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ABSTRACT

A brief survey of the supply of and the demand for
consumer credit in Canada discloses a dynamic situation.
The increasing income of the Canadian population,among
other factors,has brought about changing conditions in
this market, One of the most significant changes may
be the increased sensitivity of the consumer to finance
rates and interest charges.

This increase: in consumer sensitivity to finance
rates may explain the past changes in shares of the
consumer credit market that are serviced by the various
financial intermediaries, The most significant sharse
of consumer credit market changes have been the gains by
the chartered banks and credit unions and the loss
experienced by the sales finance companies, This may
represent a consumer borrower switch from a higher cost
lender (the sales finance companies) to lower cost lenders
(the chartered banks and credit unions). This switch
may be explained by an incrsase in consumef sensitivity
to finance rates,

A model developed by F. Thomas Juster and Robert
P, Shay,predicting increased consumer sensitivity to

finance rates,is used to forecast future possible share

ii



of consumer credit market that may be serviced by sales
finance companies, The results are a forecasted decline
in the share of a pafticular segment of the consumer
credit market that may be serviced‘by the sales finance
companies.

This forecast is the basis for a discussion of
stratégy and policy decisions that must be made by the
management of sales finance companies,

‘Some of the alternative strategies are explored.
The conclusion reached is that the sales finance com-
?anies will have a difficult time forestalling a loss
in share of the consumer credit markét. Their most pro=
ductive competition strategy may be to concentrate their
resources in particular segments of the consumer credit
market that are not immediately accessable to the lower
cost lenders, Sales finance companies may also find
that a strategy of diversification, within and without

the consumer credit area, is productive.
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I. INTRODUCTION

Consumer credit is suddenly a significant fact in
our economy, In the reiétively short time since 1948
consumer credit outstandings have grown almost ninefold,
This represents an average annual growth of al@ost
50 percent over the 1948 figure,

Almost everyday the public is presented with an ig=-
sue fhat touches consumer credit, from the collapse of
the Atlantic Acceptance Company to the debate on dis-
closure, While several studies have been completed in
the past several years, there still exists an unfortunate
lack of ddta and information on consumer credit in Canada.,

The objective of this study is to analyze the inter-
action of the supply of and demand for consumer credit,
with a visw to ascertaining the role of the sales finance
compaﬁy in this market, The main element about which this
analysis will revolve is the finance rate and its impor-
tance to both the supply and demand side., However, other
factors enter into the interaction in the market for con-
éumer credit and therefore, as well as an emphasis on the
importance of finance rates, a general survey of other
aspécts of importance to the consumer credit market will

be undertaken,



The paper will have four main parts., The first
being a discussion and description of the demand for
consumer credit, with an emphasis on the consumert's
gensitivity to finance rates., The second part will be
a survey of the main sources of consumer credit and an
examination of the competition between these sources in
terms of changés in share of the consumer credit market
held, This examination of 6ompetition will represent
the analysis of the past interaction of the supply of
and demand for consumer credit, The third element will
be a forecast of possible future interactions in one
particular segment of the consumer credit market--the
automobile financing market,

The fourth and final part of the study will consist
of conclusions based on the first three parts, These
conclusions will 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,



Social and Economic Bases for Consumer Credit

Consumer credit may be defined as the credit accepted
when an individual purchases goods or services for con-
sumption, The Dominion Bureau of Statistics includes
personal loans, instalment credit, and charge accounts in
their measures of consumer credit, Mortgage credit is
excluded from the Dominion Bureau of Statistics definition
of consumer credit., Thersfore, the goods and services
previously referred to exclude housing.

Consumer credit has two fundamental dimensions-~-
the dollar amount and the time or term of the credit,
Credit introduces several additional factors into ex-
change transactions, It adds time, risk, and interest,
The addition of a time factor allows the consumer to gain
more flexibility in his purchases, He can receive the
use of a good or service at one time, and pay for it over
subsequent periods, When this is applied to several goods,
the consumer can "bunch" his purchases. This is quite
different from the savings method of purchase, whereby
one accumulates funds (by building savings) over a span
of time, and obtains the use of the good at the end of
the accumulation period.

When this ability to shift the timing of the pur-
chase is considered with t he pattern of income and cash

dispersement of a family passing through the various



stages of life, the utility of consumer credit is apparent
(see chart 1). During the early years of family 1life,
cash outflows outstrip income due to the expenses of
setting up a marriage, household, and family. Prior to
this century, this load was handled by either the "nest
egg" (saved up before marriage) or the purchases were
postponed, The later years of family life gee a rising
income and falling cash dispersements as the family grows
up, is educated and leaves home, Credit effectively
shifts this cash dispersement curve, making it conform

more with the income curve,

CHART 1

INCOME AND CASH OUTFLOW PATTERN AND STAGE
OF FAMILY LIFE. :

dol-
lars

income

cash
dispersement

initial
household
expenses

stage of family life



Consumer credit allows our mass producing industries
to cultivate an orderly demand of the size necessary to
support mass production. This is most graphically shown
in the history of the automobile, It has been estimatedl
that without consumer credit, the lowest priced automo-
bile in the U.S.A., today might cost $7000.

At the present, as in the past, a controversy exists
as to the economic effect of credit, Does it stabilize
or destabilize our economy? Shouid consumer credit be
regulated to a greater degfee by government?

Consumer credit expansion, it is generélly agreed,
has a stimulating effect on the economy. Whether or not
this is a destabilizing stimﬁlation is unclear, and
probably dépends on the specific gituation. Some auth-
orities2 argue that instalment payments act as a method

of forced saving and that it is therefore, a stabilizing

force,

1Jacob S. Ziegel and R.E. Olley (Ed.), Consumer
Credit in Canada, Proceedings of a Conferenceé on Gonsumer
Credit (Saskatoon: Univ., of Sask., 1966), P. 50.

2Wilbur C, Plummer, ™Social and Economic Consequences
of Buying on the Instalment Plan," The Annals of the Am-
erican Academy of Political and Social Sclence (Jan. 1927)
The instalment plan is viewed in this article as a com-
mitment made by the consumer to pay for an item that
woi1ld not otherwige be purchased, If the productive 1life
off.” the item exceeds the total payment period, saving
results,




Other argument33 bring out that consumer credit
encourages consumption when and where it would not other-
wise occur thus giving rise to a type of anti-saving and
possible overspending. These arguments view consumef
creditvas nonproductive and nonselfliquidating, as opposed
to credit used to purchase capital goods.

L

However, recent arguments™ have applied traditiomal
investment theory to consumer credit. These arguments
consider investment in durable consumer goods as "pro-
ductive", These investments do not normally offer the
usual financial return, (although where purchases of
durable goods replaces a previously purchased service, a
financial return may occur) rather their return is meas-
ured in terms of utility and satisfaction, This return

5

has been estimated” as high as 75 percent per year over
six years on a television set purchased by a family of

four, Thus, an analytical parallel is established between

3George Katona, The Mass Consumption Society (New
York: McGraw-Hill Inc. 196L), p. 245.

MF. Thomas Juster and Robert P. Shay, Consumer
Sengitivity to Finance Rates: An Empirical and Analytical
Invegtigation (New York: National Bureau of Economlc
Research 196L), p. 8.

5J.V. Poapst and W.R, Waters, "Rates of Return on
sumzr Durables," Journal of Finance, XIX (Dec. 196L),
p. 677.




investment in capital goods and in consumer durables, It
is upon this parallel that a consumer borrower model 1is

introduced later.

6Juster and Shay, pp. 10-17.



IT. A GENERAL DESCRIPTION OF THE

DEMAND FOR CONSUMER CREDIT

Introduction

The importance of consumer credit in the structure
of our ecohomy, as discussed in the last chapter, is
reflected by a large demand for consumer credit., The
actual magnitudes of outstanding consumer credit will be
stated in chapter four. However, the various general
characteristics of demand are of interest as a prepar-
ation for discussion of the interaction of the supply
of and demand for consumer credit,

This chapter will discuss briefly three aspects of
the demand for consumer credit, The first aspect is a
description .of several environmental factors affecting
the use of consumer credit (discretionary income, the
age composition of the ﬁopulation and other factors).,
The second aspect of demand concerns the characteristics
of the use of consumer credit, 'Questions such ag "What
age group and income group uses consumer credit most
intensively? will be dealt with briefly. The third
aspect will Be the consumert's attitudes towards consumer

credit.



The objective of this chapter is to briefly describe

in a general way the demand for consumer credit,

Environmental PFactors of Significance
in the Use of Consumer Credit

Discretionary Income

One of the most significant trends observable today
is the steady increase in the proportion of cohsuming
units with discretionary income. Various writers® have
defined discretionary income, in the U.S.A., as that
income in excess of 4000 to 5000 dollars per year., For
measqrement purposes, an upper limit of 10,000 to 15;000'
dollars per year is placed on the discretionary income
bracket.

The quantitative description derives from the concept
of discretionary income as income in excess of that re-
quired to satisfy the consuming unit's need for the
neceggities of 1life such as food, cléthing, shelter,
medical bills, and perhaps tranéportation.

The growth of discretionary spending exerts a
definite influence on the market for consumer goods and
services, Manufacturers find that their major problems
are not only cost reduction and product improvement, but

include problems of predicting the fads and whims of the

lsanford S, Parker and Lawrence A, Mayer, "The Decade
of the Discretionary Dollar" Fortune LIX (June 1959), p. 136,
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consumer, Advertising, packaging, and other methods must
be employed to attract the consumer and entice him to buy
the product,

Thus, discretionary income is a source of power to
the consumer. He has the power of discretion, His
choices include whether to buy, when to buy, and what to
buy. He can spend on durables, invest in the stock‘marget,
'spend on leisure, save for his childrents education, or
a. hogt of oﬁher alternatives, He contréls to a greater
extent the rate of spending and can bunch his purchases.2
) In this manner, the consumer's thinking and decisions
become of great importance to the”business world and to
the total economy, Fluctuation:in consumer spending is
now recognized as a significant force in the business
cycle.3

The growth of discretionary income also has a direct
effect on fhe consumer credit market, Technology has
provided durables such as the automobile and household
appliances, These, the consumer has deemed worthy of
his discretiohary dollar, However, many of these items,
including the two mentioned above, are of relatively high

value. This fact has resulted in the birth of the sev-

eral forms of consumer credit required to finance the

2Katona, p. 2L45.
31bid., p. 3.
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purchase of these items, Discretionary income, consumer

behavior and consumer credit have been interdependent

in the past and may continue to be related in the future,
Diseretionary income growth has a possible additional

implication in the area of consumer sensitivity to fine

ance rates, but a discussion of this will be postponed.
The magnitude of the growth in discretionary income

is reflected in the Canadian Taxation Statistics., The

steady increase in the percentage of the wage earners
earning from 5000 to 10,000 dollars per year is indicated
in chart 2. This chart displays the increasing percentage

of tax returns stating income in this range.

CHART 2

PERCENTAGE OF ALL TAX RETURNS FILED WITH
INCOME $5000 TO $10,000 IN 1960
DOLLARS

231
Per-
cent

22
of )
tax
return

21,

20 . . X i
1960 61. 62 63 Year 6L

Source: Canadian Taxation Statigticg, 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 growiné 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 1950, 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 expscted to be in the 1labor force.u Families, whose
head has a lower income, provide a greater incentive fof
the wife to work., The additional income may place the

'family in the discrétionary income group.

Changing Age Composition of the Popﬁlation

%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 24 age
group is expected to increase by 33 percent between 1965
and 1970, The growth is expected to be even greater in
the 1970 to 1975 _period.5 This change is in part due

to the depression of the nineteen thirties and in part

chonomic Council of Canade, First Annual Raview,

a (Ottawa: Queen's
Printer, Dec. 1964), p. 3L. .

5Ibid., 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 will be added to our labor force from 1965 to
1970. This represents a 30 percent ihcrease--tbe
greatest increase of any.industrially advanced country
in the western world., The proportion of people in the
over 30vage group will decline slightly from 1965 to 1970.6

Various types of consumer credit are concentrated
in different age groups. Therefore, population age
ghifts aré important td the conéumer credit market,

Other characterisfics,7 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 household;
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.

l4) increased proportion of the population married at a

young age before savings or the "nest egg" is built up.

61bid., pp. 32-36.

"Board of Governors of the Federal Regerve System,
Consumer Instalment Credit (Washington, Di€: US Government
Printing Office, 1957), part 1 chapter 2.




1

5) continuing flow of new consumer goods from our rapidly

changing technology.

