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Executive Summary

Faced with poor credit, many consumers find themselves borrowing from friends and family.
CircleLending is a specialty loan administration company that has pioneered the market for
managing private loans between relatives and friends. The company helps borrowers to access
affordable credit from people they know and ensures successful credit repayment by automating
the repayment of loans to private lenders. This report is the result of an effort by CircleLending
and the Center for Financial Services Innovation to understand why and how individuals use
private loan services, with a focus on underbanked markets. The findings described in this report
were derived based on online surveys and phone interviews of 68 respondents. The driving forces
behind these consumers’ use of private loan services included: providing a solution to a credit
problem; lack of financing options; and a means to getting credit back on track.

Introduction

A credit history can have a significant impact on one’s financial decisions and future economic
security. Those without adequate access to credit, often underbanked consumers, can find
themselves without recourse to many asset-building opportunities, including homeownership.
Also, credit scores are increasingly used as determining factors in other avenues such as
insurance policies and for employment and rental housing opportunities.

Faced with poor credit, many consumers find themselves borrowing from friends and family.
According to the Federal Reserve, 8.7% of US households have a loan outstanding to a relative
or friend. This amounts to a transaction volume of over $89 billion in interpersonal loans." Non-
governmental estimates of interpersonal loan volume are even higher. The Global
Entrepreneurship Monitor, a joint research initiative of Babson College and the Kauffman
Foundation, estimates that over $129 billion is raised by entrepreneurs annually from non-
institutional “informal sources,” primarily relatives, friends, and neighbors. On a more granular
level, the Pioneer Institute conducted a survey of Massachusetts-based micro-entrepreneurs and
found that 25% used credit card debt, 24% used loans from relatives and friends, 20% used gifts,
and 20% used bank loans to fund start-up costs. *

CircleLending was founded on the evidence that lending and borrowing between relatives and
friends in the US is widespread. CircleLending is a specialty loan administration company that has
pioneered the market for managing private loans between relatives and friends. The company
helps borrowers to access affordable credit from people they know and ensures successful credit
repayment by automating the repayment of loans to private lenders.

Launched in 2001, CircleLending has formalized loans for several thousand clients, with a total loan
volume exceeding $150 million (see Chart 1). The company’s growth in scale and scope has proven

! Survey of Consumer Finances, 2001. Note: This total may not include loans within the household (e.g. parent-child
loans, sibling loans, etc.) and some loans between business associates and other private parties. Therefore, it is likely
that the volume of private loans is potentially higher.

2 A micro-business is defined as a business with 5 or fewer employees. Since 1991, the Aspen Institute has been
studying the population of low-income micro-entrepreneurs and has published several reports on the subject such as
Microenterprise and the Poor, and Assisting the Smallest Businesses.



that not only are US households lending and borrowing privately, but when presented with a financial
service to make the transaction easier and safer, they’re buying it.

Although CircleLending does not collect information on the income level of its clients and
prospects, the company believed that these individuals were economically diverse and borrowed
money for a variety of purposes. Personal loans have been drawn for reasons such as for
purchasing mobile homes, to finance medical expenses, and for emergency car repairs. Micro-
entrepreneurs have taken loans out for the development of micro businesses as varied as biotech
companies and grocery stores.

This report is the result of an effort by CircleLending and the Center for Financial Services
Innovation to better understand how and why individuals use private loan services.® The focus is
on underbanked individuals who lack access to traditional forms of credit.

31n 2004, the Center for Financial Services Innovation made an investment in CircleLending.



Methodology

This report includes findings from a two-tiered process, including an online survey and a set of
phone interviews, to develop an understanding of why and how underbanked consumers,
including micro-business owners, are using CircleLending.

First, clients and prospects that had been in touch with CircleLending to set up and manage a
loan for a micro-business were identified. A conscious choice was made to survey prospects as
well as clients in order to understand why individuals may choose not to use CircleLending.
Clients and prospects were invited to participate in an online survey which included questions
about the financing options they considered for their business, and their access to capital. Clients
were offered a one-year gift subscription to Inc. magazine upon completion of the survey. Out of
1,900 online surveys sent, there were responses from 42 entrepreneurs, of which 11 were paying
clients and 31 were prospects. The response rate of 2.2% was low, but typical of online
solicitation in the age of spam filters.

