The impact of Covid-19 on UK community finance institutions — implications for
local economic development

Abstract

UK community finance institutions play an important role in deprived neighbourhoods by
serving households and businesses unable to access mainstream finance. This paper
analyses the short-term effects of the Coronavirus pandemic on the activities and
sustainability of the community finance sector by analysing longitudinal survey data for
40 providers and follow-up interviews with 25 organisations. Covid-19 resulted in an
acceleration of the shift to online service delivery, and temporary and permanent branch
closures among community finance institutions. Further, the demand for, and volume
and value of lending fell significantly during the first lockdown only recovering by the
end of the summer 2020. This resulted in lower income, greater costs and lower
regulatory ratios. Smaller providers in a weak financial position with more financially
vulnerable customers were worst affected by the pandemic. We argue the pandemic
may reduce access to finance for the financially excluded through the intensification of
the shift to online services and by increasing the risk of providers serving the poorest
folding or being merged with larger providers.
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1. Introduction

The impact of Covid-19 on the UK community finance sector, comprising credit unions
and Community Development Finance Institutions (CDFIs), is an important issue for

local economic policymakers. This is because these institutions fill an important gap in



the market not served by mainstream financial institutions. In the wake of the debt crisis
of the early 1990s, the UK financial sector moved credit away from poorer to richer
segments of society as form of risk avoidance (Leyshon and Thrift, 1995). The most
obvious manifestation of this withdrawal has been the closure of branches. Between
1995 and 2003, UK banks and building societies closed 20% of their branches,
disproportionally in more deprived areas (Leyshon et al., 2008). From 2012 to 2018, the
number of branches in the UK fell by a further 17% (Bennett, 2020) and to a greater

degree in more deprived local authority areas (Nieboer, 2019).

Branch closures may lead to increased costs and inconvenience for households and
businesses in accessing cash and transaction services (Leyshon et al., 2008),
especially for older customers who experience greater difficulty in using online banking
and for small businesses that rely on branches as the main way of banking (Bennett,
2020). There are also concerns that branch closures may send local economies into a
downward spiral of decline linked to the loss of employment and consumers starting to

shop in other areas with greater banking facilities (Leyshon et al., 2008).

It is also well evidenced that low-income, socially excluded communities are less likely
to have access to mainstream credit and financial services (Worton et al., 2018;
Financial Conduct Authority, 2019). These consumers instead often resort to
commercial high-cost credit (payday loans, home credit, rent-to-own) for which they pay
higher interest rates and are at greater risk of customer detriment (Financial Conduct

Authority, 2017). Henry et al (2017) find that levels of lending by the seven largest UK



banks are lower in deprived communities, but that the association is weak. They note
that the current geographical data on bank lending and activity is insufficient to allow for

a robust analysis.

Conversely, credit unions and CDFls are predominantly community-based institutions
that serve relatively small geographical markets (Coen et al., 2019; Dayson et al.,
2020). They often have a physical presence in those communities and enable
customers to access services through their head office or a branch. They provide a
range of services, including loans, budgeting support, savings, and banking and
transaction services, to excluded and underserved communities. CDFIs were explicitly
set up to serve groups unable to access mainstream finance, whilst credit unions often
serve communities not well served by mainstream financial institutions, such as rural
areas (Coen et al., 2019) as well as financially excluded groups (Jones, 2006). In
Canada, for example, credit union’ branches are over-represented in rural and middle-

income areas (Maiorano et al., 2017).

There is also research that suggests the presence of credit unions has positive effects
on markets by reducing rates on loans and increasing savings interest rate through
increased competitive pressures on banks (see Coen et al., 2019). Coen et al (2019:
209) argue that: “Despite playing a smaller role than traditional banking institutions in
providing credit and deposit services, U.K. credit unions remain firmly on the radar of
prudential supervisors given the important role they play in supporting local economies.”

Indeed, Fuller and Jonas (2002: 88) argue that from the late 1990s, the government



pursued an explicit policy “to encourage these alternative financial institutions to

develop alongside the mainstream economy.”

The Coronavirus pandemic caused unprecedented disruption to economic activity in the
UK and globally (International Monetary Fund, 2021). To stop or limit the spread of
Covid-19, national governments introduced travel restrictions, mandated the closure of
non-essential customer-facing businesses, and restricted the movement of households.
This led to significant falls in economic output, especially in the retail, travel, and leisure
industries. In the UK, the “magnitude of the recession caused by the pandemic is

unprecedented in modern times” (Harari and Keep, 2021: 6).

Community finance institutions have a potentially critical role in rebuilding deprived
communities after the pandemic, but because of their small size and their propensity to
serve vulnerable customers, they may also be vulnerable to the economic effects of the
virus. To date, there is very little empirical research on how the UK community finance
sector has been affected by the pandemic. There have been no peer reviewed outputs
on the topic, but some consultancy and research reports. Jones et al (2020) conducted
a survey of 24 credit unions in April 2020 to find out how they had responded to the
pandemic. Dabrowska et al (2020) surveyed the impact on the European microfinance
sector, which primarily lend to businesses. There have also been more anecdotal

evidence provided in blogs and articles (e.g., McCarthy, Undated)



In this article, we address this dearth in the knowledge by analysing the short-term
effects of Covid-19 on the credit union and personal lending CDFI sector drawing on a
longitudinal online survey of 40 UK credit unions and CDFIs, and semi-structured
interviews with 25 survey respondents. The research was conducted in May and
November 2020. Although the sample is small, it covers between 40-50% of the lending
by the sector. The survey explores the effects of the pandemic on loan demand,
lending, and income of the sector from April to October 2020. It provides a unique
insight into the impact on the sector, as other datasets only contain balance sheet and
income statement data (e.g., Bank of England annual and quarterly credit union
returns). As such, the paper makes an important contribution to understanding how the

community finance sector has been affected by Covid-19.

