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ABSTRACT 

A b r i e f s u r v e y o f t he s u p p l y o f and the demand f o r 

consumer c r e d i t i n Canada d i s c l o s e s a dynamic s i t u a t i o n . 

The i n c r e a s i n g income o f the C a n a d i a n p o p u l a t i o n , a m o n g 

o t h e r f a c t o r s , h a s b r o u g h t about c h a n g i n g c o n d i t i o n s i n 

t h i s m a r k e t . One o f the most s i g n i f i c a n t changes may 

be the i n c r e a s e d s e n s i t i v i t y o f the consumer t o f i n a n c e 

r a t e s and i n t e r e s t c h a r g e s . 

T h i s i n c r e a s e s i n consumer s e n s i t i v i t y t o f i n a n c e 

r a t e s may e x p l a i n the p a s t changes i n s h a r e s o f the 

consumer c r e d i t market t h a t a re s e r v i c e d by the v a r i o u s 

f i n a n c i a l i n t e r m e d i a r i e s . The most s i g n i f i c a n t s h a r e 

o f consumer c r e d i t marke t changes have been the g a i n s by 

the c h a r t e r e d banks and c r e d i t u n i o n s and the l o s s 

e x p e r i e n c e d b y the s a l e s f i n a n c e c o m p a n i e s . T h i s may 

r e p r e s e n t a consumer b o r r o w e r s w i t c h f rom a h i g h e r c o s t 

l e n d e r ( the s a l e s f i n a n c e compan ies ) t o l o w e r c o s t l e n d e r s 

( t h e c h a r t e r e d banks and c r e d i t u n i o n s ) , ^ h i s s w i t c h 

may be e x p l a i n e d by an i n c r e a s e i n consumer s e n s i t i v i t y 

t o f i n a n c e r a t e s . 

A model d e v e l o p e d by P . Thomas J u s t e r and R o b e r t 

P . S h a y , p r e d i c t i n g i n c r e a s e d consumer s e n s i t i v i t y t o 

f i n a n c e r a t e s , i s used t o f o r e c a s t f u t u r e p o s s i b l e s h a r e 

i i 



o f consumer c r e d i t marke t t h a t may be s e r v i c e d b y s a l e s 

f i n a n c e c o m p a n i e s . The r e s u l t s a re a f o r e c a s t e d d e c l i n e 

i n the sha re o f a p a r t i c u l a r segment o f the consumer 

c r e d i t marke t t h a t may be s e r v i c e d b y the s a l e s f i n a n c e 

c o m p a n i e s . 

T h i s f o r e c a s t i s the b a s i s f o r a d i s c u s s i o n o f 

s t r a t e g y and p o l i c y d e c i s i o n s t h a t must be made by the 

management o f s a l e s f i n a n c e c o m p a n i e s . 

Some o f the a l t e r n a t i v e s t r a t e g i e s a re e x p l o r e d . 

The c o n c l u s i o n r e a c h e d i s t h a t the s a l e s f i n a n c e com

p a n i e s w i l l have a d i f f i c u l t t ime f o r e s t a l l i n g a l o s s 

i n s h a r e o f the consumer c r e d i t m a r k e t . T h e i r most p r o 

d u c t i v e c o m p e t i t i o n s t r a t e g y may be t o c o n c e n t r a t e t h e i r 

r e s o u r c e s i n p a r t i c u l a r segments o f the consumer c r e d i t 

marke t t h a t a re no t i m m e d i a t e l y a c c e s s a b l e t o the l o w e r 

c o s t l e n d e r s . S a l e s f i n a n c e companies may a l s o f i n d 

t h a t a s t r a t e g y o f d i v e r s i f i c a t i o n , w i t h i n and w i t h o u t 

the consumer c r e d i t a r e a , i s p r o d u c t i v e . 

i i i 
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I. BTTRODUCTION 

Consumer credit i s suddenly a s i g n i f i c a n t fact i n 
our economy. In the r e l a t i v e l y short time since 19i|8 
consumer credit outstandings have grown almost ninefold. 
This represents an average annual growth of almost 
50 percent over the 19ij.8 f i g u r e . 

Almost everyday the public i s presented with an i s 
sue that touches consumer c r e d i t , from the collapse of 
the A t l a n t i c Acceptance Company to the debate on d i s 
closure. While several studies have been completed i n 
the past several years, there s t i l l exists an unfortunate 
lack of delta and information on consumer credit i n Canada. 

The objective of t h i s study i s to analyze the i n t e r 
action of the supply of and demand for consumer c r e d i t , 
with a view to ascertaining the role of the sales finance 
company i n t h i s market. The main element about which t h i s 
analysis w i l l revolve i s the finance rate and i t s impor
tance to both the supply and demand side. However, other 
factors enter into the i n t e r a c t i o n i n the market for con
sumer credit and therefore, as wel l as an emphasis on the 
importance of finance rates, a general survey of other 
aspects of importance to the consumer credit market w i l l 
be undertaken. 

1 
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The paper w i l l have four main parts. The f i r s t 

being a discussion and description of the demand for 

consumer credit , with an emphasis on the consumer's 

sensi t iv i ty to finance rates. The second part w i l l be 

a survey of the main sources of consumer credit and an 

examination of the competition between these sources in 

terras of changes in share of the consumer credit market 

held. This examination of competition w i l l represent 

the analysis of the past interaction of the supply of 

and demand for consumer credi t . The third element w i l l 

be a forecast of possible future interactions in one 

particular segment of the consumer credit market—the 

automobile financing market. 

The fourth and f i n a l part of the study w i l l consist 

of conclusions based on the f i r s t three parts. These 

conclusions w i l l represent a discussion of the possible 

implications to sales finance company management consid

ering the possible future interactions between the supply 

of and demand for consumer credit . 

The central theme of the study is the importance of 

finance rates to the interaction between the supply of 

and demand for consumer credit . 
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S o c i a l and Economic Bases f o r Consumer C r e d i t 

Consumer c r e d i t may be d e f i n e d as the c r e d i t a c c e p t e d 

when an i n d i v i d u a l p u r c h a s e s goods o r s e r v i c e s f o r c o n 

s u m p t i o n . The D o m i n i o n B u r e a u o f S t a t i s t i c s i n c l u d e s 

p e r s o n a l l o a n s , i n s t a l m e n t c r e d i t , and cha rge a c c o u n t s i n 

t h e i r measures o f consumer c r e d i t . Mor tgage c r e d i t i s 

e x c l u d e d f r om t h e Domin ion Bu reau o f S t a t i s t i c s d e f i n i t i o n 

o f consumer c r e d i t . T h e r e f o r e , the goods and s e r v i c e s 

p r e v i o u s l y r e f e r r e d t o e x c l u d e h o u s i n g . 

Consumer c r e d i t has two f u n d a m e n t a l d i m e n s i o n s — 

the d o l l a r amount and the t ime o r te rm of t he c r e d i t . 

C r e d i t i n t r o d u c e s s e v e r a l a d d i t i o n a l f a c t o r s i n t o e x 

change t r a n s a c t i o n s . I t adds t i m e , r i s k , and i n t e r e s t . 

The a d d i t i o n o f a t ime f a c t o r a l l o w s the consumer t o g a i n 

more f l e x i b i l i t y i n h i s p u r c h a s e s . He can r e c e i v e t h e 

use o f a good o r s e r v i c e a t one t i m e , and pay f o r i t o ve r 

subsequen t p e r i o d s . When t h i s i s a p p l i e d t o s e v e r a l g o o d s , 

the consumer can " b u n c h " h i s p u r c h a s e s . T h i s i s q u i t e 

d i f f e r e n t f r o m the s a v i n g s method o f p u r c h a s e , whereby 

one a c c u m u l a t e s f unds (by b u i l d i n g s a v i n g s ) o v e r a span 

o f t i m e , and o b t a i n s the use o f the good a t the end o f 

the a c c u m u l a t i o n p e r i o d . 

When t h i s a b i l i t y t o s h i f t the t i m i n g o f the p u r 

chase i s c o n s i d e r e d w i t h t h e p a t t e r n o f income and c a s h 

d i s p e r s e m e n t o f a f a m i l y p a s s i n g t h r o u g h the v a r i o u s 



k 

stages of l i f e , the u t i l i t y of consumer c r e d i t i s apparent 
(see chart 1 ) . During the e a r l y years of f a m i l y l i f e , 
cash outflows o u t s t r i p income due to the expenses of 
s e t t i n g up a marriage, household, and f a m i l y . P r i o r to 
t h i s century, t h i s load was handled by e i t h e r the "nest 
egg" (saved up before marriage) or the purchases were 
postponed. The l a t e r years of f a m i l y l i f e see a r i s i n g 
income and f a l l i n g cash dispersements as the f a m i l y grows 
up, i s educated and leaves home. C r e d i t e f f e c t i v e l y 
s h i f t s t h i s cash dispersement curve, making i t conform 
more wi t h the income curve. 

CHART 1 
INCOME AND CASH OUTFLOW PATTERN AND STAGE 

OF FAMILY LIFE.. 

d o l 
l a r s 

cash 
dispersement 

income 

stage of f a m i l y l i f e 
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Consumer cred i t allows our mass producing industries 

to c u l t i v a t e an orderly demand of the size necessary to 

support mass production. This i s most graphically shown 

i n the h i s t o r y of the automobile. It has been estimated"'" 

that without consumer c r e d i t , the lowest priced automo

b i l e i n the U.S.A. today might cost $7000. 

At the present, as i n the past, a controversy exists 

as to the economic e f f e c t of c r e d i t . Does i t s t a b i l i z e 

or d e s t a b i l i z e our economy? Should consumer cred i t be 

regulated to a greater degree by government? 

Consumer cred i t expansion, i t i s generally agreed, 

has a stimulating e f f e c t on the economy. Whether or not 

this i s a d e s t a b i l i z i n g stimulation i s unclear, and 

probably depends on the s p e c i f i c s i t u a t i o n . Some auth-
2 

o r i t i e s argue that instalment payments act as a method 

of forced saving and that i t is therefore, a s t a b i l i z i n g 

f o r c e . 
Jacob S. Ziegel and R.E. Olley (Ed.), Consumer 

Credit i n Canada, Proceedings of a Conference on Consumer  
Credit (Saskatoon; Univ. of Sask., 19bbJt P. 30. 

2Wilbur C. Plummer, "'Social and Economic Consequences 
of Buying on the Instalment Plan," The Annals of the Am
erican Academy of P o l i t i c a l and S o c i a l Science (Jan. 1927) 
The instalment plan i s viewed i n this a r t i c l e as a com
mitment made by the consumer to pay for an item that 
would not otherwise be purchased. If the productive l i f e 
o£. the item exceeds the t o t a l payment period, saving 
r e s u l t s . 
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Other arguments b r i n g out that consumer c r e d i t 
encourages consumption when and where i t would not other
wise occur thus g i v i n g r i s e to a type of a n t i - s a v i n g and 
p o s s i b l e overspending. These arguments view consumer 
c r e d i t as nonproductive and n o n s e l f l i q u i d a t i n g , as opposed 
to c r e d i t used to purchase c a p i t a l goods. 

However, recent arguments^ have applied t r a d i t i o n a l 
investment theory to consumer c r e d i t . These arguments 
consider investment i n durable consumer goods as "pro
d u c t i v e " . These investments do not normally o f f e r the 
usu a l f i n a n c i a l r e t u r n , (although where purchases of 
durable goods replaces a p r e v i o u s l y purchased s e r v i c e , a 
f i n a n c i a l r e t u r n may occur) r a t h e r t h e i r r e t u r n i s meas
ured i n terms of u t i l i t y and s a t i s f a c t i o n . This r e t u r n 
has been estimated^ as high as 75 percent per year over 
s i x years on a t e l e v i s i o n set purchased by a f a m i l y of 
f o u r . Thus, an a n a l y t i c a l p a r a l l e l i s e s t a b l i s h e d between 

^George Katona, The Mass Consumption S o c i e t y (New 
York: McGraw-Hill Inc. 1964), p. 2k5. 

^•P, Thomas Jus t e r and Robert P. Shay, Consumer  
S e n s i t i v i t y to Finance Rates: An E m p i r i c a l and A n a l y t i c a l  
I n v e s t i g a t i o n (New York: N a t i o n a l Bureau of Economic 
Research 1961+), p. 8. 

^J.V. Poapst and W.R. Waters, "Rates of Return on 
sumer Durables," J o u r n a l of Finance, XIX (Dec. 1 9 6 b . ) , 
P. 6 7 7 . 
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investment i n c a p i t a l goods and i n consumer durables. It 
6 

i s upon th i s p a r a l l e l that a consumer borrower model i s 
introduced l a t e r . 

^Juster and Shay, pp. 10-17. 



I I . A GENERAL DESCRIPTION OP THE 

DEMAND FOR CONSUMER CREDIT 

Introduction 

The importance of consumer credit i n the structure 

of our economy, as discussed i n the l a s t chapter, i s 

refle c t e d by a large demand f o r consumer c r e d i t . The 

actual magnitudes of outstanding consumer cr e d i t w i l l be 

stated i n chapter four. However, the various general 

c h a r a c t e r i s t i c s of demand are of interest as a prepar

ation for discussion of t he interaction -of the supply 

of and demand f o r consumer c r e d i t . 

This chapter w i l l discuss b r i e f l y three aspects of 

the demand for consumer c r e d i t . The f i r s t aspect i s a 

description of several environmental factors a f f e c t i n g 

the use of consumer credit (discretionary income, the 

age composition of the population and other f a c t o r s ) . 

The second aspect of demand concerns the ch a r a c t e r i s t i c s 

of the use of consumer c r e d i t . Questions such as "What 

age group and income group uses consumer credit most 

intensively? w i l l be dealt with b r i e f l y . The thi r d 

aspect w i l l be the consumer's attitudes towards consumer 

c r e d i t . 

8 
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The objective of t h i s chapter i s to b r i e f l y describe 

i n a general way the demand f o r consumer c r e d i t . 

Environmental Factors of Significance  
i n the Use of Consumer Credit 

Discretionary Income 

One of the most s i g n i f i c a n t trends observable today 

i s the steady increase i n the proportion of consuming 

units with discretionary income. Various writers"'" have 

defined discretionary income, i n the U.S.A., as that 

income i n excess of 1 + 0 0 0 to 5000 d o l l a r s per year. For 

measurement purposes, an upper l i m i t of 1 0 , 0 0 0 to 1 5 , 0 0 0 
d o l l a r s per year i s placed on the discretionary income 

bracket. 

The quantitative description derives from the concept 

of discretionary income as income i n excess of that re

quired to s a t i s f y the consuming unit's need fo r the 

necessities of l i f e such as food, clothing, shelter, 

medical b i l l s , and perhaps transportation. 

The growth of discretionary spending exerts a 

d e f i n i t e influence on the market for consumer goods and 

services. Manufacturers f i n d that their major problems 

are not only cost reduction and product improvement, but 

include problems of predicting the fads and whims of the 

•^-Sanford S. Parker and Lawrence A. Mayer, "The Decade 
of the Discretionary Dollar" Fortune LIX (June 1 9 5 9 ) , p. 1 3 6 . 
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consumer. A d v e r t i s i n g , p a c k a g i n g , and o t h e r methods must 

be employed t o a t t r a c t the consumer and e n t i c e him t o buy 

the p r o d u c t . 

Thus, d i s c r e t i o n a r y income i s a source o f power t o 

the consumer. He has t h e power of d i s c r e t i o n . H i s 

c h o i c e s i n c l u d e whether t o buy, when t o buy, and what t o 

buy. He can spend on d u r a b l e s , i n v e s t i n the s t o c k market, 

spend on l e i s u r e , save f o r h i s c h i l d r e n ' s e d u c a t i o n , o r 

a h o s t o f o t h e r a l t e r n a t i v e s . He c o n t r o l s t o a g r e a t e r 
2 

e x t e n t the r a t e of spending and can bunch h i s p u r c h a s e s . 

In t h i s manner, the consumer's t h i n k i n g and d e c i s i o n s 

become o f g r e a t importance t o the b u s i n e s s w o r l d and t o 

the t o t a l economy. F l u c t u a t i o n . ' i n consumer sp e n d i n g i s 
now r e c o g n i z e d as a s i g n i f i c a n t f o r c e i n the b u s i n e s s 

3 

c y c l e . 

The growth of d i s c r e t i o n a r y income a l s o has a d i r e c t 

e f f e c t on the consumer c r e d i t market. Technology has 

p r o v i d e d d u r a b l e s such as the a u t o m o b i l e and household 

a p p l i a n c e s . These, the consumer has deemed w o r t h y o f 

h i s d i s c r e t i o n a r y d o l l a r . However, many o f these i t e m s , 

i n c l u d i n g the two mentioned above, are of r e l a t i v e l y h i g h 

v a l u e . T h i s f a c t has r e s u l t e d i n the b i r t h o f the s e v 

e r a l forms of consumer c r e d i t r e q u i r e d t o f i n a n c e the 
^ K a t o n a , p. 2\\$ 

^ I b i d . , p. 3. 
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purchase of these items. Discretionary income, consumer 

behavior and consumer cred i t have been interdependent 

i n the past and may continue to be related i n the future. 

Discretionary income growth has a possible additional 

implication in the area of consumer s e n s i t i v i t y to f i n 

ance rates, but a discussion of this w i l l be postponed. 

The magnitude of the growth i n discretionary income 

i s r e f l e c t e d i n the Canadian Taxation S t a t i s t i c s ^ The 

steady increase i n the percentage of the wage earners 

earning from 5000 to 1 0 , 0 0 0 dollars per year i s indicated 

i n chart 2 . This chart displays the increasing percentage 

of tax returns stating income i n this range. 

CHART 2 

PERCENTAGE OP ALL TAX RETURNS PILED WITH 
INCOME $ £ 0 0 0 TO $ 1 0 , 0 0 0 IN I 9 6 0 

DOLLARS 

2 3 , 
Per
cent 

22 
of 
tax 
returr 

21. 

20 | , , , t 

I960 6 1 . 62 63 Year 6b, 

Source: Canadian Taxation S t a t i s t i c s , various years. 
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Several additional facts reflect this trend but are 
not shown in the above mentioned chart. The ten thousand 
dollar and over per year income group is also growing as 
indicated by personal income tax returns. 

Another fact that reinforces the growth in discre
tionary income is the increasing number of married women 
entering the labor force. In 195*0, there was approx
imately 1 out of every 10 married women working, as 
compared to 1970, when 3 out of every 10 married women 
are expected to be in the labor force.^ Families, whose 
head has a lower income, provide a greater incentive for 
the wife to work. The additional income may place the 
family in the discretionary income group. 

