
“FDIC data suggest 

that more than two-

thirds of NSF-related 

fee revenue comes 

from just 5 percent 

of customers.”

Opt-in rule for overdrafts requires 
fresh look at checking accounts.
Is free checking on the ropes? Changes to 
Reg E threaten to overhaul the economics of 
checking accounts by curtailing fee income 
from overdrafts – and perhaps throwing the 
free-checking model into question.

The overhaul may be overdue. Faced with 
diminished fee income from NSFs and 
overdrafts, banks now have an opportunity 
to restructure their checking accounts for 
greater customer value – and more sustain-
able profitability. 

Here’s what’s happening
Beginning this summer, banks must obtain 
customer consent to continue providing 
automatic overdraft protection. The change 
applies only to ATM withdrawals and one-
time debit transactions; the Fed requires no 
consent to cover overdrafts from checks and 
recurring transactions.

Even so, the blow to account profitability 
is likely to be severe. Ubiquitous free 
checking and shrinking net interest margins 
have forced most banks to rely unduly on 
overdraft/NSF fees to push accounts into the 
black. More to the point, analysis of commu-
nity bank customer bases shows that ATM 
and debit transactions – the ones subject 
to the new opt-in requirement – generate 
nearly half of those fees. 

Why such reliance on overdraft fees? Blame 
it on free checking – in a way. 

When overdraft income goes, what comes next?
Before the mid ’90s, the bulk of noninterest 
income on checking accounts came from 
monthly maintenance and minimum balance 
fees. That ended with the proliferation of 
free checking. Meanwhile, consumers began 
using debit cards instead of cash for small 
transactions. This convenience, practiced 
in an environment of low balances ushered 
in by free checking, led to an increase in 
overdrafts – dramatic, for some customers. 

FDIC data suggest that more than two-thirds 
of NSF-related fee revenue comes from just 5 
percent of customers – those who overdraw 
chronically. On the other end of the spectrum 
– an unprofitably wide end – are the three-
fourths of customers who never overdraw. 
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“By segmenting 

customers based on 

their behavior and 

revenue potential, 

banks can build a 

profitable checking 

lineup with a 

sustainable mix of fees 

and interest income.”

Here’s what you can do
With cracks appearing in the cornerstone 
of account profitability, banks have to do 
something – and soon. The opt-in rule for 
overdrafts applies to new customers July 1 
and existing ones just six weeks later. 

The short-term challenge? Retain as much 
overdraft income as possible through 
targeted marketing and personal service 
interactions with the chronic overdrafters. 
Some customers view occasional overdrafts 
as a cash-management strategy and would 
gladly opt to retain automatic protection. 

In effect, customers who overdraw repeat-
edly are subsidizing everyone else. That’s 
especially true because interest income 
alone just won’t do, not with more than half 
of checking accounts averaging less than 
$1,000 – hardly enough to return the cost. 

But the real opportunity lies deeper. By 
forcing banks to evaluate account econom-
ics, the opt-in rule is giving them a chance 
to craft new account models that can secure 
profits from all customers, not just those 
with significant overdrafts.

Simply reinstating monthly maintenance or 
low-balance fees, as instituted by Fifth Third 
Bank, USBank and others recently, is not 
enough. To shore up the economics, banks 
need to increase perceived value, thereby 
creating a justification for repricing. 

The basic strategy: Stop treating checking 
accounts as a commodity. Instead, introduce 
features that appeal to distinct customer 
segments and charge for them (or at least 
balance qualify).

One approach might be to bundle additional 
services that customers are willing to pay for 
– merchant discounts, ID theft protection, 
overdraft protection, for example. But be 
warned: simply adding features of question-
able value won’t, in many customers’ minds, 
justify a price increase. Another: Make the 
checking account a gateway to financial 
solutions (not just a conduit for transactions), 
perhaps by integrating budgeting tools and 
investment guidance.

Besides, the further banks move from the 
free-checking model, the less likely profits 
will be saddled by paltry account balances. 

By segmenting customers based on their 
behavior and revenue potential, banks can 
build a profitable checking lineup with a 
sustainable mix of fees and interest income.

For help finding long-term value in the potential loss of overdraft income, contact Jeremy 
Kane at (616) 608-7359 or jkane@galapagosmarketing.com

	 Consumer	 Consumer	Non-
	 Free	Checking	 Free	Checking
Balance	Range	 Average	 Average

Under $10 16% 7%

$10-249 29% 16%

$250-499 12% 9%

$500-999 15% 13%

Subtotal:	Under	$1,000	 73%	 45%

$1,000-2,499 16% 19%

$2,500-4,999 7% 13%

$5,000-9,999 3% 10%

$10,000-19,999 1% 7%

$20,000 and Greater 1% 7%

Subtotal:	$1,000	and	Greater	 27%	 55%

Checking Composition

Source: Galapagos LLC Community 
Bank Peer Database 1/2010
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