We find that the demand for, and volume and value of lending by affordable credit
providers fell significantly during the first lockdown, only recovering by the end of the
summer of 2020. This, in turn, negatively affected the finances of most providers,
including through lower income, greater costs, and lower regulatory ratios. Larger
providers, those serving less vulnerable customers and providers in a strong financial
position pre-pandemic were less affected than smaller providers serving poorer
consumers and in a weak financial position pre-pandemic. The pandemic led providers
to change their operating and delivery models, including a shift towards greater online
delivery, branch closures and mergers. We argue that the effects of the pandemic may

reduce the access to financial services among the most vulnerable, financially excluded



communities by intensifying the move to online-only service provision and by increasing

the likelihood of small organisations serving the most vulnerable failing.

Since we collected the data, the pandemic has eased, the government restrictions have
been lifted and academic research have shed light on long-term societal and economic
effects of Covid-19 (Blundell et al, 2022). Yet, understanding the short-term effects of
the pandemic on community lenders is important for two reasons. Firstly, the short-term
effects documented in this paper have long-term implications for community lenders and
the communities they serve. The significant decline in the value of loans disbursed
affects future interest income and financial viability of the sector. Some of the changes
in practice (shift to online service provision, closure of some branches) resulting from
the pandemic were permanent and irreversible. Secondly, evidence on the short-term
effects of Covid-19 on the behaviour and resilience of community lenders may inform
policies to support the sector and the communities they serve in any future pandemics

or other events necessitating the imposition of lockdowns or government restrictions.

The remainder of the article is structured as follows. The second section describes the
UK community finance sector. The third section discusses the literature on the impact of
Covid-19 on the UK economy and the community finance sector. The fourth presents
the methods and data, whilst the fifth details the results of the analysis. The final section

concludes.

2. The UK community finance sector




Credit unions are member-owned financial institutions that use savings to lend to its
members who share a geographical, associational or occupational common bond. The
first credit unions were set up in the 1960s, but its antecedents date back to the
nineteenth century (Ryder, 2002). Credit unions were recognised as an entity in law in

the 1979 Credit Union Act.

Table 1: Loans, savings, members and number of UK credit unions (excluding

Northern Ireland)

2016 2017 2018 2019 2020
Loan book £787m £851m £923m £1,010m £988m
Savings £1,443m £1.536m £1,604m £1,705m £1,955m
book
Members 1,268,772 1,296,163 1,338,866 1,391,392 1,355,630
Number 317 300 282 275 240
credit
unions

Source: Bank of England annual credit union statistics 2020

There are around 240 credit unions in the UK. They have an outstanding loan book of
around £1bn, a savings book of nearly £2bn and 1.35m members. Apart from the
Scottish credit union sector, which has among the highest credit union penetration rates
in Europe, the UK credit union sector reach a small proportion of the population in
international comparisons (Tischer et al., 2015). Most credit unions mainly or, in many
cases, only provide loans and savings products, partly due to regulation. Less than 5%
are allowed to provide residential real estate lending (Coen et al., 2019). Credit unions
have historically placed particular emphasis on savings and the building of assets as a

means to improve the financial circumstances of individuals in the long run (Jones,



2008). Many, 56% according to Lee and Brierley (2017), still require members to save
for a period before getting a loan. Several credit unions also provide financial education

and budgeting support to their members.

Although diverse in terms of size, products and customer groups, there are broadly two
types of credit unions. Employer-based credit unions, which include some of the largest
credit unions in the UK, serve employees or retired employees of private and public
sector organisations. Community credit unions serve members living or working in a
geographical area. They are often smaller than employer-based credit unions and
include the smaller, volunteer-driven organisations, and many of them were set up by
community activists, charities and local authorities in the 1980s and 90s to address

social and financial exclusion (Jones, 2008).

Overall, UK credit union customers are more likely to be socially and financially
excluded than the population as a whole (McKillop et al., 2007; Collard and Smith,
2006; Coen et al., 2019). They tend to have lower incomes and are less likely to be
banked (Collard and Smith, 2006; McKillop et al., 2007). This is especially the case for
England and Wales, but less so for Scotland (McKillop et al., 2007; Martin, 2018).
However, credit unions have a diverse membership, including middle class, less
excluded people. Analysis of the Scottish Household Survey commissioned by the
Carnegie UK Trust (Martin, 2018), showed that the profile of credit union account
holders broadly matched the overall population in terms of household income, home

ownership rates and employment status.



The CDFI sector consist mostly of not-for-profit, non-deposit taking institutions, which
take numerous institutional and legal forms. The earliest business lending CDFIs
emerged in the 1970s, though most were founded in the 1980s and 90s (Appleyard,
2011). The first personal lending CDFIs emerged in the early 2000s (Dayson et al.,
2020). In last few years, several profit-with-a-purpose providers have emerged (e.g.,
Salad Money, Auden). Most organisations are members of the trade body Responsible
Finance and provide consumer, housing and business loans and ancillary services
(advice, budgeting support, business development support) for individuals, businesses

and social enterprises unable to access mainstream finance.

There are around 30 CDFlIs in the UK, of which around 9-10 provide in the region of

40,000 personal loans of a value of around £30m (Table 2).

Table 2: Volume and value of personal loans by UK CDFI sector

2016 2017 2018 2019 2020*
Amount lent £21.5m £19.8m £26.1m £24.3m £35.6m
Number of 45,185 36,957 55,348 45,903 42,211

loans issued
Source: Responsible Finance lending data
Notes: *Covers a period of 15 months from the 1t of April 2019 to the 315t of December 2020

Unlike credit unions, who serve a broader market, CDFIs target almost exclusively low-
income, financially excluded customers. Nearly three quarters of CDFI customers are
on low incomes, 60% are in social housing and over 70% are in receipt of welfare

benefits (Responsible Finance, 2021). The sector provides small, short-term consumer
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loans of an average of around £650 typically repayable over 52 weeks or less
(Responsible Finance, 2021). Several CDFIs also offer budgeting support and the
flexibility in repayment often needed by low-income consumers. Some provide access
to linked savings accounts in partnerships with banks or credit unions. The sector aims
to contribute to improved financial resilience and wellbeing by reducing customer
reliance on commercial high-cost credit and hence the cost of interest rate payments,

and by providing budgeting support and linked savings (Dayson et al., 2020).