Subsequently, a list of 99 borrowers who were suspected to be low to moderate income was then
identified through interviews with CircleLending call center staff. At least two attempts were made
to contact each of these borrowers by phone. The objective with this tier was to interview
underserved borrowers, regardless of what type of loan they had, ask about their credit, financing
alternatives, and if the private loan had been helpful. In total, 26 clients were engaged in phone
interviews which lasted 5-20 minutes each.

TABLE 1: RESPONDENTS

All in all, 37 CircleLending clients and 31 Eejfe]¥]s Tool Count
prospects were contacted for a total data | Clients — Micro Online 11
pool of 68 respondents, which form the | gysiness survey 26
basis of the findings in this report. Clients — General Interview 31
CircleLending estimates that about 30% Eros_pects— Micro Online
to 40% of its clients can be classified as USINEssS Survey

“low to moderate income’(LMI), as Total 68

defined by federal income guidelines created by the Department of Housing and Urban
Development.* Seventy percent of the 68 respondents report income ranges that fall within the
federal definition of low to moderate income. This might over-represent the percentage of
CircleLending clients who are LMI, because the phone interview group was selected specifically
for likeliness to have low incomes. Of the 37 clients surveyed, 29 (78%) indicated a median
household income in the LMI range. Of the 31 prospects surveyed, 20 of 31 (64%) indicated a
median household income in the LMI range.

4 According to the US Department of Housing and Urban Development, in 2005 when the national median income is
$58,000:

80-120% of $58,000 is considered low to moderate income,

50-80% of $58,000 is considered low income, and

Less than 50% of $58,000 is considered very low income.



CircleLending does not offer any needs-based discounts or a sliding scale. Historically, the least
expensive product offering was $49 for loan set up and $9/month for servicing. Yet, fifteen
percent of all respondents indicated income levels considered “very low” by the federal definition.
Apparently, even this lowest income group, some with loans worth just a few thousand dollars,
decided that the service provided enough value to justify that expense.

TABLE 2: INCOME RANGES OF RESPONDENTS
Income Clients |Prospects Total

Very Low Income (less than $29,000) 6 4 10

Low Income (between $29,000 and $46,000) 12 7 19

Low-Moderate Income (between $46,000 and 11 9 20

$69,000)

Better than Moderate (greater than $69,000) 8 11 19

TOTAL 37 31 68
Findings

Across the responses, three findings about the use of private lending and the role of
CircleLending emerged. These are:

1) A private loan was a solution to my credit problem;

2) A private loan was my best (or only) financing option at the time;

3) CircleLending was a means to “getting back on track,” not an end.

Private Loans as a Solution to a Credit Problem

The most noticeable theme in the responses from both the TaBLE 3: CREDIT DESCRIPTIONS

business surveys and the phone interviews was the existence Nefgsli Count | %

of a credit problem. For many respondents, it appears that | Good 5 19%

private loans provide a financing solution when a credit problem Average 9 35%

has left them with limited or no options. Forty two percent of 554, 11 42%

interviewees reported that they had “poor” credit. Other 1 2%
TOTAL 26 100%

Of course, people at all income levels have credit troubles.
When the group was redistributed by income, it was found that those describing their credit as
“poor” are split almost evenly across all four income categories. A respondent in the highest
income category described how, after his real estate business went bad, his credit was ruined as
he tried to carry seven mortgages. Finally, his sister helped him pay them off. “I didn't consider
others, | didn't have alternatives. | just ran out of money.”

Another said his private loan allowed him to buy a vehicle without using his own credit: “I was
working on purchasing a vehicle, my credit wasn't good enough, so | went to my brother,
wonderful person that he is- he purchased it on his credit which is much better, then turned
around and sold it to me through CircleLending.”



In addition to the hurdle presented by poor credit, some of the low-income respondents described
feeling trapped, or desperate, because of their credit situation. They described the private loan as
the only real option given their credit, several using phrases like “in dire straits” or “an emergency
situation.” For example:

“l used to have excellent credit, then had some hospital bills and things got out of control; |
messed myself up; have been working hard at re-establishing myself; | really turned things
around [during the] last 6 years;”

“He didn't have any options, didn't have any credit, this is his first house, he tried to get
loans from banks and the financing company, they rejected his application due to lack of
credit;”

“We're good friends; it was way lower than any other source of cash; honestly | don't know
what we would a done without the loan, we woulda lost the home.”