Characteristics of the Users of Consumer Credit

Financial Characteristics

Income.~-In general all studies have concluded that
the majority of consumer credit is outstanding to persons
having an income in the 5000 to 10,000 dollar per year
range.8 As mentioned previously, this is approximately
the discretionary income range. For the most part a
wage below this amount is indicative of a poorer credit
risk, Of course incomes above 10,000 dollars have a re-
duced need for credit, Consumer credit is concentrated
in the middle and upper middle income brackets.

Income Expectations.-studies9 have shown that major

consumer credit fluctuations precede major swings in
the economy., These studies have tended to uphold the -
belief that the demand for consumer credit is tied very
closely to the purchase of durables, Consumer durable

10
demand reacts to expectaticns and, along with consumer

8Report of the Royal Commission on Banking and Fin-
ance (Ottawa:Queen's Printer, 190l ) Table 2-1 p. 17.

9Robert P. Shay, "Major Developments in Consumer
Credit Since the End of World War II," Journal of Finance,

XIX, (May 1966) p. 363.

10Robert Ferber, Factors Influencing Durable Goods _
Purchases3 University of Illinols Bulletin No., 79 (Urbana;
P. 27,
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credit, precedes swings in the economy,

Actual Changes in Income.-The consumers reaction to

actual changes in income depend on the size of the change,
its permanence and other conditions surrounding the
change, In general, the secular gradual increase in
incomes has been accompanied by increased durable goods
purchases and increased debt loads. The increase in debt
has continued into the middle and upper middle income
levels. The debt load has declined above the upper mid-
dle income level,

Liquid or Semiliquid Assets.-A substantial number

of families.using consumer credit, have savings large
enough to cover the purchases, Surveys in the U,S.A.
have found that the proportion of instalment borrowers
with savings was as high as 50 percent.12 These figures
are quoted as an indication of the probable significance
of the segment of Canadian borrowers with savings.
Unfortunately, there is no information immediately
available to demonstrate that the segment of bvorrowers

with savings is increasing.,

Non Financial Characteristics

Age and Stage of Family Life Cycle,-It is quite

llU.S., Board of Governors of the Federal Reserve
System, Consumer Instalment Credit, Part 1, p. 87.

12Katona, p. 235,
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evident. that instalment credit is used by the "young
marfiedsw.l3 The expense of setting up & new household,
coupled with the low initial income of the household
head; helps to explain this oBservation.

Specifically,‘it is true that in Canada (as in the
United States) instalment debt ié most common in families
with children whose head is 20 to 35 years of age; Mort-
gage debt is concentrated in the 30 to 45 years of age

A

range, All strveys agree, in general, on the above
two facts.

Occupations,-Chart 3 is the result of a survey of

users of all 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 is the make up of the Canadian
work force. As can be seen, skilled and semiskilled
workers are the largest occupational class of borrowers;
However, they are also the largest group in the labor
force, Farmers, fishermen, and lumbermen, as an
occupational group; seem to use sales finance company

purchase credit less than other occupational groups. In

yartin R, Gainsbrough (Ed.), American Enterprise:
The Next Ten Years (NWew York: The MacMillan Co,, 1961),
p. 390, A A .

luThe unanimity can be seen in Katona, p. 231, and in
Board of Governors of the Federal Reserve System, Consumer
Instalment Credit, p. 97.
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CHART 3

DISTRIBUTION OF SALES FINANCE C OMPANY
CUSTOMERS AND COMPOSITION OF THE
CANADIAN LABOR FORCE

Source :Federated Council of Sales Finance
Companies,Purchagse Credit and the Salssg
Finance Company (circa 1960),

Percent of Canadian labor force shown by
left bar, Percent of total 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 class,

Consumer Knowledge of Charges,.,-A traditional char-

acteristics of consumer credit users has been their almost
total ignorance of finance rates, The findings in the
studies done by the Survey Research Center at the Univer -
sity of Michigan15 are typical. The results indicate
that consumers have very little 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,

if anything, less informed,

Consumer Attitudes Towards Consumer Credit

Attitudeg.,TPowards Borrowing,.-Studiss in the U.S.A._

have shown that a secular shifit has occurred in consumer
attitudes away from an unfavorable view of credit,
Katona has discovered that the number of favorable
attitudeé toward the use of credit dropped off in older

age brackets and the "drop off" ages differed over time,

In a 1950 survey, the drop off in favorable responses

occurred in the L5 to 50 years of age group; in 1960,

the drop off occurred in the 50 to 60 age group., This

15Katona, pp. 238-241.

161pid., pp. 232-233,
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may indicate that favorable attitudes are not completely
lost}with age.

Favorable reactions toward the use of consumer
credit, with or without qualifiqations, have been growing
in the U,.S.A, (from 50 percent in 1950 to 60 percent in
1960 according to Katona's survey).

Attitudes and reasoning of consumers concerning
consumer credit can be gummarized as follows:17
1) favorable

a)without credit one would have to do without the

article.

b)it appears reasonable to pay for an artiole

while using it,

c)automobileé and certain durables should be paid

for from income and not from savings, which are
for a special purpose such as’old age,
2) conditional
a)depends on size of debt--both large and small,
b)depends on the goods and their purpose--it is
not acceptable to borrow for purchase of clothes
and jewelery.,
3) unfavorable
a)moral arguments,
b)leads to excessive spending and difficulty of

making payments.

171bid., pp. 232-23L.
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¢)cost of the debt,

Katona also found that the following reasons were
given to substantiate the use of consumer crédit when
the consumer held enough liquid assets to cover the
purchase:

1) savings were earmarked for another purpose, .
2) establishment of a credit rating,
3) instalment buyers get better service,

) difficulty of replacing savings.

Summarz

This chapter has indicated several factors that
affect the demand for consumer credit. The environment
in which consumer credit has thrived was described and
was shown to be in a state of change. ‘

Several characteristics of the use of consumer credit
were stated, Consumer credit is concentrated in the
younger families and in those families with middle and
upper middle incomes. Beyond these observations, this
chapter also discussed other factors affecting the use
of consumer credit.

This chapter has provided a partial brief general
description of the:demand for consumer credit._ The next
chapter will deal with another important factor regarding
the demand for consumer credit and should complete the

treatment of the demand side.



III. CONSUMER SENSITIVITY TO FINANCE RATES

Introduction

In the consideration of the demand for consumer
credit, the past chapter considered financial and demo-
graphic factors that bear on this demand. The most
important factor in the interaction of the supply of »
and demand for any commodity or service is the price,

In the interaction of the supply of and the demand
for consumer credit, thils price is the finance rate or
interest charge which the consumer must pay for credit.

This chapter will consider this most important
factor, as it relates:to the demand for consumer credit,
The consumer's sensitivity to finance rates will be
discussed from the traditional view point and from a dif-
ferent view point. This different view ﬁoint consgists
of a consumer model developsed in a study by F. Thomas
Juster and Robert P, Shay., The model, as developed in
the Juster and Shay study, depicts a user of consumer
credit, and attempts to explain the demand for consumer
éredit.

The study is an attempt to modify traditional
thinking regarding the consumer's gengitivity to finance

rates, It also attempts to explain the rapid growth of

21
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the commercial bank and credit union in the consumer

credit field,

The Traditional Model

The traditional thoughtl.has held the consumer to
be highlj unresponsive to changes in finance rates. In
contrast to this inelasgticity, the borrower is believed,
in traditional studies, to be highly sensitive to changes
in the size of monthly payments:., These conclusions were
- arrived at chiefly as a result of thres factors.
1) deductive reasoning.
2) scattered observations.
3) observed lack of consumer knowledge of the rates gnd
| charges,

Deductive Reasoning.-The effect of a change in

interest rates on the size of monthly payments is neg-
ligible compared to the effect of a change in down
payments or maturities, If one assumes that the consumer
is concerned with the éize of his aggregate monthly
payment, then it is relatively simple to demonstrate an
ingengitivity with respect to changes in interest rates.
It is useful to note that this argument has two critical

elements,

‘ lgosttrried Haberler, Consumer Credit and Economic
Fluctuation (Camden, N,J: Haddon Craftsman Inc., 1942),
pp. 100-101,
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1) It assumes the consumer is constrained by or sensitive
to his monthly payment--that he is borrowed to a
sufficient extent that any further increase in his
gize of monthly payment would mean some alternate
meaningful sacrifice,

2) The relative elasticity of demand with respecf to
finance rates may be less than that with respect to
down payment or maturity changes.

2
Informal Observation,-Comparisons have been made

between the actual results oécurring when rates have been
altered, and when down payments or maturitiss have changed,
The significant changes in demand, occurring with altered
maturities and/or down payments, have completely over-
shadowed any results shown when rates are changed,

Lack of Consumer Knowledge.-Several studies3 have

shown that the consumer 1is ignorant of the finance rates
charged, PFrom this, it is assumed the consumer is
unconcerned about rates and therefore is insensitive to

changes in 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

2Board of Governors of the Federal Reserve System,
Consumer Instalment Credit part 1 chapter 7.

3

Katona, 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 ciasses and labels them rationed and unrationed,
This divisionris necessary for analytical purposes., In
reality the gfoups are separated by a continu:s.,

‘The groups are identified by their supply of credit,
The rationed borrower is unable to obtain combinations
of higher interest rate and longer maturity from primary
lenders, even if he wishes to do so. He is 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
is sensitive to maturity changes and down payment changes
but ingensitive to finance rate changes. He is, in this
sense, the traditional consumer credit user,

The unrationed borrower is one wao is not congtrained
by his total monthly payment--to inérease his total
monthly payment would not work hardship on him., The
question then posed is "What is his significant con-
straining factor?" The answer is interest rates, His
level of borrowing is determined by the satisfaction he
gains from the goods obtained through credit and the

interest rates charged for this credit. This consumer
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is not sensitive to maturities or down payment but is
more sensitive to finance rates, |

The conclusions of the Juster and Shay studyh are
based on the predicpioﬁs of thé.model and on an empirical
investigation and test of ﬁhese predictions., A summary
of these conclusions follows,

1) Consumers are not homogeneous with respect to their
gsengitivity to finance rates, A certain segmeht may
be more sensitive to rates than the other., This
segment is the unrationed group and they are not
constrained by the sgize of their aggregate monthly
payments, |

2) The responsive orbunrationed group can be characterized
by a greater degree of wealth and a limited demand
for durable goods. Three probable traits5 of a
spending unit in this particular situation may be:

a)relatively larger income.

b)relatively larger liquid (or semiliquid) asset
reserves,

c)relatively later stage of family life,

The model and conclusions proposed by Juster and

Shay are assumed valid for the Canadian consumer credit

gituation, The Juster and Shay model will be used to

Lyuster and Shay, p. 2.
5Ibid., pp. 33, 36.
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examine the interactions between supply and demand in the
consumer credit market, To justify this assumed validity
would reéuire a separate study and could not be treated
properly as part of this project. IReaders, therefore,
are referred to the Juster and Shay study,

Assuming the Juster and Shay findings are applicable
to the Canadian credit situation, it is possible to view
supply of and demand for consumer credit from a different
perspective. This perspective places a different emphasis
on the various occurrences in the consumer credit market,

The pfoportion of the population falling in either
the rationed or unrationed borrower class is of importance
‘to suppliers of c onsumer credit, Changes in these pro-
portions may result in an unsettled market situation with
certéin suppliers losing or gaining shares of the market,
This, in fact, may account for the changes that have
occurred in the past geveral years in the consumer credit
market distribution,

A brief look at the nature of each‘of the three
suggested characteristics of unrationed borrowers will
be made in the following pages. Changes in the size of
the rationed or unrationed group of borrowers may be
reflected by changes in these population characteristics.

Income.~A larger income is taken as a probable

characteristic of unrationed borrowers chiefly becauge
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of three facts. A larger income allows a spending unit
to handle larger‘monthly payments., This tends to ease
the monﬁhly payuent constraint, The consumer is unratioﬁed
if he is not constrained by his mbnthly payment size.6
Furthef, a large income may mean a reduced demand for
credit since more goods can be purchased outright, A
reduced demand for credit is more likely to be satisfied
without meeting the monthly payment constraint. The
final factor is that a larger income is often looked upon
és & characteristic of a bettef credit risk., This may
allow the individual to obtain combinations of higher
interest and longer maturities. This may éllow him to
move from the rationed to unrationed group by easing the
monthly payment constraint,

The earlier discussion of diséretionary income

indicated that incowes are rising, This may tend to

enlarge the unrationed borrower group.