3. The impact of Covid-19 on the community finance sector

The Coronavirus pandemic had significant disruptive effects on the UK economy. In
response to the spread of the virus, the government imposed numerous lockdowns,
which restricted people’s movements and forced nonessential businesses to close.
These lockdowns, especially the first lockdown in the spring of 2020, led to sharp falls in
consumer spending hitting the hospitality, transport, and recreation sectors in particular
(Harari and Keep, 2021). The pandemic triggered the steepest fall in economic output —
of 9.7% in 2020 — in the UK since consistent records began in 1948 (Harari and Keep,

2021).

The short-term effects on household finances were mixed. Overall, average household
income remained broadly unchanged, savings increased, and consumer debt declined
(Collard et al., 2021; Harari and Keep, 2021). UK households were in a stronger

financial position at the start of the pandemic compared with the financial crisis of 2007
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(Franklin et al., 2021). The government also introduced various support programmes,
which cushioned the effects of the pandemic on households. This included support for
employers to retain and pay workers whilst their businesses were closed (the furlough
scheme), financial support for the self-employed, a temporary £20 per week uplift in
welfare benefits, and additional funding for local government hardship funds. There
were also restrictions on creditor actions, and payment deferrals across mortgages and

consumer credit products.

However, 32% of households had a member experiencing job loss or lower pay due to
Covid-19 (Collard et al., 2021). People in precarious forms of employment (nonfixed
hours, zero hours contracts), in the sectors hardest hit by the pandemic (leisure,
hospitality, retail, service sector), and in self-employment were worst affected (Collard et
al., 2021). Low-income and socially excluded households were disproportionally
affected because they came into the crisis with higher levels of unsecured debt, less
savings and lower or unchanged real income (Bank of England, 2020; Franklin et al.,

2021; Collard et al., 2021).

The UK financial sector was less affected by the pandemic than other industries (Harari
and Keep, 2021). Covid-19 did not trigger large loan losses or forced banks to reduce
the supply of credit as happened during the 2007 global financial crisis. Banks
continued to provide finance and forbearance to households (Franklin et al., 2021). This
is because UK households entered the pandemic in a better financial shape, interest

rates were lower and banks were better capitalised than in 2007 (Franklin et al., 2021).
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There is limited evidence about the effects of the pandemic on the UK credit union and
personal lending CDFI sector. As far as we are aware, there are no peer reviewed
outputs that examine the impact of Covid-19 on UK credit unions or the CDFI sector.
National statistics, and research reports and articles in the grey literature suggest three

potential effects of the pandemic.

Firstly, the available data indicates that credit union lending fell, whilst savings
increased. Unsecured lending, the main source of income for the sector, fell significantly
in March to May 2020, November 2020 and January 2021 (Bank of England, 2022). The
value of the outstanding loan portfolio of the UK credit union sector fell by £1.58bn or
3.6% in 2020 compared with 2019, though for England it increased by 2.4% (Bank of
England, 2021). Conversely, members’ share balances, the main liability of credit
unions, increased by £313m or around 11% from 2019 to 2020 (Bank of England,

2021).

Secondly, according to a survey of 24 credit unions in Great Britain, credit unions
changed some of their practices in response to Covid-19 (Jones et al., 2020). Several
credit unions closed or reduced the opening hours of branches. Some or all staff started
working from home, and several credit unions furloughed employees who could not
perform their tasks from home. Several introduced or made greater use of remote
delivery, such as cashless payments, remote underwriting, online application forms, and

electronic signature facility. Some had to invest time and resources to encourage and
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support members to use online or remote services. There was also greater use of
technology for collaborative working, including cloud-based telephony and business
communication platforms. It should be noted that the survey by Jones et al (2020) was
conducted at the beginning of pandemic — March and April 2020 — and only captured

the immediate operational changes caused by Covid-19.

Thirdly, there is evidence to suggest that several credit unions provided additional
support to members during the pandemic. Credit unions in Great Britain provided
members with emergency loans and enhanced access to their savings, as well as
additional forbearance to borrowers (Jones et al., 2020). Beyond this, credit unions
proactively communicated with vulnerable members, referred members to mental health
services and foodbanks, and provided food and utility vouchers to vulnerable customers
(Jones et al., 2020). Several credit unions also reported making donations to local
community groups and charities (Jones et al., 2020). Similar examples have been
highlighted for the credit union sector in Ireland (McCarthy, Undated). CDFIs too
provided additional support for customers, including contacting vulnerable customers,
signposting to hardship support, and offering payment holidays to borrowers struggling

to repay (Responsible Finance, 2021).

More broadly, there is evidence to suggest that credit unions are better positioned to
weather economic downturns and financial crises (Hoyt and Menzani, 2012; Coen et al.,
2019; Birchall and Ketilson, 2009). Indeed, many credit unions and sectors emerged or

were set up during times of crises (Birchall and Ketilson, 2009). Several studies suggest
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that they have greater longevity and survival rates, including for start-ups, than other
business models (Birchall and Ketilson, 2009; McKillop et al., 2020). It should be noted
that there is limited research on credit union failures in the UK, partly because failures
are less common outside of the US (Coen et al., 2019). In the UK, struggling credit
unions tend to be transferred to other, financially healthier credit unions rather than

allowing them to fail (Coen et al., 2019).

There is evidence that there is greater stability and less fluctuation in credit union
lending, especially compared with shareholder businesses. In their analysis of US credit
union and bank lending and delinquency for 1986-2009, Smith and Woodbury (2010)
found that credit union loan portfolios were 25% less susceptible to business cycle
fluctuations. The peaks were lower and troughs higher in credit union lending relative to
banks. They also found that the lending was not correlated with the national
unemployment cycle. Conversely, a study of the determinants of credit union failures in
the UK concluded that the national unemployment rate had material effects on the

failure rates (Coen et al., 2019).