FIGURE A: PROFILE

Cori got a private loan from her Mom when “horrible " credit left her “in a dire situation.”

Cori P. in Texas was facing creditors threatening to garnish her husband’s wages when
she finally asked her mom to help pay off some bills. “Our credit is horrible; we couldn’t get a
personal loan, much less one at 3%. My mom was reluctant but went ahead when we got
CircleLending involved and she knew she could count on the payments. That little bit alleviated a
lot of debt so we've been able to keep up with everything else. It was a load off our minds that the
loan would be flexible, but we've never missed a payment yet. We would have been in a dire
situation without that loan.”

Cori and her husband want to buy a house and are focused on improving their credit to
make that possible. She suspects that their next big loan will be from a bank for a car or a house,
because, she says, her parents couldn’t afford to help with those. In addition, with her positive
repayment history on the loan with her mom, her Dad made an education loan which is deferred
for the time being while she pays off her mom’s loan.

A Private Loan as the Best (or Only) Financing Opti  on at the Time

The business clients clearly all used their private loans for business purposes; but the general
LMI clients that were interviewed by phone reported a wide variety of loan uses. Initially, loan use
data was collected from CircleLending’s customer relationship management database, but during
each interview more details were extracted about the loan uses.

The loan uses described by interviewees ranged from mortgages to emergency loans to “other”
loans. Further digging revealed details on those loans reported as “other”, including:

“To buy used mobile homes;”

“For a construction loan for a house to pay off contractors;”
“To pay down credit card debt;”

“Mortgage;”

“To repay my mother for a Mississippi riverboat trip.”




The table below shows the breakdown of loans by loan use. It TagLE 4: LOAN USE

should be emphasized that money is fungible so loans used for [ oan Use i
“weddings” or “cars” might be the easiest to get from relatives and Pay off bills /
could easily free up financial resources for other asset-building Emergency 7
PUTPOSES. Home Loan 7
Typically, there were two types of responses when asked why they Personal 3
used a private loan for that purpose. Responses fell into two Car. 3
categories: Busmt_ess 1
“It was my only alternative;” and Weddlr_lg 1
“It was my best alternative.” Education 1
Other (noinfo) | 3

When CircleLending describes the benefits of private borrowing, it tends to focus on “A better rate
than the bank would offer,” “Keeping interest in the family,” or “Protecting the relationship.” But
the main benefit for LMI borrowers seems to be that the private loan provided them access to
money when it was unavailable or unaffordable from traditional sources.

The Only Alternative

In Figure A above, borrower Cori described her private loan as her only option... “Our credit is
horrible, couldn't get a personal loan, much less at 3%. We would have had creditors come after
us, some were threatening to garnish wages.” This sense that the private loan was the only
alternative came up often:
“I didn't consider others, because we didn’t have alternatives;”
“I was really out of options | couldn't have gotten it at any rate short of something terrible;”
“I would have saved up some money and financed it somehow; | didn't have any other
options;,”
“I know | could get better from a bank if my credit was better; at that time it was the only
option.”

In this way, credit problems seemed to present borrowers with both real limits (e.g. “| was rejected
when | went to the bank”) and perceived limits (e.g. “I knew my credit was bad and I'd never get a
decent rate from the bank”) which their private loan overcame.

FIGURE B: PROFILE

A private loan made homeownership possible for Fern ando and his family.

Brian H. in Kentucky is selling his mobile home to employee Fernando V. and providing
him with the financing. Fernando tried to get a loan from banks and financing companies, but his
application was rejected several times due to a lack of credit. “I'm his boss doing him a favor; he
seems like a good guy, he has a wife and two kids. I'm pleased so far, his payments have always
been on time.”

According to Brian, Fernando set up a bank account for the purpose of the mortgage and
makes deposits into the account each month in time for the electronic debit of the loan payment.

