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Undertaking #6 (Revised)

CC to provide the updated model.

RESPONSE:

This response provides the following information, which includes supplementary
details to the contents of the request as well as oral testimony provided on
December 9, 2024.

More information on loan default numbers

Prevalence of online loans

What is our opinion of the CCFA submission?

Analysis of the effect of the federal proposal to require payday loans to be
converted to short installment loans with maturity 42 - 62 days.

B NS

1. Loan defaults

The Board is asking for the number or proportion of borrowers who default. The
number of borrowers who default is not often reported, only the loan losses. The
best statistic to answer this question is the loan loss amount divided by the loan
volume. This measure gives the proportion of borrowers who default if the average
size of loan defaulted is approximately the same as the average loan across all
borrowers, which is a reasonable assumption. The CCFA submission and the Islam
and Sullivan paper cite the loan loss amount divided by revenue, and thus their
numbers must be converted. We have no Manitoba specific numbers because the
Manitoba Consumer Protection Division doesn’t collect any information and the
companies are all private.

Let’s start with some older history. Money Mart reported 1.3% default rates before
the company went private via a takeover and stopped public reporting. This was the
lowest rate disclosed in any public space in Canada. Select sources include reports
from Ernst & Young (2004) and my informal discussions with payday lenders and
others all show higher rates of default than 1.3%; more often in the 2 - 4% range,
with a couple of companies over 5%. However, these numbers are well before
Covid. The largest company to report high default rates was Cash Store Financial,
which went bankrupt quite a few years ago.

BC reports a default rate of 3.4% in 2023 (see Appendix 5C of CC-02). Its reported
rate has been quite variable over the years shown and also in year prior to those in
Appendix 5C. The Covid years are low and not relevant to future decisions. The rate
in 2019 was much lower at 2.43% but 2018 was 4.46%. The notes show this 2018

result was a huge jump over the previous year and you can calculate that 2017 was

1



Exhibit CC-25
December 13, 2024
2024 Payday Loans and Government Cheque Cashing Review

2.6%. The 2018 figure seems to be the outlier and the most recent value is what I
would rely on.

Alberta also reports default rates, which are already in evidence in the CCFA
submission, but please read carefully what I say next. Alberta introduced a form of
mini-installment payday loan in 2016 somewhat like the federal proposal that we
have described and discussed in several places in our submissions, including in the
Supplementary Report. The repayment time would be 42 - 62 days, with either two
or three installments. More precise description is in the Act:

https://kings-

printer.alberta.ca/1266.cfm?page=c26p3.cfm&leg type=Acts&isbncin=9780779847
365&display=html

The Alberta Consumer Protection Act

I asked questions of Alberta about the information in the Alberta table in the CCFA
submission and sent a summary of key information plus my calculations to an
Alberta regulator. He informed me that after reading my table, that there are errors
in the 2023 numbers and I should not rely upon them, though 2022 and 2021 are
correct. Here is the table I sent him, with 2023 in italics.

2023 2022 2021
# of loans 287,309 316,515 296,587
$ Volume 000 168,081 251,093 227,338
# written off 3455 11,256 8,515
Value written off 000 1786 7230 5247
# of borrowers 86,336 83,294 74,969
Value of loans > 1,000 | 67,907 155,232 132,498
in 000
Default rate 1.06 2.89 2.31
Average loan size 585 793 767
Number of outlets

2023 as reported, but now known to contain some errors.

The detailed legislation and the practice is different from other provinces, including
Manitoba, and Money Mart at least is now calling them “cash advances,” rather than
payday loans, on its calculator on its website. The implication on this evidence
alone is that the extension to 42 days lowers the default rate and therefore would
materially affect any analysis of sustainability of payday lending. Cash Money
withdrew from the payday lending business in 2018 saying it was no longer
profitable, but still operates branches in Alberta offering “lines of credit” and
installment loans. I did not have enough time to investigate what “cash advances”
and “lines of credit” really mean and how they are different from payday loans. I


https://kings-printer.alberta.ca/1266.cfm?page=c26p3.cfm&leg_type=Acts&isbncln=9780779847365&display=html
https://kings-printer.alberta.ca/1266.cfm?page=c26p3.cfm&leg_type=Acts&isbncln=9780779847365&display=html
https://kings-printer.alberta.ca/1266.cfm?page=c26p3.cfm&leg_type=Acts&isbncln=9780779847365&display=html
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remind readers of the explanation of the mutability of different forms of credit and
substitution of one type of loan for another in our original written submission.