Liquid and Semiliquid Asgset Reserves,-Savings are a

probable characteristic of unrationed borrowers. Units
with relatively large savings accounts, Canada Savings
Bonds, and marketable securities usually have a larger
income and therefore a lower demand for consumer credit,

Liquid and semiliquid reserves often enable an individual

6The unrationed consumer can equate his marginal rate
of time preference with the marginal borrowing rate,
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to secure better credit terms. This may assist him in
satisfying his credit needs and allow him to reach
equilibrium without meeting the montﬁly paymént constraint.‘
Both of these circumstances tend to rlace the borrower
in the unrationed class,

With respect to the trend in the size of gavings
per borrower, the analysis is difficult and the inform-
ation incomplete., Table I shows selected liquid assets
ag defined (in total, per capita, and per income taxpayer).
All have been increasing significantly, Thié trend,
while a probable indication of increasing‘size of savings
per consumer, is not conclusive, This increase could
éonceivably_be due to increasing numbers of small savings
accounts, Table II: agsists in clarifying this, This
table displéys the number of chartered bank savings
accounts, by size over time. 'The period 1960 to 1962
shows a decrease in the proportion of larger savings
accounts. The period 1963 to 1966 shows an increase
in the proportion of larger accounts. The 1960 to 1962
decrease may be due to trust and mortgage company
competition for savings accounts. No information on the
size'of trust and mortgage company deposits is immediately
available, However, table III shows the success with
which the trust and mortgage companies operated in the

savings field in the period from 1960 to 1962,
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TABLE 1
GROWTH OF SEILECTED LIQUID ASSETS IN DOLLARS

Year (end) 1960 1961 1962 1963 196l 1965

Total saving
(millions) 12085 13209 14275 15657 170L5 18368

Savings per
_capita 668 713 761 809 877 974

Savings per
income taxpayer| 2753 2930 3050 3178 3212 -

ELiquid agsets defined a)chartered bank savings
deposits, b)trust and mortgage company demand and savings
deposits, c)credit union deposits, d)Canada saving bonds,

Sources: 1l)Bank of Canada Statistical Summaries,
2)Canada, Dept. of Agriculture, Economics Branch, Credit
Unions in Canada 1965, 3)Canada, Dept. of National
Revenue Taxation Statistics.

TABIE I1

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

Account size 1960 1961 1962 1963 1964 1965 1966

$O'99 53-5 51-‘-03 SLI-OS 5“-07 5’-'-05 53.8 5303
$100-999 30,3 29.6 29.2 29,1 29.1 29.5 29,6
$1000~9999 15,4 15.3 15.3 15.4 15.6 15.9 16.0

Source: Bank of Canada Statistical Summaries--
various issues.
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TABLE III

RELATIVE GROWTHS OF DEPOSITS IN CHARTERED BANKS
AND TRUST AND LOAN COMPANIES ON 1960 BASE

1960 = 100

Year 1960 1961 1962 1963 1964 1965 1966

Bank savings
deposits 100 106 110 117 124 135 142

Trust & Loan '
Co,..deposits 100 125 148 194 246 268 266

Source: Bank of Canada Statistical Summaries,
Supplements, and various issues.

On the bagis of these statistics, it is concluded
that liquid and semiliquid asset reserves are increasing
in size,

Stage of Family Life,~The later stage of family life

is regarded as a probable characteristic of unrationed
borrowers, mainly due to the reduced demand for durable

goods, This occurs when the children of the family are
leaving home and the initial household setup expenses

have been met, as shown in the chart on page li of this
paper.,

An approximate indication of the proportions of the
spending units, falling in the various stages of family
life, can be seen in the age distribution of the population,
The low birth rates during the depression of the nineteen

thirties and during World War II, coupled with the drasgtiec
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increase in births in the post war years‘have changed
our present age distribution in an extremely significant
manner, Table IV demonstrates approximately the past and

expected changes in the age distribution, The future

'changes will tend to reduce the proportion of the borrowers
falling in the unrationed group during this decade and
probably half of the next, Of course, in the period
following 1975, the increase will occur in the older

age group as the current flood of young adults ages.

TABLE IV

POPULATION AGE DISTRIBUTION CHANGES 1960-1970

Segment of 1960~-65 1965-70 1960-70
population "~ % change % change % change
Total :

population 10% 11% 22%
20=-2l age '

group | 18% 31% 55%
30-39 age | | |
group 1% : 2% 3%

Source: Derived from estimates by the Economic
Council of Canada, First Annual Review,

Over the next 10 years, the trend in the stage of
family life, outlined above, will tend to act to reduce
the proportion of the consumers falling in the unrationed

borrower class, However;, it is significant that the older
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age group still occﬁpies a large segment of our population
and even a greater segment of the total consumef credit
market,

Later in this study, an estimate of the overall
effect of the above mentioned trends in age distribution,

income, and liquid assets will be made.

Summary

The brief general survey of the demand for consumer
credit is completed, The several environmental factors
of relevance to the demand for consumer credit were
discussed. Characteristics of the use of consumer credit
- were outlined brisfly. The purpose of chapters two and
three was to provide a background for further discussions
regarding consumer credit, |

The discussipn of the consumer's sensitivity to
finance rates introduced the Juster and Shay hypothesis.
The finance rates importance in the interaction of the
supply of and the demand for consumer credit should
become more evident as this study progresses.

At this point, certain general conclusions have
emerged from the survey of demand., The first conclusion
that seems justified is that affluence, and not poverty,
is an important factor making the use of consumer credit

such an important element in our economy,
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The second conclusion is that finance rates may be
more important to the use of consumer credit than gen-

erally suspected.

While these two points have possibly not been
totally "proven" by the last two chapters, the indications

are that they hold,

This completes the first part of the study as
mentioned in the introductory chapter--the brief general
survey of the demand for consumer credit with an emphasis

on the importance of finance rates to that demand,



IV. SELECTED SUPPLIERS OF CONSUMER CREDIT

Introduction

The next two chapters of this study will examine
the five main sources of consumer borrowed funds, These
gources are: |
1) credit unions
2) chartered banks
3) personal/small loan companies
L) retailers
5) sales finance companies

The treatment of these sources will follow the same
pattefn in each case, where possible, The pattern will
consist of three aspects. |

The first aspect will be a brief general description
of thé_source, its distinctive characteristics or areas
of specialization, and its role in the consumer credit
market., This will serve as a background against which
the second and third aspects will be examined.

The second is the share of the consumer credit
market held by the source., The examination will consist
of an analysis of the recent past ﬁerformance of the
source in terms of market share,

The third and final aspect: of supply is the finance

3L
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rates charged by the various sources,

Chartered banks, small loan companies, credit unions,
and retailers will be examined briefly as suppliers of
consumer credit. However, the main emphasis will be
placed on sales finance companies which,as a source of
consumer crédit, will be treated in a separate chapter,

Prior to the discussion of sources of supply of
consumer credit, it will be useful to look at the overall
structure of consumer credit from 1948 to 1966, The
imﬁortance of the various suppliers can be gauged'from
table V. Since 1948, the market has seen a changing
compogition, Of special interest are the increased

shares of the chartered banks and credit unions.

Credit Unions

General Description

Credit unions, as a source of consumer credit, are
growing in importance, They are similar to banks in
that they accept deposité and make personal loans, Another
gimilarity is that both institutions charge relatively
low rates for personal loans, aszcompared to other sources
of consumer credit., However, credit unions lend only
to members, in contrast to the banks, which lend to the
public at large,

Credit unions are a relative newcomer to the Canadian



TABLE V

CONSUMER CREDIT.OUTSTANDING BY HOLDER
(millions of dollars)

Chart. :
End of |Sales Banks Cons, Cred, Un, Retail., Life Co, Que. Total
Year Fin, Co, Unsec. Loan Co, & Caisses Policy Saving
Per, Loans Populaire Loans Bank

1948 70 15k 6L LY 335 158 835
1949 116 173 77 63 389 167 985
1950 202 22l 93 72 L 5N 178 1223
1951 186 20l 11 76 107 199 1186
1952 373 242 1 oL 551 213 2 1623
1953 516 308 176 129 623 225 3 1980
195l 492 351 215 151 685 240 2 2136
1955 599 LL1 279 17 752 250 2 2517
1956 756 L35 356 22 82l 270 3 2870
1957 780 421 362 258 856 295 % 2976
1958 768 553 Lol 320 895 305 3248
1959 806 719 48l 397 956 323 6 3691
1960 828 857 549 433 1003 3&% 6 4020
1961 756 1030 594 516 1052 35 9 4315
1962 8o1 1183 - 71k 579 1088 372 13 11750
1963 87h 132 810 691 1141 385 1L 5347
1964 1035 1793 9oL 836 1206 398 15 6187
1965 1131 2186 1043 987 128l - 11 16 7058
1966 1212 21,02 1170 Luys 16

Source: Bank of Canada Statistical Summaries, various issues,

9¢
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financial scene, A form of credit union, Caisses Popu-

laire, was founded in Quebec around the turn of the
century and found a fertile climate for growth., However,
the credit union movement did not make much progress in
the rest of Canada until around 1935.

The credit union movement is based on the concept
of a cooperative. It has been closely associated with
groups of people with common social or economic bonds
or similar needs and situations.

The credit union, as mentioned above, makes personal
loans only to members., The borrowsrs often'are required
to have a savings account equal to a certain percent of
the loan., Some credit unions have policies requiring
the savings to be increased during the loan.1

Personal loang granted by credit unions are secured
by cosigners, and chattel mortgages; many provinces give
credit unions a statutory lien on the shares and deposits
of borrowers and cosigners.

Credit unions do make some unsecured "character"
loans, but the amount 1is very small and most statutes
limit the maximum amount (from $ZOC to SBSOO).2

The credit union, by restricting ifs lending to

1Gilles Meréure, Credit Unions and Caisses ?opulaire:
Report to Royal Commissilion on Banking and Financé (Ottawa:
Queen's Printer 1962), p. 120.

2Tbid., p. 119.
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members, is in a good position ﬁo assess the borrower's
credit worthiness., Usually, the”individual is known to
the management, This helps to offset the lack of pro=-
fesgional credit management and the benefits of a
national organization for collection, This may be one
reason the delinquency rates for credit unions, as a
whole, are lqw.

Several factors are of interest in the credit union
environment. The low rates of interest are made possible
by a low cost of funds (deposits). Competition for
deposits and savings, such ag 1s occurring now and has
occurred in the past few years, may force these rates ub.

Another aspect is the continued growth of credit
unions., One investigator forecasts3 a continued growth
(in spite of some regional signs of faltering), but
gqualifies this forecast with a "continued favorable
environment", A comment on the environment is in order.,
The credit ﬁnion_has traditionally thrived upon a
community type of environment. Its patrons are persons
with'alcommon bond or similar circumstance,

The current trend in the Canadian society seems to
be towards mobility--a trend towards a population with
no roots., Can the credit union adapt itself to a mobile

population? The national structure of credit unions is

31bid., p. 139.
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an organization of highly autonomous, small operations,
The credit unions have no "branches" to send a moving
customer to, and without much improved coordination,
credit unions could not obtain this type of referral
service, The above mentioned prophesy of continued

rapid growth may be questionable.

Share of the Market

Competitively, credit unions have the advantages
of lower interest 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 in the past to the limit of their funds,
However, as mentioned above, they do not have the national
organization (with its coordination) that the large sales
finance companies, chartered banks, and consumer lo&an
companies possess., Being confined to local operation may
begin to restrict the credit union's growth.

Chart L shows the share of thé market held by credit
unions. The share has been steadily increasing from
under 11 percent in 1961 to 1L percent in 1965,

In 1962, credit union membership ranged from 6 per-
| cent to 15 percent of the population by brovince. The
national average was approximately 10 percent. |

Considering the late start and the relatively well

developed financial structure of the economy, the credit
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union record is very impressive.

CHART L

v,

v

SHARE OF CONSUMER CREDIT MARKET
SERVICED BY CREDIT UNIONS

15
17
Share
13.
of
t 12.
Market
11.
Per-
10, % Broken line rep-
cent resents an estimate
9.
8

1957 58 59 60 61 62 63 6y 65 66

Source: Bank of Canada Statistical Summaries,
various issues,

Rate of Charge

The rates of charge for personal loans granted by
credit unions vary among provinces, and in some cases
within a province, The normal or average effective annual

faté is 8.5 percent to 11 percent, but some rates are as
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low as 6 percent.u The recent development in deposit com=~
petition will probabiy force these rates up. However,
credit unions are definitely one of the lower cost

suppliers of consumer credit,

Chartered Banks

General Description

A personal instalment loan was first offered by a
chartered bank in 1936, However, not until the middle
of the nineteen forties did any of the chartered banks
enter the personal loan field formally, The Canadian
Bank of Commerce was the first to set wuwp a separate
personal loan plan., Most of the loans required cosigners,
This tended to reduce the attractiveness of the source,
In spite of this, by 1949, the banks were Ehe major
supplier of consumer credit in terms of consumer credit
outstanding.