Credit unions are not only less likely to experience steep declines in lending during
crises, but there is also evidence from the US suggesting that credit unions provide
additional liquidity when banks are reducing credit supply. Lu and Swisher (2020) found
that US credit union lending grew at a faster rate than bank lending during and following
the global financial crisis of 2007. A study by Walker (2016), which examined bank and

credit union business lending for 2010-14, concluded that credit unions increased their
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share of business lending following the financial and economic crisis of 2007. Business
loans from credit unions increased by 39.2% while assets increased by 22.7%.
Community banks reduced their business lending by 5.6% for the same period (Walker,
2016). Moreover, where their competitors were larger, credit unions supplied more
credit to business (Walker, 2016). There is also evidence to suggest that credit union
savings increase during downturns suggesting they are seen as safe havens

(Rauterkus et al, 2008 cf. McKillop et al., 2020).

The main explanation of the resilience of the credit union model is that they are more
risk averse in terms of lending and expansion when compared with other types of
financial service providers. There are fewer incentives to take risks in cooperatives
because of the lack of profit and share options for management (McKillop et al., 2020;
Smith and Woodbury, 2010). The link between savings and lending also acts as a
constraining influence on credit unions (Birchall and Ketilson, 2009). Unlike banks,
credit unions rely on members’ savings rather than capital markets for lending, which
leads to focus on retained profits and taking fewer risks (Birchall and Ketilson, 2009). It
is also suggested that the credit union model reduces credit risk. This is because of the
focus on geographically concentrated markets and common identity among members
reduces the risk of moral hazard and information asymmetries (McKillop et al., 2020).
However, the inability to access capital markets and the less diversified nature of credit

unions reduces their ability to absorb balance sheet shocks (Fonteyne, 2007).
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Larger, better capitalised credit unions with higher levels of earnings are less likely to
fail compared with smaller, less well capitalised institutions with lower earnings (Coen et
al., 2019). Further, credit unions that serve more vulnerable, financially excluded
customers appear more vulnerable to economic fluctuations. Lending to such groups
involves making smaller, unsecured loans and greater credit risk (Dayson et al., 2020).
Coen et al (2019) find that a higher proportion of unsecured loans and arrears is
positively associated with failures. There is an older study by McKillop et al (2007)
which compared credit union performance in areas of differing levels of financial
exclusion in the UK. In England and Wales, credit unions in areas of higher levels of
financial exclusion had faster membership growth but lower assets, return, efficiency
and reserves compared with credit unions in more affluent areas (McKillop et al., 2007).
McKillop et al (2007: 37) argue that “the performance of credit unions may be adversely

affected if they are overly focused on areas of high financial exclusion.”

More generally, several authors argue it is difficult if not impossible for community
lenders to serve financially excluded communities and, at the same time, be financially
sustainable (Fuller and Jonas, 2002; Sinclair, 2014). However, Jones (2008) and others
argue that it is possible to serve financially excluded consumers and be financially
sustainable by shifting to the so-called new model credit unions. This involves building
wide membership (including low-income and middle class), putting particular emphasis

on savings and widening the service offering (Jones, 2008).
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Based on a review of the literature, we conclude that there is very little research on how
CDFls are affected by crises and shocks, and even less on the CDFIs that engage in
personal and consumer lending. CDFIs share some similar characteristics with credit
unions. They are not-for-profit providers (that do not provide bonuses or shareholder
interests) and they mostly focus on small geographical areas, though some are
nominally national (Dayson et al., 2020). Most CDFIs borrow from mainstream financial
institutions or social lenders to on-lend (Dayson et al., 2020), but they do not have
access to international capital markets. It is possible that this may make them less
prone to uneven growth linked to business cycle fluctuations than shareholder-owned
firms relying extensively on capital market. During and following the 2007 financial

crisis, the UK personal lending CDFI sector grew its lending (see Dayson et al., 2020).

4. Methods

We use data from a longitudinal online survey of 40 CDFIs and credit unions in England
and Scotland, and telephone follow-up interviews with 25 respondents. The first wave of
the survey was conducted in May 2020, whilst the second was conducted in November
and December of 2020. The survey collected data on the respondent organisation (size,
age, services, region), the effects of the pandemic on portfolio volume, quality and
income, liquidity and viability, actions taken in response to Covid-19, and monthly data
on lending, applications, and income for February-October 2019 and 2020. The

respondents were self-selecting, choosing to fill in an online survey promoted through
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the credit union and CDFI trade bodies Abcul, Scottish League of Credit Unions and

Responsible Finance.

Table 3: Sample overview by wave

Survey wave 1 Survey wave 2 Both
Credit unions 59 41 35
CDFls 5 7 5
Total 64 48 40

Out of the 64 respondents to the first survey, 24 (all credit unions) did not take part in
the second survey. Smaller, volunteer-led credit unions were less likely to respond to
both surveys. Eight organisations — two CDFIs and six credit unions — that had not
responded to the first survey, took part in the second survey. We only use the data from

the 35 credit unions and 5 CDFIs that participated in both surveys.

Table 4. Sample characteristics

Credit union CDFI
FTE staff (number) 492 165
Outstanding loan portfolio £458.7m £20.6m
(E)
Active borrowers (number) 147,045 37,123
Savings balance (£) £763.5m £0.7m*
Branches (number) 55 22
Number of providers 35 5

*Some CDFIs provide savings in partnership with banks

In terms of the credit unions, 35 or only around 14% out of the 240 credit unions in the
UK (excluding Northern Ireland) were represented in the sample. However, the credit
unions in the sample make up around 46% of the sector’s outstanding loan portfolio and

40% of the savings. On average, the respondent credit unions were significantly larger
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than the UK average in terms of loan and savings portfolio. Most of the largest credit
unions participated, but few of the smallest volunteer-based credit unions took part.
There is no equivalent balance sheet data for the CDFI sector, but most of the largest,
well-established providers participated in both surveys. The credit unions are

significantly larger than the CDFIs with three times greater outstanding loan portfolios.