TransUnion (2024)

Installment Loan: Secured or unsecured fixed payment loans reported by a bank,
finance company, or credit union, or a department store, furniture store, appliance
store, home improvement store

Installment Loan Summary

Number of Accounts 2.9MM (0.32%) (2.60%)
Outstanding Balance $49.2B 0.37% 2.57%
Average Balance $17,291 0.73% 5.81%
Number of Consumers Carrying a Balance 2.7MM (0.48%) (3.54%)
Origination Volumes (Q3 2023) 343.1K (5.68%) (3.98%)

e New Account Balance $18,690 8.18%
Account Delinquency Rate (60+ DPD) 2.05% 3 bps
Consumer Delinquency Rate (60+ DPD) 2.09% 7 bps 7 bps

alance Delinquency Rate (60+ DPD) 1.21% 25 bps

This Transunion report does not include payday loans, because payday lenders do
not report to Transunion. The high cost lenders like easyfinancial do report and this
report shows that installment loans have much better loss rates. The key line is the
“Balance Delinquency Rate,” which measures how much they ultimately lose after
all collection attempts have failed.

Islam and Sullivan and the CCFA in its submission assume a default rate of 30% of
revenue. As I explained elsewhere, the default rate should be modelled as a
percentage of loan volume, which is what the other values I have reported in this
Undertaking use. The conversion at a $14 fee is simple: .14 X .30 = 4.2% of
volume. The current evidence on default rates is all well below 4.2%.

From all of this, I conclude that the default rate on payday loans should be taken to
be 2.0 - 4.0%, with a rate of 4.0% seeming quite unlikely.


https://www.transunion.ca/content/dam/transunion/ca/business/collateral/report/q4_23_ciir_report.pdf
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2. Prevalence of online loans.

BC data of registered payday lenders (see Appendix 5C of CC-02)
2023: 101/327 = 31%
2020: 49/390 = 13%

FCAC study 2016 “nearly half of those who accessed loans over $1500 accessed
their loans online” (p. 6)

Sample: 1500 payday loan borrowers chosen randomly from a broad pool of people
who volunteer for online surveys

Mode: online

Note the wording and also the confusion that exists even with regulators. Loans
over $1,500 cannot be payday loans by law, and must therefore be installment
loans, even as early as 2016 when installment loans by high cost lenders were at
an earlier stage of development. We do not have historical data, but it seems likely
a lot of these loans were not from payday lenders, but from companies like
easyfinancial and Fairstone.

An additional aspect of this occurs when we look at 2018 and 2019 values of total
loans for BC and compare with subsequent years. The total loan volume has
declined materially and not rebounded entirely in 2023 after the covid shutdowns
were completely ended. There was no change in fees or other characteristics, which
does seem to support the CCFA claim of declining profitability. On the other hand,
we also don’t have any data at all on installment loans and pawn loans, which are
close substitutes for payday loans. Installment loans are far less expensive and
avoid the damaging requirement for immediate full repayment on the next payday,
and so they will have grown considerably. Furthermore, the evidence in the work of
Zoe St. Aubin shows that at least one client of a member of her focus group was
upsold to a far larger installment loan instead of the payday loan he asked for, and
the client subsequently got into a debt trap. The evidence in Appendix H of CC-02
doesn’t tell us if there is an incentive for staff to upsell, but it is certainly possible,
and bears further investigation.

ACORN study 2021: ~ 30% of total respondents said they had taken out a loan
online

Sample Frame: ACORN members sent the survey introduction: 17,365
Responses: 376 (= 2.7%)

Mode: online

We do not have any data from unregistered online payday lenders, either for
Manitoba or for Canada as a whole. CCFA claims this is a big problem, but the
existence of online advertisements for such unregistered lenders is not evidence
that there is a material volume of such loans.
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3. Other observations/comments on CCFA submission to PUB

CCFA principal arguments

1) The federal cap of $14/$100 will reduce the profitability of PDLs

2) The lower federal cap on interest rates will make installment lending
unprofitable

3) The combination of (1) & (2) will drive licensed PDLs out of business

4) Mainstream FIs do not/cannot offer small denomination credit to some
borrowers

5) Consumers will be “forced to borrow from unlicensed lenders at higher fees”

CCFA recommendations are no changes to the “fees that may be charged or the
percentage of net pay that may be lent for a payday loan or the tariff on the
cashing of government

cheque until the impacts of the federal changes on borrowers and the lending
industry can be

assessed.” (p.5)

An Overall Comment

The CCFA comments are deficient in a number of ways:

e The CCFA picks and chooses specific numbers to support its claims, but does
not provide a comprehensive detailed analysis in the format of Islam and
Sullivan (Appendix 5G to CC-02) and Chris Robinson’s work from 2016,
updated in 2024 in response to questions from the Board and further refined
in this Undertaking.

