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Payday Loans

Pretty standardized product: 2 week loans, around 3008$,
15-20% fee per $100 borrowed

Terms often set by state “enabling” legislation

Fees translate into high APRs and although industry says
“Intended for infrequent use,” critics claim the business
model is designed to encourage frequent use

Largely non-bank lenders in storefront locations (outgrowth
of check cashing); large monoline firms; control almost 27
percent of storefronts



Payday Loans

Can payday lenders offer a more consumer friendly product and

still make money?
Longer maturities
Lower fees per 100$
What about initiation fees?
Limits on usage/loan registries
Lower renewal fees
Amortization

Depends on the nature of costs, losses, competition in the
Industry and its regulation



Evidence about Costs/Profitability

Stegman and Faris (2003): Findings suggest
economies of scale for firms operating in NC; firms with
more stores had higher profits per store

Ernst and Young (2004): Survey data for 19 Canadian
payday loan flrms indicate relatively high costs on a per-
loan basis; but lower costs for larger firms and lower costs

of serving repeat customers

Flannery and Samolyk (2007): Store-level
performance data for 2002-2004 from two large monoline
payday lenders; indicates significant scale economies at
store level



Evidence about Costs/Profitability

Flannery and Samolyk (2007):
Find that mature stores are quite profitable on a per-loan basis

Quantify scale economies at the store level for these two firms
and how payday loan terms are related to performance

Observe fees generally set at legal maximums allowed in state;
not observing price competition (DeYoung and Phillips, 2006)

Observe borrower frequency consistent with other data; roughly
half of customers borrow more than 6 times per year and more
than 40% of loans are renewals



Selected Summary Statistics

# Customers

# Loans

Total dollars lent

Average loans outstanding

# FTE employees

Ava. loan size

Revenues per loan

Store operating costs per loan
Default losses per loan

Corp. G&A expenses per loan

Store profit per loan

Young

799
5,742
$1.5 mil.
$62,560
2.46
$258
$45.29
$26.62
$9.22
$12.29
($3.30)

Mature

1,117
8,777
$2.1 mil.
$85,710
2.74
$228
$43.80
$19.04
$6.08
$7.09
$11.24



Selected Summary Statistics

®ow Young Mature
Average loans outstanding $62,560 $85,710
# FTE employees 2.46 2.74
Avq. loan size $258 $228
Revenues per loan $45.29 $43.80
Store operating costs per loan $26.62 $19.04
Default losses per loan $9.22 $6.08
Corp. G&A expenses per loan $12.29 $7.09
Corp. pretax profit per loan ($3.30) $11.24




Selected Summary Statistics

Young Mature
# Customers 799 1,117
# Loans 5,742 8,777
Total dollars lent $1.5 mil. $2.1 mil.
Average loans outstanding $62,560 $85,710
# FTE employees 2.46 2.74
Avq. loan size $258 $228

Revenues per loan

Store operating costs per loan

Default losses per loan
Corp. G&A expenses per loan $12.29 $7.09
Store profit per loan ($3.30) $11.24



Flannery and Samolyk (2007)

“Fast food” financial services: small quick
loans; high volume needed to generate
fee income/cover fixed costs

Higher fees and larger loans increase
orofits

_onger loan maturities reduce profits

Payday lenders also need to be
repaid; profit motive for repeat
pusiness; loan renewals associated
with lower costs and lower losses




Flannery and Samolyk (2007)

Large fixed costs and importance of
convenient locations suggest monopolistic
competition; Entry should lower profits, but
not necessarily the price

Industry may be one where firms compete
by entry until per-store lending (at ceiling fee
rates) generates normal profits

A lower fee ceiling could reduce the optimal
number of stores, increasing per-store
lending to maintain store profitability



The Colorado BiIll

Feés (per $100 borrowed) and/or APR limits

(a) first loan in a twelve month period “not more than 20 dollars for the
first $100; $10 PER $100 after that;

(b) on each loan, a rate of interest “not to exceed 45% per annum....”

Maximum fees per loan (limits loan size)

No prepayment penalties/initiation fees

Borrowing limits

Loan size: A lender shall not lend an amount greater than $500 nor shall
the amount financed exceed $500 dollars by any one lender at any time
to a consumer. No instrument held as a result of a deferred deposit loan
shall exceed $575.

Total outstanding loans: Prohibits a lender from making a deferred
deposit loan to a consumer who has an outstanding loan with the lender
or any other lender.




The Colorado BiIll

Maturitv limits:

* The due date shall be set on or “no less than 30 days after the loan
transaction...”

* There shall be no minimum loan term or minimum finance charge.

o “...unless the consumer voluntarily requests a shorter loan term, the
consumer's request is documented in a written statement signed and
dated by the consumer and is separate from the loan agreement, the
written statement is retained by the lender, and the loan cannot be

renewed

Freguency of Use (rollovers/renewals)
Once the consumer has completed the deferred deposit transaction,
the consumer may enter into a new deferred deposit agreement with
the lender.