Changing Age Composition of the Population 
A second trend of importance to the consumer credit 

market is the change in age characteristics of the 
population. The number of people in the 20 to 2_j. age 
group is expected to increase by 33 percent between 1965 
and 1970. The growth is expected to be even greater in 

5 
the 1970 to 1975 period. This change is in part due 
to the depression of the nineteen thirties and in part 

^Economic Council of Canada, F i r s t Annual RflYJew, 
Economic Goals for Qfrnada, to 197Q (Ottawa: Queen's 
Printer, Dec. 1961+), p. 3U« 

^Ibid., p. 33. 
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to the second world war. It has been called the post 
war baby boom. 

The general expectations are that over 1 million 
people w i l l be added to our labor force from 1965 to 
1 9 7 0 . This represents a 30 percent increase—the 
greatest increase of any industrially advanced country 
in the western world. The proportion of people in the 
over 30 age group w i l l decline slightly from 1965 to 1 9 7 0 . 

Various types of consumer credit are concentrated 
in different age groups. Therefore, population age 
shifts are important to the consumer credit market. 

7 

Other characteristics, as stated by the Federal 
Reserve Board of Governors, that have affected the use 
of consumer credit are: 
1) trends toward asset accumulation by the householdj 

away from the renting and purchase of services. 
2 ) greater uniformity of consumer characteristics and 

behavior, allowing mass production to cultivate and 
serve a mass market. 

3) reduction in the work week and growth of leisure time. 
1|) increased proportion of the population married at a 

young age before savings or the "nest egg" is built up. 
6Ibid., pp. 32-36. 

^Board of Governors of the Federal Reserve System, 
Consumer Instalment Credit (Washington, B * s ! : US Government 
Printing Office, 1 9 5 7 ) , part 1 chapter 2. . 
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5) continuing flow of new consumer goods from our r a p i d l y 

changing technology. 

Characteristics of the Users of Consumer Credit 

F i n a n c i a l Characteristics 

Income.-In general a l l studies have concluded that 

the majority of consumer cred i t i s outstanding to persons 

having an income i n the 5000 to 10,000 d o l l a r per year 
Q 

range. As mentioned previously, t h i s is approximately 

the discretionary income range. For the most part a 

wage below t h i s amount i s ind i c a t i v e of a poorer cre d i t 

r i s k . Of course incomes above 10,000 dollars have a r e 

duced need f o r c r e d i t . Consumer credit i s concentrated 

i n the middle and upper middle income brackets. 
9 

Income Expectations.-Studies have shown that major 

consumer cr e d i t fluctuations precede major swings i n 

the economy. These studies have tended to uphold the 

b e l i e f that the demand fo r consumer credit i s tied very 

c l o s e l y to the purchase of durables. Consumer durable 
10 

demand reacts to expectations and, along with consumer 
o 
°Report of the Royal Commission on Banking and F i n  

ance (Ottawa:Queen's Pr i n t e r , 1961}.) Table 2-1 p. 17. 
^Robert P. Shay, "Major Developments i n Consumer 

Credit Since the End of World War I I , " Journal of Finance, 
XIX, (May 1966) p. 363. 

l^Robert Ferber, Factors Influencing Durable Goods 
Purchases, University of I l l i n o i s B u l l e t i n No. 79 (Urbana, 
111; P. 2 7 . 
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c r e d i t , precedes swings i n the economy. 

Actual Changes i n Income.-The consumers reaction to 

actual changes i n income depend on the size of the change, 

i t s permanence and other conditions surrounding the 

change. In general, the secular gradual increase i n 

incomes has been accompanied by increased durable goods 

purchases and increased debt loads. The increase i n debt 

has continued into the middle and upper middle income 

l e v e l s . The debt load has declined above the upper mid-
11 

die income l e v e l . 

Liquid or Semiliquid Assets.-A substantial number 

of families using consumer c r e d i t , have savings large 

enough to cover the purchases. Surveys i n the U.S.A. 

have found that the proportion of instalment borrowers 
12 

with savings was as high as 50 percent. These figures 

are quoted as an i n d i c a t i o n of the probable significance 

of the segment of Canadian borrowers with savings. 

Unfortunately, there i s no information immediately 

available to demonstrate that the segment of borrowers 

with savings is increasing. 
Non F i n a n c i a l Characteristics 

Age and Stage of Family L i f e Cycle.-It i s quite 

•^"kj.S., Board of Governors of the Federal Reserve 
System, Consumer Instalment Credit, Part 1, p. 87 . 

1 2Katona, p. 235. 
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evident.that instalment cred i t i s used by the "young 
13 

raarrieds". The expense of setting up a new household, 

coupled with the low i n i t i a l income of the household 

head^ helps to explain t h i s observation. 

S p e c i f i c a l l y , i t i s true that i n Canada (as i n the 

United States) instalment debt i s most common i n families 

with children whose head i s 2 0 to 3 5 years of age. Mort

gage debt i s concentrated i n the 3 0 to ij.5 years of age 

range. A l l s u r v e y s ^ agree, i n general, on the above 

two f a c t s . 

Occupations.-Chart 3 i s the re s u l t of a survey of 

users of a l l types of purchase credit at one Canadian 

sales finance company. It may be representative of the 

whole. It shows occupations of Canadian borrowers by 

percentages. Also shown i s the make up of the Canadian 

work for c e . As can be seen, s k i l l e d and semiskilled 

workers are the largest occupational class of borrowers. 

However, they are also the largest group i n the labor 

f o r c e . Farmers, fishermen, and lumbermen, as an 

occupational group, seem to use sales finance company 

purchase credit less than other occupational groups. In 

"^Martin R. Gainsbrough (Ed.), American Enterprise: 
The Next Ten Years (Hew York: The MacMillan Co., 19bl), 
P. m. . . . 

^The unanimity can be seen i n Katona, p. 2 3 1 , and i n 
Board of Governors of the Federal Reserve System, Consumer  
Instalment Credit, p. 9 7 . 
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CHART 3 
DISTRIBUTION OP SALES FINANCE COMPANY 
CUSTOMERS AND COMPOSITION OP THE 

CANADIAN LABOR FORCE 

SourcetFederated Council of Sales Finance 
Companies.Purchase Credit and the Sales  
Finance Company ( c i r c a 19-60). 

Percent of Canadian labor force shown by 
l e f t bar. Percent of t o t a l sales finance 
company customers shown by the right bar. 
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general, there seems to be no occupational pattern with 

the exception of the above mentioned c l a s s . 

Consumer Knowledge of Charges.-A t r a d i t i o n a l char

a c t e r i s t i c s of consumer credit users has been t h e i r almost 

t o t a l ignorance of finance rates. The findings i n the 

studies done by the Survey Research Center at the Univer-
1^ 

s i t y of Michigan a r e t y p i c a l . The results indicate 

that consumers have very l i t t l e rate knowledge and 

consistently underestimate finance rates charged. 

The study also found that higher income groups and 

those more highly educated were no better informed and, 

i f anything, less informed. 

Consumer Attitudes Towards Consumer Credit 

Attitudes.Towards Borrowing.-Studies i n the U.S.A. 

have shown that a secular s h i f t has occurred i n consumer 
attitudes away from an unfavorable view of c r e d i t . 

16 
Katona has discovered that the number of favorable 

attitudes toward the use of credit dropped off i n older 

age brackets and the "drop o f f " ages di f f e r e d over time. 
In a 1950 survey, the drop off i n favorable responses 
occurred i n the 1+5 to $0 years of age group; i n I960, 

the drop o f f occurred i n the 50 to 60 age group. This 

1 ^Katona, pp. 238-21+1. 
l 6 I b i d . , pp. 232-233. 
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may i n d i c a t e that favorable a t t i t u d e s are not completely 
l o s t w i t h age. 

Favorable r e a c t i o n s toward the use of consumer 
c r e d i t , w i t h or without q u a l i f i c a t i o n s , have been growing 
i n the U.S.A. (from 50 percent i n 1950 to 60 percent i n 
I960 according to Katona's survey). 

A t t i t u d e s and reasoning of consumers concerning 
17 

consumer c r e d i t can be summarized as f o l l o w s : 
1) f a v o r a b l e 

a) without c r e d i t one would have to do without the 
a r t i c l e . 

b) i t appears reasonable to pay f o r an a r t i c l e 
while using i t . 

c) autoraobiles and c e r t a i n durables should be paid 
f o r from income and not from savings, which are 
f o r a s p e c i a l purpose such as o l d age. 

2) c o n d i t i o n a l 
a) depends on s i z e of debt--both large and s m a l l , 
b) depends on the goods and t h e i r p u r p o s e — i t i s 

not acceptable to borrow f o r purchase of clothes 
and jewelery. 

3) unfavorable 
a) moral arguments, 
b) leads to excessive spending and d i f f i c u l t y of 

making payments. 
I b i d . , pp. 232-231+. 
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c)cost of the debt. 

Katona also found that the following reasons were 

given to substantiate the use of consumer cr e d i t when 

the consumer held enough l i q u i d assets to cover the 

purchase; 

1) savings were earmarked f o r another purpose. 

2) establishment of a cred i t r a t i n g . 

3) instalment buyers get better service. 

i|) d i f f i c u l t y of replacing savings. 

Summary 

This chapter has indicated several factors that 

aff e c t the demand f o r consumer c r e d i t . The environment 

i n which consumer credit has thrived was described and 

was shown to be i n a state of change. 

Several c h a r a c t e r i s t i c s of the use of consumer cred i t 

were stated. Consumer cr e d i t i s concentrated i n the 

'younger families and i n those families with middle and 

upper middle incomes. Beyond these observations, this 

chapter also discussed other factors a f f e c t i n g the use 

of consumer c r e d i t . 

This chapter has provided a p a r t i a l b r i e f general 

description of the.demand for consumer c r e d i t . The next 

chapter w i l l deal with another important factor regarding 

the demand for consumer cred i t and should complete the 

treatment of the demand side. 



I I I . CONSUMER SENSITIVITY TO FINANCE RATES 

Introduction 

In the consideration of the demand f o r consumer 

c r e d i t , the past chapter considered f i n a n c i a l and demo

graphic factors that bear on thi s demand. The most 

important factor i n the in t e r a c t i o n of the supply of 

and demand f o r any commodity or service i s the p r i c e . 

In the in t e r a c t i o n of the supply of and the demand 

for consumer c r e d i t , t h i s price i s the finance rate or 

interes t charge which the consumer must pay for c r e d i t . 

This chapter w i l l consider this most important 

fact o r , as i t relates to the demand f o r consumer c r e d i t . 

The consumer's s e n s i t i v i t y to finance rates w i l l be 

discussed from the t r a d i t i o n a l view point and from a d i f 

ferent view point. This d i f f e r e n t view point consists 

of a consumer model developed i n a study by F. Thomas 

Juster and Robert P. Shay. The model, as developed i n 

the Juster and Shay study, depicts a user of consumer 

c r e d i t , and attempts to explain the demand for consumer 

c r e d i t . 

The study i s an attempt to modify t r a d i t i o n a l 

thinking regarding the consumer's s e n s i t i v i t y to finance 

rates. It also attempts to explain the rapid growth of 

21 
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the commercial hank and credit union i n the consumer 

credi t f i e l d . 

The T r a d i t i o n a l Model 
1 

The t r a d i t i o n a l thought has held the consumer to 

be highly unresponsive to changes i n finance rates. In 

contrast to t h i s i n e l a s t i c i t y , the borrower i s believed, 

i n t r a d i t i o n a l studies, to be highly sensitive to changes 

i n the size of monthly payments'. These conclusions were 

arrived at c h i e f l y as a r e s u l t of three f a c t o r s . 

1) deductive reasoning. 

2) scattered observations. 

3) observed lack of consumer knowledge of the rates and 

charges. 

Deductive Reasoning.-The e f f e c t of a change i n 

interest rates on the size of monthly payments i s neg

l i g i b l e compared to the e f f e c t of a change i n down 

payments or maturities. I f one assumes that the consumer 

i s concerned with the size of his aggregate monthly 

payment, then i t i s r e l a t i v e l y simple to demonstrate an 

i n s e n s i t i v i t y with respect to changes i n interest rates. 

It i s useful to note that this argument has two c r i t i c a l 

elements. 
x G o e t t f r i e d Haberler, Consumer Credit and Economic  

Fluctuation (Camden, N.J; Haddon Craftsman Inc., 191+2), 
pp. 100-101. 
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1) It assumes the consumer i s constrained by or sensitive 

to his monthly payment—that he i s borrowed to a 

s u f f i c i e n t extent that any further increase i n his 

size of monthly payment would mean some alternate 

meaningful s a c r i f i c e . 

2) The r e l a t i v e e l a s t i c i t y of demand with respect to 

finance rates may be less t'nan that with respect to 

down payment or maturity changes. 
2 

Informal Observation.-Comparisons have been made 

between the actual r e s u l t s occurring when rates have been 

altered, and when down payments or maturities have changed. 

The s i g n i f i c a n t changes i n demand, occurring with altered 

maturities and/or down payments, have completely over

shadowed any results shown when rates are changed. 
3 

Lack of Consumer Knowledge.-Several studies have 

shown that the consumer i s ignorant of the finance rates-

charged. Prom t h i s , i t i s assumed the consumer i s 

unconcerned about rates and therefore i s insensi t i v e to 

changes i n the rates of charge. 

The Juster and Shay Model 

Juster and Shay propose a consumer model to attempt 

to explain the recent swing to "low rate" lending agencies 

^Board of Governors of the Federal Reserve System, 
Consumer Instalment Credit part 1 chapter 7 . 

" K a t o n a , p. 238. 
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and yet remain compatible with the previously mentioned 

three observations. 

The proposed model divides the borrowing consumers 

into two classes and labels them rationed and unrationed. 

This d i v i s i o n i s necessary f o r a n a l y t i c a l purposes. In 

r e a l i t y the groups are separated by a continur., 

The groups are i d e n t i f i e d by t h e i r supply of c r e d i t . 

The rationed borrower i s unable to obtain combinations 

of higher inter e s t rate and longer maturity from primary 

lenders, even i f he wishes to do so. He i s therefore 

constrained by the size of his monthly payment. His 

only method of increasing his quantity of debt outstanding 

is through a lengthened maturity or by turning to a 

secondary lender. For this reason the rationed borrower 

i s sensitive to maturity changes and down payment changes 

but ins e n s i t i v e to finance rate changes. He i s , i n t h i s 

sense, the t r a d i t i o n a l consumer credit user. 

The unrationed borrower i s one who i s not constrained 

by his t o t a l monthly payment—to increase his t o t a l 

monthly payment would not work hardship on him. The 

question then posed i s "What i s his s i g n i f i c a n t con

st r a i n i n g factor?" The answer i s interest rates. His 

l e v e l of borrowing i s determined by the s a t i s f a c t i o n he 

gains from the goods obtained through cred i t and the 

interest rates charged for this c r e d i t . This consumer 
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i s not s e n s i t i v e t o m a t u r i t i e s o r d o w n p a y m e n t b u t i s 

m o r e s e n s i t i v e t o f i n a n c e r a t e s . 

The c o n c l u s i o n s o f t h e J u s t e r a n d Shay s tudy^" a r e 

b a s e d o n t h e p r e d i c t i o n s o f t h e m o d e l a n d o n a n e m p i r i c a l 

i n v e s t i g a t i o n a n d t e s t o f t h e s e p r e d i c t i o n s . A s u m m a r y 

o f t h e s e c o n c l u s i o n s f o l l o w s . 

1) Consumers a r e n o t h o m o g e n e o u s w i t h r e s p e c t t o t h e i r 

s e n s i t i v i t y t o f i n a n c e r a t e s . A\ c e r t a i n s e g m e n t may 

b e m o r e s e n s i t i v e t o r a t e s than the o t h e r . This 

s e g m e n t i s t h e u n r a t i o n e d g r o u p a n d t h e y a r e n o t 

c o n s t r a i n e d b y t h e s i z e o f t h e i r a g g r e g a t e m o n t h l y 

p a y m e n t s . 

2) The r e s p o n s i v e o r u n r a t i o n e d g r o u p c a n be c h a r a c t e r i z e d 

b y a g r e a t e r d e g r e e o f w e a l t h a n d a l i m i t e d demand 

5 

f o r d u r a b l e g o o d s . Three p r o b a b l e t r a i t s o f a 

s p e n d i n g unit i n t h i s p a r t i c u l a r s i t u a t i o n may b e : 

a) r e l a t i v e l y l a r g e r i n c o m e . 

b ) r e l a t i v e l y l a r g e r l i q u i d ( o r s e m i l i q u i d ) a s s e t 

r e s e r v e s . 
e R e l a t i v e l y l a t e r s t a g e o f f a m i l y l i f e . 

The m o d e l a n d c o n c l u s i o n s p r o p o s e d b y J u s t e r a n d 

Shay a r e a s s u m e d v a l i d f o r the Canadian consumer c r e d i t 

s i t u a t i o n . The J u s t e r a n d Shay m o d e l w i l l be u s e d to 

^ J u s t e r a n d Shay, p . 2. 

^Ibid., p p . 33, 36. 
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examine the interactions between supply and demand i n the 

consumer cr e d i t market. To j u s t i f y this assumed v a l i d i t y 

would require a separate study and could not be treated 

properly as part of th i s project. Readers, therefore, 

are referred to the Juster and Shay study. 

Assuming the Juster and Shay findings are applicable 

to the Canadian credit s i t u a t i o n , i t i s possible to view 

supply of and demand f o r consumer credit from a d i f f e r e n t 

perspective. This perspective places a dif f e r e n t emphasis 

on the various occurrences i n the consumer credit market. 

The proportion of the population f a l l i n g i n either 

the rationed or unrationed borrower class i s of importance 

to suppliers of consumer c r e d i t . Changes i n these pro

portions may result i n an unsettled market s i t u a t i o n with 

certain suppliers losing or gaining shares of the market. 

This, i n f a c t , may account for the changes that have 

occurred i n the past several years i n the consumer credit 

market d i s t r i b u t i o n , 

A b r i e f look at the nature of each of the three 

suggested c h a r a c t e r i s t i c s of unrationed borrowers w i l l 

be made i n the following pages. Changes i n the size of 

the rationed or unrationed group of borrowers may be 

ref l e c t e d by changes in these population c h a r a c t e r i s t i c s . 