We used the Wilcoxon signed-rank test to test for statistically significant differences in
the monthly loan application, lending, arrears, and income data for February-October
2020 with the previous year to ascertain the impact of Covid-19. This test is suitable for
testing associations between an ordinal or continuous dependent variable and
independent variable consisting of two categorical, related groups. We used year-on-
year growth rates rather than monthly growth because consumer lending by credit

unions and CDFIs is often seasonal peaking during Christmas and school holidays.

We conducted qualitative follow-up interviews with managers from 21 of the credit

unions and 4 of the CDFIs (Table 5).

Table 5: Qualitative interview sample characteristics

Community-based Employer-based
Small 6 -
Medium 12 2
Large 1 4
19 6

*Definitions of size based on outstanding loan portfolio: <€2m (small); £2m-£9.9m
(medium); 2£10m (large)
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We distinguish between community-based providers, which serve people living or
working in a defined geographical area, and employer-based institutions, which provide
services for employees from one or multiple employers. All the CDFIs are community-
based. The majority of the interviewees were small and medium-sized community-
based organisations. Four of the five large organisations were employer-based. Five of
the organisations interviewed were based in Scotland. The remaining providers were

from England.

5. Findings

Table 6 shows the self-reported short-term effects and actions taken by the CDFIs and
credit unions in the sample.

Table 6: Self-reported effects of and actions taken in response to Covid-19

Short-term actions and effects

Actions taken Number Percentage
Furloughed/made staff redundant 20 53
Temporarily closed branches 22 58
Introduced deposit restrictions 7 18
Tightened lending criteria 15 39
Business model changes

Merging 4 11
Significant investment IT 16 42
Significant cost cutting 8 21
Significantly alter route to market 9 24
Drawing on reserves

Has drawn on reserves 11 29
Will draw on reserves 15 39
Has drawn or will draw on reserves 6 16
Support received

Received some form of support 30 79
Government Job Retention Scheme 20 53
Fair4All Covid-19 Resilience Fund 13 34
Third Sector Resilience Fund 4 11
Credit Union Resilience Fund 5 13
Local authority scheme 13 34
Charitable foundation grant 3 8
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Rent, bill or loan payment holiday 5 13
Customer savings

Decreased 2 5
Remained the same 1 3
Increased 31 82
Payment holiday requests
Decreased 0 0
Remained the same 5 13
Increased 30 79
Non-performing loans
Much lower 1 3
Lower 2 5
Remained the same 12 32
Higher 16 42
Much higher 5 13
Sustainability
Able to meet short-term costs 27 74
Forecast breaching regulations or covenants 3 8
Confidence trading this time next year
Very confident 24 63
Fairly confident 12 32
Not very confident 0 0
Not at all confident 1 3
Do not know 0 0
N 38

The most immediate impact of the pandemic was that it forced around 60% of providers
to temporarily close branches in response to government restrictions. Several of the
larger providers, especially national, employer-based credit unions, did not have any
branches to close, as the vast majority of their customers already accessed services
remotely. The customers would use the head office for any services requiring face-to-

face interaction (e.g., larger loans requiring wet signature or verification of identity).

Around half of providers furloughed staff. This was often linked to the temporary closure
of branches, as branch staff were most commonly among those furloughed. Many also
stopped using volunteers, who had often manned collection points. The temporary
closure or reduced use of branches and offices required the providers to have systems
and processes enabling the provision of services to customers remotely and for all or
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parts of the workforce to work from home. The changes made to enable staff to work
from home included purchasing hardware, setting up cloud computing and transferring
telephony capabilities. Providers made a range of changes to be able to serve
customers remotely, including introducing e-signature, increasing the loan size that
required a wet signature and introducing video conferencing with first time borrowers to

verify their identity.

The need to make changes to accommodate remote working and service provision
varied considerably across the sample. Providers whose customers were mainly or
exclusively accessing services remotely at the start of the pandemic had to make few if
any changes. These tended to have a more middle-class customer base as opposed to
low-income consumers. Several other lenders brought forward existing plans to digitise

and move processes online:

“We had a strategy to become more digital, offer more digital services and online
access for members. We had that in place anyway, but we have definitely
speeded that up... we introduced new things that had been on a timescale for 12
months’ time that were actually implemented straight away” Interviewee 1, small
community credit union, England

As government restrictions were eased and providers were allowed to reopen branches,

it was challenging to keep branches open due to self-isolation requirements:

“Last week we had three people self-isolating, so you know, try running a branch-
based operation when you’ve got three people self-isolating and that’s because
all of them are from one branch! That’s a big challenge at the moment.”
Interviewee 15, medium-sized CDFI
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The pandemic led providers to reconsider or accelerate their business plans and
approaches. Many abandoned or delayed planned business development activities,
including shelving, or scaling back marketing campaigns. In some instances, providers
used funds intended for development to bridge gap between income and expenditure or
dedicated more time to fundraising (several received funding from local or central

government) at the expense of other development work:

“We’re running a net deficit of £500 a month. It is not looking like we’ll make up
what we’ve lost in lost income and increased costs. So put that into context £500
a month is £6,000 a year, which is around 10% of our income. We were
reasonably cushioned because we had some grant funding for development to
cover increased staffing over a couple of years while we continued to grow the
credit union. | guess that gave us a cushion to absorb the immediate losses but
it's going to create a problem, well it's creating problems now because for the
things we're supposed to be doing | was expecting to have three full-time staff
not two.” Interviewee 1, small community credit union, England

There has been, according to the interviewees, an increase in and acceleration of
discussions on mergers and acquisitions. Several of the larger credit unions reported

being, to a greater degree, approached by smaller providers for take-over discussions:

“I think it [mergers and acquisitions] have accelerated. | think Covid-19 has
caused issues for credit unions and crystalised the need for mergers. We have
actually been approached before Christmas by a credit union that was struggling
with its capital asset ratio prior to Covid and that wanted to merge with us. That’s
the first time | ever have been approached in the seven years that I've been at
[name credit union]. | think it has changed the narrative of the credit union.”
Interviewee 23, large employer-based credit union, Scotland
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According to the managers interviewed, smaller credit unions approached them often in
response to operational challenges of moving online rather than due to immediate
financial pressures. Some of the smaller credit unions and CDFIs in our sample were

looking for larger providers to merge with sooner than planned.