A significant changé in this pattern occurred in
1954 with the revision of the Bank Act, Prior to 195l,
as stated above, the general rule was to require cosigners,
Personal credit was advanced as a convenience to customers

5

and for purposes of goodwill, The 1954 revision of the

b1bid., p. 127.

5G-F; Boreham, Changes in the Financial Structure of
Canada 1953-1958 (unpublished Ph,D, Dissertation, Columbia
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Bank Act allowed banks to take chattel mortgages on house-
hold property. This new security marked the turning

point for several banks, allowing them to compete more
‘aggressively for personal loan business.?

The first aggressive step was taken by the Bank
of Nova Scotia in 1958.7 This bank granted normal direct
personal loans and in addition began discounting dealer
paper., This step brought the Bank of Nova Scotia into
direct competition with the sales finance companies. A
comment has been made to the effect 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 bahks provide two qther types of personal loans,
These are loans fully secured by marketable securities
and loans to finance home improvement, While the loans
for home improvement may be considered consumer credit,
in many cases the fully secured loans could not be so
clagsified, These have not been included in the "chartered
bank's supply of consumer credit" for purposes of this

paper., As a matter of interest,-the importance of these

61bid., p. 52.

TA.E. Gedge, "Changing Styles in Consumer Financing,"
The Canadian Banker, LXVII (1960), p. 86,

81pia., p. 86.
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two types of loans are shown in chart 5,

CHART 5

CHARTERED BANK OUTSTANbING PERSONAL LOANS

3000
Mil-1
lion Personal loans against
Dol- ’ marketable securities
lars
2000]
Home improvement
loans
1000
) Personal loans on
household property
0 . A . .

1957 58 59 60 61 62 63 64 65 66

Source: Bank Of Canada Statistical Summaries,
various issues.

Recently, certain other chartered banks have begun
to discount dealer paper on a decentralized basis,
There is some speculation that some of the banks are.
considering entering this area on aAmore formal basis,
The 1967 Revisions to the Bank Act could have a bearing
on this decigion, The consumer credit industry should be

prepared for the future formal entry of the banks into

9Based on conversations with various bank managers,
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the retail paper discounting business,

Share of the Market

In 1949, the chartered banks reluctantly held over
20 percent of the market for consumer credit. This share
fell to approximately 16 percent in the mid nineteen |
fifties as can be seen in chart 6, This fall was due
mainly to the increased competition from sales finance
companies, small loan companies, and credit unions. The
last ten years have geen a rapid rise in the bank's share
of the market., The banks have accounted for almoét
Ly percent of the growth in consumer credit from 1960 to
1965, In 1965, the chartered banks held appréximately

39 percent of the noncharge account consumer credit,

Rate of Charge

Chartered banks are charging 9.5 to 11 percent on
consumer personal loans.lo These rates are essentially
the same as those that existed before the 1967 revision
to the Bank Act. A survey of local branches wés made
shortly after the revision (June 1967). A comparison
six months later showed no substantial changes in rate
structure, in the area of consumer loan,

However, it was speculated that in January 1968,

when the ceiling on interest rate chargeé is lifted,

lOA survey of local chartered bank branches,
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all rates may tend to move upward. Commentsll were made
to the effect that the chartered bank's personal loan
departments are experiencing a profit”squeeze. Cost of
funds is the main cause of this'pressure. The future may
see a risé in interest rates charged on peréonal loans.
However, the advantage of deposits as a low cost source
of funds should assist the banks in maintaining their
position of a low cost lender; The analysis in this study

will assume that the banks will femain as low cost lenders.

CHART 6

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

30 .
Per-
cent

20 |

10 . . . X . .
1957 58 59 60 b1 62 63 6L 65 b6

Source: Bank of Canada Statisticgal Summaries,
various issues,

1 . . .
Conversation with various bank managers,
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Small Loan Companies and Licensed Money Lenders

General Description

Small loan compahies and licensed money lenders
make cash loans under the Federal Small Loans Act., These
sources serve a particular segment of the consumer credit
mafket. It has been stated12 that the majority of small
loans are made for emergency reasons such as medical,
legal, and funeral expenses, and for»consolidation of
monthly payments (g form of refinancing). These reasons
tend to define the small loan company customers as a
-distinct segment of the market for consumer credit.

Chart 7 shows another aspect of this market., A
sigriificant amount of the small loan company loans are
.to current or previous borrowers. Chart 8 shows that a
gsignificant percentage (almost half) of the small loans
made are applied to current balances., These two facts
further increase the definition of this segment of the
market, |

Another feature of the small loan market is depicted
by chart 9, This shows that small loan companies may be
moving into larger ($1000 to $1500) loans. This is
probably the result of borrowér demand and not at the

instance of the small loan companies, Regulations are

124 g, Gedge, p. 8l.
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such that the rate of return on smaller loans is higher

than on larger loans, In some instances, small loan

companies have been accused of dividing a large loan up

among several companies.l3' In this way, the amount of
: thq 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 OF BORROWER

600
Mil-|
lion|
Dol-
lars Total loan volume net of

outstanding balance ..

L0O.

Loan volume‘to new
borrower

200
oan volume to current
borrowers net of

repayment

0 X . . a .
1960 61 62 63 6l 65

Source: Annual Reports to the Superintendent of In-
surance by the Small Loan Companies and Licensed Money
Lenders,

13Final Report of the Royal Commission on the

Cost of Borrowing Money, the GCost of Gredit and Related
Matter in the. Prov. of fova Scotlia, (Halilfax, N.S.1965),p.166.
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CHART 8

SMALL LOAN COMPANY LOANS

900
Mil-1 Total small loan volume
lion
Dol-~
lars
600 |
an volume to
current borrowers
300 | oan volume applied
to outstanding
balances
0

1960 61 62 63 6L 65

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

The above suggests three characteristics 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 will probably remain on their books for several years.,
His loan may be refinanced two or even three times, The
second characteristic is an indication that a relatively
large portion of previous customers will return event-

ually, to borrow again,
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CHART 9
SMALL LOAN COMPANY REGULATED LOAN VOLUME BY SIZE OF LOAN
900 ,

Mil-
lion

Dol- $1001-1500

lars
600 1 ‘

300

O i
1960 61 62 63 64 65

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

The third characteristic.. is the upward movement in
loan size, Consumers appear to be demanding larger amounts.,
These three characteristics assist in establishing
the character of the small loan market, and in distin-
guishing it from other markets,

Small loan company credit 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.
l}) miscellaneous types of security.

The characteristics of the small loan business allow
the émall loan company to utilize standard procedures and
methods in the processing and handling of loans, The
small loan companies seek efficiency through techniques

of mass production in the making of small loans,

Shareiof the Market

The outstandings by type of loan are shown in chart 10,
. and the share of the total consumer credit market is shown
in chart 11, It can be seen that small loaﬁ companies
and licensed money lenders have succeeded, only to a small
degree, in increasing their share of tﬁe market over the
past few years.

It may be significant that (of the total small loan
companies! outstandings) over fifty 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 is shared by approximately 85 other firms.

Rates of Charge
Maximum rates of charge are specified by the Federal

1
Small Loans Act, Specifications differ between small

luCanada, An Act Regpecting Small Loans, Rev, Stat,
1952, as amended 1956,
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CHART 10

SMALL LOAN COMPANIES LOAN. VOLUME BY TYPE OF LOAN

900 «
Mil- Conditional sales
lion

600 arce loans
Dol-
lars

Small loans
: (regulated)
300 1 :

0 , ,

1960 81 62 63 of 6%

Source: Bank of Canada Statistical Summaries,
various issgues, '

loan companies and money lenders. For small loan come

panies the maximum rates of charge psrmitted are:

Charge Balance

2% per month " not exceeding $300

1.5%per month from $300 to $1000
. %per.month | $1000 to $1500

There are also restrictions regarding terms and

rates but these are the basgic rates,
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CHART 11

SMALL LOAN COMPANY SHARE OF CONSUMER CREDIT MARKET

16,

Per-
cent

1L Cash loans

Cash loans

124

10 | . . . . . .
1957 58 59 60 61 62 63 64 65

Source: Bank of Canada Statistical Summarieg,
various issues.

Retailers as a Source of Consumer Credit

General Description

Retailers have entered the credit field in part as a
convenience to customers, Higtorically, retailers were
among the first sources of consumer credit, Originally,
credit was granted by the general store and other merchants
on an informal basis,

The types.of credit offered by retailers are infinite

in their variations, but there are bagically three



53

types.l5 The most common form of credit is the 30 day
charge account, This plan is characterized by a term of
30 days., There is no carrying charge in this period,

and one pajment is necessary.- In mdst cases, this plan

is used for low value items such as clothing and gasoline.
No down payment is made, If the account is not paid
within 30 days, a service charge is sometimes levied.

Ohe studylé_found the consumer generally did not congider
that purchasing with a chafge'account was a use of credit,
This was probably reinforced by the absence of a service
charge, However, it is undoubtably true that the cost of
providing 30 day credit is included in the prices of the
merchandise.

In addition to the charge account, or sometimes
combined with it is a revolving credit feature, This
allows a consumer a certain maximum credit in relation
to the size of monthly payment--the larger the monthly
payment, the greater the available credit. The features
of a revolving charge account are midway between the
formal charge account and instalment purchase plans., A
~ service charge is levied, regular payments are required,

a conditional sales contract may be attached, and a term

15The features of each type of credit are c ondensed
from Robert H, Cole, Revolving Credit, (Urbana, Illinois:
Bureau of Business Management, 1957).

16Katona, page 237,
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is implicit in the available credit-payment relationship.
No down payment is required, This type of credit is
used to purchase both low and intermediate value items,
Thus,. the revolving charge account is a combination of
the charge account and the regular instalment credit plan,
The third type of credit is thé instalment purchase plan,
This type of credit is characterized by down payment,
fixed term, regular payments, interest charges, and
security in the form of a chattel mortgage or a conditional
sales contract, This type of credit is used for high
value items such as automobiles, furniture, and appliances,
The majbrity of the consumer credit granted by
retailers is of the charge account type, as shown in
chart 12, In this chart, outstandings are classified as
department store or .nondepartment store credit, Non-
department store credit is broken into instalment and
charge types. The majority of :nondepartment storev
éredit is held by furniture, appliance, radio and tele-
vision dealers as shown in table VI. The greater portion
of it is in the form of charge accounts. The other
classification is department store credit which is not
- broken doﬁn any‘furtber. However, main providers of
-revolving credit plans.are departument stores and mail
order houses. Revolving credit plans (as compared to

other types of credit plans) are experiencing very rapid
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1
growth in the U,S.A. 1 This may also be true of this
type of credit in Canada; Although department store
credit is not classified by type of credit plan, it is

evident that department stores have experienced very rapid

growth. with respect to consumer credit,

CHART 12
CONSUMER CREDIT OUTSTANDING HELD BY RETATLERS

12001
Mil-
lion
Dol- Department store credit
lars
800
/
Nondepartment store credit
m————
Lo
Nondepartment store
charge account credit
o a A a A A
1960 61 62 63 n 65

Source: Bank of Canada Statistical Summaries,
various issues,

17U.S., Board of Governors of the Federal Reserve
System, "Dsvelopments of Consumer Credit", Federal
Reserve Bulletin June 1966, p. 774.
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- TABLE VI

CONSUMER CREDIT HELD BY RETAILERS
(in millions of dollars)

Type of Retailer 1960 1963 1966
Dept., Stores 368 1156 603
Furniture and ap-

pliance dealers 195 198 216
Others” 397 L34 LL5

“does not include o0il company credit cards

Source :Bank of Canada Statistical Summaries.

Share of the Market

As can be seen from chart 13, credit held by retailers
has decliﬁed in terms of share of the market, The instal-
ment type of credit declined as a percentage of the credit
held by retailers over the past five years.

Share of the market considerations are complicated
by the fact that only a portion of the credit granted by
retailers is retained, The rest is sold to other sources.
While little of the charge account credit is passed on
in this way, the majority of sales finance company consumer
credit holdings are obtained from dealers. The decline
in the proportion of insgtalment paper held by retailers
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
retailers and sales finance companies have lost ground

in terms of share of the market, there is some evidence
that consumers are turning from this type of credit (pur-

chase credit) to other types.

CHART 13

SHARE OF CONSUMER CREDIT OUTSTANDINGS HELD BY RETAILERS

251
Per-
cent

20

15 4 A 2 3 A H A i "
1957 58 59 60 61 62 63 6L, 65 66

Source: Bank of Canada Statistical Summaries,
various issues.