Income.-A larger income i s taken as a probable 

c h a r a c t e r i s t i c of unrationed borrowers c h i e f l y because 
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of three f a c t s . A larger income allows a spending unit 

to handle larger monthly payments. This tends to ease 

the monthly payment constraint. The consumer i s unrationed 
6 

i f he i s not constrained by his monthly payment s i z e . 

Further, a large income may mean a reduced demand f o r 

credit since more goods can be purchased outright, A 

reduced demand fo r credit i s more l i k e l y to be s a t i s f i e d 

without meeting the monthly payment constraint. The 

f i n a l f a c t o r i s that a larger income i s often looked upon 

as a c h a r a c t e r i s t i c of a better credit r i s k . This may 

allow the i n d i v i d u a l to obtain combinations of higher 

interest and longer maturities. This may allow him to 

move from the rationed to unrationed group by easing the 

monthly payment constraint. 

The e a r l i e r discussion of discretionary income 

indicated that incomes are r i s i n g . This may tend to 

enlarge the unrationed borrower group. 

Liquid and Semiliquid Asset Reserves.-Savings are a 

probable c h a r a c t e r i s t i c of unrationed borrowers. Units 

with r e l a t i v e l y large savings accounts, Canada Savings 

Bonds, and marketable s e c u r i t i e s usually have a larger 

income and therefore a lower demand for consumer c r e d i t . 

Liquid and semiliquid reserves often enable an i n d i v i d u a l 

"The unrationed consumer can equate his marginal rate 
of time preference with the marginal borrowing ra t e . 
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to secure better credit terms. This may a s s i s t him in 

s a t i s f y i n g his credit needs and allow him to reach 

equilibrium without meeting the monthly payment constraint. 

Both of these circumstances tend to place the borrower 

i n the unrationed c l a s s . 

With respect to the trend i n the size of savings 

per borrower, the analysis i s d i f f i c u l t and the inform

ation incomplete. Table I shows selected l i q u i d assets 

as defined ( i n t o t a l , per capita, and per income taxpayer). 

A l l have been increasing s i g n i f i c a n t l y . This trend, 

while a probable i n d i c a t i o n of increasing size of savings 

per consumer, i s not conclusive. This increase could 

conceivably be due to increasing numbers of small savings 

accounts. Table I I : a s s i s t s i n c l a r i f y i n g t h i s . This 

table displays the number of chartered bank savings 

accounts, by size over time. The period I960 to 1962 

shows a decrease i n the proportion of larger savings 

accounts. The period 1963 to 1966 shows an increase 

i n the proportion of larger accounts. The I960 to 1962 

decrease may be due to trust and mortgage company 

competition f o r savings accounts. No information on the 

size of t r u s t and mortgage company deposits i s immediately 

ava i l a b l e . However, table III shows the success with 

which the trust and mortgage companies operated i n the 

savings f i e l d i n the period from I960 to 1962. 
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TABLE I 
GROWTH OP SELECTED LIQUID ASSETS. IN DOLLARS*" 

Year (end) I960 1961 1962 1963 1961+ 1965 

Total saving 
(millions) 12085 13209 11+275 15657 1701+5 18368 
Savings per 
capita 668 713 761 809 877 971+ 
Savings per 
income taxpayer 2753 2930 3050 3178 3212 — 

•2 
Liquid assets defined a)chartered bank savings 

deposits, b)trust and mortgage company demand and savings 
deposits, c j c r e d i t union deposits, d)Canada saving bonds. 

Sources: l)Bank of Canada S t a t i s t i c a l Summaries. 
2)Canada, Dept. of Agriculture, Economics Branch, Credit  
Unions i n Canada 1965. 3)Canada, Dept. of National 
Revenue Taxation S t a t i s t i c s . 

TABLE II 

CHARTERED BANK SAVINGS DEPOSITS BY YEAR AND SIZE AS A 
PERCENT OP TOTAL NUMBER OP SAVINGS ACCOUNTS 

Account size I960 1961 1962 1963 1961+ 1965 1966 

$0-99 53.5 51+.3 51+.5 51+.7 51+.5 53.8 53.3 
$100-999 30.3 29.6 29.2 29.1 29.1 29.5 29.6 

$1000-9999 154 15.3 15.3 15.1+ 15.6 15.9 16.0 

Source: Bank of Canada S t a t i s t i c a l Summaries— 
various issuesT", ~* 
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TABLE III 

RELATIVE GROWTHS OP DEPOSITS IN CHARTERED BANKS 
AND TRUST AND LOAN COMPANIES ON I960 BASE 

I960 = 100 

Year I960 1961 1962 1963 1961+ 1965 1966 

Bank savings 
deposits 100 106 110 117 12b, 135 142 
Trust & Loan 
Co.,deposits 100 125 li+8 19b, 21+6 268 266 

Source: Bank of Canada S t a t i s t i c a l Summaries. 
Supplements, and various issues.' 

On the basis of these s t a t i s t i c s , i t is concluded 

that l i q u i d and semiliquid asset reserves are increasing 

i n s i z e . 

Stage of Family Life.-The l a t e r stage of family l i f e 

i s regarded as a probable c h a r a c t e r i s t i c of unrationed 

borrowers, mainly due to the reduced demand f o r durable 

goods. This occurs when the children of the family are 

leaving home and the i n i t i a l household setup expenses 

have been met, as shown i n the chart on page k o r" this 

paper. 

An approximate indica t i o n of the proportions of the 

spending u n i t s , f a l l i n g in the various stages of family 

l i f e , can be seen i n the age d i s t r i b u t i o n of the population. 

The low b i r t h rates during the depression of the nineteen 

t h i r t i e s and during World War I I , coupled with the drastic 



increase i n births i n the post war years have changed 

our present age d i s t r i b u t i o n i n an extremely s i g n i f i c a n t 

manner. Table IV demonstrates approximately the past and 

expected changes i n the age d i s t r i b u t i o n . The future 

changes w i l l tend to reduce the proportion of the borrowers 

f a l l i n g i n the unrationed group during this decade and 

probably half of the next. Of course, i n the period 

following 1975> the increase, w i l l occur i n the older 

age group as the current flood of young adults ages. 

TABLE IV 

POPULATION AGE DISTRIBUTION CHANGES 1960-1970 

Segment of 
population 

1960-65 
% change 

1965-70 
% change 

1960-70 
% change 

Total 
population \\fo 22$ 
20-21+ age 
group lQfo 31% SS% 

30-39 age 
group 1% 2% 3% 

Source: Derived from estimates by the Economic 
Council of Canada, F i r s t Annual Review. 

Over the next 10 years, the trend i n the stage of 

family l i f e , outlined above, w i l l tend to act to reduce 

the proportion of the consumers f a l l i n g in the unrationed 

borrower c l a s s . Howeverr, i t i s s i g n i f i c a n t that the older 
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age group s t i l l occupies a large segment of our population 

and even a. greater segment of the t o t a l consumer cr e d i t 

marke t . 

Later i n this study, an estimate of the o v e r a l l 

e f f e c t of the above mentioned trends i n age d i s t r i b u t i o n , 

income, and l i q u i d assets w i l l be made. 

Summary 

The b r i e f general survey of the demand f o r consumer 

cre d i t i s completed. The several environmental factors 

of relevance to the demand f o r consumer credit were 

discussed. Characteristics of the use of consumer credit 

were outlined b r i e f l y . The purpose of chapters two and 

three was to provide a background for further discussions 

regarding consumer c r e d i t . 

The discussion of the consumer's s e n s i t i v i t y to 

finance rates introduced the Juster and Shay hypothesis. 

The finance rates importance i n the inte r a c t i o n of the 

supply of and the demand for consumer cr e d i t should 

become more evident as this study progresses. 

At this point, certain general conclusions have 

emerged from the survey of demand. The f i r s t conclusion 

that seems j u s t i f i e d i s that affluence, and not poverty, 

i s an important factor making the use of consumer credit 

such an important element i n our economy. 
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The second c o n c l u s i o n i s that f i n a n c e r a t e s may be 

more important to the use of consumer c r e d i t than gen

e r a l l y suspected. 

While these two p o i n t s have p o s s i b l y not been 

t o t a l l y "proven" by the l a s t two chapters, the i n d i c a t i o n s 

are that they h o l d . 

T h i s completes the f i r s t p a r t of the study as 

mentioned i n the i n t r o d u c t o r y chapter--the b r i e f g e n e r a l 

survey of the demand f o r consumer c r e d i t w i t h an emphasis 

on the importance of f i n a n c e r a t e s to that demand. 



IV'.. SELECTED SUPPLIERS OP CONSUMER CREDIT 

Introduction 

The next two chapters of this study w i l l examine 

the f i v e main sources of consumer borrowed funds. These 

sources are: 

1) credit unions 

2 ) chartered banks 

3) personal/small loan companies 

r e t a i l e r s 

5*) sales finance companies 

The treatment of these sources w i l l follow the same 

pattern i n each case, where possible. The pattern w i l l 

consist of three aspects. 

The f i r s t aspect w i l l be a b r i e f general description 

of the source, i t s d i s t i n c t i v e c h a r a c t e r i s t i c s or areas 

of s p e c i a l i z a t i o n , and i t s role i n the consumer credit 

market. This w i l l serve as a background against which 

the second and t h i r d aspects w i l l be examined. 

The second i s the share of the consumer credit 

market held by the source. The examination w i l l consist 

of an analysis of the recent past performance of the 

source i n terms of market share. 

The t h i r d and f i n a l aspect;-: of supply i s the finance 

3k 



35 

rates charged by the various sources. 

Chartered banks, small loan companies, credit unions, 

and r e t a i l e r s w i l l be examined b r i e f l y as suppliers of 

consumer c r e d i t . However, the main emphasis w i l l be 

placed on sales finance companies which,as a source of 

consumer c r e d i t , w i l l be treated in a separate chapter. 

Prior to the discussion of sources of supply of 

consumer c r e d i t , i t w i l l be u s e f u l to look at the o v e r a l l 

structure of consumer credit from 191+8 to 1966. The 

importance of the various suppliers can be gauged from 

table V. Since 191+8, the market has seen a changing 

composition. Of s p e c i a l i n t e r e s t are the increased 

shares of the chartered banks and credit unions. 

Credit Unions 

General Description 

Credit unions, as a source of consumer c r e d i t , are 

growing i n importance. They are similar to banks i n 

that they accept deposits and make personal loans. Another 

s i m i l a r i t y i s that both i n s t i t u t i o n s charge r e l a t i v e l y 

low rates f o r personal loans, as 'compared to other sources 

of consumer c r e d i t . However, cr e d i t unions lend only 

to members, i n contrast to the banks, which lend to the 

public at large. 

Credit unions are a r e l a t i v e newcomer to the Canadian 



TABLE V 

CONSUMER CREDIT OUTSTANDING BY HOLDER 
(millions of dollars) 

Chart. 
End of Sales Banks Cons. Cred. Un. R e t a i l . L i f e Co. Que. Total 
Year Pin. Co. Unsec. Loan Co. & Caisses Pol i c y Saving 

Per. Loans Populaire Loans Bank 

191+8 70 151+ 61+ 51+ 335 158 835 
1949 116 173 77 63 389 167 985 
1950 202 221+ 93 72 451+ 178 1223 1951 186 201+ Ilk 76 1+07 199 1186 
1952 373 21+2 11+8 91+ 551 213 2 1623 
1953 516 308 176 129 623 225 3 1980 
195k 1+92 3'5l 215 151 685 21+0 2 2136 
1955 599 44i 279 17U 752 250 2 2517 
1956 756 1+35 356 226 821+ 270 3 2870 
1957 780 1+21 362 258 856 295 4 2976 
1958 768 553 1+01 

481+ 320 895 305 6 3248 
1959 806 719 

1+01 
481+ 397 956 323 6 3691 

I960 82:8 857 51+9 1+33 1003 31+4 6 4020 
1961 756 1030 591+ 516 1052 358 9 4315 
1962 801 1183 711+ 579 1088 372 13 4750 
1963 871+ 11+32 810 691 111+1 385 14 5347 
1961). 1035 1793 901+ 836 1206 398 15 6187 
1965 1131 2186 101+3 987 1281+ = 411 16 7058 
1966 1212 21+02 1170 445 16 

Source: Bank of Canada S t a t i s t i c a l Summaries, various issues. 
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f i n a n c i a l scene. A form of credit union, Caisses Popu-

l a i r e , was founded i n Quebec around the turn of the 

century and found a f e r t i l e climate for growth. However, 

the cre d i t union movement did not make much progress i n 

the rest of Canada u n t i l around 1 9 3 5 . 

The c r e d i t union movement i s based on the concept 

of a cooperative. It has been c l o s e l y associated with 

groups of people with common s o c i a l or economic bonds 

or si m i l a r needs and s i t u a t i o n s . 

The cr e d i t union, as mentioned above, makes personal 

loans only to members. The borrowers often are required 

to have a savings account equal to a certain percent of 

the loan. Some credit unions have p o l i c i e s requiring 

the savings to be increased during the loan."^ 

Personal loans granted by credit unions are secured 

by cosigners, and chattel mortgages; many provinces give 

c r e d i t unions a statutory l i e n on the shares and deposits 

of borrowers and cosigners. 

Credit unions do make some unsecured "character" 

loans, but the amount i s very small and most statutes 
2 

l i m i t the maximum amount (from $ 2 0 0 to $ 5 0 0 ) . 
The c r e d i t union, by r e s t r i c t i n g i t s lending to 

•""Grilles Mercure, Credit Unions and Caisses Populaire; 
Report to Royal Commission on Banking and Finance (Ottawa: 
Queen's Printer 1 9 6 2 ) , p. 1 2 0 . 

2 I b i d . , p. 119. 



members, i s i n a good po s i t i o n to assess the borrower's 

cred i t worthiness. Usually, the i n d i v i d u a l i s known to 

the management. This helps to offset the lack of pro

f e s s i o n a l c r e d i t management and the benefits of a 

national organization for c o l l e c t i o n . This may be one 

reason the delinquency rates f o r credit unions, as a 

whole, are low. 

Several factors are of intere s t i n the credit union 

environment. The low rates of interest are made possible 

by a low cost of funds (deposits). Competition f o r 

deposits and savings, such as i s occurring now and has 

occurred i n the past few years, may force these rates up. 

Another aspect i s the continued growth of cred i t 
3 

unions. One investigator forecasts a continued growth 

(in spite of some regional signs of f a l t e r i n g ) , but 

q u a l i f i e s this forecast with a "continued favorable 

environment". A comment on the environment i s i n order. 

The credit union has t r a d i t i o n a l l y thrived upon a 

community type of environment. Its patrons are persons 

with a common bond or si m i l a r circumstance. 

The current trend i n the Canadian society seems to 

be towards m o b i l i t y — a trend towards a population with 

no roots. Can the credi t union adapt i t s e l f to a mobile 

population? T̂ he national structure of credit unions i s 

Ibid., p. 1 3 9 
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an organization of highly autonomous, small operations. 

The c r e d i t unions have no "branches" to send a moving 

customer to, and without much improved coordination, 

credit unions could not obtain this type of r e f e r r a l 

service. The above mentioned prophesy of continued 

rapid growth may be questionable. 

Share of the Market 

Competitively, credit xinions have the advantages 

of lower inter e s t charges, combined saving and borrowing 

functions, and the cooperative appeal. Being faced with 

a demand they have not been able to meet, they have 

expanded i n the past to the l i m i t of t h e i r funds. 

However, as mentioned above, they do not have the national 

organization (with i t s coordination) that the large sales 

finance companies, chartered banks, and consumer loan 

companies possess. Being confined to l o c a l operation may 

begin to r e s t r i c t the credit union's growth. 

Chart l\. shows the share of the market held by credit 

unions. The share has been s t e a d i l y increasing from 

under 11 percent i n 1961 to li). percent i n 1965. 

In 1962, credit union membership ranged from 6 per

cent to 15 percent of the population by province. The 

national average was approximately 10 percent. 

Considering the late s t a r t and the r e l a t i v e l y well 

developed f i n a n c i a l structure of the economy, the credit 



union record i s very impressive. 

CHART 1+ 

cent 

SHARE OP CONSUMER CREDIT MARKET 
SERVICED BY CREDIT UNIONS 

-«- Broken l i n e rep
resents an estimate 

1 9 5 7 5 8 5 9 6 0 6 1 6 2 6 3 61+ 6 5 6 6 

Source: Bank of Canada S t a t i s t i c a l Summaries, 
various issues. 

Rate of Charge 

The rates of charge f o r personal loans granted by 

credit unions vary among provinces, and i n some cases 

within a province. The normal or average e f f e c t i v e annual 

itiatei i s 8 , 5 percent to 1 1 percent, but some rates are as 



low as 6 p e r c e n t T h e recent development i n deposit com

p e t i t i o n w i l l probably force these rates up. However, 

credit unions are d e f i n i t e l y one of the lower cost 

suppliers of consumer c r e d i t . 

Chartered Banks 

General Description 

A personal instalment loan was f i r s t offered by a 

chartered bank i n 1936. However, not u n t i l the middle 

of the nineteen f o r t i e s did any of the chartered banks 

enter the personal loan f i e l d formally. The Canadian 

Bank of Commerce was the f i r s t to set up a separate 

personal loan plan. Most of the loans required cosigners. 

This tended to reduce the attractiveness of the source. 

In spite of t h i s , by 191+9, the banks were the major 

supplier of consumer credit i n terms of consumer credit 

outstanding. 

A s i g n i f i c a n t change i n this pattern occurred i n 

1951}- with the r e v i s i o n of the Bank Act. Prior to 195U> 

as stated above, the general rule was to require cosigners. 

Personal credit was advanced as a convenience to customers 

and f o r purposes of goodwill. The X951+ r e v i s i o n of the 

^ I b i d . , p. 127. 

-^Gc'F; Boreham, Changes i n the F i n a n c i a l Structure of  
Canada 1953-1958 (unpublished Ph.D. Dissertation, Columbia 
Univ. 1962), pp.50-51. 

) 
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Bank Act allowed banks to take chattel mortgages on house

hold property. This new security marked the turning 

point f o r several banks, allowing them to compete more 

aggressively f o r personal loan business.' 

The f i r s t aggressive step was taken by the Bank 
7 

of Nova Scotia i n 1 9 5 8 . This bank granted normal direct 

personal loans and i n addition began discounting dealer 

paper. This step brought the Bank of Nova Scotia into 

d i r e c t competition with the sales finance companies. A 

comment has been made to the e f f e c t that while the results 

of the scheme are secret, they have undoubtably been 

favorable.^ 

As well as the type of loans discussed above, the 

chartered banks provide two other types of personal loans. 