The Coronavirus also encouraged providers to rethink their delivery channels. Some
providers decided to permanently close some of the branches they had temporarily

closed during the pandemic, by not renewing or cancelling leases:

“We closed two branches as a direct result of what happened [Covid]. Whilst
branch strategy was something we were talking about, those closures were a
direct result of responding to the new environment. The one lease came to an
end in that period. Another one we negotiated our way out of.” Interviewee 16,
medium-sized CDFI

Others decided to retain the reduced opening hours introduced during the Coronavirus

pandemic. More radical proposals providers were considering included becoming wholly

online and abandoning office:

“...we have to look after ourselves and we are seriously looking at a permanent
vacation of office space and moving to become a virtual business.” Interviewee 7,
medium-sized community credit union
Table 7 compares the loan applications, volume, value as well as interest income for
February-October 2019 and 2020. It also compares the size of the loan and savings

portfolio for May 2020 (time of the first survey) and December 2020 (the second

survey).
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Table 7: Lending volume, value, income, provisioning Feb-Oct 2019-20

Feb Mar Apr May Jun Jul Aug Sept Oct
OLP £2,764,471 £2,782,177
Savings* £5,332,826 £6,500,603
Apps
2019 275 355 345 407 350 421 362 334 493
2020 261 320 169*** 203*** 291* 367* 338** 369 494
Loans
2019 178 208 210 238 230 275 208 216 270
2020 174 176* 105*** 130*** 184*** 167** 192** 199 251
V loans
2019 £165,939 £177,819 £184,308 £216,374 £200,027 £228,873 £187,609 £188,080 £261,396
2020 £159,010 £144,944*  £65,501**  £81,332** £141,883*** £180,655*** £151,753** £171,578 £237,108
Income
2019 £41,000 £46,570 £44,000 £38,008 £38,395 £39,828 £40,213 £39,990 £39,292
2020 £41,503** £49,716** £42,345  £32,566*** £35,821 £35,878* £32,666* £40,146 £34,397*

*P > 0.05; *P > 0.01; ***P > 0.001
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Demand, as measured by the number of loan applications, fell significantly year-on-year
between April and August before returning to 2019 levels in September and October. In
April and May, the median number of applications fell by over 100%. The volume and
value of loans issued was significantly down year-on-year to April-August 2020 before
returning to near 2019 levels in September and October. The greatest falls in lending

were in April and May.

The evidence suggests that the fall in lending was largely due to a collapse in demand
for loans rather than lenders restricting supply. The number of loan applications fell
significantly over the same period. In many cases, customers did not borrow simply

because they had no opportunity or reason to spend:

“When we ask why they’re not taking loans. They say, ‘well what are we going to
spend it on.” We do a lot of loans for cars. They’re always buying a new motor or
doing their car up. Holiday is another big thing.” Interviewee 22, large employer-
based credit union, England
Travel restrictions, closure of non-essential shops and government advice to work from
home meant that customers were not borrowing to go on holidays, buy cars, going out
or commuting. Other customers were reportedly not borrowing because their financial
situation had been affected by Covid-19. They or someone in their household had been

furloughed, made redundant or had their hours or overtime reduced. This group was,

according to the managers interviewed, a minority of customers:

“There are a small number of people who have been impact because they’'ve
been made redundant, furloughed on 80% of pay or they’re self-employed...
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Those have been badly affected and from our point of view we’ve deferred loan
payments and we have tried to be as sympathetic as possible.” Interviewee 5,
small community-based credit union, England
Fifteen institutions — 40% of the sample — introduced lending restrictions in response to
the pandemic. This had, according to the managers interviewed, only a minor impact on
lending. Changes in lending policy mainly restricted access to credit for those in sectors

directly affected by the pandemic (e.g., hospitality, travel), who for most lenders made

up a small part of their customers:

"So, we have kind of tightened depending on what sector they are working in. We
have tightened the rules a little bit to identify where they are and whether they’re
furloughed and digging a bit deeper into the data and seeing exactly what is
happening with them.” Interviewee 17, medium-sized community credit union
Another important observation from the data on lending is that the value of lending fell
to a greater extent than the number of loans, indicating that the community lenders
made smaller loans during the pandemic. Indeed, the average loan amount fell from
£1,300 in March 2020 to £970 in April 2020 before returning to 2019 levels in July 2020.
The follow-up interviews suggest that credit unions, in particular, made smaller loans

than usual to help their customers bridge temporary gaps between income and

expenditure:

“The other thing we said was that we’ll do £200 emergency loans. We still have
to comply with regulation and rules, but where we can, we will help just to make
sure people have got access to money. This gave people a bit of reassurance."
Interviewee 25, small community credit union, England
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Some providers, as per the above quote, introduced specific small ticket emergency

loan facilities to support their customers.

Despite the significant year-on-year falls in the value of lending during the pandemic,
the value of the outstanding loans increased slightly between the first and second
survey. The aggregate increase in the outstanding loan portfolio masks significant
variation in the sample. Many providers — 24 out of 40 — experienced a decrease in the
value of the outstanding loan book, some by as much as 25%. All the providers
interviewed reported that the level of lending was lower than projected, even if some
were experiencing growth in lending. Interviewees also noted that it takes time for the

value of loans disbursed to translate into a smaller loan book.