Chargesl8

Charges on extended charge accounts and revolving
credit accounts range from 1 percent per month to 1,5

percent per month on the unpaid balance, Instalment

18Based on a survey of local retail credit plans and
information provided by IPederated Council of Sales Finance
Companies., ’
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contract rates are in the 20 percent to 30 percent per
annum range. While it is not always true, in 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 retailer among the more

expensive sources of credit,

Summary
This chapter has displayed the supply of consumer

credit (except for sales finance companies)., A general
description of share of the market performance and an
examination of the finance rates was undertaken.,

It is possible to rank those institutions discussed
in terms of cost of consumer credit. The following
arrangement places the various sources such that the
mére expensive sources are nearer the top:

1) small loan companies
2) retailers

3) chartered banks

li) eredit unions

Admittedly there may be cases where this ranking is
different but on the average the levels 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 it
slightly. Retailers have lost share of the market for
consumer credit,

The next chapter will examine the sales finance
companies!'! share of market performance and finance rates
vand attembt to fit the sales finance company into the

above reference,



V. SALES FINANCE COMPANIES

Introduction

Sales finance companies purchase certain types of
credit granted by retailers., The sales finance company
discounts this credit (referred to as paper) to obtain
its profit, In this way, tbe‘sales finance company is
more or less an indirect supplier of credit, This gives
fise to a complicating stage between the consumer and the
supplier of funds., The sales finance company must work
through the retailer; This adds another dimension to
the credit transaction., The following section will depart
from the pattern previously fdllowed and will explore
the relationship between the sales finance company, and
the retailer before examining the sales finance company
as a source ofbéonsumer credit., This i1s necessary to |
gain an understanding of the operations of the saleé
finance company, since retailer relations are a crucial
and fundamental part of these cperations.

Retailers as a Liason Between the Consumer and
the Sales Finance Company

The retailer has three choices in the sales of his
merchandise,
1) He can sell only for cash or by charge account,

60
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2) He can sell on instalment and retain the contract,

3) He can sell on instalment and then, sell the contract
to a sales finance company (or in some cases to a
chartered bank).

This study is interested in the third alternative
and in the following seétion will examine the factors
bearing on the retailer's decisions and the effect of

those decisions on the sales finance company.

Finance Charges

If the retailer'has no intention of holding the
paper, the decision regarding interest rate does not have
the usual basis--that is to cover cost of funds, risk,
and administration expenses., If the intention is to sell
the paper, rates may be based upon factors such as sales
stimulation, the rate of discount, and the weight of the
dealer reserve.l |

Finance rates may be low to stimulate sales if the
customer shops for financing. The retailer may expect
no profit on the sale of the paber. However, this is
found most often when the retailer holds his own paper,
since it may be difficult and costly to discount paper

with an unusually low finance charge.

lThe dealer reserve is the seller's or retailer's
share of the finance charge, It is accumulated by the
sales finance company and dispersed periodically to the
retailer,
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Iﬁ other cases, sales may be stimulated by high
finance rates which are.meant to subsidize low prices.
Prices may be subsidized through profit on the sales of
the paper and through the dealer reserve,

The rate of discount and the extent of dealer
participation in finance earnings may effect the dealer's

decision with respect to finance rates,

Down Payment

Down payments are of vital importance to the sales
finance companies. The down payment is & major deter-
minant of the risk assumed. The down payment is the
borrower's initial equity in the collateral, It hay have
a bearing on his efforts to meet the contract and it
definitely provides e cushion for the sales finance
company in case of default.

The retailer can use low down payments as a sales
stimulant as in the case of low finance rates, Lower
down payments make more consumers eligible to purchase
the item, Thus, the retailer may manipulate the size
of the down payment, Beyond this, a further compiication

arises when the down payment is a "trade in", The retailer

2U.S., Board of Governors of the Federal Reserve
System, Consumer Instalment Credit, part 2, p. L427.
This study found that, in some cases, high finance rates
- and the dealer reserve were the major source of profit
for retailers.,
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may allow larger than normal trade in values, adding the
excess to the purchase price., This ig effectively a
decreass in the size of down payment. Even without thig,
the complication of having to know the price of used models
places an additional lbad and risk on the lending insti-
tution. The trade in may depreciate before sale. This
affects the "cushion". The item financed may also
depreciate, In the case of automobiles, this is very
important due to the rapid first and second year depre-
ciation of new cars, In many cases this depreciation is
faster than the rate at which the debt is amortized,
Repogsession in this situation can be very costly to the

sales finance companies,

Maturities

Maturity or term of the loan, in conjunction with
principle, determines the size of the instalment payments,
The past fine record of borrowers has led to a lengthening
of maturities in car purchase contracts, The sales
finance compénies have been the initiators of this trend,

However, there is a safety relationship between down
payment and maturity, as mentioned above, The longer the
maturity, the larger the down payment should be. One of
the major factors in this relationship is the depreciation
rate of the item purchased, In the case of automobile

financing, the sales finance companies would be particu-
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larly vulnerable during the first year or two of the
contract if the down payment was not increased, Chart 14

is intended to illustrate this point.

CHART 14

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

Per- h
cent
of \ Zone where

new debt > security
car
value

50 |

Depreciated
value

Term of credit

0

The first number refers to the down payment in..
percent of new car values, the second number (bracketed)
refers to the term in years (e.g. 30( u)— 307 down pay-
ment, i year contract),

Dealer Reserve and Risk Control
The retailer also has control over the selection of
customer to whom he grants credit, 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
in this area, This system gives the retailer a share of
the financing profits and (in some cases) a shafe of the
liability of bad accounts.

Thus, the rate of dealer participation3 is probably
importantly influenced by the:

1) liability of the retailer for losses incurred,
2) repayment record of the retailer's customers,
3) interest rate on the loan.

L) amount of competition for the paper.

The sharing of liabilities and profits gives the
retailer a motive for selective credit granting. The
retailer often is in a better position to assess the
customer's credit worthiness, The retailer has facilities
to reseli a repossession and a motive for getting the
top price., Therefore, a system of deaier reserves was
created.}4 The reserve is held by the sales finance com-
pany until it reaches a certain level at which point
all or a part of it is paid out tq the retailer. Default
losses may be taken from the reserve. This, as mentioned
above, spreads and reduces the risk.

It is interesting to note that the concept of dealer

3Ibid., pp. 433-L3L.

uIn some cases there is also a reserve set up for
the dealer for insurance if this is sold as a part of
or in conjunction with the credit contract.
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reserves has introduced a dimension, favorable to the
retailer, into the retailer-sales finance company
relationships. The retailer has found that the extent
of his participation in charges 1s a bargaining tool.
The pressure on the sales finance company to increase
retailer participation may result in increased charges

to the consumer.

Floor Planning

The freedom of the retailer to sell his retail paper
to whom he pleases allows him to negotiate another favor
from the sales finance c«company. The retailer usually
requires a substantial inventory., Durables are typically
of high unit value (especially the automobile), The
retailer requires funds to finance this inventory. The
term floor planning applies to this financing. The sales
finance company supplies the retailer with wholesale
financing for his inventory in order to obtain his retail
paper, One study indicated that this financing was done
at a loss by the sales finance cohpany.

The basic elements of the sales finance company-
retailer relationship have been stated, It should be

clear by now that the nature of these elements lend

5Canadiaﬁ Economic Research Agsociates, Ssales
Finance Companies in Canada (Toronto: Ryerson Press
1956), p. 30.
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themselves to negotiations and bargaining, Each party
to the negotiations éttempts to obtain the most profitable
arrangements for its firm., The retailerbmay or may not
have the initiative in setting finance charges, down
payments, and maturities., He has the choice as to the
level of risk he is willing to accept in a financed
customer, The sales finance company has created and
offered the retailer dealer reserves, floor planning,
and general advice in an effort to obtain the retailer's
paper and exert a certain degree of influence on!the A
above mentioned variables,

The sgles finance companies must compete with one

another on these bases for the retailerts paper.,

Sales Finance Companies as a Source of Congumer Credit

General Description

Sales finance companies operate in three main areags,.
The principle area of operaticn and that area of interesst
to this paper, is the underwriting of retail sales by
the purchase of the instalment paper held by retailers.
Sales finance companies also provide retailers with
wholesale financing of inventories, and provide loans
on a commercial and industrial basis. The wholesale
financing operation is usually intimately related to the

retail sales financing aspect, as was pointed out earlier,
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Commercial and indugstrial loans are normally not directly
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 OF SALES FINANCE COMPANY BUSINESS
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Per- - Wholesale finance
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Industrial-commercial
1 finance
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___————\/
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1860 61 62 63 6L 65 66

Source: Bank of Canada Statigtical Summaries,
various issues.

It can be seen that there may be a slight trend to-
wards & decreased importance for the retail financing

business.
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A further breakdown of the retail consumer instalment
paper operation can be seen in chart 16. The chart shows
new and used automobiles as the main durables financed.

Recently, new automobiles hawe grown in importance,

CHART 16

VOLUME OF CONSUMER RETAIL SALES
FINANCING BY TYPE OF GOOD
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‘Source: Dominion Bureau of Statistics,
various ¥ears;.
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In 1962, L5 percent of sales finance companies total
retail business was in new automobiles, The following
examination of the sales finance company methods of
operation will be restricted to automobile financing,
The automobile is oneé of the most expensive durables.
financed, and also constitutes the bulk of the consumer
financing business done by sales finance companies.

Concentration in the sales financé industry is of
interest, Estimates6 have placed the total number of
firms in this field at 200 or more; however, more than
half of the business is concentrated in the hands of four
larger firms,

The procedurs upon agreement to purchase an automo-
bile 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 déaler. Usually, the contract
refers to a specific sales finance company, to which
payments must be made, The automobile dealer may offer
the customer a choice of sales finance company contracts,
or he may select one if the customer is unaware of a
choice and does not inquire, In some cases, the dealer

may deal with only one sales finance company, giving the

6Royal Commission on the Cost of Borrowing Money,
Cost of 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 itself is usually a form of conditional
sales contract with an annexed promissory note, Tﬁe
promissory note has importance in terms of security, as
will be noted later,

The éohtract may or may not have recourse feétures
against the dealer. Recourse can operate to affect the
quality of customer that is granted credit. Poli&ies
regarding recourse seem to differ among different sales
finance companies, The percent of paper without recourse
on the books of the major firms appears to vary from
almost nil to 50 percent.7 The actual effect, on the
dealer's credit screening process, arising from the
recourse feature is difficult to ascertain, It probably
does help to maintain low delinquency rates.

The customer can, in some cases, (if he choses) obtain,
in conjunction with the contract, liability and life
insurance, This is an important service, not provided
by the forms of "off-premiseé" financing,

With respect to the security and risk of the con-
tract, several agpects should be mentioned, The contract
states that the sales finance company is not responsible

for gatisfactory performance of the dealer's obligations

7FinancialStatements and supplementary data of
major firms, 1966,
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to the customer, The promissory note has relevance
here, The promissbry note is a contract separate from
the conditional sales contract., Even if the transaction
between dealer and consumer is nullified by some aspect,
such as fraud, the promissory note is still valid. The
consumer has legal recourse against the seller, but

not againgt the sales finance c ompany. This situation
has given rise to a certain amount of criticism of sales
'fihance companies.

If a customer is unable to meet his payments, sales
finance companies may refinance the purchase over a
longer period of time, if possible. In the event of
default by the borrower, the recourse feature may be
implemented, This recourse may be in the form of a
dealer endorsement of the contract, fepurchase agreement,
or deferred credit, In addition, default may affect
the dealer reserve,

If the automobile is repossessed by the sales
finance company, a portion of the debt may be recovered,
If the dealer participates in the repossession, the sales
finance company may obtain a larger recovery, and the
dealer is not plagued with "sacrifice sale" competition,

Sources of credit other than sales finance companies do

o

: 8Royal Commission on Cost of Borrowing Money, Cost
of Credit, and Related Matters, p. 194.




73

not seem to have as well organized and efficient repos-
session procedure,

The above provides a brief description of the methods
of operation of sales finance companies at the consumer-
retailer level, This is provided because an analysis of
the competitive situation will require a knowledge of

the operating characteristics of the sales finance éompany.

Share of the Market

The percentage share of the market being serviéed
by sales finance companies is displayed in chart 17.

It can be seen that the period from 1957 to 1963 saw &
drastic reduction in the share of the market éerviced by
sales finance companies, During this period, the sales
finance companies lost 10 percent of the market for con-
. sumer credit, _

While the sales finance companies have lost their'
proportionate share of the market, relative to that of
1957, the chartered banks have gained sﬁbstantialiy.