These are loans f u l l y secured by marketable s e c u r i t i e s 

and loans to finance home improvement. While the loans 

for home improvement may be considered consumer c r e d i t , 

i n many cases the f u l l y secured loans could not be so 

c l a s s i f i e d . These have not been included i n the "chartered 

bank's supply of consumer cr e d i t " f or purposes of this 

paper. As a matter of i n t e r e s t , the importance of these 
6 I b i d . , p. 5 2 . 

7A.E. Gedge, "Changing Styles i n Consumer Financing," 
The Canadian Banker, LXVII ( I 9 6 0 ) , p. 8 6 . 

8 I b i d . , p. 8 6 . 
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two types of loans are shown i n chart 5» 

CHART 5 

CHARTERED BANK OUTSTANDING PERSONAL LOANS 

3000 
M i l -

01 . . , , . • 
1957 58 59 60 61 62 63 6J4 65 66 

Source: Bank Of Canada S t a t i s t i c a l Summaries, 
various issues. 

Recently, cer t a i n other chartered banks have begun 
9 

to discount dealer paper on a decentralized basis. 

There i s sorae speculation that some of the banks are. 

considering entering t h i s area on a more formal basis. 

The 1967 Revisions to the Bank Act could have a bearing 

on t h i s decision. The consumer credit industry should be 

prepared f o r the future formal entry of the banks into 
^Based on conversations with various bank managers. 



the r e t a i l paper discounting business. 

Share of the Market 

In 191+9, the chartered banks r e l u c t a n t l y held over 

20 percent of the market for consumer c r e d i t . This share 

f e l l to approximately 16 percent i n the mid nineteen 

f i f t i e s as can be seen i n chart 6 . This f a l l was due 

mainly to the increased competition from sales finance 

companies, small loan companies, and credit unions. The 

l a s t ten years have seen a rapid r i s e i n the bank's share 

of the market. The banks have accounted for almost 

1+1+ percent of the growth i n consumer credit from I 960 to 

1 9 6 5 . In 1965 , the chartered banks held approximately 

39 percent of the noncharge account consumer c r e d i t . 

Rate of Charge 

Chartered banks are charging 9 . 5 to 11 percent on 
10 

consumer personal loans. These rates are e s s e n t i a l l y 

the same as those that existed before the 1967 r e v i s i o n 

to the Bank Act. A survey of l o c a l branches was made 

short l y after the r e v i s i o n (June 1 9 6 7 ) . A comparison 

six months l a t e r showed no substantial changes i n rate 

structure, i n the area of consumer loan. 

However, i t was speculated that i n January 1968 , 

when the c e i l i n g on interest rate charges i s l i f t e d , 

A survey of l o c a l chartered bank branches 
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i l a l l rates may tend to move upward. Comments were made 

to the effect that the chartered bank's personal loan 

departments are experiencing a p r o f i t squeeze. Cost of 

funds i s the main cause of this pressure. The future may 

see a r i s e i n interest rates charged on personal loans. 

However, the advantage of deposits as a low cost source 

of funds should a s s i s t the banks i n maintaining t h e i r 

p o s i t i o n of a low cost lender. The analysis i n thi s study 

w i l l assume that the banks w i l l remain as low cost lenders. 

CHART 6 

SHARE OP THE MARKET FOR CONSUMER CREDIT 
SERVICED BY THE CHARTERED BANKS 

Per
cent 

20 . 

30 . 

10 
1957 58 59 60 61 62 63 64 65 66 

Source: Bank of Canada S t a t i s t i c & l Summaries 
various issues"! 

Conversation with various bank managers. 



lj.6 

Small Loan Companies and Licensed Money Lenders 

General Description 

Small loan companies and licensed money lenders 

make cash loans under the Federal Small Loans Act. Thes:e 

sources serve a p a r t i c u l a r segment of the consumer credit 
1 2 

market. It has been stated that the majority of small 

loans are made f o r emergency reasons such as medical, 

l e g a l , and funeral expenses, and for consolidation of 

monthly payments (a form of refinancing). These reasons 

tend to define the small loan company customers as a 

d i s t i n c t segment of the market f o r consumer c r e d i t . 

Chart 7 shows another aspect of t h i s market. A 

s i g n i f i c a n t amount of the small loan company loans are 

to current or previous borrowers. Chart 8 shows that a 

s i g n i f i c a n t percentage (almost half) of the small loans 

made are applied to current balances. These two facts 

further increase the d e f i n i t i o n of t h i s segment of the 

market. 

Another feature of the small loan market i s depicted 

by chart 9 . This shows that small loan companies may be 

moving into larger ( $ 1 0 0 0 to $15>00) loans. This i s 

probably the re s u l t of borrower demand and not at the 

instance of the small loan companies. Regulations are 

•A..E. Gedge, p. 8L\ 
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such that the rate of return on smaller loans i s higher 

than on larger loans. In some instances, small loan 

companies have been accused of dividing a large loan up 
13 

among several companies. In this way, the amount of 

the loan can be held within the greater return range. 

These charges have been denied by small loan companies. 
CHART 7 

SMALL LOAN COMPANY LOAN VOLUME BY TYPE OP BORROWER 

600 
M i l - 1 

l i o n 
Dol
l a r s 

1+00. 

200. 

I960 

Total loan volume net of^ 
outstanding balance 
repayment, 

61 

Toan volume to current 
borrowers net of 
repayment 

62 63 6k 65 

Source: Annual Reports to the Superintendant of In
surance by the Small Loan Companies and Licensed Money 
Lenders" 

J P i n a l Report of the Royg-1 Commission on the  
Cost of Borrowing Money, the"cost of Credit and Related  
Matter i n the, Prov. of Nova Scotia,(Halifax. N.S.1965).p.166. 
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SMALL LOAN COMPANY LOANS 

900 
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l i o n 
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3 0 0 

I960 

Total small loan volume. 

61 

joan volume applied 
to outstanding 
balances 

62 63 61+ 65 

Source: Annual Reports to the Superintendent of  
Insurance by the Small Loan Companies and Licensed  
Money Lenders. 

The above suggests three c h a r a c t e r i s t i c s of the 

market served by small loan companies. The majority of 

small loans are made to current borrowers. This means 

that once a customer borrows from a small loan company, 

he w i l l probably remain on th e i r books for several years. 

His loan may be refinanced two or even three times. The 

second c h a r a c t e r i s t i c i s an indicati o n that a r e l a t i v e l y 

large portion of previous customers w i l l return event

u a l l y , to borrow again. 
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CHART 9 

SMALL LOAN COMPANY REGULATED LOAN VOLUME BY SIZE OP LOAN 

300 

0 I > i • i i L -
1960 61 62 63 61+ 65 

Source: Annual Reports to the Superintendent of  
Insurance by the Small Loan Companies and Licensed  
Money Lenders! 

The t h i r d characteristic, i s the upward movement i n 

loan s i z e . Consumers appear to be demanding larger amounts. 

These three c h a r a c t e r i s t i c s a s s i s t in establishing 

the character of the small loan market, and i n d i s t i n 

guishing i t from other markets. 

Small loan company cr e d i t is made on both a secured 

and unsecured basis. Security usually consists of the 

following: 

1) chattel mortgages 
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2!) endorsed notes. 

3) wage assignments. 

1+) miscellaneous types of security. 

The c h a r a c t e r i s t i c s of the small loan business allow 

the small loan company to u t i l i z e standard procedures and 

methods i n the processing and handling of loans. The 

small loan companies seek e f f i c i e n c y through techniques 

of mass production i n the making of small loans. 

Share of the Market 

The outstandings by type of loan are shown i n chart 1 0 , 

and the share of the t o t a l consumer credit market i s shown 

in chart 1 1 . It can be seen that small loan companies 

and licensed money lenders have succeeded, only to a small 

degree, i n increasing their share of the market over the 

past few years. 

It may be s i g n i f i c a n t that (of the t o t a l small loan 

companies' outstandings) over f i f t y percent are held 

among four major firms (with one firm holding twice as 

much as the other three). The other 50 percent of the 

market i s shared by approximately 85 other firms. 

Rates of Charge 

Maximum rates of charge are specified by the Federal 

Small -^oans Act. Specifications d i f f e r between small 

^Canada, An Act Respecting Small Loans, Rev. Stat. 
1952 , as amended 1956 . 
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CHART 10 

SMALL LOAN COMPANIES LOANf VOLUME BY TYPE OP LOAN 

I . i I __ 
I960 61 62 63 6k 

Source: Bank of Canada S t a t i s t i c a l Summaries, 
various issues. 

loan companies and money lenders. For small loan com

panies the maximum rates of charge permitted are: 

Charge Balance 

2% per month not exceeding $300 

1.5#per month from $300 to $1000 

,5$per month $1000 to $1500 

There are also r e s t r i c t i o n s regarding terms and 

rates but these are the basic r a t e s . 
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CHART 1 1 
SMALL LOAN COMPANY SHARE OP CONSUMER CREDIT MARKET 

1 0 I . . . . . . 

1 9 5 7 5 8 5 9 6 0 6 1 6 2 6 3 6 k 6 5 
Source: Bank of Canada S t a t i s t i c a l Summaries, 

various issues. 

R e t a i l e r s as a Source of Consumer Credit 

General Description 

Retai l e r s have entered the c r e d i t f i e l d i n part as a 

convenience to customers. H i s t o r i c a l l y , r e t a i l e r s were 

among the f i r s t sources of consumer c r e d i t . O r i g i n a l l y , 

credit was granted by the general store and other merchants 

on an informal basis. 

The types of credit offered by r e t a i l e r s are i n f i n i t e 

i n t h e i r variations, but there are b a s i c a l l y three 
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types. The most common form of cred i t i s the 3 0 day 
charge account. This plan i s characterized by a term of 

3 0 days. There i s no carrying charge i n this period, 

and one payment i s necessary. In most cases, this plan 

is used for low value items such as clothing and gasoline. 

No down payment i s made. If the account i s not paid 

within 3 0 days, a service charge i s sometimes le v i e d . 
16 

One study found the consumer generally did not consider 

that purchasing with a charge account was a use of c r e d i t . 

This was probably reinforced by the absence of a service 

charge. However, i t i s undoubtably true that the cost of 

providing 3 0 day credit i s included i n the prices of the 

merchandise. 

In addition to the charge account, or sometimes 

combined with i t i s a revolving cr e d i t feature. This 

allows a consumer a cert a i n maximum credit i n r e l a t i o n 

to the size of monthly payment—the larger the monthly 

payment, the greater the available c r e d i t . The features 

of a revolving charge account are midway between the 

formal charge account and instalment purchase plans. A 

service charge i s l e v i e d , regular payments are required, 

a conditional sales contract may be attached, and a term 
"^The features of each type of credit are condensed 

from Robert H. Cole, Revolving Credit, (Urbana, I l l i n o i s : 
Bureau of Business Management, 1957). 

"^Katona, page 2 3 7 . 



i s i m p l i c i t i n the available credit-payment r e l a t i o n s h i p . 

No dovm payment i s required. This type of credit i s 

used to purchase both low and intermediate value items. 

Thus,- the revolving charge account i s a combination of 

the charge account and the regular instalment credit plan. 

The t h i r d type of credit i s the instalment purchase plan. 

This type of c r e d i t is characterized by down payment, 

fixe d term, regular payments, inter e s t charges, and 

security i n the form of a chatt e l mortgage or a conditional 

sales contract. This type of c r e d i t is used for high 

value items,such as automobiles, f u r n i t u r e , and appliances. 

The majority of the consumer c r e d i t granted by 

r e t a i l e r s i s of the charge account type, as shown i n 

chart 12, In t h i s chart, outstandings are c l a s s i f i e d as 

department store or ,nondepartment store c r e d i t . Non-

department store cre d i t is broken into instalment and 

charge types. The majority of : nondepartment store 

c r e d i t is held by f u r n i t u r e , appliance, radio and t e l e 

v i s i o n dealers as shown i n table VI. The greater portion 

of i t i s i n the form of charge accounts. The other 

c l a s s i f i c a t i o n i s department store credit which i s not 

broken down any further. However, main providers of 

revolving cr e d i t plans.are department stores and mail 

order houses. Revolving credit plans (as compared to 

other types of credit plans) are experiencing very rapid 
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17 growth i n the U.S.A. This may also be true of thi s 

type of cr e d i t i n Canada. Although department store 

credit i s not c l a s s i f i e d by type of credit plan, i t i s 

evident that department stores have experienced very rapid 

growth, with respect to consumer c r e d i t . 

CHART 12 

CONSUMER CREDIT OUTSTANDING HELD BY RETAILERS 

Dol
l a r s 

800-

0 

Department store cre d i t 

Nondepartment store credit 

Nondepartment store 
charge account cred i t 

I960 61 62 6 3 61+ 6 5 

Source: Bank of Canada S t a t i s t i c a l Summaries, 
various issues. 

17 
U.S., Board of Governors of the Federal Reserve 

System, "Developments of Consumer Credit", Federal  
Reserve B u l l e t i n June 1966, p. 774. 
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TABLE VI 

CONSUMER CREDIT HELD BY RETAILERS 
(in m i llions of dol l a r s ) 

Type of R e t a i l e r I960 1963 1966 

Dept. Stores 368 456 603 

Furniture and ap
pliance dealers 195 198 216 

Others* 397 434 445 

does not include o i l company credit cards 

Source:Bank of Canada S t a t i s t i c a l Summaries. 

Share of the Market 

As can be seen from chart 13, credit held by r e t a i l e r s 

has declined i n .terms of share of the market. The i n s t a l 

ment type of credit declined as a percentage of the credit 

held by r e t a i l e r s over the past f i v e years. 

Share of the market considerations are complicated 

by the fact that only a portion of the credit granted by 

r e t a i l e r s i s retained. The rest i s sold to other sources. 

While l i t t l e of the charge account credit i s passed on 

i n t h i s way, the majority of sales finance company consumer 

credi t holdings are obtained from dealers. The decline 

i n the proportion of instalment paper held by r e t a i l e r s 

does not necessarily mean a reduction in instalment paper 

volume, since part of their volume is displayed as sales 
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finance company outstandings. However, since both 

r e t a i l e r s and sales finance companies have l o s t ground 

i n terms of share of the market, there i s some evidence 

that consumers are turning from this type of credit (pur

chase credit) to other types. 

CHART 13 

SHARE OP CONSUMER CREDIT OUTSTANDINGS HELD BY RETAILERS 

25 
Per
cent 

20 

15.1 , . i , , , . , , . 
1957 58 59 60 61 62 63. 61+ 65 66 

Source: Bank of Canada S t a t i s t i c a l Summaries, 
various issues. 

- i Q 

Charges 

Charges on extended charge accounts and revolving 

cre d i t accounts range from 1 percent per month to 1.5 

percent per month on the unpaid balance. Instalment 

• L OBased on a survey of l o c a l r e t a i l credit plans and 
information provided by Federated Council of Sales Finance 
Companies. 



58 

contract rates are in the 20 percent to 30 percent per 

annum range. While i t is not always true, i n many cases 

the 30 day charge accounts and credit card accounts levy 

a 1 percent per month (beyond 30 days) charge while the 

revolving credit plans and budget charge accounts charge 

a higher rate of approximately 1.25 percent to 1.5 percent 

per month. The above places the r e t a i l e r among the more 

expensive sources of c r e d i t . 

Summary 

This chapter has displayed the supply of consumer 

credit (except f o r sales finance companies). A general 

description of share of the market performance and an 

examination of the finance rates was undertaken. 

It i s possible to rank those i n s t i t u t i o n s discussed 

i n terms of cost of consumer c r e d i t . The following 

arrangement places the various sources such that the 

more expensive sources are nearer the top: 

1) small loan companies 

2) r e t a i l e r s 

3) chartered banks 

ii) c r e d i t unions 

Admittedly there may be cases where this ranking i s 

d i f f e r e n t but on the average the leve l s of finance rates 

appear to suggest this order. 

The share of the market performance cannot be so 
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easily classified. Both credit unions and chartered 
banks have made impressive gains in share of the consumer 
credit market. Small loan companies have succeeded in 
holding their share of the market or increasing i t 
slightly. Retailers have lost share of the market for 
consumer credit. 

The next chapter w i l l examine the sales finance 
companies' share of market performance and finance rates 
and attempt to f i t the sales finance company into the 
above reference. 



V . SALES FINANCE COMPANIES 

Introduction 

Sales finance companies purchase certain types of 

credit granted by r e t a i l e r s . The sales finance company 

discounts this credit (referred to as paper) to obtain 

i t s p r o f i t . In this way, the sales finance company i s 

more or less an in d i r e c t supplier of c r e d i t . This gives 

r i s e to a complicating stage between the consumer and the 

supplier of funds. The sales finance company must work 

through the r e t a i l e r . This adds another dimension to 

the cre d i t transaction. The following section w i l l depart 

from the pattern previously followed and w i l l explore 

the r e l a t i o n s h i p between the sales finance company, and 

the r e t a i l e r before examining the sales finance company 

as a source of consumer c r e d i t . This is necessary to 

gain an understanding of the operations of the sales 

finance company, since r e t a i l e r r e l ations are a c r u c i a l 

and fundamental part of these operations. 

Reta i l e r s as a Ljason Between the Consumer and  
the Sales Finance Company 

The r e t a i l e r has three choices in the sales of his 

merchandise. 

1) He can s e l l only for cash or by charge account, 

60 
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2) He can s e l l on instalment and r e t a i n the contract. 

30 He can s e l l on instalment and then, s e l l the contract 

to a sales finance company (or i n some cases to a 

chartered bank). 

This study i s interested i n the thi r d a lternative 

and i n the following section w i l l examine the factors 

bearing on the r e t a i l e r ' s decisions and the e f f e c t of 

those decisions on the sales finance company. 

Finance Charges 

If the r e t a i l e r has no intention of holding the 

paper, the decision regarding interest rate does not have 

the usual b a s i s — t h a t i s to cover cost of funds, r i s k , 

and administration expenses. If the intention i s to s e l l 

the paper, rates may be based upon factors such as sales 

stimulation, the rate of discount, and the weight of the 
1 

dealer reserve. 

Finance rates may be low to stimulate sales i f the 

customer shops for financing. The r e t a i l e r may expect 

no p r o f i t on the sale of the paper. However, this is 

found most often when the r e t a i l e r holds his own paper, 

since i t may be d i f f i c u l t and c o s t l y to discount paper 

with an unusually low finance charge. 