The pandemic negatively affected the finances of most providers in the sample primarily
by increasing costs and reducing future income. On the income side, the significant
year-on-year fall in the value of loans disbursed will result in lower than projected
interest income, as there is smaller loan book to generate interest income. The lower
levels of lending are yet to result in significantly smaller loan book for most providers.
The impact on the loan book and interest income would, according to managers, be

cumulative over the coming years:

“...it's had a massive impact on our bottom line [...] so double whammy, you
know, we took on this cost, we didn’t have the capital to lend, so we couldn’t
build the new customers that then become existing customers, which then in
subsequent years has a further impact on your income from lending, your future
income from lending, and you haven’t had time to build up, even though we’ve
got the capital, we get a pandemic for 6 months which means we don’t get time
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to build up the existing. [...] it's a feeling of almost running with three years of
cost, and it is taking time for the income from lending to come through.”
Interviewee 20, medium-sized CDFI

As alluded to in the quote, it takes time to build up a loan book as the lower levels of

lending delay repeat borrowing. Further, although many were experiencing a recovery in

lending, it was noted that the lending that did not take place would be lost business:

“...the thing for us to try and get our heads around is that ...lost consumption is
lost consumption. So, we might achieve a normality, or a restoration of 2019, but
the lost business is lost forever”, Interviewee 7, medium-sized community credit
union
Three types of costs increased due to the pandemic. Firstly, providers incurred one-off
or recurring expenses to operate in compliance with government restrictions. This
included adjusting branches to allow for social distancing (e.g., signage), enhanced
cleaning routines and staff training. Secondly, bad debt provisioning increased because
of higher levels of arrears. Around 60% or 21 providers reported that the proportion of
non-performing loans had already increased because of the pandemic. The vast
majority experienced higher levels of loan repayment holiday requests from customers

after the pandemic. Indeed, many credit unions had not received any such requests

prior to the pandemic:

“We've had around about 30 payment holiday requests and on our loan
agreement it does state that we don’t offer payment holidays. So, payment
holidays is something that we weren’t regularly asked for. We have had one or
two in the past, but they’ve just been told that it is not something we offer. So, our
payment holiday requests has pretty much increased by 100% because we don’t
grant them.” Interviewee 3, small community credit union, England
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The follow-up interviews suggest that this was due to an initial panic among borrowers
and proactive communication about the availability of payment holidays. Most were now
repaying as normal. However, many of the managers interviewed expected arrears to
increase with the phasing out of government support schemes and restrictions on

creditor and landlord actions:

“What we’re not sure of, and this is the big concern for us because lots of our
members are housing association members or private landlords and so they’re
not allowed to evict anybody at the moment, until last week or something when
they were allowed to start proceedings. That's one thing, and also bailiffs weren’t
allowed to visit homes so there could be an underlying debt, financial rent arrears
problem that is going to, you know, surface when things get to normality.”
Interviewee 17, medium-sized community credit union
The third cost increase, experienced only by the credit unions in the sample, was
associated with the significant rise in savings. 31 out of the 34 credit unions in the
sample reported an increase in customer savings. The savings book was significantly
larger at time of the second survey (December 2020) than at the beginning of the
pandemic (April 2020). This is, according to the interviewees, because customers spent
less and saved more. There were fewer opportunities to spend money due to the

restrictions on travel, retail, and hospitality. Not only did customers save more, but fewer

people also withdrew savings:

“...members weren't lifting out their savings that they would normally lift out,
which meant our share retention was a lot higher than it would normally have
been and we’re still seeing a wee bit of that but not as much as it was.”
Interviewee 6, small community credit union, Scotland
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The increased size of the savings book meant that providers incurred greater costs to
pay members their dividend. Moreover, the combination of a significant increase in

savings with the stagnation of the loan portfolio resulted in falling Capital Asset Ratios
(CAR) for most of the credit unions. In the follow-up interviews, credit union managers

reported falls in the region of 2-4 percentage points:

“We have an aspiration to get to 20% capital asset ratio and that’s against a
regulatory target of about 10%...Last year [2019] we just hit 20%, but because of
the additional savings that are coming in...we are now at 16.8%. The effects of
those extra savings coming in has actually increased our capital asset ratio by
3%.” Interviewee 24, large employer-based credit union, England

Aside from being an indication of the financial health of the credit union, it is also used
by the financial regulator. Credit unions that fall below a given ratio are subject to
greater scrutiny and reporting. For most, the fall was not a major concern as they were
well capitalised and had a high starting point. Some of the smaller credit unions that

were not yet profitable were concerned about the fall in the ratio:

“If that [bad debt] grows and gets out of control that is a bit of an existential crisis
for us because we have to meet regulatory targets to continue to trade, and the
key target we have to meet is this capital-to-asset ratio and compared to a lot of
other credit unions our reserves are quite low. A lot of them had a grant about ten
years ago of which [name of credit union] got the first tranche of but didn’t
manage it well so a lot of credit unions used that grant to build their reserves. If
you’ve got reserves, then you can meet this regulatory ratio ok and you got a
buffer. We've had very little buffer so far. If the bad debts really go the wrong way
that would impact on us.” Interviewee 3, small community credit union, England
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In response to the rise in savings and the implications for regulatory ratios, seven credit
unions introduced restrictions on the overall amount customers can hold or deposit.

Other credit unions planned to reduce the level of dividend paid out to members.

Because of the increasing costs and falling lending, many, especially CDFIs and smaller
credit unions targeting low-income consumers, reported they would have made a loss
without financial support to cover loan losses and the extra costs associated with
complying with government restrictions and regulations. In some cases, lenders drew
on funding originally intended for development. Around 80% or 30 of the organisations
received some form of support, with the most common source being the Government
Job Retention Scheme, local authorities, and the government funding body Fair4All

Finance.

The providers differed considerably in their perceived ability to cope with the effects of
the pandemic. The follow-up interviews and the survey data point to three determinants:
financial position at the start of the pandemic, customer characteristics and size. Well
capitalised providers with significant reserves and accumulated profits were confident

and highly unlikely to breach regulatory ratios due to the pandemic:

“...we did see an initial increase in bad debt and payment holidays, but that did
settle down, though we do expect bad debt to increase right up next year, but
we’re well capitalized, we can manage that [...] we’ve got wriggle room if
needed” Interviewee 18, medium-sized community credit union, England
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The fall in CAR had no regulatory or prudential consequences because of the high
starting point. The key step these providers took or would consider, if any, to manage
the fallout of the pandemic was to reduce the dividend paid to members. Conversely,
providers in transition towards full sustainability and had limited reserves showed
greater strains and were more concerned about the future. For some providers, falling
regulatory ratios would, if not reversed, impose additional supervision, and pose a threat

to their financial viability:

“It's only now becoming an issue. We managed to maintain our capital asset
ratios. | think they dropped from 8 to 6.5 [percent] but more recently it's dropped,
we’re seeing about five now and we’re going to have to work out what to do
about that. The reason it's dropped is a combination of strong savings growth,
but also increased delinquency.” Interviewee 1, small community credit union,
England

These providers were less well positioned to cope with any drops in income and the

additional costs, because they were still not fully sustainable or only able to generate

very small surpluses. They were more likely to draw on reserves or use development

funds to cover deficits.

