan files for the 7 consecutive quarters ending September 30, 2006 were analyzed to measure the extent that new members held deposits and/or loans.

Migration Revenues & Expenses

· Account-specific rates were utilized for CDs and loans; weighted average yields were employed for savings accounts.  
· Excess deposits were assumed to be invested in treasury securities while excess loans were assumed to be funded in the wholesale market, both at 4%.
· All loans were assumed to be performing.

· No additional noninterest expense was incurred above the staffing of the program staff as noted above.

Analytical Findings – Market Success
Exhibit 1 illustrates the strong market reception to Alternatives’ VITA program and the steady growth that has been evidenced, as nearly 2,300 tax returns have been prepared at the site for tax years 2003-2005.  
Exhibit 1
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Moreover, the program has proven to be a stable source of new members for Alternatives, as shown in Exhibit 2, bringing in nearly 200 members over the three year period, and representing roughly 15% of the source for new members to Alternatives.  While tax year 2006 is not over, Bill Myers is projecting adding another 100 or so members to the credit union from 2006 VITA participants.
Exhibit 2
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Savings accounts have been the preferred entry point for new members, but checking accounts have also been popular.  As of Q3/06, there were 15 loans outstanding to individuals who first came into the credit union through the VITA program.  The cumulative number of accounts that were open at each of the corresponding dates and held by new members gained from tax years 2004 and 2005 is shown below.  These totals portray active accounts, defined as accounts with deposit balances greater than $0.00.
Exhibit 3
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Financial Success – Analytical Findings 
Alternatives has been successful in consistently growing loan balances as seen in Exhibit 4.  Loans to individuals who joined the credit union after being serviced through Alternatives’ VITA site reached $116K by Q3/06.  Deposits have tended to be more volatile, as a result of tax refunds, and stood at $83K at Q3/06.  Not portrayed on the balance sheet are Alternatives’ RALs because of their short-term nature.  Roughly $125K in these loans was booked for an estimated 10 days in each of 2005 and 2006, and this had a negligible impact on earnings.
Exhibit 4
Balance Sheet: Migration
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Loans

$15,386

$23,277

$15,386

$36,904

$113,766

$114,904

$116,352

DDA

$17,921

$18,458

$17,921

$16,928

$43,714

$35,235

$32,698

Savings

$19,327

$15,089

$19,432

$14,611

$121,000

$47,405

$44,487
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$0

$0
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$37,248

$33,547

$38,353

$31,539
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$86,458
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-$21,862
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$5,365
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Wholesale Funding
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$28,446

$33,041

Excess Deposits to Invest
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As the VITA service is offered for free, expenses incurred for the program have been matched against revenues from product migration.  As shown in Exhibit 5, the program produced modest quarterly losses, ranging from $3,130 in Q1/06 to $6,035 in Q1/05.  Alternatives has been successful in obtaining grant support for this program, however, and if included in the profitability analysis a positive contribution to earnings was generated, ranging from $3,190 in Q1/05 to $6,095 in Q1/06.  
Exhibit 5
Income Statement: Migration
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$150
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$6,409

$6,409
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$230

$230

$230
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-$6,035
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-$6,003
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Overall Assessment
The original objective of Alternatives’ VITA program was to help fuel growth in membership.  This goal has been met and the program continues to meet expectations in this regard.   Moreover, the credit union has demonstrated that deposit and loan volumes can be built on the foundation of this program.  To-date this has been achieved at essentially a break-even level to the organization, excluding grants, which offers an opportunity for other institutions assessing similar programs.  
Alternatives has also succeeded in structuring a responsible Refund Anticipation Loan that is not predatory, meets the needs of the community, and serves the organization.  It has published a paper on this product, Alternatives Federal Credit Union’s Refund Express Loan: A Responsible First Step in Reducing Dependency on Predatory Refund Anticipation Loans, that also offers lessons for other financial institutions.
VII. Conclusions
Each of the three participants above has demonstrated an ability to structure a service to reach the unbanked segment of the population and bring in members and customers to their respective financial institutions.  Importantly, each has learned a set of lessons that can be instructive to other banks and credit unions.  These include risk management processes that will allow other institutions to minimize losses and allow for break-even to modestly positive levels of earnings.  This phase of the RFSI work for the first time allows the industry to see, in quantified, measurable terms, the ability of banks and credit unions to up-sell customers deposit and loan products and thus facilitate a transition into the financial mainstream.  It shows that this process of deepening customer relationships can occur in the short- to mid-term and points to promise for the ultimate profitability of these customer relationships.
On a broader level, with much discussion centered on small-dollar/short-term loan products and the high levels of declination for deposit accounts across the industry, the findings in this report can be used to support the efforts of financial institutions across the “development” spectrum to continue developing products that can best serve the unbanked population.
APPENDIX
Appendix A: NCIF Investees
The following is a list is of NCIF investees, virtually all of which offer products and services aimed at bringing the underbanked into the financial mainstream and offer asset building products.

