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Every year, conferences draw throngs to hotel ballrooms, studies are conducted and consultants peddle expensive research papers, all on the question of how to deliver financial services to underbanked consumers.

Two assumptions have underpinned the conversation: one, that these consumers would be drastically better off if they were served by federally insured financial institutions; and two, that such for-profit financial institutions can make money by serving the underbanked.

Trouble is, those assumptions don't always stand up to strict scrutiny.

Obviously, some of the most basic products that banks offer are already available to the underbanked at competitive rates through nontraditional financial services providers, including Wal-Mart Stores Inc.

And for all the talk of the vast potential for profit in this niche, there is little evidence that those services can be delivered profitably through traditional banking channels.

"Why do we think that banks would be particularly good at serving these people?" asked Todd J. Zywicki, a professor at George Mason University Law School and former director of the Office of Policy Planning at the Federal Trade Commission.

"Banks are corporations — they do mass-produced stuff just like GM, but there are people who have different needs, and it is not obvious that banks are suited to meeting those needs," Zywicki said.

"They end up being tripped up by hidden fees, and the hassle of dealing with a bank. They want something simple — and it is very hard to get something simple from a bank."

To be clear, no one seriously disputes that all consumers should have:

· Access to at least a basic level of financial services, and to the convenience of electronic payment. 

· The ability to store the value on his or her paycheck somewhere other than a mattress or a hip pocket, to cash checks and pay bills without footing exorbitant fees and to save money in an insured account. 

· The opportunity to establish a credit history. 

But that doesn't necessarily mean everyone should have a bank account.

A Typical Family
Consider a small unbanked family with two working parents and a school-age child. Both parents work low-paying jobs and are paid by check once a week. They rent an apartment and drive a used car. Their recurring financial obligations that cannot be settled at the point of sale are rent, utilities payments and car insurance.

Ten years ago, the parents would have had to stand in line at their employers' bank to cash their paychecks or pay substantial fees to a storefront check-cashing operation.

In addition to the security risk posed by carrying all of one's earnings in cash, they would then face the need to transfer a portion of that money to a landlord, several utilities and an insurance company. This would typically require the purchase, at significant expense, of multiple money orders, often at a location separate from the check-cashing operation.

Today, that same family can take their paychecks to one of multiple nonbank financial services providers, where they can have their earnings transferred to a secure, prepaid debit card connected to the payments system through Visa Inc. or MasterCard Inc.

Using that card, they can pay to have checks issued to pay their various bills or, in many cases, to authorize immediate or prescheduled electronic payments to utilities.

The balance on the prepaid card can be used to withdraw cash from an automated teller machine as needed, and to make point of sale payments for goods and services.

The nonbank retailer has just satisfied all of that family's immediate financial services needs, safely, quickly and cheaply, without any of the expenses associated with federal deposit insurance, bank regulation or the maintenance of a system of branches and ATMs.

And to the extent that the customer can use the prepaid card at point of sale terminals or ATMs, the retailer is in a sense free-riding on systems established by and for traditional financial institutions.

The argument that this family would be better off in a traditional banking environment is not a strong one.

"A lot of banks, and in fact, a lot of credit unions, are not very good at providing the kinds of services [needed by] people who are just coming into the system, who are living paycheck to paycheck or who don't have big credit needs," said Ellen Seidman, former director of the Office of Thrift Supervision.

Seidman, now executive vice president for national policy and partnership development at ShoreBank Corp. in Chicago, said that taking a narrow focus and "insisting that everybody needs to get banked" is not the answer.

"Spending a lot more effort on how to maximize the availability of high-quality nonbank financial services is really, really important," she said. "It would be foolish to ignore those other channels that could provide high-quality services."

And even where it is relatively simple to get access to a bank account, it is not clear that everybody would want one anyway.

A report issued in 2006 by the U.K.'s House of Commons Treasury Committee said all major banks in the U.K. offered a "basic" low-cost bank account with limited services, and did so with only the most perfunctory nod toward earning a profit from them.

However, even in an environment where services targeting the unbanked and underbanked are provided almost explicitly as a public service, the Treasury Committee study found that in the U.K., the percentage of households with no access to a bank account (8%) was roughly the same as that of the United States (7.7%).

The British experience may indicate that even in a wealthy industrialized country there is simply a portion of the population that doesn't want banking service, or that banks need to try harder if they want to attract that segment of the market.

"Offering the accounts isn't enough," Seidman said. "You've got to be interested in having these folks as a client. You have to learn about their needs, you have to learn how to market, and you have to align the incentives of your middle management."

One of the arguments typically made for bringing a consumer into a traditional banking relationship is that the nontraditional providers fail to offer them two things that are vital to financial health: the opportunity to build wealth and the opportunity to build a credit rating.

"Building a credit score is a crucial part of building wealth over time," said Rachel Schneider, innovation director for the Center for Financial Services Innovation, a nonprofit affiliate of ShoreBank. "Even a robust transactional account can't help you do that."

Again, let's state the obvious: It would be desirable for every person in the United States to have, at the very least, a few months' worth of living expenses socked away in a money market account, and to have access to reasonably priced credit when they need it.

However, for many of the unbanked — often living paycheck to paycheck — building substantial wealth may not be a realistic goal. For a good chunk of this segment, the sort of nest egg that belongs in a bank-administered individual retirement account or other long-term savings vehicle may be out of reach.