"'"The dealer reserve i s the s e l l e r ' s or r e t a i l e r ' s 
share of the finance charge. It i s accumulated by the 
sales finance company and dispersed p e r i o d i c a l l y to the 
r e t a i l e r . 
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In other cases, sales may be stimulated by high 

finance rates which are meant to subsidize low p r i c e s . 

Prices may be subsidized through p r o f i t on the sales of 
2 

the paper and through the dealer reserve. 

The rate of discount and the extent of dealer 

p a r t i c i p a t i o n i n finance earnings may effect the dealer's 

decision with respect to finance rates. 

Down Payment 

Down payments are of v i t a l importance to the sales 

finance companies. The down payment i s a major deter

minant of the r i s k assumed. The down payment i s the 

borrower's i n i t i a l equity i n the c o l l a t e r a l . It may have 

a bearing on his e f f o r t s to meet the contract and i t 

d e f i n i t e l y provides a cushion f o r the sales finance 

company i n case of default. 

The r e t a i l e r can use low down payments as a sales 

stimulant as i n the case of low finance rates. Lower 

down payments make more consumers e l i g i b l e to purchase 

the item. Thus, the r e t a i l e r may manipulate the size 

of the down payment. Beyond t h i s , a further complication 

arises when the down payment i s a "trade i n " . The r e t a i l e r 

2' 
U.S., Board of Governors of the Federal Reserve 

System, Consumer Instalment Credit, part 2, p, 1+27, 
This study found that, i n some cases, high finance rates 
and the dealer reserve were the major source of p r o f i t 
f o r r e t a i l e r s . 
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may a l l o w l a r g e r t han n o r m a l t r a d e i n v a l u e s , a d d i n g the 

e x c e s s t o the p u r c h a s e p r i c e . T h i s i s e f f e c t i v e l y a 

d e c r e a s e i n the s i z e o f down paymen t . E v e n w i t h o u t t h i s , 

t he c o m p l i c a t i o n o f h a v i n g t o know the p r i c e o f used models 

p l a c e s an a d d i t i o n a l l o a d and r i s k on the l e n d i n g i n s t i 

t u t i o n . The t r a d e i n may d e p r e c i a t e b e f o r e s a l e . T h i s 

a f f e c t s the " c u s h i o n " . The i t e m f i n a n c e d may a l s o 

d e p r e c i a t e . In the case o f a u t o m o b i l e s , t h i s i s v e r y 

i m p o r t a n t due to the r a p i d f i r s t and second y e a r d e p r e 

c i a t i o n o f new c a r s . In many c a s e s t h i s d e p r e c i a t i o n i s 

f a s t e r t h a n the r a t e a t w h i c h the deb t i s a m o r t i z e d . 

R e p o s s e s s i o n i n t h i s s i t u a t i o n can be v e r y c o s t l y t o the 

s a l e s f i n a n c e c o m p a n i e s . 

M a t u r i t i e s 

M a t u r i t y o r te rm o f the l o a n , i n c o n j u n c t i o n w i t h 

p r i n c i p l e , d e t e r m i n e s the s i z e o f t he i n s t a l m e n t p a y m e n t s . 

The p a s t f i n e r e c o r d of b o r r o w e r s has l e d t o a l e n g t h e n i n g 

o f m a t u r i t i e s i n c a r p u r c h a s e c o n t r a c t s . The s a l e s 

f i n a n c e compan ies have been the i n i t i a t o r s o f t h i s t r e n d . 

However , t h e r e i s a s a f e t y r e l a t i o n s h i p between down 

payment and m a t u r i t y , as men t ioned a b o v e . The l o n g e r the 

m a t u r i t y , t he l a r g e r the down payment s h o u l d b e . One o f 

t he ma jo r f a c t o r s i n t h i s r e l a t i o n s h i p i s the d e p r e c i a t i o n 

r a t e o f the i t e m p u r c h a s e d . I n the case o f a u t o m o b i l e 

f i n a n c i n g , the s a l e s f i n a n c e companies would be p a r t i c u -
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l a r l y vulnerable during the f i r s t year or two of the 

contract i f the down payment was not increased. Chart lk 

i s intended to i l l u s t r a t e this point. 

CHART lk 

RELATIONSHIP BETWEEN DOWN PAYMENT, MATURITY AND 
SECURITY VALUE, AND PRINCIPLE OUTSTANDING 

10Q 

Term of credi t 

The f i r s t number refers to the down payment in., 
percent of new car values, the second number (bracketed) 
refers to the term i n years (e.g. 30(k)= 30$ down pay
ment, k year contract). 

Dealer Reserve and Risk Control 

The r e t a i l e r also has control over the sel e c t i o n of 

customer to whom he grants c r e d i t . He can be selective 

or nonselective. The sales finance companies devised 
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the system of dealer reserves to gain a measure of control 

i n t h i s area. This system gives the r e t a i l e r a share of 

the financing p r o f i t s and (in some cases) a share of the 

l i a b i l i t y of bad accounts. 
3 

Thus, the rate of dealer p a r t i c i p a t i o n i s probably 

importantly influenced by the: 

1) l i a b i l i t y of the r e t a i l e r for losses incurred. 

2) repayment record of the r e t a i l e r ' s customers. 

3) i n t e r e s t rate on the loan. 

k) amount of competition f o r the paper. 

The sharing of l i a b i l i t i e s and p r o f i t s gives the 

r e t a i l e r a motive for selective credit granting. The 

r e t a i l e r often i s i n a better p o s i t i o n to assess the 

customer's cred i t worthiness. The r e t a i l e r has f a c i l i t i e s 

to r e s e l l a repossession and a motive for getting the 
top p r i c e . Therefore, a system of dealer reserves was 

k 

created. The reserve i s held by the sales finance com

pany u n t i l i t reaches a c e r t a i n l e v e l at which point 

a l l or a part of i t is paid out to the r e t a i l e r . Default 

losses may be taken from the reserve. This, as mentioned 

above, spreads and reduces the r i s k . 

It i s inter e s t i n g to note that the concept of dealer 
3Ibid., pp. U33-U34. 

^"In some cases there i s also a reserve set up f o r 
the dealer f o r insurance i f this i s sold as a part of 
or i n conjunction with the cr e d i t contract. 
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reserves has introduced a dimension, favorable to the 
r e t a i l e r , i n t o the r e t a i l e r - s a l e s finance company 
r e l a t i o n s h i p s . The r e t a i l e r has found that the extent 
of h i s p a r t i c i p a t i o n i n charges i s a bargaining t o o l . 
The pressure on the sales finance company to increase 
r e t a i l e r p a r t i c i p a t i o n may r e s u l t i n increased charges 
to the consumer. 

F l o o r Planning 
The freedom of the r e t a i l e r to s e l l h i s r e t a i l paper 

to whom he pleases allows him to negotiate another favor 
from the sales finance(company. The r e t a i l e r u s u a l l y 
r e q u i r e s a s u b s t a n t i a l i n v e n t o r y . Durables are t y p i c a l l y 
of high u n i t value ( e s p e c i a l l y the automobile). The 
r e t a i l e r r e q u i r e s funds to finance t h i s i n v e n t o r y . The 
term f l o o r planning a p p l i e s to t h i s f i n a n c i n g . The sales 
finance company supplies the r e t a i l e r with wholesale; 
f i n a n c i n g f o r h i s inventory i n order to obtain h i s r e t a i l 
paper. One study i n d i c a t e d that t h i s f i n a n c i n g was done 

5 

at a l o s s by the sales i i n a n c e company. 
The b a s i c elements of the sales finance company-

r e t a i l e r r e l a t i o n s h i p have been s t a t e d . I t should be 
c l e a r by now that the nature of these elements lend 

^Canadian Economic Research A s s o c i a t e s , Sales  
Finance Companies i n Canada (Toronto: Ryerson Press 
195b 1), p. 3 0 . 
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themselves to n e g o t i a t i o n s and b a r g a i n i n g . E a c h p a r t y 

to the n e g o t i a t i o n s attempts to o b t a i n the most p r o f i t a b l e 

arrangements f o r i t s f i r m . The r e t a i l e r may or may not 

have the i n i t i a t i v e i n s e t t i n g f i n a n c e c h a r g e s , down 

payments , and m a t u r i t i e s . He has the c h o i c e as t o the 

l e v e l o f r i s k he i s w i l l i n g to a c c e p t i n a f i n a n c e d 

cus tomer . The s a l e s f i n a n c e company has c r e a t e d and 

o f f e r e d the r e t a i l e r d e a l e r r e s e r v e s , f l o o r p l a n n i n g , 

and g e n e r a l a d v i c e i n an e f f o r t to o b t a i n the r e t a i l e r ' s 

paper and e x e r t a c e r t a i n degree of i n f l u e n c e on;the 

above mentioned v a r i a b l e s . 

The s a l e s f i n a n c e companies must compete w i t h one 

another on these bases f o r the r e t a i l e r ' s p a p e r . 

S a l e s F i n a n c e Companies as a Source o f Consumer C r e d i t 

G e n e r a l D e s c r i p t i o n 

S a l e s f i n a n c e companies operate i n three main a r e a s . 

The p r i n c i p l e a r e a of o p e r a t i o n and that a r e a of i n t e r e s t 

to t h i s p a p e r , i s the u n d e r w r i t i n g of r e t a i l s a l e s by 

the purchase of the i n s t a l m e n t paper h e l d by r e t a i l e r s . 

S a l e s f i n a n c e companies a l s o p r o v i d e r e t a i l e r s w i t h 

wholesa le f i n a n c i n g o f i n v e n t o r i e s , and p r o v i d e loans 

on a commerc ia l and i n d u s t r i a l b a s i s . The wholesa le 

f i n a n c i n g o p e r a t i o n i s u s u a l l y i n t i m a t e l y r e l a t e d to the 

r e t a i l s a l e s f i n a n c i n g a s p e c t , as was p o i n t e d out e a r l i e r . 
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Commercial and industrial loans are normally not d irect ly 

connected to the other areas of operation. 

The relative importance of each of these aspects of 

sales finance company business can be gained from chart 15. 

CHART 15 
DISTRIBUTION OP SALES FINANCE COMPANY BUSINESS 

100 
Per
cent 

50 

1§60 61 62 63 6k 65 66 
Source: Bank of Canada S ta t i s t i ca l Summaries, 

various issues. 

It can be seen that there may be a slight trend to

wards a. decreased importance for the r e t a i l financing 

business. 

Wholesale finance 
outstanding 

Industrial-commercial 
finance 

Other consumer goo3 
finance 

Passenger car finance 
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A f u r t h e r breakdown o f the r e t a i l consumer i n s t a l m e n t 

paper o p e r a t i o n can be seen i n c h a r t 1 6 . The c h a r t shows 

new and used a u t o m o b i l e s as the main d u r a b l e s f i n a n c e d . 

R e c e n t l y , new a u t o m o b i l e s have grown i n i m p o r t a n c e . 

CHART 1 6 

VOLUME OP CONSUMER RETAIL SALES 
FINANCING BY TYPE OP GOOD 

2 0 0 

1 9 5 6 5 7 5 8 5 9 6 0 6 1 6 2 6 3 6 U 6 5 

S o u r c e : Dominion Bureau o f S t a t i s t i c s , 
v a r i o u s y e a r s . , 
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In 1962, U5 percent of sales finance companies t o t a l 
r e t a i l business was i n new automobiles. The following 

examination of the sales finance company methods of 

operation w i l l be r e s t r i c t e d to automobile financing. 

The automobile i s one of the most expensive durables 

financed, and also constitutes the bulk of the consumer 

financing business done by sales finance companies. 

Concentration i n the sales finance industry i s of 
6 

i n t e r e s t . Estimates have placed the t o t a l number of 

firms i n t h i s f i e l d at 200 or more; however, more than 

half of the business is concentrated i n the hands of four 

larger firms. 

The procedure upon agreement to purchase an automo

b i l e on instalment can vary. The buyer signs a conditional 

sales contract. It may or may not have reference to a 

sales finance company. The contract may then be held or 

sold by the automobile dealer. Usually, the contract 

refers to a s p e c i f i c sales finance company, to which 

payments must be made. The automobile dealer may o f f e r 

the customer a choice of sales finance company contracts, 

or he may select one i f the customer i s unaware of a 

choice and does not inquire. In some cases, the dealer 

may deal with only one sales finance company, giving the 
"Royal Commission on the Cost of Borrowing Money, 

Cost 6T" Credit and Related Matters, p. 190. 
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buyer no choice regarding source of on-premise financing. 

This may be more common among smaller dealers. 

The contract i t s e l f i s usually a form of conditional 

sales contract with an annexed promissory note. The 

promissory note has importance i n terms of security, as 

w i l l be noted l a t e r . 

The contract may or may not have recourse features 

against the dealer. Recourse can operate to af f e c t the 

qu a l i t y of customer that i s granted c r e d i t . P o l i c i e s 

regarding recourse seem to d i f f e r among di f f e r e n t sales 

finance companies. The percent of paper without recourse 

on the books of the major firms appears to vary from 
7 

almost n i l to 50 percent. The actual e f f e c t , on the 

dealer's cr e d i t screening process, a r i s i n g from the 

recourse feature i s d i f f i c u l t to ascertain. It probably 

does help to maintain low delinquency rates. 

The customer can, i n some cases, ( i f he choses) obtain, 

i n conjunction with the contract, l i a b i l i t y and l i f e 

insurance. This i s an important service, not provided 

by the forms of "off-premises" financing. 

With respect to the security and r i s k of the con

t r a c t , several aspects should be mentioned. The contract 

states that the sales finance company i s not responsible 

for s a t i s f a c t o r y performance of the dealer's obligations 
Financial Statements and supplementary data of 

major firms, 1966. 
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to the customer. The promissory note has relevance 

here. The promissory note Is a contract separate from 

the conditional sales contract. Even i f the transaction 

between dealer and consumer is n u l l i f i e d by some aspect, 

such as fraud, the promissory note i s s t i l l v a l i d . The 

consumer has l e g a l recourse against the s e l l e r , but 

not against the sales finance c ompany. This s i t u a t i o n 

has given r i s e to a c e r t a i n amount of c r i t i c i s m of sales 
• 8 

finance companies. 

If a customer i s unable to meet his payments, sales 

finance companies may refinance the purchase over a 

longer period of time, i f possible. In the event of 

default by the borrower, the recourse feature may be 

implemented. This recourse may be i n the form of a 

dealer endorsement of the contract, repurchase agreement, 

or deferred c r e d i t . In addition, default may affe c t 

the dealer reserve. 

If the automobile i s repossessed by the sales 

finance company, a portion of the debt may be recovered. 

If the dealer participates i n the repossession, the sales 

finance company may obtain a larger recovery, and the 

dealer i s not plagued with " s a c r i f i c e sale" competition. 

Sources of cr e d i t other than sales finance companies do 
°Royal Commission on Cost of Borrowing Money, Cost  

of Credit, and Related Matters, p. 19JH 
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not seem to have as w e l l organized and e f f i c i e n t repos-
9 

session procedure. 
The above provides a b r i e f d e s c r i p t i o n of the methods 

of o p e r a t i o n of sales finance companies at the consumer-
r e t a i l e r l e v e l . This i s provided because an a n a l y s i s of 
the competitive s i t u a t i o n w i l l r e q u i r e a knowledge of 
the operating c h a r a c t e r i s t i c s of the sales f i n a n c e company. 
Share of the Market 

The percentage share of the market being s e r v i c e d 
by sales finance companies i s d i s p l a y e d i n chart 17. 
I t can be seen that the period from 1957 to 1963 saw a. 
d r a s t i c r e d u c t i o n i n the share of the market s e r v i c e d by 
sales finance companies. During t h i s p e r i o d , the s a l e s 
finance companies l o s t 10 percent of the market f o r con
sumer c r e d i t . 

While the sales finance companies have l o s t t h e i r 
p r oportionate share of the market, r e l a t i v e to t h a t of 
1957, the chartered banks have gained s u b s t a n t i a l l y . 
A l a r g e p o r t i o n of the chartered bank gain occurred, i n 
loans to i n d i v i d u a l s on the s e c u r i t y of automobiles. 
The r e l a t i v e movements i n the sales finance company and 
chartered bank loans on automobiles are shown i n chart 18. 

The recent growth i n new car sales has created a 

I b i d . , p. 2 0 0 . 
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CHART 17 
SHARE OP CONSUMER CREDIT MARKET SERVICED 

BY SALES FINANCE COMPANIES 

0 
1955 56 57 58 59 60 61 62 63 6k 65 

Source: Bank of Canada S t a t i s t i c a l Summaries, 
various issues, 

growing market for new automobile financing. The 

chartered banks have expanded into this market. The 

sales finance company loans on new automobiles did not 

keep up with the expansion i n sales. 

An examination of the importance of new car f i n 

ancing i n the sales finance company business discloses 

an additional f a c t . Table VII shows that, new automo

bi l e ; financing has increased i n importance since 1957 
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and that used automobile, financing has decreased i n 

importance. 

CHART 1 8 

AUTOMOBILE FINANCE OUTSTANDING BY SOURCE 

1500-
M i l 
l i o n 

10GD 

Dol
l a r s 

500 

Automobile finance 
by chaptered banks 

Automobile finance 
by sales finance 
companies 

I960 61 o2 6*3 SlJ 55 66 

Source: Bank of Canada S t a t i s t i c a l Summaries, 
various issues. 

This f a c t can be combined with the previous i n -
10 

d i c a t i o n that sales finance companies are losing new 

automobile business to the banks to produce an apparent 

paradox. The sales finance companies appear to be con

centrating t h e i r business i n an area i n which they are 
1 0See chart 18. 
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at a competitive disadvantage. However, a possible ex

planation can be offered. It i s possible that the 

growth i n new car sales has resulted i n a r e l a t i v e 

stagnation i n the used car market. This decay or stag

nation may have led to a r e l a t i v e reduction i n the 

used automobile financing business. There i s some i n 

dic a t i o n that used cars are f a l l i n g from favor with the 

11 
consumer. 

TABLE VII 

PASSENGER CAR FINANCING ..BROKEN INTO NEW 
AND USED CAR OUTSTANDINGS 

Year New Car Financing Used Car Financing 

I960 
1961 
1962 
1963 
196k 
1965 

56.5$ 
58.7$ 
59.6$ 
61.0$ 
63.0$ 
6k. 6$ 

43.5$ 
41.3$ 
40.4$ 
39.0$ 
37.0$ 
35.4$ 

Source: Dominion Bureau of S t a t i s t i c s , 63-211, 
various years. 