Monitoring borrowing across institutions: Requires monitoring and
reporting to a loan registry




Strategic Pricing of Payday Loans:
Evidence from Colorado, 2000-2005

Robert DeYoung, The University of Kansas

Ronnie Phillips, Colorado State University
and Networks Financial Institute
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Why this study?

The high price of payday loans is well documented.
We are interested in how payday lenders arrive

at these prices.

Do legislated price ceilings act as pricing focal points?

Do lenders increase prices after “lending relationships”
are formed?

Do new entrants price low to attract a clientele?

Do prices respond to presence of other payday stores?
» Are prices
» Are prices
e Are prices

Nig
Nig

Nig

ner/lower when commercial banks are near?
ner for chronic borrowers?

ner in minority and/or low income markets?
30



Data

 Enabling legislation was passed in Colorado in April 2000.
o Law requires clear disclosure of fees, rates, and terms.

 The maximum loan principal is $500, and the maximum
finance charge Is:

20% of loan principal up to $300,
7.5% of principal between $300 and $500.

 AG collects data on lender's 30 most recent loans.

e Qur data: 23,524 loans, June 2000 to August 2005.

o Averages: $293 loan with $52 charge (APR = 459%).
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Data

When a loan is priced at the maximum legal ceiling, we
define BINDING = 1.

In our data, price on 9 out of 10 loans was binding.

When a loan is priced below the maximum legal ceiling, we
define GAP > 0.

GAP = maximum legal price — actual price.

Averages for non-Binding loans

Ceiling Price = $53.02
Actual Price = $45.38
GAP = % 7.64
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Percent of loans with binding prices, by year.
And the GAP for non-binding loans.

100% $8
90% | 1 %7
—— % binding (left
80% | 1 36 6 binding (left
—&— GAP (right)

70% | 1 $5

60% : : : : : $4
2000 2001 2002 2003 2004 2005
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Main Results: Strategic Pricing | Mean Gap
IS $7.64.

e Focal Point pricing
— Average GAP declines by $1.60 from 2000 to 2005.
— Focal point is “more magnetic” when # lenders high:
— 1 lender in 2000: GAP was $2.50 larger than in 2005.
— 6 lenders in 2000: GAP only $0.81 larger than in 2005.

What else could be causing the upward drift in prices?
— Increased cost of production?
— Regulatory risk?
— Reduction in competition?
— Increase in competition? (new entry, but demand fixed)
— Increased market demand?
— Changing composition of firms? 34



Main Results: Strategic Pricing | Mean Gap
IS $7.64.

e Loan Relationship pricing

— Price paid by first-time borrowers was $0.11 lower
than price paid by “rollover” borrowers.

— (Price paid by “rollover” borrowers was $0.11 higher.)

— Suggests switching costs.

Where are the switching costs?

— A first-time borrower must spend about one hour at payday
store to initiate new lending relationship (Stegman 2007).

— Fewer opportunities to switch if the number of competing
payday stores in local market is small.
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Main Results: Strategic Pricing | Mean Gap
IS $7.64.

Pricing Power

— After controlling for impact of focal point pricing, each
additional payday store in the local market reduces
price by $0.16.

—On average, 3.6 stores in local market. An increase
from 2 stores to 6 stores reduces price by $0.64.

Entry pricing
— Entrants actually price $0.31 higher than average!

— Two types of entrants:
 New independent start-ups.
 New “branch locations” of multi-store companies.

—We are awaiting additional data for tests.
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Additional Results Mean Gap
IS $7.64.

Higher prices in minority markets and near military bases,
but the differences are small:

— Standard deviation increase in % Black  $0.04.
— Standard deviation increase in % Hispanic  $0.09.
— Within 10 miles of military base  $0.05.

—NOTE: These are average pricing effects at market
level, not individual loan pricing effects.

Higher prices for “chronic” borrowers:

— Borrowers continuously in payday debt for past six
months paid about $0.18 more.
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Additional Results Mean Gap
IS $7.64.

e Number of commercial bank branches in the local market
was associated with higher prices:

— Standard deviation increase In
BRANCHPERCAP  $0.13.

— Payday customers must have a bank account.

o Substantially lower prices early in the year:
—In January, price is $0.59 below December average.
—In February, price is $0.41 below December average.
— More strategic pricing?
 Attracting new clientele by offering discounts

when household liquidity is low?
38



Concluding Remarks

Payday loan market is new, but not special:

— Pricing strategies are similar to those used by other retail and
financial firms (e.g., switching costs, rivalry, focal points).

Good regulation should be designed based on what we
know about the economics of these other markets.

“Focal point” pricing is not illegal. Antitrust needs a
smoking gun. State provided the focal point.

Does the price ceiling cause a net social benefit?

— YES: Celling constrained prices of 90% of loans, 2000-2005.

— NO: Only two-thirds of loans were priced at ceiling in 2000.
Number of payday licenses tripled. Competition could have
moderated prices in the absence of a price celling.
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