Banks and Thrifts

1. Broadway FSB, Los Angeles, CA

2. Carver FSB, New York, NY

3. Central Bank of Kansas City, Kansas City, KS

4. City First Bank, Washington, DC

5. Citizens Savings Bank and Trust Company, Nashville, TN

6. City National Bank, Newark, NJ

7. Douglass National Bank, Kansas City, KS

8. Dryades Bank, New Orleans, LA

9. First American International Bank, Brooklyn, NY

10. Liberty Bank and Trust, New Orleans, LA

11. Mission Community Bank, San Luis Obispo, CA

12. South Carolina Community Bank, SC

13. Southern Development Bank, AR

14. University National Bank, St. Paul, MN

15. The Community’s Bank, Bridgeport, CT

Credit Unions

16. Alternatives Federal Credit Union, Ithaca, NY
17. Appalachian Federal Credit Union,
18. Dakotaland Federal Credit Union

19. Latino Community Credit Union, Durham, NC

20. Lower East Side People’s Federal Credit Union

21. National Federation of Community Development Credit Unions

22. Opportunities Credit Union

23. Saguache County Credit Union

Others 

24. Hawaiian Community Assets, Maui, Hawaii
Appendix B: RFSI Phase 1 Participants

1. Alternatives Federal Credit Union, Ithaca, NY
2. Bethex Federal Credit Union, Bronx, NY
3. Central Bank of Kansas City, Kansas City, MO
4. Citizens Trust Bank of Atlanta, Atlanta, GA

5. Hawthorne Savings Bank, El Segundo, CA
6. Legacy Bank, Milwaukee, WI
7. Mission Community Bank, San Luis Obispo, CA
8. North Side Community Federal Credit Union, Chicago, IL
9. Opportunities Credit Union, Burlington, VT
10. SSA Baltimore Federal Credit Union (Security Plus FCU), Baltimore, MD
11. University National Bank, St. Paul, MN
12. Water & Power Community Credit Union, Los Angeles, Ca
Appendix C: RFSI Phase 1 Participant Reports

Appendix D: RFSI Phase 2 Participants: Contact Information

	Institution

	Contact Name
	Phone/Email

	Alternatives Federal Credit Union
	Bill Myers, CEO
	607.273.4611

wmyers@alternatives.org


	Legacy Bank
	Margaret Henningsen, 

Vice President
	414.343.3003

mhenningsen@legacybancorp.com


	North Side Federal Credit Union
	Ed Jacob, CEO
	773.769.5800

nosidefcu@aol.com



Appendix E: RFSI Phase 2 Participants: Collateral Material

Legacy’s Webpage – Financial Liberty First Accounts

North Side’s PAL Application

[image: image22.png]Brioro ik





[image: image23.png]0.0v“?(o'@l@.o'o'@aol@l&lé!onﬁnlo*v

PAYDAY
ALTERNATIVE

LOAN (PAL)
$500 FOR

| e bt
ehsnans B

o Dgeses

s gt

N

Nrth Sice Cammunity Fectarol
Cret Union is offering th
Faydsy Allernafiva Loan fo those
members who e facing financicl
difficultics and mey consider
payday loans because they do not
have any ofher option.

Do not patrorize the payday
lender industry!

Cail us cn 773-769-5800 for
mere information,

APPLCATION
{Piase Frin]

Acczunt 5.

Dare

S5t

Nams
Addrass
Cry, sore zip
Foe Phone___

Enployer.
Positan

Addra

Gy, Stere Tip
Véark Phon
Dete Hired,

Rosdmon__Own__Rant_ i,

Furpose of e Loar.

I the cent oy racues s ipprasad cnd fesved, |

agrae 1o veac aad comply it the terme of s
ogroent hich wil be furmihed fo me. |
futher cgres Norts Sice Cormunity Fecera
Credit Unlon ny conft any source necesscry
o cetarming my cracifircril resporsibity. |
hereisy acknow edge thet tha cbove
infermation s .= and somzete

[
5

Dere:

R —

Be & Cred | Unian enter
Bainus sl 1 lnesme of $1,000
Yeu ore eligliefo s locn ke o
yeer

Lacinmes b e beck wli s o
No crrent agns 1 Nert Se

Ta receive Inis loon you naed
@ eradi tcors of 600 or

Righer. I your seore s lowerthan
500 you wil be reauired o stend our
theoeFinancs] foraey lacecs bofore
rociving he loan.

ey

3 e Ay
o svery 2 vk,
or
A po b paid eackly
$80 norschumdable loan spplcatizn

et $300
Pay Only
$80.98 ma. for 6-e:

st
O 0. 0:0-0-0-
FOR OFFIG USE ONIY.

Bare Joinod,

Status___ F
Loan Offcr.

Date

Monthly Incomo





Most profitable


period





Most 2005-06 charge-offs stemmed from loans booked in 2003-04





62% of PAL customers had either one or two loans.





19% of AFCU member growth





11% of AFCU member growth





14% of AFCU member growth





Spike due to deposits of tax refund checks





















































� National Community Investment Fund coined the term, Community Development Banking Institutions (CDBIs), to denote banks, thrifts and credit unions that have this mission of community development.  This is an attempt to increase the number of institutions that could be certified as Community Development Financial Institutions (CDFI).


� National Community Investment Fund and North Side Federal Credit Union are both members of the FDIC Alliance for Economic Inclusion as are other CDBIs around the country.


� Legacy restructured the product in early 2007 and raised its minimum opening deposit to $50


� Fee income is mostly comprised of NSF (insufficient funds) fees


� National Community Investment Fund and North Side are both part of the FDIC’s Alliance for Economic Inclusion Committee


� Increased to $30 after the pilot period


� For example, if an individual joined the credit union just before taking out a PAL, deposit balances held by that individual were included in the migration analysis.  On the other hand, if an individual had been a member since May 1, 2004 and took out a PAL on July 31, 2004, deposit balances (more than 45 days) were not included in migration as it is conservatively assumed that these balances are independent of the PAL relationship. 


� “PAL Graduates” are those individuals who first established a positive credit history through the PAL program, and whose repayment of those loans helped qualify them for other loans from the credit union


�A Guide to Building Products and Strategies for Underbanked Markets, NCIF, 2005
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