“He’s just bank poor. Now he’s got a place of his own for his wife and kids; they were
sharing an apartment with another family. He’s shown nothing but gratitude and wants to move it
out of the trailer park and onto a piece of land in the next year.”




In these cases the private loan was really seen as a stop gap measure; not an acceptable
ongoing option. Interestingly, over half of the phone interviewees said the money was offered —
not requested — by a friend or family member. For these respondents, borrowing from relatives
and friends was uncomfortable and not something they would do again unless they really had to.

For example:
“It's a lot to ask, | wouldn’t do it [borrow] again unless | had to”
“I don't like having to ask a friend”
“We knew it would be quicker to do ‘for sale by owner;’ that's why we went with his seller
financing offer, didn't go through banks because we knew it would take longer from a
bank, neither of us had a job at the time. We have 18 months to refinance...”

Nevertheless, they overwhelmingly had positive views of CircleLending, both in terms of customer
service, and in terms of the larger goal of repaying a private loan. The least enthusiastic response
went like this, “Have we helped you?... oh sure, well, I'm paying off my loan.”

The Best Alternative

Business clients said they used a private loan because they wanted a lower interest rate on their
business capital than was otherwise available, and nearly all reported that the rate on their private
business loan was indeed lower than the alternatives considered. The average business interest
rate among all CircleLending business clients with active loans is 8.5% and 6.4% for intra-family
business loans. This compares favorably to alternatives such as credit card debt (averaging 12 —
20%) and loans from Small Business Administration micro-lenders and community banks

(typically prime plus 5%, resulting in rates
from 11-13%), and is comparable to national
averages for cost of capital for established | circleLending's Active Business Loans

businesses — such as the 9% rate reported in 9/05 9/06
the last Study of Small Business Finances
(SSBF) from the Federal Reserve. As shown
in Figure C, the median rate for private
business loans using CircleLending is 7%,
quite a bit lower than an average skewed by a

FIGURE C: PROFILE

interest rate, median 7.0% 7.0%
term in years, median 3.0 3.0
loan amount, median $20,000 $15,000

handful of outliers.

Also, private loans are not just being used for start-ups. In the vast majority of cases (81%),
business clients identified their businesses as “established” rather than “start-up”. Similarly, 71%
of business client respondents reported having 2 or more employees.

Interestingly, business prospects were more likely to be a start-up business: over half of
prospects identified as the only employee of the business. Many of these respondents were thus
more likely to be idea-stage concepts rather than businesses.

Of phone interviews with clients, 81% said the rate they received on their private loan was “lower”
than those otherwise available. Table 4 below shows average rates for each income group, and
that the overall average for all interviews was 6.4%



TABLE 5: INTEREST RATES BY INCOME RANGE

Income Count Average
less than $29,000 6 8.2%
between $29,000 and $46,000 | 8 6.4%
between $46,000 and $69,000 | 8 5.0%
greater than $69,000 4 6.5%
TOTAL 26 6.4%

When asked what they might have done without the private loan, a few responses included:

“Would have kept it on the high interest credit cards”

“Would have gone through a bank or credit union and received a much higher rate”

“Going rate would have been 4-4.5% higher, also we needed to pay off the contractors
before we could close on the house”

Plan to Use Mainstream Banks

CircleLending found that many underbanked clients and prospects would have preferred to
access credit from mainstream sources, but either encountered barriers due to credit problems or
found a private loan to be a cheaper alternative. Finding and involving CircleLending became a
way to “get back on track”, and to be ready to access bank capital the next time a loan would be
needed. Most respondents reported planning to use mainstream banks in the future, and felt that
CircleLending was helping them move closer to that goal.

Only a few interview respondents (3 out of 26) indicated it would be unlikely or somewhat unlikely
that they would use a bank next time. Instead they said:

“I'd rather see my interest go to the elderly couple selling the farm than to a bank”
“banks charge higher interest rates, I'd go back to my brother”
“I'd rather give the profit to a friend”

CircleLending often markets itself to individuals with a preference for managing and using their
financial resources independent of large financial institutions, and pitches the benefit of “keeping
the money in your family.” But the widespread sentiment of the interviewed group was that most
would have preferred using a bank loan to a private loan if their credit had made it possible. And,
when asked if they would ask for a loan from a bank next time, 65% said it was likely or
somewhat likely that they would.