A large portion of the chartered bank gain occurred. in
loans to individuals on the security of automobiles.

The relative movements in the sales finance coﬁpany and
chartered bank loans on automobiles are shown in chart 18,

The recent growth in new car sales has created a

91bid., p. 200,
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CHART 17

SHARE OF CONSUMER CREDIT MARKET SERVICED
BY SALES FINANCE COMPANIES
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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 in sales,

An examination of the importance of new car fin-

ancing in the sales finance company business discloses
an additional fact, Table VII shows that, new automo-

biles financing has increased in importance since 1957
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and that used automobile. financing has decreased in

importance,

CHART 18,
AUTOMORILE FINANCE OUTSTANDING BY SOURCE
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Source: Bank of Canada Statistical Summaries,
various issues.

This fact can be combined with the previous in-
‘dication 10 that sales finance bompanies are losing new
automobile business to the banks to produce an apparent
paradox. The sales finance companies appear to be con-

centrating their business in an area in which they are

1036¢ chart 18,
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at a competitive disadvantage., However, a possible ex-
planation can be offered, It 1s possible that the
growth in new car sales has resulted in a relative
stagnation in the used car market. This decay or stag-
nation may have led to a relative reduction in the

used automobile financing business, There is some in-
dication that used cars are falling from favor with the

consumer,

TABIE VII

PASSENGER CAR FINANCING . BROKEN INTC NEW
AND USED . CAR OUTSTANDINGS

Year New Car Financing Used Car Financing
1960 56.5% L3.5%
1961 58.7% 41,3%
1962 59.6% 4O .4%
1963 61,0% 39.0%
196k 63.0% 37.0%
1965 6y, 6% 35.4%

Source: Dominion Bureau of Statistics, 63-211,
various years,

The particular development described above (the
concentration of sales finance company business in new
car contracts) may represent a vulnerable position,

An increase 1in aggressiveness by the chartered banks,

11p comparison of new and used car gsales figures in-
dicate this may be true.
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with respect to consumer loans, would have a greater
impact on new car financing than on used car financing,

Pinance Rates and Share of the Market,-There is

more or leés unanimous agreement on the conelusion that

a majority of the chartered bank's recent gains in share
of the market has been due to the lower cost of their
consumer credit, It is prbbably true that the potential
market for this low cost credit has existed for some

time and that the banks are expanding into it with little
or no resistance.

Several possible reasons may.be given for the banks
uninhibited gain in share of the market. In the past,
sales finance c ompanies have lowered their rates, or
rather, have added lower rates to their rate gtructure,
This has presumably been in answer to the bank's
competition, However, public knowledge lags with regard
to these rates and therefore the public may believe rates
to be'higher than they really are, A fact that may have
added to the public's miéconception in the past is the
association of consﬁmer loan companies and sales finance
companies, Each has diversified into the other's
business and the sales finance rate may have become
associated with the generally higher small loan rate,

12
In addition, the obvious fact that sales finance

12See page LIt and 82 of this paper.



rates are higher than bank consumer loan rates assists
the bank expansion, However, the pointvmade above is
that this difference may have been exaggerated by the
consumer,

Interest Rate Disclosure,-Interest rate disclosure

is now a fact of business. One can assume that effective
legislation reguiring finance rate disclosure in terms

of total dollar coét, and an annual effective interest
rate will exist in all jurisdictions in Canada within

the near future,

There was some concern13 regarding the sources of
consumer credit that were exempt from provincial legis-
lation, However, regulations governing chartered banks
became effective October 16, 1967.1LL In this discussion,
it will be asgsumed that all consumer credit sources will
disclose interest rates and charges on a comparable basis,

The following are agpects that are relevant to a
discussion of the effects of disclosure,

1) Consumer borrowers are quite ignorant of finance rates
paid as an effective rate,

2) Consumers have an institutional knowledge of finance
rates, knowing that one type of source charges a

higher rate than another source,

13Ziege1 and Olley, p. 150.
phe Financial Post, Oct. 1, 1967, p. b.

lsKatona, P. 239.
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3) Rate information, prior to disgclosure legislation,
wag provided in the form of dollar cost, discount
and add-on rates,

Consumer ignorance will probably be reduced by
disclosure, The discount or add on-rates advertised
.prior to disclosure legislation may become less common,
the consumer may be presented with fewer rafes; and, as
a result, be less confused as to the true finance rate.

The annual effective interest rate does aliow the
consumer to compare gimilar institutions and their rates
of charge., For example, a consumer attempting to
compare two sales finance company contracts of different
maturities, or payment rate, will be assisted by dis-
closure,

With respect to different types of consumer credit
sources, and a comparison of their rates, the effect of
disclosure will depend on several factors. One of these
factors concerns the consumer's awareness of rate dif-
ferences, This was earlier called institutional knowledge.
If consumers believe that rate differences between banks
and sales finance companies are larger than they are in
fact, disclosure may assist the higher cost lenders. In
any event, disclosure will assist the consumer in com=
paring institutions and their finance rates,

The fact that cost ihformation, prior to the
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disclosure requirements, was in the form of discounts and
add-on may magnify the effects of disclosure., This can
be demonstrated by an example, Consider two soﬁrqes 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 1is 2 percent. In
terms of effective annual rate the figures are roughly
doubled16 becoming 12 and 16 percent, Under this
comparison the spread may approach L percent, The
difference in finance rates is increased, This doubling
effect may also have an initial effect on the demgnd
for consumer credit as borrowers and would-be-borrowers
find out that they are paying unexpectedly high rates,

The Juster and Shay study concludes that long run
borrower reaction to disclosure will differ between
rationed and unrationed borrower groups.l7_ They conclude
that while rationed borrower reaction may be quite small,
unrationed borrowers may reduce their demands for credit,
It is further concluded that overall reaction will be
QUite small,

In summary, the effects of disclosure will probably
be a short run contraction or reduced expansion in

demand for credit, with little or no long term effect.

16Tbis is & rough approximation but it serves to
demonstrate the point,

175uster and Shay, p. 72.



81

It is possible that no significant share of market

disturbances will 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 classificétion with which to
examine finance rates is by item purchased, as follows:
1) new automobiles.,

2) late used automobiles,

3) older used automobiles,

L) 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 thé 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 étated.A This precludes conversion to

effective interest rates. Due to this, the averaged



82

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 ..-Average High Low
Clagsification Rate Rate Rate
New car 8.5 9.7 6.6
Late model ‘

used car 9.6 11.8 7.0
0lder used

car 12.3 18.6 8.6
Other consumer

goods 9.8 13,0 4.5

Source: Federated Council of Sales Finance Com-
panies Ingtalment Finance Operations Questionnaire,

A more comprehensive, although less recent study,
was done in the Province of Nova Scotia.18 In this
study, rates, terms, principles, and security were also
stated, The various methods of stating finance charges
(add-on and discount) were converted into a common annual
effective interest rate, A further breakdown of the

rates is shown in table IX to’ 'table XII.

18Royal Commission on Borrowing Money, Cost of Credit,
and Related Matters.
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TABLE IX

SALES FINANCE COMPANY FINANCE CHARGES IN ANNUAL SIMPLE
INTEREST RATES ON HOUSEHOLD APPLIANCES & FURNITURE

Pinance Charges
Amount Term

Financed (months) High Low Average
12 31.L 21,0 26.3
200 -6 30.9 17.1 22,7
12 25.9 18. S 21.7
2l 26.9 19,2 22.5

300 6 21.7
12 20,3 19.2 19.8

2L 20.5
' 36 21.8 20.7 21.3
500 6 2l.0 13.7 . 19.7
12 25,9 1.7 18.3
2 26.9 15.0 19.3
3 18.3 15.8 17.4
1000 6 2L.0 17.1 18,9
12 25.9 14.6 17.9
2l 26.9 15.2 18.3
36 17.5 15.4 16.7

TABLE X

SALES FINANCE COMPANY FINANCE RATES IN ANNUAL
SIMPLE INTEREST RATES ON OLDER USED CARS

Finance Charges
Amount Term
Financed (months) High Low Average
$500 12 3L.7 22,3 30.6
4 2L 3L.6 23,2 29.9
1000 12 25,0 22.1 23.2
2l 25.3 23.0 23.8
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TABIE XI

SALES FINANCE COMPANY FINANCE CHARGES IN ANNUAL
SIMPLE INTEREST RATES ON NEW AUTOMOBILES

Finance Charges

Amount Term

Financed (monthsg) High Low Average

$500 12 18.8 12.5 15.1
2l 19.9 10.6 15.5
36 16.0 10.8 13,8

1000 12 18.3 10.2 4.5
2 19.0 10.7 15.0
3 17.9 10.8 1.8

2000 12 18.1 10,2 4.2
-3 17.8 10.9 4.2

3000 12 18,0 10.2 4.2
2l 18.7 10,6 4.7
36 17.8 9.9 13.9
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TABLE XII

SALES FINANCE COMPANY FINANCE RATES IN ANNUAL SIMPLE
INTEREST RATES ON USED LATE MODEL CARS

Finance Charges

Amount _ Term

Financed (monthg) High - Low Average

$500 12 25.0 16.6 19.9
3% 2L1.9 17.3 20.5

1000 12 21.4 16.6 19.5
2% : 21.6 17.3 20,1
3

2000 12 21.3 16,6 19.2
gg 21.5 17.3 19.7

3000 12 - 21.3 16.6 19.2
24 21.5 17.3 19.7

Source for tables IX to XII: Final Report of the
Roval Commisgion on the Cost of Borrowing Money, Cost
of Credit and Related Matters in the Province of Nova

Note: The above were the figures available to the
Commission in Nova Scotia in 1962,

Components of the Finance Charge.-The various com-

ponents of gross finance charges are diéplayed in table
XIII. This breakdown was obtained from L major finance
companies in the year 1955 and from a broader study in
1965,

The diversified nature of the major finance companies

and the inclusion of smaller firms in the 1965 survey,
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make the two series not perfectly comparable, However,
indications are that since 1655, nonequity funds expense
may have become a larger component of finance charges,

especially in the past few years,

TABLE XTIII

COMPONENTS OF FINANCE CHARGES

W

1955 1965

Revenue

Total revenue from operations 100% 100%
Costs

Dealer reserve 16

General and Administrative 19

Bad Debts 7

Insurance 2
Total Costs L% 35%
Interest and discount expense 25 45.5
Net profit before taxes 31% 19.5%
Taxes 15 8.1
Net Profit after taxes 16% 11.1%

Source: Canadian Economic Research Associates, Sales
Finance Companies in Canada and Federated Council of Sales
Finance Companies questionnaire,

Sales finance company capital structurelg héé remained
relatively constant over the past 10 years. Thereforé,
it is assumed that any increase in the interest and
discount expense 1is prdbably largely due to higher

interest rates, Cost of nonequity funds can be seen in

1928 shown by Bank of Canada Statistical Summary
data,
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table XIV.
TABLE XIV
COST OF NCNEQUITY FUNDS
Year Demand Bank Short Term Long Term
Loans Secured Notes Secured Notes
1957 5.75 5.5 5.5
1966 ) 506-605 605
1967 6.0-6,3 .0-6,8 6.5-7.0
Summarz

The discussion of the supply of consumer credit is
now completed. The question posed at the end of the
last chapter'has~been angwered, The complete ranking
of sources of supply of consumer credit,in terms of cost
of consumer credit, is as follows:

1) small loan companies

2) retailers

3) sales finance companies
ly) chartered banks

5) credit unions.

The most expensive sources are nearer the top,

With respect to share of the consumer credit market
performance, sales finance companies have lost share of
the market as "impressively" as the credit unions and

chartered banks have gained share of the market,
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The discussion of the historical interaction
between the supply of and demand for consumer credit,
as it is reflected in changes in shares of the consumer
credit market held by various institutions, is completed,
The next step concerns the future interactions between
the supply of and the demand for consumer credit. This

guestion is treated in the following chapter.



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 left the implication
that the sales finance companies may face a declining
share of the market in the future. This tentative
conclugion is mainly based on the bank's aggressive action
in the field of consumer credit, and the difference in
finance rates between the sales finance companiegs and
the chartered banks, The conclusion necessarily assumes
this situation will cohtinue.

To support this conclusion, the Juster and Shay model
will be used to generate a prediction of the sales
finance companies! future share of a particular segment

of the consumer credit market.