The CCFA makes errors in the analysis that it does provide.

e Some of the figures it uses are out of date and no longer valid

¢ Almost none of the financial numbers are validated in any way. They provide
no audited financial statements.

However, despite these deficiencies, the CCFA comments deserve some
consideration. They are not represented in this hearing. The payday lenders are
small businesses and they and the CCFA do not have the resources to fully defend
their position. As an independent expert I have a duty to assess their submission
fully.

We wish to challenge the common description of payday lenders as predatory and
other pejorative terms. We have shown abundant evidence that payday loans are
not desirable socially and that a better solution would be the banks providing more
credit to low income Canadians. The payday lenders did not create this problem;
they are simply small businesses responding to an opportunity. The response is
very inefficient and that is the cause of the very high fees, not inherently evil
behaviour of payday lenders.
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The fundamental deficiencies
Let us quote from the CCFA submission page 18:

Monthly Calculation for Current Rate ($15 per $100):

Total loans issued: 271

Average loan amount: $543

Total Capital Invested: 271 loans * $543 (average loan amount) = $147,153
Total Revenue: $21,866

Total Bad Debt: $6,567 (30% of Revenue)

Total Operating Costs: $12,000

Net Income: $3,299 (Excluding Depreciation, Interest and Taxes)

The number of loans and average loan amount are taken from BC data and thus
independently verifiable.

The total capital invested is materially wrong. The total loan amount is not
outstanding for the entire month. Dr. Robinson’s previous work shows that the
average period to repayment is about 12 days, and hence the capital required is
likely less than half the amount CCFA claims. This then misstates the cost of capital.

The calculated revenue figure is wrong. A fee of 15% X $147,153 = $22,073, not
$21,866.

The assumed bad debt rate of 30% of revenue seems much too high, given all the
evidence we have shown in the previous section. If the fee is $15 per hundred, this
becomes a loan loss rate of 4.5%. Making it a function of revenue is in itself a poor
analytical choice, because loan losses are dependent on the volume of loans, not
the price per loan.

The operating costs in this example surprised us. $12,000/$147,153 = $8.15 per
hundred dollar loan. As I showed in his supplementary report, Islam and Sullivan
used a value that converts to $8.68 per hundred, and I then used that value to do a
new analysis of sustainability of payday lenders if the fee is $14 per hundred. In my
2016 analysis before the PUB I used $11 per hundred as the base cost. It appears
that payday lenders have become more efficient due to consolidation into large
companies and also because they were forced to become more efficient when the
provinces reduced the rate caps. In 2016 I was somewhat suspicious of the
reported head office expenses for Money Mart. I think in retrospect my suspicions
are justified. The early data comes from a period when everyone except Manitoba
allowed seriously excessive rate caps and hence Money Mart had lots of excess
profit, which it spent. Once it was forced to become it efficient, it did so and also
other firms would be likewise constrained.
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I think the $8.15 amount the CCFA reports is too low because it is ignoring
supervision of the store, either an extra cost to a single owner, or a head office cost
for a chain. For example, add $2,500 to the $12,000 value and that yields a cost
per hundred of $9.85. For my subsequent analysis in this Undertaking, my
professional opinion on the scanty data I have is that the operating cost per
hundred dollars of loan should fall in the range of $8.50 to $10.

A few anomalies in the CCFA report

CCFA pp 3, 10
Contradiction?

p-3

“A payday loan does not accrue interest but rather the lender charges a fee
(although the APR of

each specific loan must be calculated and disclosed on the Loan Agreement). The
fee does not

vary with the term of the loan. It is consistent whether the term is 10 days or 30
days. That is

because the major costs to provide the loan do not vary whether the term
is 10 days or 30 days.”

p-10

Cost of capital is one of the significant costs of operation. Every lender has a
credit facility it draws on for funds to lend borrowers. If the average term of a
loan is extended from 15 days to 50 days, the increase in cost of capital
is significant, yet there is no increase in revenue.