TABLE 6: PREFERENCE FOR BANKS

Use a bank next

time? Count | %
Other 6 23%
Likely 5 19%
somewhat likely 12 46%
somewhat unlikely 2 8%
Unlikely 1 4%
TOTAL 26 100%




When asked about using a bank next time, several elaborated and added:

“I'll go to a bank because there’s a limit to how much can get from her”

“Probably will have to, will be a sizeable loan and more money than my friends would
have”

“will buy a house eventually, from a bank - we don't usually do loans, don't normally need
them”

“next time will probably be for a car loan, or a house loan, and would go to a bank”

Business clients and prospects had surprisingly mixed feelings about banks. Given nine different
reasons for why they used a private loan, the most popular response was, “I don't like banks or
traditional sources of capital.” Yet, 90% indicated they were likely to approach a bank for a
business loan in the future. Also, about a third of the prospects, people who were in touch with
CircleLending but didn’t end up setting up a loan went on to secure a bank loan or Small Business
Administration (SBA) guaranteed loan.

Getting Back on Track

Especially those borrowing to pay off bills or to get themselves out of a difficult financial situation
reported wanting to pay off the loan, re-establish credit, and get back to traditional sources of
financing as soon as possible.

For some “getting back on track” meant having a convenient and consistent payment discipline
imposed from a third party to make good on an outstanding debt. Among the 11 business clients,
72% indicated that they agreed with the statement that “Using CircleLending to manage my loan
made me more likely to make my loan payments on time.” Along the same lines, some of the LMI
phone interviewees commented:

ol . . FIGURE D: DEFINITION
this has made me more cautious, making

sure my payments were there on time; or | cCredit Reporting at CircleLending

having to make alternate plans if needed”

“I never take care, | make slow payments, but
I'm trying to work that out now, especially with
this loan”

“Most people get lazy when paying private
loans back, | would too, but this is a fully
automated way to pay back people, makes it

easy.”
“She's happy I'm happy - knowing | have to
pay the $159/month helps me with

budgeting... you guys have kept me on a
regimen, I'm glad | rescheduled my payments
- | have it marked on my calendar - | have a
circle with an L in it - on 10th of each month -
$159; reminds me to set it aside in my
account to be ready for the electronic debit”

“It increased responsibility on my part, being at a young age, | was 19, it has helped me in

learning to pay bills on time”

CircleLending currently reports the
payment history on its loans to Dun
and Bradstreet, Equifax Small
Business Financial Exchange,
Experian, and PRBC (a credit bureau
that uses monthly expenses such as
rent payments as credit indicators).
This represents the first time that data
on private loans has been reported by
any company to a credit bureau.
Innovative models for collecting and
using non-traditional data in credit
reporting is gaining exposure and
momentum. CircleLending plans to
report repayment data on personal
loans to additional bureaus in the
future.




“It's much easier for me using direct deposit; I'm usually on time with my payments; | was
paying too much interest with the things | consolidated through this loan, like 19% for my
truck.”

For others, “getting back on track” means using their payment history on their private loan to
improve their access to credit in the future.® A few mentioned liking that CircleLending offers credit
reporting, and hoped that it would help their scores. For example:

“...especially since | can do credit reporting; anybody making $1,000 a month payments
on time should get their credit bumped up.”

“You've given me the opportunity that | don't think anyone else would have to re-establish
my credit first and foremost at a pace that's livable and doable for me, you know what I'm
saying, so | can make this investment so you've really helped me a lot.”

Finally, “getting back on track” also meant taking what could have been an informal agreement
and turning it into a serious, legally binding transaction. Having CircleLending involved as a third-
party also was cited as helpful because it gave confidence to the lenders. Over half of the
business clients agreed that “formalizing my loan through CircleLending helped me reduce the
strain on my relationship with my lender.” Interview comments on this topic included:

“Yes, if it had not been for CircleLending | would not have this house, she would not have
done it if she had not had someone else to do the paperwork, all the necessary stuff.”
“that [using CircleLending] was his idea, seller financing was the only way he would do it”
“I like that it's set up officially with a contract; made it much easier for her.”