The Forecast

The Variable to be Predicted

The variable to be predicted will be the share of
the automobile financing market that may be serviced by
sales finance companies and chartered banks, in Canada,
annually to 1980, The share of the market will be

measured in terms of outstanding credit at year end,

89
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The selection of the automobile financing market
~as the vafiable ig based on two reasons. The first
reason is that the automobile financing market is a
.finite market almost completely divided between one
higher ccst lender (the sales finance company) and one
lower cost lender (the chartered bank). The amount of
automobile financing done by other lenders is insigni-
ficant, The second reason for the selection of this
particular variable is the availabiliity of data,

The automobile financing market is the main element
in the sales finance companies! retail credit portfolio,
Therefore, the changes in the éutomobile segment of
their business control: (to a large extent) the fortunes
of the entire portfolio.

The automobile financing market may or may not be
representative of the total consumer credit market. It
igs possible that because of the nature of the automobile
market, occurrences in the automobile financing market
may lead (to a gignificant extent) changes in other
consumer credit markets, However, many of the forces
acﬁing on the automobile financing market also bear on

the other segments of the consumer credit market,

The Hypothesis
The Juster and Shay study addressed itself to the

consumer's sensitivity to finance rates, Juster and
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Shayvstate that consumers may in the future become more
- sensitive to finance rates, that is the unrationed group
of borfbwers may grow as a proportion of the population.
It is assumed that the unratioﬁed consumer will seek
lower cost credit, while the rationed consumer may be
forced to seek credit from the higher cost lenders,

The three characteristics of unrationed borrowers
mentioned previously2 and the above assumption lead to
the hypothesis. 'It is hypothesized that the change in
the lower or higher cost suppliers' share of the consumer
credit market can, in the futurs, ge predicted by changes
in the proportion of the population falling in the un=-
rationed class. Changes in this proportion are reflected
by changes in the age characteristics of the population,
and by certain financial characteristics of the popu-
lgtion,

The hypothesis consists of two fundamental proposals.
The firgst is that the changes in share of ‘the market can
be predicted by changes in the proportion_of the population
that is unrationed with respect to its supply of credit,
The éecond ig that changes in this proportion can be
predicted by changes in population characteristics,

The method of prediction will actually skip the

lJuster and Shay, p. Lb.

2See page 25.
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intermediate step and forecast changes in share of the
market from changes in the characteristics of the

'population.

Technique of Forecagsting

The technique will be to obtain rough measures of
the sénsitivity of the automobile financing market to
changes in certain population and financial character-
istics., This will be accomplished by means of a
regression of past share of automobile financing market

data. onto the above characteristics,

Establishment of ﬁhe Relationships~Problem

A brief look at the past performance of chartered
banks, in the field of automobile financing, identifies
a problem in the establishment of the relationships,.

A revision of the Bank Act, in 195L, allowed the
banks, for the first time, to take chattel mortgages on
household property as security for personal loans. It
is subsequent to this date that chartered banks became
active in the automobile financing market, Their
presence has been felt to a significant degrée only in
the past 10 years., This represents a statistically
inadequate time span‘upon which to establish relation-
ships between share of the market and population char-

acteristics. This is especially true considering the
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distance into the future that the variable will be
predicted. An additional problem is the fact that the
likelihood of a valid relationship existing in the above
time period is remote. The chartered bank's share of
the market was, during that time, influencéd gsignificantly
by their aggressiveness and capacity. The potential
market for lower cost éonsumer credit méy have existed
in the past. The banks merely expanded into this market,

The difficulties mentioned above have led to the
decision to use past U.S.A. data regarding sales finance
companieg and commercial banks, in order‘to establish
the relationships. The U.S.A, data is usable, with some
small exceptions, from 1939 to date., The commercial
banks have been in the field since 1939. Therefore,

a greater likelihood exists that the share of the market
data will reflect the relationships proposed in the
hypothesis,

The assumption will then be made that the relation-
ships established on the U.S,A. data are applicable to
the Canadian automobile financing situation., A forecast
of the future share of the automobile financing marketi- =
that will be serviced by the sales finance companies
will be constructed, using these relationships.

It is admitted that the nature of the assumption

made above, damages the credibility of the forecast,
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In an effort to restore some of this lost credibility,
a digression in the form of an examination of the
assumption will be made.,

Fundamentally, the assumption is that Canadian
borrowers will, in the future, exhibit the same reactions
(in terms of source of credit selection) in accordance
with their changes in age and income characteristics as
U.3.A, borrowers did in the past. The elements of this
assumption are as follows:

1) It assumes that credit sourceg in Canada are similar
to those in the U.S,A. with respect to difference in
finance rateg,

2) It assumes that the cultural and social foundations
of each country give rise to a similar demand for

- credit, |

The first element, that of similar institutional
finance rates, can be evaluated by table XV,

The second element is far more intangible and
difficult to evaluate, Table XVI shows the similarity
between the U.S.A, and Canada data regarding consumer
credit ag a percéntage of personal disposable income.

The parallels in history 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 in the
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same major wars., It is common knowledge that our

economies are closely linked and tend to move togethner,

TABLE XV

CONSUMER CREDIT CHARGES-IN THE U.S.A. AND CANADA

— m
Institution 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 - 11% |

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 196l.,

It is submitted that these points will tend to
support the view that similar demand characteristics
for consumer credit (as far as elasticities with regpect

to finance rates are concerned) may exist.
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TABILE XVI

CONSUMER CREDIT AS A PERCENT OF PERSONAL DISPOSABLE INCOME

Year Can, U.S.A, Year Can, U.SA.
1948 745 an 1958 1l .2 1.5
1949 8.3 8.9 1959 15.4 15.%
1950 9.6 10,1 1960 16.0 15,
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 196l 19.5 17.9
1955 - 13.8 1.2 1965 20,2 18,6
1956 1.2 1.7 1966 NA 18.6
1957 14,0 1h.6

Source: Bank of Canada §tatis£ical Summary and
Federal Reserve Bulletin.

It is submitted that these points will tend to sup-
port the view that similar demand characteristics for
consumer credit (as far as elasticities with respect to

finance rates are concerned) may exist.

Independent Variables

Juster and Shay describe the unrationed borrower as
being in a later stage of family life and having a
larger incoms,

These characteristics will be'measured,as follows.

Stage of Family Life.-The ratio of the number of
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people in the following age groups.

Number of persons 20 to 3L years of age
Number of persons 35 to 5 years of age

This variable is assumed to reflect the stage of
family life characteristics., A later stage of family
life is reasonably well indicated by the 35 to 54 years
of age group. The age variable is a ratio of.the two
" age groups because of the problems in forecasting fhture
size of age groups as a percentage of total population.
In addition, the variable expressed as a ratio generally
dovers the entire age group using consumer credit, énd
is thérefore, a better indicator of the stage of family
life of the potential consumer credit market.‘

Median Income of Family Units.-This variable may

represent the income characteristics of the population,
Median income was chosen on the basis of the availability
of data, The family unit was chosen because a. borrower's
credit need and potential payment ability is usually
based on the income of his family. This income may be
larger than the income of the head of the family if the

wife works.

3Since U.3.A, data is to be used to establish the
relationships the number of persons in the 20 to 34 age
group will be modified as follows: The data for the years
1942 to 1946 is reduced by the number of persons in
-military service during this psriod in excess of the 1941
figure. Thé 1951 to 196l data are similarly modified
over the 1950 military strength.
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In addition, Juster and Shay described the unrationed
borrower as having greater liquid assets, however the
difficulty of obtaining data on the size of liquid assets,
combined with the high degree of intercorrelation
between saving and income, makes it difficult to utilize
this variable, Therefore, it will be ignored as an
explanatory variable, This is not to suggest that the
size of liquid assets is not a possible valid distinction

between rationed and unrationed borrowers.

Establishment of the Relationship

The data used to establish the relationships is
U.S.A; data and is shown in the appendix on page
| The regressions were approached from two ways. The
first approach was to perform a routine least squares
regression on the data referred to above, Thg results
are shown in 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 ratio regression
coefficient was restricted to a positive value, and the
income regressicn coefficient was restricted to a neg-
ative value, The results are shown in the appendix on
page 125

The two approaches provided different results and

this problem is discussed in the appendix,
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The Forecgst Results

The regression equations obtained from the above
were used to generate a series of predicted shares of
the automobile financing market gding‘to sales finance
companies. Canadian data was used for the projections,

as shown in table XVITI.

TABLE XVII

PROJECTED DATA ON INDEPENDENT VARIABLES

Year Age ratio of 20 to - Median Family Income
34 yr. olds to 35 - (t-1)
to 54 yr. olds

1966 842 $ 5998

1967 849 6299

1968 .891 6613

1969 .908 - 6947

1970 «937 7291

1971 1.961 7655

1972 1,002 8031

1973 1.037 8%&1

1974 1.071 . 8862

1975 1,104 9306

1976 1.133 9771

1977 : 1.159 10260

1978 1.184 : 10772

1979 ' 1.204 11311

1980 1.217 11876

These projections were obtained as follows:

1) The age ratio projection was obtained from an
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Economic Council of Canada Staff Study.h
2) The projected median family income was obtained by using
an arbitrary compounding factor of Sipercent annually
and projecting the 1961 median family income at this
rate,
All equations except the one for the period 1939 to

196L (which includes the war years) predict a falling
share of the market for sales finance companies, The
equation for the period 1939 to 1964 is not considered
relevant due to the economic dislocations that occurred
in the war period 1942 to 1945 in the U.S.A.

The various forecasts generated by the equations
are shown in table XVIII,

The prbfile of the share of the automobile financing

market that may be serviced by the sales finance companies

in Canada, to 1980 is shown in chart 19,

Summary

The forecast generated in this:chapter lends some
support to the tentative conclusion drawn from the
examination of the sales finance companies!' place in
the consumer credit market, coﬁtained in tﬁe last 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 will

by

iW.M. I1ling, Population, Family, Household and Labor
Force Growth to 1980, Economic Council of Canada Stalt
Study 19, (Ottawa: Queen's Printer, 1967)
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TABLE XVIII

FORECASTED SHARE OF AUTOMOBILE FINANCING MARKET THAT
MAY BE SERVICED BY THE SALES FINANCE COMPANIES®

——
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“dates are inclusive.

continue to aggressively’seek consumer credit business,
and that they will remain lower cost lenders than the
sales finance companies,

While this chapter was not completely successful
in applying the Juster and Shay model to explain past
market changes, certain critical areas in the forecast
were indicated., The main area that requires more in-

vestigation is the specification of the age variable,
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CHART 19

RANGE OF FORECASTED POSSIBLE SHARE OF MARKET THAT MAY
BE SERVICED BY THE SALES FINANCE COMPANIES

6
Per%

cent

Lo|

forecast

/
204

0 . . . ——a -
1966 67 68 69 70 71 72 73 T4 75 76 77 78 89 80

This particular area is suggested as a possible fruitful
area of investigation for further study.

The possible implications of a forecasted loss of
share of market to the management of sales finance

companies will be considered in the following chapter,



VII, CONCLUSIONS

Overview

The last five chapters have examined the market
-in which the sales finance companies operate, Several
demand factors were briéfly examined, The various aspects
of the competition in the market for consumer credit
were also examined, The forecast in chapter six predicts
a future consumer popﬁlation having an increasea gen-
sitivity to finance rates., This prediction leads to'a
forecasted decline in the potential share of market
that may be serviced by the sales finance companies,

With this expectation, how éhould the competitive
strategy of the sales finance companies be determined?
Should the sales finance companies adopt a retreat
posture, or should they increase their comﬁetitive
strength in an attempt to hold share of the market?

The sales finance industry consists of basicaily
two types of firms, One type is the large diversified
company, offering several types of financial 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 bnly a small amount of business,

103
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They are usually hot as diversified as the larger firms.

Future changes inthe market for consumer credit will
have a different impact on each of these two types of
firms, The smaller firms may suffer the initial effect
of the chartered banks'! expansion in the consumer credit
field. This possibility was stated recently by a sales
finence industry spokesman.1 The spokesman predicted
fewer, larger, and stronger finance companies in the
future,

The comments contained in this chapter will be
directed at the large, diversified firm., These comments

may or may not be applicable.to the smaller firms,

Allocation Policy Decigions

The following section wiil deal with the allocation
of resources within a diversified finanée company. There
are two different approaches that may be used to con-
ceptualize the decision making process regarding the
allocation of resources within a diversified finance
company,

The first method is to visualize the various areas
of operation requiring the firms resources as elements
in an investment portfolio. " Each element in the portfolio

has an expected return and a risk factor. The portfolio

lthe Financial Post, October 1, 1967, p. S.
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is optimized when the expected return is maximized for
a risk level consistent with the risk preferences of
the investor, The main objective of diyersification
under this reasoning is to minimize risk.

Viewing a diversified firm as a portfolio has
geveral complicating factors,

1) The rate of return on a particular elehent may depend
on the amount in&ested or the resources allocated
to it.