The p a r t i c u l a r development described above (the 

concentration of sales finance company business in new 

car contracts) may represent a vulnerable p o s i t i o n . 

An increase i n aggressiveness by the chartered banks, 

•"-•̂-A comparison of new and used car sales figures i n 
dicate this may be true. 
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w i t h respect to consumer loans, would have a greater 
impact on new car f i n a n c i n g than on used car f i n a n c i n g . 

Finance Rates and Share of the Market.-There i s 
more or l e s s unanimous agreement on the co n c l u s i o n that 
a m a j o r i t y of the chartered bank's recent gains i n share 
of the market has been due to the lower cost of t h e i r 
consumer c r e d i t . I t i s probably true that the p o t e n t i a l 
market f o r t h i s low cost c r e d i t has e x i s t e d f o r some 
time and that the banks are expanding i n t o i t wi t h l i t t l e 
or no r e s i s t a n c e . 

S e v e r a l p o s s i b l e reasons may be given f o r the banks 
u n i n h i b i t e d gain i n share of the market. In the past, 
sales finance companies have lowered t h e i r r a t e s , or 
r a t h e r , have added lower rates to t h e i r rate s t r u c t u r e . 
This has presumably been i n answer to the bank's 
competition. However, p u b l i c knowledge lags with regard 
to these rates and therefore the p u b l i c may b e l i e v e rates 
to be higher than they r e a l l y are. A f a c t that may have 
added to the p u b l i c ' s misconception i n the past i s the 
a s s o c i a t i o n of consumer loan companies and sales finance 
companies. Each has d i v e r s i f i e d i n t o the other's 
business and the sales finance r a t e may have become 
associated w i t h the g e n e r a l l y higher small loan r a t e . 

12 
In a d d i t i o n , the obvious f a c t that sales finance 

See page i|k and 82 of t h i s paper. 
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rates are higher than bank consumer loan rates a s s i s t s 

the bank expansion. However, the point made above i s 

that t h i s difference may have been exaggerated by the 

consumer. 

Interest Rate Disclosure.-Interest rate disclosure 

i s now a f a c t of business. One can assume that e f f e c t i v e 

l e g i s l a t i o n requiring finance rate disclosure i n terms 

of t o t a l d o l l a r cost, and an annual e f f e c t i v e i n t e r e s t 

rate w i l l exist i n a l l j u r i s d i c t i o n s i n Canada within 

the near future. 
13 

There was some concern regarding the sources of 

consumer credit that were exempt from p r o v i n c i a l l e g i s 

l a t i o n . However, regulations governing chartered banks 

became e f f e c t i v e October 1 6 , 1 9 6 7 . " ^ In this discussion, 

i t w i l l be assumed that a l l consumer c r e d i t sources w i l l 

disclose interest rates and charges on a comparable basis. 

The following are aspects that are relevant to a 

discussion of the effects of disclosure. 

1) Consumer borrowers are quite ignorant of finance rates 

paid as an e f f e c t i v e rate. 

2) Consumers have an i n s t i t u t i o n a l knowledge of finance 

rates, knowing that one type of source charges a 
15 

higher rate than another source. 

•^Ziegel and Olley, p. 150. 

^The F i n a n c i a l p o s t , Oct. l k , 1967 , p. 6 . 

•^Katona, p. 2 3 9 . 
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3) Rate i n f o r m a t i o n , p r i o r t o d i s c l o s u r e l e g i s l a t i o n , 

was p r o v i d e d i n the form of d o l l a r c o s t , d i s c o u n t 

and add-on r a t e s . 

Consumer i g n o r a n c e w i l l p r o b a b l y be reduced by 

d i s c l o s u r e . The d i s c o u n t o r add o n - r a t e s a d v e r t i s e d 

p r i o r t o d i s c l o s u r e l e g i s l a t i o n may become l e s s common, 

the consumer may be p r e s e n t e d w i t h f e w e r r a t e s , and, as 

a r e s u l t , be l e s s confused as t o the t r u e f i n a n c e r a t e . 

The a n n u a l e f f e c t i v e i n t e r e s t r a t e does a l l o w the 

consumer t o compare s i m i l a r i n s t i t u t i o n s and t h e i r r a t e s 

o f c h a r g e . F o r example, a consumer a t t e m p t i n g t o 

compare two s a l e s f i n a n c e company c o n t r a c t s of d i f f e r e n t 

m a t u r i t i e s , or payment r a t e , w i l l be a s s i s t e d by d i s 

c l o s u r e . 

W i t h r e s p e c t t o d i f f e r e n t types o f consumer c r e d i t 

s o u r c e s , and a comparison o f t h e i r r a t e s , the e f f e c t o f 

d i s c l o s u r e w i l l depend on s e v e r a l f a c t o r s . One o f these 

f a c t o r s concerns the consumer's awareness of r a t e d i f 

f e r e n c e s . T h i s was e a r l i e r c a l l e d i n s t i t u t i o n a l knowledge. 

I f consumers b e l i e v e t h a t r a t e d i f f e r e n c e s between banks 

and s a l e s f i n a n c e companies are l a r g e r than t h e y are i n 

f a c t , d i s c l o s u r e may a s s i s t the h i g h e r c o s t l e n d e r s . I n 

any e v e n t , d i s c l o s u r e w i l l a s s i s t the consumer i n com

p a r i n g i n s t i t u t i o n s and t h e i r f i n a n c e r a t e s . 

The f a c t t h a t c o s t i n f o r m a t i o n , p r i o r t o the 
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disclosure requirements, was i n the form of discounts and 

add-on may magnify the effects of disclosure. This can 

be demonstrated by an example. Consider two sources of 

finance, one charging an annual discount rate of 6 per

cent, the other charging a discount rate of 8 percent. 

In terms of discount, the difference i s 2 percent. In 

terms of e f f e c t i v e annual rate the figures are roughly 
16 

doubled becoming 12 and 16 percent. Under this 

comparison the spread may approach k percent. The 

difference i n finance rates i s increased. This doubling 

e f f e c t may also have an i n i t i a l e f f e c t on the demand 

fo r consumer c r e d i t as borrowers and would-be-borrowers 

fi n d out that they are paying unexpectedly high rates. 

The Juster and Shay study concludes that long run 

borrower reaction to disclosure w i l l d i f f e r between 
17 

rationed and unrationed borrower groups. They conclude 

that while rationed borrower reaction may be quite small, 

unrationed borrowers may reduce t h e i r demands f o r c r e d i t . 

It i s further concluded that o v e r a l l reaction w i l l be 

quite small. 

In summary, the effects of disclosure w i l l probably 

be'a short run contraction or reduced expansion i n 

demand for cr e d i t , with l i t t l e or no long term e f f e c t . 
This i s a rough approximation but i t serves to 

demonstrate the point. 

ster and Shay, p. 72. 
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It is possible that no significant share of market 
disturbances w i l l result from disclosure. 

Finance Rates 
Gross Charges.-Along with conditional sales contracts, 

the sales finance companies provide the retailers with 
finance rate tables. These rate tables set the various 
charges for different levels of risk, security, and term 
of financing. A working classification with which to 
examine finance rates is by item purchased, as follows: 
1) new automobiles. 
2) late used automobiles. 
3 ) older used automobiles. 
Lj.) other consumer products. 

A study in July 1966, by the Federated Council of 
Sales Finance Companies provides a few examples of 
finance company charges. Each company sampled entered 
one or more rates for each of the four classes of con
tract. For the 10 companies sampled, the average was 
two rates per company per type of contract. Thus, 
approximately 20 different rates were obtained for each 
contract class. These rates have been averaged and a 
range stated as shown in table VIII. The rates are 
shown as annual "add-on" rates since no terms or 
principles were stated. This precludes conversion to 
effective interest rates. Due to this, the averaged 
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figures are only approximate indicators of rates charged. 

However, a general idea regarding the rates charged by 

sales finance companies can be gained. 

TABLE VIII 

SALES FINANCE COMPANY ADD-ON FINANCE RATES 

Contract 
C l a s s i f i c a t i o n 

..Average 
Rate 

High 
Rate 

Low 
Rate 

New car 8.5 9.7 6.6 
Late model 
used car 9.6 11.8 7.0 
Older used 
car 12.3 18.6 8.6 
Other consumer 
goods 9.8 13.0 1+.5 

Source: Federated Council of Sales Finance Com
panies Instalment Finance Operations Questionnaire, 

A more comprehensive, although less recent study, 
18 

was done i n the Province of Nova Scotia, In this 

study, rates, terms, p r i n c i p l e s , and security were also 

stated. The various methods of stating finance charges 

(add-on and discount) were converted into a common annual 

e f f e c t i v e i n t e r e s t rate. A further breakdown of the 

rates i s shown i n table IX to~table XII. 
Royal Commission on Borrowing Money, Cost of Credit, 

and Related Matters. 
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T A B L E I X 

S A L E S F I N A N C E C O M P A N Y F I N A N C E C H A R G E S I N A N N U A L S I M P L E 
I N T E R E S T R A T E S O N H O U S E H O L D A P P L I A N C E S & F U R N I T U R E 

Finance Charges 
Amount Term 
Financed (months) High Low Average 

$100 6 3k.3 25.7 30.7 
12 31.4 21.0 26.3 

200 .'6 30.9 17.1 22.7 
12 25.9 18.5 21.7 
2i| 26.9 19.2 22.5 

300 6 21.7 
12 20.3 19.2 19.8 
2k 20.5 
36 21.8 20.7 21.3 

500 6 2i{. .0 13.7 . 19.7 
12 25.9 14.7 18.3 
2k 26.9 15.4 19.3 
36 18.3 15.8 17.4 1000 6 2k. 0 17.1 18.9 
12: 25.9 14.6 17.9 
2k 26.9 15.2 18.3 
36 17.5 15.4 16.7 

T A B L E X 

S A L E S F I N A N C E C O M P A N Y F I N A N C E R A T E S I N A N N U A L 
S I M P L E I N T E R E S T R A T E S O N O L D E R U S E D C A R S 

Finance Chars ?es 
Amount Term 
Financed (months) High Low Average 

$500 12 34.7 22.3 30.6 
24 34.6 23.2 29.9 

1000 12 25.0 22.1 23.2 
24 25.3 23.0 23.8 
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TABLE X I 

SALES FINANCE COMPANY FINANCE CHARGES IN ANNUAL 
SIMPLE INTEREST RATES ON NEW AUTOMOBILES 

Finance Charges 
Amount Term 
Financed (months) High Low Average 

$ 5 0 0 1 2 1 8 . 8 1 2 . 5 1 5 . 1 
2 k - 19.9 1 0 . 6 1 5 . 5 3 6 1 6 . 0 1 0 . 8 1 3 . 8 1 0 0 0 1 2 1 8 . 3 1 0 . 2 11+.5 
2 7 19.0 1 0 . 7 1 5 . 0 3 6 17.9 1 0 . 8 l k . 8 2 0 0 0 1 2 1 8 . 1 1 0 . 2 l k . 2 
27 1 8 . 8 1 0 . 7 14.7 3 6 1 7 . 8 1 0 . 9 1 4 . 2 3 0 0 0 1 2 1 8 . 0 1 0 . 2 1 4 . 2 2 k 1 8 . 7 1 0 . 6 1 4 . 7 3 6 17.8 9.9 1 3 . 9 
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TABLE XII 

SALES FINANCE COMPANY FINANCE RATES IN ANNUAL SIMPLE 
INTEREST RATES ON USED LATE MODEL CARS 

Fin ance Charges 
Amount Term 

ance Charges 

Financed (months) High Low Average 

$500 12 25.0 16.6 19.9 
2k 2I+.9 17.3 20.5 36 2I+.9 

1000 12 21.1+ 16.6 19.5 
2k 21.6 17.3 20.1 
36 

2000 12 21.3 16.6 19.2 
3t 

21.5 17.3 19.7 
3000 J O 

12 ' 21.3 16.6 19.2 
2k 21.5 17.3 19.7 

Source for tables IX to XII: F i n a l Report of the  
Royal Commission on the Cost of Borrowing Money. Cost  
of Credit and Related Matters i n the Province of Nova  
Scotia. 

Note: The above were the figures available to the 
Commission i n Nova Scotia i n 1962. 

Components of the Finance Charge.-The various com

ponents of gross finance charges are displayed i n table 

XIII. This breakdown was obtained from k major finance 

companies in the year 1955 and from a broader study i n 

1965. 
The d i v e r s i f i e d nature of the major finance companies 

and the inclus i o n of smaller firms in the 1965 survey, 
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make the two series not p e r f e c t l y comparable. However, 

indications are that since 1955, nonequity funds expense 

may have become a larger component of finance charges, 

e s p e c i a l l y i n the past few years. 

TABLE XIII 

COMPONENTS OP FINANCE CHARGES 

Revenue 
Total revenue from operations 

1955 

100$ 

1965 

100$ 

Costs 
Dealer reserve 
General and Administrative 
Bad Debts 
Insurance 

Total Costs 

16 
19 

7 
2 

W 35$ 

Interest and discount expense 
Net p r o f i t before taxes 31$ 19.5$ 

Taxes 
Net P r o f i t a f t e r taxes 

15 
TcT$ 

8.1 
l l . l $ 

Source: Canadian Economic Research Associates, Sales  
Finance Companies in Canada and Federated Council of Sales 
Finance Companies questionnaire. 

19 
Sales finance company c a p i t a l structure has remained 

r e l a t i v e l y constant over the past 10 years. Therefore, 

i t i s assumed that any increase in the interest and 

discount expense i s probably l a r g e l y due to higher 

interest rates. Cost of nonequity funds can be seen i n 

1 9 A s shown by Bank of Canada S t a t i s t i c a l Summary 
data. 
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table XIV. 

TABLE XIV 

COST OP NONEQUITY FUNDS 

Ye ar Demand Bank 
Loans 

Short Term 
Secured Notes 

Long Terra 
Secured Notes 

1 9 5 7 5 . 7 5 5 . 5 5 . 5 
1 9 6 6 5 . 6 - 6 . 5 6 . 5 1 9 6 7 6 . 0 - 6 . 3 6 . 0 - 6 . 8 6 . 5 - 7 . 0 

Summary 

The discussion of the supply of consumer cred i t i s 

now completed. The question posed at the end of the 

la s t chapter has been answered. The complete ranking 

of sources of supply of consumer c r e d i t , i n terms of cost 

of consumer c r e d i t , i s as follows: 

1 ) small loan companies 

2) r e t a i l e r s 

3 ) sales finance companies 

II) chartered banks 

5 ) c r e d i t unions. 

The most expensive sources are nearer the top. 

With respect to share of the consumer cred i t market 

performance, sales finance companies have l o s t share of 

the market as "impressively" as the credit unions and 

chartered banks have gained share of the market. 
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The d i s c u s s i o n o f t h e h i s t o r i c a l i n t e r a c t i o n 

b e t w e e n t h e s u p p l y o f and demand f o r c o n s u m e r c r e d i t , 

as i t i s r e f l e c t e d i n c h a n g e s i n s h a r e s o f t h e con s u m e r 

c r e d i t m a r k e t h e l d b y v a r i o u s i n s t i t u t i o n s , i s c o m p l e t e d . 

The n e x t s t e p c o n c e r n s t h e f u t u r e i n t e r a c t i o n s b e t w e e n 

t h e s u p p l y o f and t h e demand f o r con s u m e r c r e d i t . T h i s 

q u e s t i o n i s t r e a t e d i n t h e f o l l o w i n g c h a p t e r . 



VL. FORECAST OF THE SHARE OF THE AUTOMOBILE FINANCING 
MARKET THAT MAY BE SERVICED BY THE SALES 

FINANCE COMPANIES ANNUALLY TO 1980 

Introduction 

The preceding analysis has l e f t the implication 

that the sales finance companies may face a declining 

share of the market i n the future. This tentative 

conclusion is mainly based on the bank's aggressive action 

i n the f i e l d of consumer c r e d i t , and the difference in 

finance rates between the sales finance companies and 

the chartered banks. The conclusion necessarily assumes 

this s i t u a t i o n w i l l continue. 

To support this conclusion, the Juster and Shay model 

w i l l be used to generate a prediction of the sales 

finance companies' future share of a p a r t i c u l a r segment" 

of the consumer credit market. 

The Forecast 

The Variable to be Predicted 

The variable to be predicted w i l l be the share of 

the automobile financing market that may be serviced by 

sales finance companies and chartered banks, i n Canada, 

annually to 1980. The share of the market w i l l be 

measured i n terms of outstanding credit at year end. 

89 
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The selection of the automobile financing market 

as the variable i s based on two reasons. The f i r s t 

reason i s that the automobile financing market i s a 

f i n i t e market almost completely divided between one 

higher cost lender (the sales finance company) and one 

lower cost lender (the chartered bank). The amount of 

automobile financing done by other lenders i s i n s i g n i 

f i c a n t . The second reason f o r the selection of this 

p a r t i c u l a r variable i s the a v a i l a b i l i t y of data. 

The automobile financing market i s the main element 

i n the sales finance companies' r e t a i l credit p o r t f o l i o . 

Therefore, the changes i n the automobile segment of 

th e i r business controlr (to a large extent) the fortunes 

of the entire p o r t f o l i o . 

The automobile financing market may or may not be 

representative of the t o t a l consumer credit market. It 

is possible that because of the nature of the automobile 

market, occurrences i n the automobile financing market 

may lead (to a s i g n i f i c a n t extent) changes i n other 

consumer credit markets. However, many of the forces 

acting on the automobile financing market also bear on 

the other segments of the consumer credit marketi 

The Hypothesis 

The Juster and Shay study addressed i t s e l f to the 

consumer's s e n s i t i v i t y to finance rates. Juster and 
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Shay state that consumers may i n the future become more 
1 

sensitive to finance rates, that i s the unrationed group 

of borrowers may grow as a proportion of the population. 

It i s assumed that the unrationed consumer w i l l seek 

lower cost c r e d i t , while the rationed consumer may be 

forced to seek credit from the higher cost lenders. 

The three c h a r a c t e r i s t i c s of unrationed borrowers 
2 

mentioned previously and the above assumption lead to 

the hypothesis. It i s hypothesized that the change i n 

the lower or higher cost suppliers' share of the consumer 

credit market can, i n the future, be predicted by changes 

i n the proportion of the population f a l l i n g i n the un

rationed c l a s s . Changes i n this proportion are r e f l e c t e d 

by changes i n the age ch a r a c t e r i s t i c s of the population, 

and by cert a i n f i n a n c i a l c h a r a c t e r i s t i c s of the popu

l a t i o n . 