Daunting Numbers
A survey report from the Federal Deposit Insurance Corp. released in December made headlines with its conclusion that more than 25% of U.S. households were unbanked or underbanked.

Speaking to reporters after the report came out, FDIC Chairman Sheila Bair said, "Our challenge is to make sure banks have a range of products and services to meet the needs of all low-income communities and have the right fee mix that is cost-effective, and that we can find that intersection of the products that are also cost-effective for the banks."

But the report does not support the argument that the unbanked are a potential source of deposit growth.

The FDIC found that within the population of those who have never held a bank account, only 4.8% see it as "very likely" that they will open an account in the future. And within that 4.8%, fewer than one in five list saving money for the future as a reason to open an account.

If less than 1% of the population that has never held a bank account sees saving money as something they expect to do in the future, a business case for aggressively marketing high-maintenance bank-based savings vehicles to that demographic appears shaky.

However, nontraditional service providers have begun to step into the market, partnering with banks to offer prepaid card products that allow consumers to transfer funds between a debit account and an interest-bearing, federally insured savings account.

In many cases, the savings accounts are offered free of charge and have no minimum balance requirement. They also come with rudimentary money management features that are accessible online, by telephone or at a customer service center.

The likelihood that traditional banks can profitably satisfy the credit needs of the unbanked and underbanked is no better than the business case for transactional and savings accounts.

In 2007 the FDIC started a pilot program under which banks offered small-dollar loans to customers who might otherwise have had to borrow from more expensive sources, such as payday or auto title lenders.

The participating banks, though, found that the cost of underwriting and processing loans of $2,500 or less tended to outweigh the profits, even with annual percentage interest rates of up to 36%.

"Banks that participated found that they cannot make money on small loans except as a loss leader," Zywicki said.

And even then, banks that hoped to use the small-dollar loan service as a means of attracting new customers for other banking services did not find themselves overwhelmed by new and profitable customer relationships.

Schneider, at the Center for Financial Services Innovation, agreed that the program was difficult for banks to operate at a profit. "It's really not clear that you can do this well with the rate capped at 36%," she said.

However, as in the provision of transactional and savings products, where banks have failed to find a foothold, nontraditional financial services providers are beginning to fill the gap.

Nonbank institutions, such as Progreso Financiero in Mountain View, Calif., have managed to develop targeted small-dollar lending programs that, at least initially, have been successful.

As the U.K. Treasury Committee report suggests, it is hard to make a solid short-term business case for traditional banks providing bare-bones financial services to underserved populations, and experienced industry analysts are dubious about the long-term case as well.

"To a point, a bank can justify doing this within a geographical area they serve, if there is a reasonable prospect that they will become profitable, but predicting customer profitability is very difficult. It involves lots of judgment calls and some pretty gross assumptions," said Bert Ely, a banking consultant in Alexandria, Va.

Marketing to the unbanked would certainly add to a bank's customer base, but it is not at all clear that offering low-cost transaction accounts would pay for itself by giving the bank the opportunity to market other products to those new customers.

"The cross-sell opportunities are not great," Ely said. "They probably don't need a safety deposit box. Maybe they have a credit card, or finance a motorcycle, but they probably don't have a 401(k) or an IRA. They don't really need much and they don't offer much in terms of revenue potential, much less profit potential."

Other banking experts cast the choice as one between forcing banks to provide a public service or finding an alternative delivery mechanism for financial services.

"These would almost by definition be small accounts," said Alex J. Pollock, who was president and chief executive of the Federal Home Loan Bank of Chicago from 1991 to 2004 and is now a resident fellow at the American Enterprise Institute.

"If you think they can't be provided profitably, you can either say that banks need to provide it as a sort of welfare, or you need to provide it through some other method," Pollock said.

The past could offer ideas about what one of those other methods might be, he said.

"Historically, the answer to these problems was to establish small mutual organizations — small local financial institutions for people of modest income or means, where they would have banking services," he said. "It's not a bad idea, and one we ought to reconsider."

But, Pollock added: "You have to let them be small mutual organizations that run themselves. If you put a giant regulatory burden on them it won't work."

Relationship Issues
If it's not clear that unbanked and underbanked consumers actually want access to traditional bank accounts, and it is unlikely that banks could make a profit from serving them even if they did, what then is the role for banks, if any, in providing financial services to that segment of the population?

Maybe they should go back to what they do well.

Bankers are fond of saying that they are in the relationship business. But when a product you offer has been thoroughly commoditized, consumers aren't making buying decisions on the basis of a relationship anymore; they are deciding based on price and convenience.

However, banks may well be in a position to have a strong relationship with nontraditional financial services providers.

While they don't seem to be very good at providing banking services to customers with only the most basic needs, banks may well be in a position to have a strong relationship with nontraditional financial services providers that are.

"Banks don't need to be the entity that owns the customer relationship and they may not always be the best-positioned institution to offer new ways of completing transactions," said Schneider at the Center for Financial Services Innovation. "But banks should still be part of the supply chain."

Seidman, the former OTS director, said one way to keep banks in that supply chain would be to give them more opportunities to obtain Community Reinvestment Act credit for investing in community development financial institutions.

"I think we are potentially on the cusp of thinking about how to put CDFIs of a whole bunch of stripes much more effectively in the role of being financial services providers on a big scale in these communities," she said. "There are a lot of issues around it, but it is one of the potential answers about how you get quality financial services into the communities."

Rob Garver, who covered regulatory issues as an American Banker reporter from 1999 to 2003, is a freelance writer in Springfield, Va.