The first statement is closer to being accurate. The cost of capital is a minor part
of the cost structure. However, it is true that extending the maturity without an
added fee does increase costs.

p.8
Outdated?/no evidence provided
“all scalable attempts to offer a small short-term loan by mainstream financial
institutions has failed.”
- Mentions Finance Canada’s own research but nothing cited, and no date
stated
- Evidence from US suggests mainstream banks are now offering this
product since the costs of offering small denomination loans falling (six of
the eight largest US banks are now offering small denomination loans on
demand to customers with low or no credit scores.)
- Vancity Fair and Fast loan



https://www.pewtrusts.org/en/research-and-analysis/articles/2023/01/24/six-of-the-eight-largest-banks-now-offer-affordable-small-loans
https://www.pewtrusts.org/en/research-and-analysis/articles/2023/01/24/six-of-the-eight-largest-banks-now-offer-affordable-small-loans
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- Asset-building: ACU-SEED Winnipeg-donor matched savings

p-8, n.1
Outdated?
“Except Newfoundland and Labrador, which lowered the Payday loan fee to $14
per hundred without any consultation. As a result, there are no payday loan
operations located in that province.”
- A quick web search of "Newfoundland, payday loan” turns up several brick
and mortar PDL outlets. For example, Cash Money has two stores in St.
Johns.

p-4

Federal government cheque cashing restrictions cited are outdated
Holds are 4-8 days and maximum cheque amount is $1750; CCFA states: 10
days and $1500

Despite all these errors and omissions, the CCFA may still have a legitimate
concern. More detailed examination of the Alberta experience would help and we
have no more information than we reported already. The existence of two main
product lines — payday loans and installment loans - suggests that a much broader
analysis of the payday loan industry is required. The very high profitability of
goeasy suggests that installment loans are excessively profitable at current rates
and a reduction in the criminal rate of interest is justified.

Manitoba has no say in either the new payday loan rate cap of $14 nor in the new
criminal rate of interest. It does have a choice in the absence of draft legislation on
the proposal to convert payday loans to mini-installment loans. Alberta has already
done so for eight years and there are still payday loans sold in Alberta. Manitoba
could follow suit. We have not seen any analysis of the effect on profitability other
than the one Dr. Robinson did in his Supplementary report following the Board’s
written questions, and in that one he noted the question is quite complicated.

The only way these issues can be properly addressed is for the industry companies
to provide audited statements and some additional information like loan volumes, in
complete confidence.

4. Analysis of the proposal to convert payday loans to installment loans

Variations for a mini-installment loan:
Use a three repayment option: one third repaid at 14 days, 28 days and 42 days

Operating cost: as discussed, from $8.50 to $10.
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Bad debt rate: 2 - 4% of volume.
Real cost of capital stick with 8%.
Changed the payables balance from the fixed value used in 2016 to a smaller
amount, operating cost/12.
Volume per outlet: BC 2022 was 305,693/173 = 1,767 M p.a.
BC 2023 was 327,205/170 = 1,925 M p.a.
Try 1.8MM to 2.5MM

Conclusions from the Analysis of the Mini installment loan proposal

1. A rate cap of $14 and a model of three repayments at 14, 28 and 42 days
should be sustainable by the industry.

2. A rate cap of $13 and a model of three repayments at 14, 28 and 42 days is
unlikely to be sustainable by the industry unless all the important variables
turn out very well.

3. The variables that matter most are operating costs and bad debt rate.
Volume of loans has a lesser effect on profitability.

4. In the process of running through many scenarios, I found once again that a
rate cap of $14 without converting to installment loans is sustainable and a
rate cap of $13 might be, but I continue to recommend that Manitoba not
reduce the rate cap below the federal cap of $14.

5. There is no formal analysis to say how quickly Manitoba should introduce the
major change to mini-installment loans. My professional opinion is that the
industry should be given a year’s notice to change.

The first table supporting my conclusions is the base case, the one I consider most
likely. In a separate attachment I provide also the Excel spreadsheet. The second
table is a set of variations on the base case variables.

Revision to original response to provide clarification regarding the
selection of 28 days as the second payment for the mini-installment loan
model:

28 days is the arithmetic average of the mini-installment loan period outstanding
for a contract that would require three equal repayments. The lender must finance
the loan principal of a $300 loan as follows:

For the first 14 days, $300
For the next 14 days, $200
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For the final 14 days, $100

If the loan were a single repayment, then the days outstanding to be financed is the
average repayment date across all loans. In my original models in 2016 my best
estimate was 12 days, which was an attempt to balance between loans where the
payday was every two weeks and loans where the payday was monthly.