The hypothesis consists of two fundamental proposals 

The f i r s t i s that the changes in share of -the market can 

be predicted by changes i n the proportion of the populati 

that i s unrationed with respect to i t s supply of c r e d i t . 

The second i s that changes i n this proportion can be 

predicted by changes i n population c h a r a c t e r i s t i c s . 

The method of prediction w i l l a c t u a l l y skip the 

^Juster and Shay, p. k 6 . 
2 
see page 25 . 
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intermediate step and forecast changes in share of the 

market from changes i n the c h a r a c t e r i s t i c s of the 

population. 

Technique of Forecasting 

The technique w i l l be to obtain rough measures of 

the s e n s i t i v i t y of the automobile financing market to 

changes i n certain population and f i n a n c i a l character

i s t i c s . This w i l l be accomplished by means of a 

regression of past share of automobile financing market 

data, onto the above c h a r a c t e r i s t i c s . 

Establishment of the Relationships-Problem 

A b r i e f look at the past performance of chartered 

banks, i n the f i e l d of automobile financing, i d e n t i f i e s 

a problem i n the establishment of the r e l a t i o n s h i p s . 

A r e v i s i o n of the Bank Act, i n 1954, allowed the 

banks, for the f i r s t time, to take chattel mortgages on 

household property as security for personal loans. It 

is subsequent to this date that chartered banks became 

active i n the automobile financing market. Their 

presence has been f e l t to a s i g n i f i c a n t degree only i n 

the past 10 years. This represents a s t a t i s t i c a l l y 

inadequate time span upon which to e s t a b l i s h r e l a t i o n 

ships between share of the market and population char

a c t e r i s t i c s . This i s e s p e c i a l l y true considering the 
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distance into the future that the variable w i l l be 

predicted. An additional problem i s the f a c t that the 

li k e l i h o o d of a v a l i d r e l a t i o n s h i p existing i n the above 

time period i s remote. The chartered bank's share of 

the market was, during that time, influenced s i g n i f i c a n t l y 

by t h e i r aggressiveness and capacity. The po t e n t i a l 

market for lower cost consumer c r e d i t may have existed 

i n the past. The banks merely expanded into t h i s market. 

The d i f f i c u l t i e s mentioned above have led to the 

decision to use past U.S.A. data regarding sales finance 

companies and commercial banks, i n order to esta b l i s h 

the r e l a t i o n s h i p s . The U.S.A. data i s usable, with some 

small exceptions, from 1939 to date. The commercial 

banks have been i n the f i e l d since 1939. Therefore, 

a greater l i k e l i h o o d exists that the share of the market 

data w i l l r e f l e c t the relationships proposed i n the 

hypothesis. 

The assumption w i l l then be made that the r e l a t i o n 

ships established on the U.S.A. data are applicable to 

the Canadian automobile financing s i t u a t i o n . A forecast 

of the future share of the automobile financing market:! .: 

that w i l l be serviced by the sales finance companies 

w i l l be constructed, using these r e l a t i o n s h i p s . 

It i s admitted that the nature of the assumption 

made above, damages the c r e d i b i l i t y of the forecast. 
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In an e f f o r t to restore some of this l o s t c r e d i b i l i t y , 

a digression i n the form of an examination of the 

assumption w i l l be made. 

Fundamentally, the assumption i s that Canadian 

borrowers w i l l , i n the future, exhibit the same reactions 

(in terms of source of credit selection) i n accordance 

with th e i r changes i n age and income c h a r a c t e r i s t i c s as 

U.S.A. borrowers.did in the past. The elements of this 

assumption are as follows: 

1) It assumes that credit sources i n Canada are s i m i l a r 

to those i n the U.S.A. with respect to difference i n 

finance rates. 

2) It assumes that the c u l t u r a l and s o c i a l foundations 

of each country give r i s e to a s i m i l a r demand for 

c r e d i t . 

The f i r s t element, that of s i m i l a r i n s t i t u t i o n a l 

finance rates, can be evaluated by table XV. 

The second element is f a r more intangible and 

d i f f i c u l t to evaluate. Table XVI shows the s i m i l a r i t y 

between the U.S.A. and Canada data regarding consumer 

credit as a percentage of personal disposable income. 

The p a r a l l e l s i n h i s t o r y that can be established 

between the U.S.A. and Canada are numerous. Both countries 

were developed by European immigrants. Both countries 

suffered a common depression and were involved i n the 
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same major wars. It i s common knowledge that our 

economies are c l o s e l y linked and tend to move together. 

TABLE XV 

CONSUMER CREDIT CHARGES IH THE U.S.A. AND CANADA 

In s t i t u t i o n Average High Low 

U.S. Sales 
Finance Co. 15* 20* 11* 
Commercial Banks 10* . 15* 6* 
Canadian Sales 
Finance Co. 15* 30* 12* 
Chartered Banks i i * 

Note: The Canadian data are estimates based on var
ious sources. The U.S.A. data are based on Wallace 
P. Mors, Consumer Credit Finance Charges, NBER 1 9 6 k . 

It i s submitted that these points w i l l tend to 

support the view that s i m i l a r demand cha r a c t e r i s t i c s 

for consumer credit (as far as e l a s t i c i t i e s with respect 

to finance rates are concerned) may ex i s t . 



96 

TABLE XVI 

CONSUMER CREDIT AS A PERCENT OF PERSONAL DISPOSABLE INCOME 

Year Can. U.S.A. Year Can. U.S.A. 

19k8 7.5 7.4 1958 14.2 14.5 
1 9 U 9 8.3 8.9 1959 15.4 15.4 
1950 9.6 10.1 I960 16.0 15.8 1951 8.0 10.1 1961 16.6 15.8 
1952 10.1 11.3 1962 16.8 16.4 1953 11.7 12.3 1963 17.8 17.4 1954 12.6 12.5 1964 19.5 17.9 
1955 13.8 14.2 1965 20.2 18.6 1956 lk.2 14.7 1966 NA 18.6 
1957 1U.0 14.6 

Source: Bank of Canada S t a t i s t i c a l Summary and 
Federal Reserve B u l l e t i n . 

It i s submitted that these points w i l l tend to sup

port the view that similar demand ch a r a c t e r i s t i c s f o r 

consumer credit (as f a r as e l a s t i c i t i e s with respect to 

finance rates are concerned) may e x i s t . 

Independent Variables 

Juster and Shay describe the unrationed borrower as 

being i n a l a t e r stage of family l i f e and having a 

larger income. 

These cha r a c t e r i s t i c s w i l l be measured as follows. 

Stage of Family Life.-The r a t i o of the number of 
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people i n the following age groups. 

Number of persons 20 to 34 years of age 
Number of persons 35 to 5l+ years of age 

This variable i s assumed to r e f l e c t the stage of 

family l i f e c h a r a c t e r i s t i c s . A l a t e r stage of family 

l i f e i s reasonably well indicated by the 35 to 51+ years 

of age group. The age variable i s a r a t i o of.the two 

age groups because of the problems in forecasting future 

size of age groups as a percentage of t o t a l population. 

In addition, the variable expressed as a r a t i o generally 

covers the entire age group using consumer c r e d i t , and 

is therefore, a better indicator of the stage of family 

l i f e of the potential consumer credit market. 

Median Income of Family Units.-This variable may 

represent the income ch a r a c t e r i s t i c s of the population. 

Median income was chosen on the basis of the a v a i l a b i l i t y 

of data. The family unit was chosen because a. borrower's 

credit need and p o t e n t i a l payment a b i l i t y is usually 

based on the income of his family. This income may be 

larger than the income of the head of the family i f the 

wife works. 

•^Since U.S.A. data is to be used to establish the 
relationships the number of persons i n the 20 to 34 age 
group w i l l be modified as follows: The data for the years 
191+2 to 191+6 is reduced by the number of persons i n 
m i l i t a r y service during this period i n excess of the 191+1 
f i g u r e . The 1951 to 1961+ data are s i m i l a r l y modified 
over the 1950 m i l i t a r y strength. 
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In addition, Juster and Shay described the unrationed 

borrower as having greater l i q u i d assets, however the 

d i f f i c u l t y of obtaining data on the size of l i q u i d assets, 

combined with the high degree of i n t e r c o r r e l a t i o n 

between saving and income, makes i t d i f f i c u l t to u t i l i z e 

this v a r i a b l e . Therefore, i t w i l l be ignored as an 

explanatory variable. This i s not to suggest that the 

size of l i q u i d assets i s not a possible v a l i d d i s t i n c t i o n 

between rationed and unrationed borrowers. 

Establishment of the Relationship 

The data used to establish the relationships is 

U.S .A . data and i s shown i n the appendix on page 

The regressions were approached from two ways. The 

f i r s t approach was to perform a routine least squares 

regression on the data referred to above. The r e s u l t s 

are shown i n the appendix on page 123 

The second approach was to perform an approximate 

graphical regression. This regression was premised by 

the Juster and Shay model. The age r a t i o regression 

c o e f f i c i e n t was r e s t r i c t e d to a positive value, and the 

income regression c o e f f i c i e n t was r e s t r i c t e d to a neg

ative value. The results are shown i n the appendix on 

page 125 

The two approaches provided d i f f e r e n t r esults and 

this problem i s discussed in the appendix. 
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Th© Forecast Results 

The regression equations obtained from the above 

were used to generate a series of predicted shares of 

the automobile financing market going to sales finance 

companies. Canadian data was used for the projections, 

as shown i n table XVII. 

TABLE XVII 

PROJECTED DATA ON INDEPENDENT VARIABLES 

Year Age r a t i o of 20 to 
34 yr. olds to 35 
to 54 yr* olds 

• Median Family Income 
(t-1) 

1966 • .842 $ 5998 
1967 .849 6299 
1968 .891 6613 
1969 .908 6947 
1970 .937 7291 
1971 1.961 7655 
19,72 1.002 8031 
1973 1.037 8441 
1974 1.071 8862 
1975 1.104 9306 
1976 1.133 9771 
1977 1.159 10260 
1978 1.184 10772 
1979 I.204 11311 
1980 1.217 11876 

These projections were obtained as follows: 

1) The age r a t i o projection was obtained from an 
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Economic Council of Canada Staff Study.^ 

2) The projected median family income was obtained by using 

an a r b i t r a r y compounding factor of $ipercent annually 

and projecting the 1961 median family income at t h i s 

rate. 

A l l equations except the one for the period 1939 to 

196k (which includes the war years), predict a f a l l i n g 

share of the market for sales finance companies. The 

equation f o r the period 1939 to 196k is not considered 

relevant due to the economic dislocations that occurred 

in the war period 19k2 to 19k5 i n the U.S.A. 

The various forecasts generated by the equations 

are shown in table XVIII. 

The p r o f i l e of the share of the automobile financing 

market that may be serviced by the sales finance companies 

i n Canada, to 1980 i s shown i n chart 1 9 . 

Summary 

The forecast generated i n this.chapter lends some 

support to the tentative conclusion drawn from the 

examination of the sales finance companies' place i n 

the consumer cred i t market, contained in the l a s t chapter. 

The sales finance c ompanies may lose share of the auto

mobile financing market in the future. 

This forecast assumes that the chartered banks w i l l 
_ _ 
'•''W.M. I I l i n g , Population, Family, Household and Labor  

Force Growth to 1 9 8 0 , Economic Council of Canada Staff 
Study 1 9 , (Ottawa: Queen's Printer, 1967). 
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TABLE XVIII 

FORECASTED SHARE OF AUTOMOBILE FINANCING MARKET THAT 
MAY BE SERVICED BY THE SAIES FINANCE COMPANIES'" 

Least Squares Regression Graphical 
Regression 

Year 1 9 3 9 - 4 1 1 9 4 6 - 6 4 1 9 4 6 - 6 4 1 9 5 1 - 6 4 1 9 5 3 - 6 4 1 9 5 3 - 6 4 

1 9 6 6 4 5 . 3 4 6 . 0 4 6 . 6 4 7 . 9 5 0 . 8 
1 9 6 7 4 2 . 5 4 3 . 3 44.1 4 5 . 5 4 9 . 2 1 9 6 8 3 8 . 9 3 9 . 8 4 1 . 1 4 3 . 0 4 8 . 0 
1969 3 5 . 9 3 7 . 0 3 8 . 4 4 0 . 3 4 6 . 0 1 9 7 0 3 2 . 2 3 3 . 5 3 5 . 3 3 7 . 5 44.4 1 9 7 1 2 8 . 7 3 0 . 1 3 2 . 2 3 4 . 5 4 2 . 5 1 9 7 2 2 4 . 1 2 5 . 8 2 8 . 5 31.5 4 1 . 2 1 9 7 3 19.7 2 1 . 5 2 4 . 7 2 8 . 1 3 9 . 2 1 9 7 4 1 5 . 2 1 7 . 3 2 1 . 0 2 4 . 7 3 7 . 3 
1975 1 0 . 7 1 3 . 0 1 7 . 1 2 1 . 1 3 5 . 1 1 9 7 6 6 .3 8 . 8 13.2 1 7 . 4 3 2 . 6 
1977 1 . 9 4 . 6 9 .3 1 3 . 6 29.9 ' 1 9 7 8 0 . 3 5 . 2 9 . 6 26.9 1 9 7 9 0 0 1 . 2 5 . 4 2 3 . 6 1 9 8 0 0 0 0 1 . 1 1 9 . 8 

'dates are i n c l u s i v e . 

continue to aggressively seek consumer credit business, 

and that they w i l l remain lower cost lenders than the 

sales finance companies. 

While t h i s chapter was not completely successful 

in applying the Juster and Shay model to explain past 

market changes, certain c r i t i c a l areas i n the forecast 

were indicated. The main area that requires more i n 

vestiga t i o n is the s p e c i f i c a t i o n of the age varia b l e . 
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CHART 19 

RANGE OP FORECASTED POSSIBLE SHARE OP MARKET THAT MAY 
BE SERVICED BY THE SALES FINANCE COMPANIES 

60, 
Per
cent 

1966 67 68 69 70 71 72 73 7k 75 76 77 78 89 80 

This p a r t i c u l a r area i s suggested as a possible f r u i t f u l 

area of investigation f o r further study. 

The possible implications of a forecasted loss of 

share of market to the management of sales finance 

companies w i l l be considered i n the following chapter. 



V I I . CONCLUSIONS 

Overview 

The l a s t f i v e chapters have examined the market 

in which the sales finance companies operate. Several 

demand factors were b r i e f l y examined. The various aspects 

of the competition in the market for consumer credit 

were also examined. The forecast i n chapter s i x predicts 

a future consumer population having an increased sen

s i t i v i t y to finance rates. This prediction leads to a 

forecasted decline in the pote n t i a l share of market 

that may be serviced by the sales finance companies. 

With this expectation, how should the competitive 

strategy of the sales finance companies be determined? 

Should the sales finance companies adopt a retreat 

posture, or should they increase their competitive 

strength i n an attempt to hold share of the market? 

The sales finance industry consists of b a s i c a l l y 

two types of firms. One type i s the large d i v e r s i f i e d 

company, of f e r i n g several types of f i n a n c i a l and other 

services to the economy. These firms do the majority 

of the sales financing business. The other type of firm 

is the small company. There are a great number of this 

type, although they do only a small amount of business. 

1 0 3 
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They are usually hot as d i v e r s i f i e d as the larger firms. 

Future changes i n the market fo r consumer credit w i l l 

have a d i f f e r e n t impact on each of these two types of 

firms. The smaller firms may suffer the i n i t i a l e f f e c t 

of the chartered banks' expansion i n the consumer credit 

f i e l d . This p o s s i b i l i t y was stated recently by a sales 

finance industry spokesman.^" The spokesman predicted 

fewer, larger, and stronger finance companies i n the 

future. 

The comments contained i n this chapter w i l l be 

directed at the large, d i v e r s i f i e d firm. These comments 

may or may not be applicable,.to the smaller firms. 

A l l o c a t i o n P o l i c y Decisions_ 

The following section w i l l deal with the a l l o c a t i o n 

of resources within a d i v e r s i f i e d finance company. There 

are two d i f f e r e n t approaches that may be used to con

ceptualize the decision making process regarding the 

a l l o c a t i o n of resources within a d i v e r s i f i e d finance 

company. 

The f i r s t method i s to v i s u a l i z e the various areas 

of operation requiring the firms resources as elements 

in an investment p o r t f o l i o . ' Each element i n the p o r t f o l i o 

has an expected return and a r i s k f a c t o r . The p o r t f o l i o 

The F i n a n c i a l Post. October lb,, 1967, P. 5 
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i s optimized when the expected return i s maximized for 

a r i s k l e v e l consistent with the r i s k preferences of 

the investor. The main objective of d i v e r s i f i c a t i o n 

under th i s reasoning i s to minimize r i s k . 

Viewing a d i v e r s i f i e d firm as a p o r t f o l i o has 

several complicating f a c t o r s . 

1) The rate of return on a p a r t i c u l a r element may depend 

on the amount invested or the resources allocated 

to i t . 

2) The v a r i a b i l i t y (risk) of the return may be d i f f i c u l t 

to obtain, and / or predict. 

3) D i v e r s i f i c a t i o n within a firm may stem from reasons 
2: 

other than a desire to reduce r i s k . 

These factors complicate p o r t f o l i o analysis greatly 

and make i t d i f f i c u l t to apply. 

The second approach to the a l l o c a t i o n of resources 

within the d i v e r s i f i e d finance firm i s based on marginal 

analysis. It may be termed the theory of the firm approach. 

The disadvantage of this approach i s that i t ignores r i s k , 

although i t does have the advantage of s i m p l i c i t y . 

Consider a firm with two divisions call e d A and B. 