The characteristics of a provider’s customer base also influenced the immediate effects
of the pandemic. Customers that were directly affected by the pandemic through loss of
employment or reduced income were, according to interviewees, more likely to
experience problems repaying loans and less likely to take out new loans causing

problems for providers with many such customers:
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“a lot of our customers are in precarious employment [...] so we had a look to
see, you know, where the risks were in our loan book by sector, so hospitality,
retail. [...] we do have a quite a big proportion of people who are working in those
sectors, | think between 30 and 40% of our members who are working are
working in those sectors.” Interviewee 4, small CDFI

The repayment capacity of and long-term demand by customers already on benefits
pre-pandemic or whose work or pay was unaffected was not seen to be detrimentally
affected by the pandemic. Many of the providers, especially credit unions, primarily
served consumers whose finances were not significantly affected by the pandemic,
such as public sector employees. As a result, they predicted that the pandemic would

have limited long-term effects for them:

“All of that is manageable. We are well capitalised, and we see this [increase in
savings and drop in lending] as a short-term issue until people get more back to
normal. There’s lots of research that says when there is economic uncertainty,
people tend to stop spending money...so we see this hopefully as a short-term
impact.” Interviewee 24, large employer-based credit union, England
The providers serving lower-income, financially excluded consumers were generally in a
weaker financial position. This reflects that lending to such groups is a more marginal
activity because of the smaller loan amounts and greater risks. Conversely, providers

lending to more middle-class customers tended to be in a stronger financial situation, as

this customer groups would take out larger loans and involve lower risk.

The smallest providers appeared to be especially vulnerable to the effects of Covid-19.
They had fewer staff and resources to meet the additional costs and requirements of

social distancing and remote service delivery:
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“Obviously we have more staff working from home and that’s also an issue
because we can’t invest a lot of money into IT development. If there had been
funds available to modernise our IT, there are systems and services being made
available to credit unions, but it'’s the capital costs of those but also the ongoing
revenue costs, which when you’ve got income shrinking and potential bad debt
costs rising it is not a good time to take on new costs. Those elements have
made it particularly challenging.” Interviewee 3, small community credit union,
England

Overall, they had limited capacity for working remotely and providing services online at

start of pandemic. They were often too small to benefit from various funding sources.

Larger institutions often had a greater loan book to generate income and tended to be in

a stronger financial position.

6. Conclusion

The data presented in this article suggests that the demand for, and volume and value
of lending by affordable credit providers fell significantly during the first lockdown only
recovering by the end of the summer. This is in line with the significant drops in UK
consumer lending during the same period (Bank of England, 2022). This trend, in turn,
negatively affected the finances of most providers, including through lower income,
greater costs and lower regulatory ratios. The ability to cope with these negative effects
varied considerably across the sample. Larger providers, those serving less vulnerable
customers and providers in a strong financial position at the start of the pandemic were

less affected than smaller providers in a weak financial position at the outset serving
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poorer consumers. Partly in line with Jones et al (2020), we find that the pandemic led
providers to change their operating and delivery models, including a shift towards

greater online delivery, branch closures and mergers.

We do not have sufficient evidence to assess the relative resilience of the community-
based lending model in the face of economic downturns, which is a key question in the
academic literature (Lu and Swisher, 2020; Coen et al, 2019). The long-term impact of
Covid-19 on affordable credit sector and access to credit for financially excluded
consumers is still uncertain. At the time of collecting the data, the various government
support schemes were still being phased out. Moreover, we only have data for the first
lockdown and the period up to the second lockdown in October 2020. Lending may
have recovered or fallen more during subsequent lockdowns. The sample also does not
cover the whole sector, comprising instead of 14% of the number of providers and 46%

of the value of outstanding loans.

However, the effects of the pandemic on the affordable credit sector highlighted by the
data presented in this article may affect the access to financial services among the most
vulnerable, financially excluded communities in two ways. First, the intensification of the
move to online service provision and the closure of branches may reduce access to
services for the most financially excluded, who often operate in cash. Existing research
indicates that providers struggle to serve the most excluded groups more prone to using

cash through remote channels (Vik et al., 2021). Compared with face-to-face, manual
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underwriting, providers using online channels tend to serve more men, more in

employment and with higher incomes (Dayson et al., 2020).

Second, the providers targeting more vulnerable, low-income households appeared to
be under greater financial pressure due to the pandemic. This may make them more
likely to fold or be taken over by a larger provider potentially resulting in reduced or no
provision for these consumers. Those providers serving low-income consumers are
often less financially sustainable as lending to this group involves smaller loan amounts,
greater arrears, and forbearance, and at least a degree of manual underwriting. A
recent analysis of credit union failures in Great Britain suggests that credit unions in

deprived communities are more likely to fail (Coen et al., 2019).

Local and national policymakers need to be aware and monitor these risks to ensure
that the fallout of the pandemic does not hollow out the provision to deprived
communities. This may involve supporting struggling local providers or working with the
larger providers in mergers to make sure the continuation of provision to low-income

communities.

Moreover, the findings underline the need for future research on two areas. Firstly, there
is a need to empirically test the link between borrower characteristics and financial
performance, which our interview data indicate. Using neighbourhood deprivation data
(Coen et al, 2019) is not sufficient to demonstrate this link, as community lenders may

be located in deprived communities and still serve less vulnerable customers. Secondly,
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further research is required to determine if and the degree to which the short-term
effects of Covid-19 (e.g., sharp fall in value of lending, increased operating costs)
documented in this paper influence the long-term financial sustainability of community

lenders.
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