28 days for a three repayment loan is an imprecise estimate of the actual effect on
the amount the lender has to carry, because the loan terms can vary if the rules set
up in Alberta are followed. For example, the borrower under Alberta rules could set
up a repayment schedule that specifically matches his income receipt pattern. The
three installment option costs the lender more to carry than the two payment
option. Likewise a longer time frame of up to 62 days would cost the lender more.
However, the differences are not material and don't change my conclusion, which
has two parts. Manitoba should consider this conversion to a mini-installment
format following Alberta, but should consult with Alberta regulators and with the
industry about how to implement it. Tanjana Islam informed me in an email on Dec.
10 that the federal Dept. of Finance is still analysing the installment option and is
consulting with others, including Alberta. Manitoba can wait to see how this process
plays out and we would hope that the formal analysis will be available sometime in
the future. If the federal government does not proceed with this proposal, Manitoba
could still create its own form of mini-installment loan to replace current payday
loans, but restrict it differently from Alberta to ensure that it is sustainable in the
industry.
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Base Case 14% Cap
$ Volume of loans

Revenue model:
interest rate
average loan term
%age fee

Cost Model
Operating cost/$100 loan
Cost of capital real
Cash on hand
Loans receivable

Capital investment per store
Initial store loss

Regulatory deposit

Payables and accruals per st
Net investment per store
Bad debt rate/loans

Economic Income Statement
%age fee revenue
Interest revenue

Total Revenue

Operating cost

Capital cost

Bad debt cost
Total Economic Cost
Excess Profit

Excess as a % of Total loans
Excess as a % of Total revenue
Excess as a % of good loans

Table 1: Regulatory Model

$2,000,000

28
14%

9

8.00%
27397
153,425

50,000
100,000
25,000
15,000
340,822
3.00%

271,600
$271,600

180,000
27,266
60,000

$267,266
$4,334

0.2%
1.6%
0.2%

Base Case 13% Cap
$ Volume of loans

Revenue model:
interest rate
average loan term
%age fee

Cost Model
Operating cost/$100 loan
Cost of capital real
Cash on hand
Loans receivable

Capital investment per store
Initial store loss

Regulatory deposit

Payables and accruals per st
Net investment per store
Bad debt rate/loans

Economic Income Statement
%age fee revenue
Interest revenue

Total Revenue

Operating cost

Capital cost

Bad debt cost
Total Economic Cost
Excess Profit

Excess as a % of Total loans
Excess as a % of Total revenue
Excess as a % of good loans
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$2,000,000

28
13%

9

8.00%
27397
153,425

50,000
100,000
25,000
15,000
340,822
3.00%

252,200
$252,200

180,000
27,266
60,000

$267,266
-$15,066

-0.8%
-6.0%
-0.8%
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Variations on the Base Case
Panel 1: Vary Fee, Operating Cost

Loan volume $2MM $2MM $2MM $2MM
Fee 14 14 13 13
Operating cost per $100 $9.00 $8.68 $9.00 $8.68
Bad debt rate 3.00% 3.00% 3.00% 3.00%
Excess Profit $4,334 $10,692 -$15,066 -$8,708

Panel 2: Fee $14, Vary Operating Cost

Loan volume 2MM 2MM 2MM 2MM
Fee 14 14 14 14
Operating cost per $100 $8.68 $9.00 $9.50 $10.00
Bad debt rate 3.00% 3.00% 3.00% 3.00%
Excess Profit $10,692 $4,334  -$5,599 -$15,532

Panel 3: Vary Volume 14% fee

Loan volume $1.9MM  $2.1MM  $2.3MM  $2.5MM
Fee 14 14 14 14
Operating cost per $100 9 9 9 9
Bad debt rate 3.00% 3.00% 3.00% 3.00%
Excess Profit $3,418 $5,251 $7,084 $8,918

Panel 4: Vary bad debt rate

Loan volume 2MM 2MM 2MM 2MM
Fee 14 14 14 14
Operating cost per $100 9 9 9 9
Bad debt rate 2.50% 3.00% 3.50% 4.00%
Excess Profit $27,134 $4,334  -$7,066 -$18,466

Panel 5: Profitable Combinations of variables that are less likely

Loan volume $2MM  $2.2MM  $2.4MM  $2.5MM
Fee 14 14 14 14
Operating cost per $100 8.5 9 9 8.5
Bad debt rate 2.50% 2.80% 3.00% 3.00%
Excess Profit $25,668 $11,184 $7,084 $21,334

Panel 6: Losing Combinations of variables that are less likely

Loan volume 1.8MM 2MM 2MM  $2.2MM
Fee 14 14 14 14
Operating cost per $100 9.5 9 9.5 10
Bad debt rate 3.00% 3.50% 4.00% 4.00%
Excess Profit -$6,439  -$7,066 -$28,399 -$29,839

Panel 7: What makes $13 cap feasible?

Loan volume 2.5MM 2MM 2.5MM 3MM
Fee 13 13 13 13
Operating cost per $100 9 8.5 8.5 8.5
Bad debt rate 2.50% 2.50% 2.75% 3.00%

Excess Profit -$1,207 $6,168 4,147 -$699
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