^Note that i t may be possible to argue that the 
ind i v i d u a l shareholder w i l l d i v e r s i f y within his port
f o l i o , i n l i n e with his own r i s k preference. Therefore, 
the firm should govern i t s ' actions only i n terms of 
p r o f i t maximization. Hisk reduction may not be an ob
jective i n the d i v e r s i f i c a t i o n decision within the firm. 
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D i v i s i o n A i s the sales finance d i v i s i o n . It i s assumed 

a l l costs are variable i n both d i v i s i o n s . Charts 2D to 

2li' show the t o t a l , average, and marginal costs and 

revenues for each divisions as well as t o t a l and mar

gin a l p r o f i t . By marginal analysis, resources would 

be allocated such that marginal p r o f i t was equal between 

d i v i s i o n s . This can be seen on charts 22 and 23. Assume 

that only a limited amount of resources were available 

f o r a l l o c a t i o n and that t h i s amount was less thanrx+y, 

but greater than x or y. These resources would be 

allocated such that marginal p r o f i t s were equal (for 

instance at points r and s ) . This a l l o c a t i o n would be 

optimal. This can be demonstrated by taking one unit 

from either d i v i s i o n , a l l o c a t i n g i t to the other d i v i s i o n , 

and noting the e f f e c t on t o t a l p r o f i t . By d e f i n i t i o n , 

the reduction i n p r o f i t f o r one d i v i s i o n by the mis-

a l l o c a t i o n would exceed the increase i n p r o f i t gained by 

the other d i v i s i o n . Therefore, the a l l o c a t i o n i s optimal. 

The o v e r a l l optimum operation i s with x+y resources. 

At t h i s optimum, marginal p r o f i t s from both divisions 

are zero. It is i n t e r e s t i n g to note that as resources 

exceeded the x+y l e v e l , i t would pay to d i v e r s i f y further 

and reallocate the resources7•-among three d i v i s i o n s . 

However, this reasoning is complicated i n the short term 

by fixed costs. With fixed costs, the p r o f i t curves 
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CHART 20 

TOTAL COSTS,AND REVENUES 

CHART 21 

AVERAGE AND MARGINAL 
COSTS AND REVENUES 

CHART 22 

TOTAL AND MARGINAL PROFIT 
( d i v i s i o n B) 

CHART 23 

TOTAL AND MARGINAL PROFIT 
(d i v i s i o n A) 

kMP MP 



108 

CHART 21+ 

TOTAL AND MARGINAL •PROFIT WITH FIXED COSTS" 

1) Marginal values i n these charts would be i n terms 
of quantity of resources allocated to the d i v i s i o n , rather 
than units of sales. 

e.g. MC=dC where C equals cost and 
dQ, Q i s a measure of the quantity 

of resources allocated to 
the d i v i s i o n . 

2) The following conditions must apply f o r the 
optimal a l l o c a t i o n of resources as discussed i n the text: 

Q> x 
Q >y 
Q < x+y 

would appear somewhat l i k e chart 21+. In this case, 

d i v e r s i f i c a t i o n would r e s u l t only when funds exceeded 

some point x+y+e. 
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This model can be used i n an examination of the 

d i v e r s i f i e d finance company a l l o c a t i o n of resources-. 

Funds would be allocated such that equal Marginal p r o f i t 

existed between d i v i s i o n s . 

The future, as suggested by the forecast, may see 

the nonsales finance d i v i s i o n s grow more r a p i d l y than 

the sales finance d i v i s i o n . A l t e r n a t i v e l y , the sales 

finance d i v i s i o n may shrink i n s i z e . The results would 

be the same i n that the sales finance d i v i s i o n may 

become r e l a t i v e l y smaller compared to the other divisions 

i n the f i r m . This can be represented by a s h i f t to the 

l e f t of the p r o f i t curve of the sales finance d i v i s i o n . 

The long run effect would be that the finance firm would 

have excess resources. The choice would then be to 

return the excess resources to the shareholders or to 

d i v e r s i f y under the reasoning previously stated. 

This type of analysis r e s u l t s i n the r e j e c t i o n of 

a "stand and f i g h t " p o l i c y by the finance company. If 

the firm were to attempt to engage i n increased price 

and nonprice competition, the result would be a reduction 

i n p r o f i t a b i l i t y . This would be acceptable only i f the 

reduced p r o f i t a b i l i t y were a short term condition. 

It would mean a movement down the p r o f i t curve to the 

rig h t and would represent a misallocation of funds. 

The l o g i c a l p o l i c y in the l i g h t of the predicted 

loss of share of the market may be to contract the sales 
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finance d i v i s i o n ( r e l a t i v e to other d i v i s i o n s ) , and / or 

increase d i v e r s i f i c a t i o n . 

It i s possible that both the p o r t f o l i o approach 

and the theory of the firm approach would indicate an 

increased d i v e r s i f i c a t i o n strategy. This strategy would 

originate from two main effects of d i v e r s i f i c a t i o n . 

1) reduction of o v e r a l l r i s k by d i v e r s i f i c a t i o n . 

2) since the return from each d i v i s i o n varies with the 

amount of resources allocated to that d i v i s i o n , there 

may exist l o g i c a l reason for d i v e r s i f i c a t i o n based 

simply on the desire to maximize p r o f i t s as well as 

the r i s k incentive referred to i n point 1, 

What has the sales finance company strategy been 

i n the recent past? Prom the surface, sagging p r o f i t 

margins and lower finance charges (charts 25 and 26) 

appear to indicate that sales finance companies have i n 

general been s a c r i f i c i n g p r o f i t s for volume. However, 

closer examination has shown that only i n the l a s t two 

or three years have operating costs begun to r i s e , r e l a t i v e 

to revenues. The main reason for the poor p r o f i t per

formance appears to have been the high cost of funds, as 

i s shown i n table XIX. This i s interpreted as in d i c a t i v e 

of a p o l i c y based primarily on p r o f i t maximization and 

not on an index of share.of market or volume. 
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CHART 25 

RANGE OP FINANCE CHARGES ON NEW AUTOMOBILE 
BALANCE OF $2000 OVER 30 MONTHS 
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300. 
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CHART 26 

RANGE OF FINANCE CHARGES ON NEW REFRIGERATORS 
BALANCE OF $300 OVER 2k MONTHS 

80 
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1958 59 60 61 62 63 61+ 65 

Based on Federated Council of Sales Finance Companies 
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TABLE XIX 

EXPENSES AND NET PROFIT OF SALES FINANCE COMPANIES 
AS A PERCENT OF GROSS REVENUES 

19.62 •'-•1963 196k 1965 
Gross Revenues 100.0 100.0 100.0 100.0 
Cost of non
equity funds 39.3 U2.6 k5.2 45.5 
General Admin. 29.0 28.5 27.8 28.7 
Bad Debt » 
Expense k.6 3.7 J+.5 6.2 
Taxes 12.k 11.1 9.'5 8.1 
Net Earnings 15.3 lk.1 13. h 11.2 

Source: Data supplied by the Federated Council of 
Sales Finance Companies. 

D i v i s i o n a l Optimization 

If the previously discussed a l l o c a t i o n decision has 

been made, the competitive posture of the sales finance 

d i v i s i o n would already be determined. The primary 

objective of the d i v i s i o n would be a d i v i s i o n a l maxi

mization of p r o f i t . Any measure of volume as an objective 

or goal would be unacceptable since i t would not auto

matically lead to an optimum a l l o c a t i o n of resources and 

resultant p r o f i t maximization. 

This section w i l l consist of speculations regarding 

the suboptimization within the sales finance d i v i s i o n . 
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The previous chapters may serve as a background to this 

speculation. An examination of the fundamental variables 

i n the operation of the sales finance d i v i s i o n ( i n com

p e t i t i o n with other types of sources of consumer finance) 

may provide a clearer view of some possible alternative 

competitive strategies regarding the future. 

An examination of the various sources of supply of 

consumer credit was made i n chapters four and f i v e . 

These chapters indicated that (to a great extent) the 

various sources have specialized in certain segments of 

the consumer cred i t market. The credit unions, and 

small loan companies serve r e l a t i v e l y d i s t i n c t and 

separate segments of the market. In the case of the sales 

finance companies and the chartered banks, there appears 

to be an overlap of markets. The conclusion drawn from 

this observation i s that, at the present time, the 

chief competition facing the sales finance companies i s 

from the chartered banks. 

Previous discussion should have indicated that the 

main competitive advantage that the chartered banks hold 

over the sales finance companies is the lower finance 

rates. The reason consumers are borrowing from the 

banks and not from the sales finance companies i s that 

i t i s cheaper to do so. This may be interpreted as 

meaning that the consumer does not consider the additional 



services offered by 11 on premises sales financing" worth 

the a d d i t i o n a l cost. This presents the sales finance 

company with two possible alternatives with respect to 

competition. The sales finance;:company can increase 

the attractiveness of the services offered (both at the 

point of purchase and follow-up services) or the sales 

finance company can reduce the cost of c r e d i t . Both 

alternatives may,bring the value of the services offered 

by the sales finance company and the cost of these 

services, closer together i n the eye of t he consumer. 

However, these measures must not r e s u l t i n a reduced 

p r o f i t for the sales finance company, or d i v i s i o n . If 

p r o f i t s f a l l , the measures would be incompatible with 

the previously discussed a l l o c a t i o n reasoning. That i s , 

i f these measures res u l t i n reduced p r o f i t , they are not 

acceptable as a means, of increasing the share of the 

market. 

In a l l p r o b a b i l i t y , both measures, employed 

separately or i n some combination, would r e s u l t i n 

reduced p r o f i t . Increasing the attractiveness of the 

services offered would probably re s u l t i n increased ex

penses. Reduced finance rates would probably r e s u l t i n 

a f a l l i n revenues. 

Therefore, both measures must be accompanied by 

o f f - s e t t i n g e f f e c t s . A possible area where savings could 

t h e o r e t i c a l l y be achieved i s through a reduction i n 
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other expenses; p a r t i c u l a r l y these savings might be 

achieved through a reduction i n the cost of funds. 

The foregoing i s not a p r e s c r i p t i o n to increase 

the p r o f i t a b i l i t y of a sales finance d i v i s i o n . Only 

the p r a c t i s i n g manager can pass an opinion on whether 

savings i n the above areas could be achieved. The 

above discussion i s simply an e f f o r t to systematically 

examine the main elements in the problem of sales finance 

company competitive strategy determination. 

I f , as the preceding chapter suggests, the sales 

finance c ompanies are facing a long term decline i n 

share of the market, the main concern of management may 

be a r e d e f i n i t i o n of the primary services offered by the 

company. 

The sales financing of consumer purchases w i l l remain 

as an important service to consumers, i n spite of a f a l l i n g 

market share. The u t i l i t y of on-premises financing of 

consumer purchases by sales finance companies w i l l depend 

upon the services offered and the rates charged. 

Assuming that this u t i l i t y remains approximately the 

same as the present l e v e l (that i s that the sales f i n 

ance companies can find no way of cutting charges or 

increasing services, without damaging their p r o f i t 

position) the t o t a l outstandings of sales finance com

panies i n 1980 may be of the order of 1.5 to 2 b i l l i o n 
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3 

d o l l a r s . 
The above r e d e f i n i t i o n of sales f inance company 

business appears to be i n progress within the sales 

finance industry. It may be r e f l e c t e d by the strategy 

of d i v e r s i f i c a t i o n that i s being pursued by most large 

firms. D i v e r s i f i c a t i o n has occurred into the following 

f i e l d s . 

1) small loan business, 

2) i n d u s t r i a l and commercial financing 

3) factoring 

k) mortgage lending 

5) interim financing for r e a l estate and construction 

projects 

6) property and equipment leasing 

7 ) mutual funds 

8) miscellaneous 

9) foreign investments,. 

In addition, some companies have working agreements 

with firms i n other industries (e.g. with mortgage loan 

companies i n order to provide high r a t i o mortgages). 

Concluding Comments 

This study was intended to undertake a general 

3 
This figure was obtained by a simple extrapolation 

of current growth rates. 
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survey of the demand f o r and supply of consumer c r e d i t , 

study the past and possible future interactions 

between t h i s supply and demand, and discuss the i m p l i 

cations of these interactions to the management of 

sales finance 'companies. 

Chapters two and three dwelled on the demand f o r 

consumer cred i t and emphasized the consumer's s e n s i t i v i t y 

to finance rates. 

Chapter four and f i v e dealt with the supply of 

consumer c r e d i t and interactions i n the market f o r th i s 

c r e d i t . Share of the market serviced by each source of 

cre d i t and the p a r t i c u l a r source's range of finance 

charges were stated. This represents the analysis of 

the past i n t e r a c t i o n between the supply of and demand 

fo r consumer c r e d i t . 

Chapter six disclosed d i f f i c u l t i e s in using the 

past market interactions to forecast future possible 

shares of the market but a forecast was eventually con

structed showing a possible future decline i n the sales 

finance companies share of the market (automobile 

financing). 

Chapter seven discussed the implications of this 

forecast f o r "the management of sales finance companies. 

The conclusions drawn indicate that the dynamic nature 

of the market for consumer c r e d i t , and the highly com-
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p e t i t i v e supply of such credit presents the management 

of sales finance companies with a d i f f i c u l t task. Added 

to this i s a changing background of regulations and 

economic conditions. In t o t a l , these factors indicate 

that the management of sales finance companies face a 

c r i t i c a l r e s p o n s i b i l i t y to comprehend the nature of and 

changing c h a r a c t e r i s t i c s of the demand f o r their 

resources. Their companies have a v i t a l , unique, and 

necessary role to perform i n the Canadian economy i n 

the immediate future. Equally they are concerned to 

i d e n t i f y the nature and ch a r a c t e r i s t i c s of exis t i n g and 

emerging sources of c onsuraer cre d i t and the effect ',of 

these sources on the sales financec ompanies' competitive 

p o s i t i o n . 
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APPENDIX 

Regressions 

This appendix i s intended to state and discuss the 

regression r e s u l t s . Hoxtfever, i t w i l l be useful f i r s t 

to state the objective of the forecast and regressions. 

The objective i s to apply the Juster and Shay hypothesis 

to obtain a prediction of the lower and higher cost 

lenders' shares of the consumer credit market. The 

automobile financing market was chosen for reasons 

previously stated. 

Thel forecast and regressions are not intended to 

support or invalidate the Juster and Shay ideas. The 

regressions and data are considered far too unsophis

ticated to be used i n this manner, as w i l l be pointed 

out."'" The empirical test used by Juster and Shay i n 

t h e i r study i s considered f a r more useful for this 

purpose. 

The Regression Equation 

The regression equation used i s of the following 

form. S = K+B]_Xi + B2X2V 
where S = share of the automobile financing market 

serviced by the sales finance companies 
i n percent 

see page 125. 
122 
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K = a constant 

X]_= age r a t i o = number of 20 to 3k year olds 
number of 35 to' 5k year olds 

X 2= median annual income of families and related 
individuals of previous year. 

The past U.S.A. data (table XX) was used to construct 

a series of forecasting equations of the form l i s t e d 

above. 

Regression Results 

A. Least Squares Regressions 

1) Por the period 1939 to 196k 

S = -70.6 + 126.8x1 + 0 . 0 0 5 X 2 

R 2= 0.5k 
2) Por the period 1939 to 19kl, 19k6 to 196k 

S = 128.6 - 56.2X-L - 0.006X2 

R 2= 0.77 
3) Por the period 19k6 to 196k 

S = 125.5 - 53 . 8X X - 0.006X2 

R 2= 0.60 
k)For the period 1951 to 196k 

S = 112.6 - 3k.3X1 - 0.006X2 . 
R 2= 0.81 

5)For the period 1953 to 196k 

S = 99.7 - 8.8X2 - 0 . 0 0 7 X 2 

R2=0.S7 
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TABLE XX 

THE HISTORICAL DATA (U.S.A.) 

Share of Auto. 
Pin. Market Age Median Family 

Year Serviced" by- Ratio Income i n 
Sales Pin. Co. Dollars 
i n Percent ( t - 1 years) 

s x.i X 2 

1939 69.3 .976 1100 
191+0 67.8 .976 1231 
191+1 63.0 .971+ 131+8 
191+2 1+6.2 .859 1500 
191+3 25 .0 .712 1700 
191+1+ 22.0 .61+3 1950 
1945 10 .0 .621 2388 
191+6 5.7 .865 21+45 
191+7 51+. o .938 2548 
191+8 56.3 .931 3033 
191+9 61.8 .922 3140 
1950 59.7 .889 3107 
1951 59.0 .863 3319 
1952 58.0 .836 3709 
1953 58.0 .825 4889 
1951+ 6 0 . 0 .811+ 4223 
1955 61.0 .811 4197 
1956 6 0 . 0 .792 4420 
1957 58.5 .779 4788 
1958 56.7 .766 4978 
1959 55.7 .720 5045 
I960 51+.l .71+1 5417 
1961 52.1+ .71+1 5625 
1962 5o.li .71+0 5744 
1963 1+8.6 .738 5940 
1961+ 1+5.7 .750 6265 

Source: Federal Reserve B u l l e t i n , various issues and 
S t a t i s t i c a l Abstract of the United States. 

http://5o.li
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B, Graphical Regressions 

l)Por the period 1953 to 196k 

s = 6 7 . 2 + 33.3XX - . 0 0 7 k x 2 

R 2= 0.88 

The regression equations f o r the period 1953 to 1961+ 

are probably the most relevant for forecasting purposes 

i n that they are based on data closer to the future, i n 

time, than the other regressions. However, they are 

based on less data and therefore less r e l i a b l e than 

the regressions on the other periods. 

The fundamental difference between the least squares 

and graphical regression rests in the c o e f f i c i e n t B-̂ .. 

The least squares regression produces a negative 

c o e f f i c i e n t while the graphical regression contains a 

positive one. 

Conceptually this represents a c o n f l i c t regarding 

the rationed and unrationed borrowers age description. 

The least squares regression seems to disagree with the 

Juster and Shay suggestion that unrationed borrowers are 

i n a la t e r stage of family l i f e . However, as mentioned 

e a r l i e r , there may be inaccuracies in the p a r t i c u l a r 

age r a t i o as a;measure of stage of family l i f e d i s t r i b u t i o n 

of the population. One of these inaccuracies may have 

resulted i n the apparent c o n f l i c t . This inaccuracy 

may be a re s u l t of the possible change i n the spending 

power held by persons i n the 20 to 3k years of age group 
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over the 1939 to 1961+ p e r i o d . I t i s suggested that the 
r e l a t i v e spending power of t h i s group increased over 
the p e r i o d , as compared to the "35 to Sh year old group. 
This would tend to d i s t o r t the h i s t o r i c a l r e l a t i o n s h i p s , 
and could produce the problem r e f e r r e d to above. 

Un f o r t u n a t e l y the complexity of the forces at work 
and the u n a v a i l a b i l i t y of data preclude a l l o w i n g f o r 
t h i s p o s s i b l e inaccuracy i n the d e f i n i t i o n of the age 
v a r i a b l e , i n a f o r e c a s t of t h i s nature. 