FIGURE E: PROFILE

Karla uses a wedding loan to turn over a new credit leaf

Karla A. in New Jersey and her husband borrowed $25,000 from her aunt and uncle to help
with their wedding. “I don’t have good credit so anything else would have been at a higher rate
than the 8% I'm paying on this. They borrowed against their life insurance and just passed on the
rate they were charged.”

Karla reported that she has poor credit because in the past she’s not been real careful about
making payments on time but that now she’s focused on “trying to clean up” her credit. “This loan
has made me more cautious; I'm always making sure my payments are available in my account
on time, or making alternate plans if needed.”

® The Center for Financial Services Innovation has published a report on alternative credit reporting, “Reaching Deeper:
Using Alternative Data Sources to Increase the Efficacy of Credit Scoring” by Katy Jacob.
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Implications and Lessons Learned

These findings have implications for policymakers, the credit reporting industry and for the
general lending/borrowing public- all who need to pay more attention, through research and public
awareness, to the credit gap that private lending is currently filling for many low and moderate
income individuals and micro-business owners. Private loans from relatives and friends represent
a segment of the consumer credit market that has been largely ignored. CircleLending has
learned that formalizing these loans and using a flexible approach to servicing them helps these
borrowers have a chance at successful repayment and an introduction or re-entry into
mainstream credit sources. Facilitating this segue towards asset-building opportunities has the
potential to significantly improve the financial health of these underbanked consumers.

Policymakers can contribute toward asset-building opportunities by creating tax incentives for
private lenders. It is necessary to recognize and value the critical role this financial services plays
in helping borrowers enter or re-enter the mainstream banking and credit system. Another way
policymakers can positively impact the underbanked is by working to better inform taxpayers
about the capital gains deduction. It can be used for a defaulted private loan in the year the
default occurred as long as the loan was properly documented and as long as the lender
attempted to collect payments, lenders can deduct any losses incurred from private lending.

Borrowing from friends and relatives meets an important financial need and represents over 4% of
the total consumer credit market according to the Federal Reserve Board. The credit reporting
industry has started to take notice of the value of data on private loans, and the industry should
consider innovations that would enable the incorporation of this data into consumers’ credit
scores and reports. Their clients, banks, and other creditors want this data to be accessible in a
credible way since it helps form a complete picture of credit applicants. Loan servicing
companies such as CircleLending validate the accuracy of information on private loans by acting
as an arms length administrator of all cash flows associated with these loans.

Nearly 1 in 10 U.S. households have a loan outstanding to a relative or friend. Yet, there is rarely
any publicity for the practice as a financial service. When there is, it tends to be extreme cases of
a loan gone bad that destroyed a relationship, or a small loan turning a garage entrepreneur into
a wealthy business owner. Marketing campaigns that increase general awareness of the practice
of borrowing and lending among family and friends as a way to overcome credit problems and
finance critical real estate, business and personal needs — and tips on smart ways to give the
loans the best chance of success — are long overdue.

The biggest draw in using private loans for the individuals who participated in this report has been
that the access to money would have been otherwise unattainable or unaffordable. Most
respondents would have preferred to use traditional sources if their credit would have made it a
viable option. It is important to note that many respondents were using CircleLending as a means
to rehabilitate their credit and appreciated the payment discipline afforded by the formality of the
service. Access to credit is of the utmost significance when individuals are making personal and
financial decisions, making services such as those provided by CircleLending essential for many
underbanked consumers.
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For further information contact

The Center for Financial Services Innovation
2230 S. Michigan Avenue, Suite 200
Chicago, IL 60616

312-881-5856

312-881-5801(fax)

info@cfsinnovation.com
www.cfsinnovation.com

The Center for Financial Services Innovation, a non-profit affiliate of
ShoreBank Corporation, facilitates financial services industry efforts
to serve underbanked consumers across the economic, geographic
and cultural spectrum. It provides funding and resources, enables
partnerships, and identifies, develops and distributes authoritative
information on how to respond to the needs of the underbanked
profitably and responsibly. CFSI works with banks, credit unions,
technology vendors, alternative service providers, consumer
advocates and policy makers to forge pioneering relationships,
products and strategies that will transform industry practice and the
lives of underbanked consumers. For more on CFSI, go to
www.cfsinnovation.com.
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