2) The variability (risk) of the return may be difficult’
" to obtain, and / or predict;

3) Diversification within a firm may stem from reasons
other than a desire to reduce risk.z

These factors complicate portfolio analysis greatly
and make it difficult to apply.

‘The second approach to the allocation of resources
within the diversified finance firm is based on marginal
analysis; It may be termed the theory of the firm approach,
The disadvantage of this approach is that it ignores risk,
although it does have the aavantage of simplicity,

Consider a firm with two divisions called A and B,

2Note that it may be possible to argue that the
individual shareholder will diversify within his port-
folio, in line with his own risk preference., Therefore,
the firm should govern its! ections only in terms of
profit maximization, Risk reduction may not be an ob-
‘jective in the diversification decision within the firm,
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Division A is the sales finance division., It is assumed
all costs are variable in both divisions., Charts 20 to
2li show the total, average, and marginal costs and
revenues for each divisions as well as total and mar-
ginal profit. By marginal analysis; fesources would
be alloéated such that marginal.profit was eqgual between
divisions. This can be seen on charts 22 and 23, Assume
that only a limited amoﬁnt of resources were available
for allocationand that this amount was less thanrx+y,
but greater than x or y., These resources would be
allocated such thaﬁ marginal profits were equal (for
instance at points r and s), This allocation would be
optimal., This can be demonstrated by taking one unit
from either division, allocating it to the other division,
and noting the effect on total profit, Bj definition,
the reduction in profit for one division by the mis-
allocation would exceed the increase in profit gained by
the other division., Therefore, the allocation is optimal,
The overall optimum operation is with x+y resources.
At this optimum, maréinal profits from both divisions
are zero. It is interesting to note that as resources
exceeded the x+y level, it would pay_td'diversify further
and reallocate the resources-among three divisions,
However, this reasoning is complicated in the short term

by fixed costs, With fixed costs, the profit curves
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CHART 20 ‘ CHART 21

TOTAL COSTS AND REVENUES AVERAGE AND MARGINAL
COSTS AND REVENUES

CHART 22 CHART 23

TOTAL AND MARGINAL PROFIT ‘TOTAL ANDYMARGINAL PROFIT
(division B) (division A)

TP
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CHART 2l

TOTAL AND MARGINAL : PROFIT WITH FIXED COSTSW

MP , MP

TP
TP

Yy Q X Q

3¢
1l)Marginal values in these charts would be in terms
of quantity of resources allocated to the division, rather
than units of sales,
e.g. MC=dC where C equals cost and
dQ Q is a measure of the quantity
of resources allocated to
the division,
2)The following conditions must apply for the
optimal allocation of resources as discussed in the text:
Qv x
Q>y
Q < x+y

would appear somewhat like chart 24, In this case,

diversification would result only when funds exceeded

some point x+y+e,
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This model can be used in an examinaticn of the
diversified finance company allocatiqn of resources,
Funds would be allocated such that equal Marginal profit
existed between divisions,

The future, as suggested by the forecast, may see
the nonsales finance divisions grow more rapidly than
the sales finance division, Alternatively, the sales
finance division may shrink in gize, Thse results would
be the same‘in that the sales finance division may
become relatively smaller compared to the other divisions
in the firm, This can be represented by a ghift to the
left of the prbfit curve of the sales finance diwvision.
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
diversify under the reasoning previously stated,

This type of analysis reéults in the rejection of
a "gtand and fight" policy by the finance company., If
the firm were to attempt to engage in increased pricé
and nonprice competition, the result woﬁld be a reduction
in profitability. This would be acceptable only if the
reduced profitability were a short term condition.

It would mean a movement down the profit curve to the
right and would represent a misallocation of funds.

The logical policy in the light of the predicted

loss of share of the market may be to contract the sales
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finance division (relative to other divisions), and / or

increase diversification.,

It is possible that both the portfolio approach
and the theory of the firm approach would indicate an
increased divergification strategy. This strategy would
originate from two main effects of diversification,

1) teduction of overell risk by diversification,

2) since the return from each division varies with the
amount of resources allocated to that division,‘there
may exist logical reason for diversification based
simply on the degsire to maximize profits as well as
the risk incentive referred to in point 1.

What has the sales finance company strategy been.
in the recent past? From the surface, sagging profit
margins and lower finance charges (charts 25 and 26)
appear to indicate that sales finance companies have in
general been sacrificing profits for‘volume. However,
closer examination has shown that only in the last two
or three years have operating costs begun tb rise, relative
to revenues., The main reason for the poor profit per=-
~ formance appeafs to have been the high cost of funds, as
is shown in table XIX. This is interpreted as indicative
of a policy based pfimarily on‘profit maximization and

not on an index of share.of market or volume,
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CHART 25

RANGE OF FINANCE CHARGES ON NEW AUTOMOBIILE
BALANCE OF $2000 OVER 30 MONTHS

600,
Dol-
lars

500

yooll L

300 . . . . . .
1958 59 60 61 62 63 6L 65

CHART 26

RANGE OF FINANCE CHARGES ON NEW REFRIGERATORS
BALANCE OF $300 OVER 2l MONTHS

80, .
Dol - ] | | ]
lars
60
= o - - -
-— —_—
Lo

1958 59 60 61 b2 63 6L 65

Based on Federated Council of Sales Finance Companies
data,
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TABLE XIX

EXPENSES AND NET PROFIT OF SALES FINANCE COMPANIES
AS A PERCENT OF GROSS REVENUES

—————_—_____T..—w
w 1962 11963 C196L 1965 |

Gross Revenues 100.0 100.,0 100.0 100.0

Cost of non-

equity funds | 39.3 42,6 L45.2 L5.5
General Admin, 29.0 28.5 27.8 28,7
Bad Debt .. .-
Expense L.6 3.7 4.5 6.2
Taxes 12, 11.1 95 8.1
Net Earnings 15.3 1.1 13.4 11.2

Source: Data supplied by the Federated Council of
Sales Finance Companies,
Divisional Optimization

If the previously discussed allocation decision has
been made, the competitive posture of the sales finance
division would already be determined, The primary
objective of the division would be a divisional maxi-
mization of profit., Any measure of volume as an objective
’or goal would be unacceptable since it would not auto-
matically lead to an optimum allocation of resources and
resultant profit maximization,

This section will consist of speculations regarding

the suboptimization within the sales finance division.



113

The previous chapters may serve as a background to this

" speculation, An examination of the fundamental variables
in the operation of the sales finance division (in com-
petition 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 bthe various sources of supply of
consumer credit was made in ¢ hapters four and five,

These chapters indicated that (to a great extent) the
various sources have specialized in certain segménts of
the consumer credit market. The credit unions, and

small loan companies serve reiatively distinct and
separate segments of the market, 1In the case of the sales
finance companies and the chartered banks, tbera appears .
to be an overlap of markets. The conclusion drawn from
this observation is that, at the present time, the

chief competition faéing the sales finance companies is
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 companiés 1ls that
it is cheaper to do so. This may be interpreted as

meaning that the consumer does not conéider the additional
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gservices offered by "on premises sales financing" worth
the additional 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 credit. Both
alternatives may bring fhe value of the services offered
by the sales finance company and the cost of these
services, closer together in the eye of t he consumer,

Howsver, these measures must not result in a reduced
profit for the sales finance company, or division. If
profits fall, the measures would be incompatible with
the previously discussed allocation reasoning. That is,
if these measures result in reduced profit, they are not
acceptable as a means of increaéing the share of the
market,

In all probability, both measures, employed
separately or in some combination, would result in
reduced profit, Increasing the attractiveness of the
servicesg offered would probably result in increased ex-~
penées. Reduced finance rates would probably result in
a fall in revenues,

Therefore, both measures must be accompanied by
off-sétting effects., A posgible area where savings could

theoretically be achieved is through a reduction in
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other expenses; particularly these savings might be
achieved through a reduction in the cost of funds.

The foregoing is not a prescrfption to increase
the pfofitability of a sales finance division. Only
the practising manager can pass an opinion on whether
gsavings in the sabove areas could be achieved. The
above digscussgion is simply an effort to systematically
examine the main elements in the prbblem of sales finance
company competitive strategy deterﬁination.

If, as the preceding chapter suggésts,,the sales
finance c ompanies are facing a long term decline in
share of the market, the main concern of management may
be a redefinition of the primary services offered by the
company,

The sales financing of consumer purchases will remain
as an important service to c onsumers, in spite of a falling
market share, The utility of on-premises financing of
consumer purchases by sales finance companies will depend
upon the services offered and the rates charged.

Assuming that this utility remains approximately the
same as the present level (that is that the sales fin-
ance companies can find no way of cutting charges or
increasing services, without damaging ‘their profit
position) the total outstandings of sales finance com-

panies in 1980 may be of the order of 1.5 to 2 billion
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dollars,

The above redefinition of sales f inance company
business appears to be in progress within the sales
finance industry., It may be reflected by the strategy
of diversification that is being pursued by most large
firms,., Diversification has occurred into the following
fields.

1) ;mall loan tusiness.

2) industrial and commercial financing

3) factoring

l}) mortgage lending

5) interim financing for real 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 in other industries (e.g. with mortgage loan

companies in order to provide high ratio mortgages).

Concluding Comments

This study was intended to undertake a general

3This figure was obtained by a simple extrapolation
of current growth rates.



117

survey of the demand for and supply of consumer credit,.
study the past and possible future interactions

between this supply and demand, and discuss the impli=-
cations of these interactions to the management of

gsales finance -companies,

Chapters two and three dwelled on the demand for
consumer credit and emphasized the consumer's sensitivity
to finance rates,

Chapter four and five dealt with the supply of
consumer credit and interactions in the mérket for this
credit., Share of the market serviced by each source of
credit and t he particular source's range of finance
charges were stated, This represents the analysis of
the past interaction between the supbly of and demand
for consumer credit, |

Chapter six disclosed difficulties 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 in the sales
finance companies share of the market (automobile
financing).

Chapter seven discussed the implicatioﬁs of this
forecast for -the management of sales finance companies,
The conclusions drawn indicate that the dynamic nature

of the market for consumer credit, and the highly com-
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petitive supply of such credit presents the management
of sales finance companiesg with a difficult task., Added
to this is a changing background of regulations and
economic conditions., In total, these factors indicate
that the management of sales finance companies face a
critical responsibility to comprehend the nature of and
changing characteristics of the demand for their
resources, Their companies have a vital, unique, and
necesgary roie to perform in the Canadian economy in

the immediate future, Equally they are concerned to
identify the nature and characteristics of existing and
emerging sources of ¢ onsumer credit and the effect “of
these gources on the sales finance ¢ ompanies! competitive

position,
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APPENDIX

Regressions

This appendix is intended to state and discuss the
regression results. However, it will be useful first
to state the objective of the forecast and regressions,
The objectivé is to apply the Juster and Shay hypothesis
to obtain & 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
suppoft or invalidate the Juster and Shay ideas, The
regressions and data are considered far too unsophis-
ticated to be used in this manner, as will be pointed
out.l The empirical test used by Juster and Shay in
their étudy is considered far more useful for this

purpose.,

The Regression Equation

The regression equation used is of the following
form, S = K+B1X; + BpXo-
where S = share of the automobile financing market

serviced by the sales finance companies

in percent

lsee page 125,
122
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K = a constant

Xq= age ratio = number of 20 to 34 year olds
number of 35 to 5l year olds

Xo= median annual income of families and related
individuals of previous year,

The past U.,3S.,A, data (table XX) was used to construct
a series of forecasting equations of the form listed

above,

Regregsion Results

A, Least Squares Regressions

1)For the period 1939 to 1964
S = =70.6 + 126,8X; + 0.005X,
R®= 0.5l

2)For the period 1939 to 1941, 1946 to 1964
S = 128.6 - 56,2X; - 0.006Xy
R®= 0,77

3)For the period 1946 to 196l
S = 125.5 - 53.8X; - 0.006Xp
R®= 0,60

LL)For the period 1951 to 196l
S = 112,6 - 34.3X; - 0.006X5
R“= 0,81

5)For the period 1953 to 196l
S = 99.7 - 8.8X; - 0.007X,

R2= 0. 97
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TABEE XX
THE HISTORICAL DATA (U.S.A.)

— — __— ______— —  — — —_ _— ___— — — —— 1

Share of Auto.

Fin, Market Age Median Family
Year Serviced by Ratio Income in

Sales Fin,., Co. Dollars

in Percent (t-1 years)

‘ s X3 Xp
1939 69.3 .976 1100
1940 67.8 .976 1231
1941 63.0 «97L 1348
1942 L6.2 .859 1500
1943 25,0 .712 1700
194l 22,0 643 1950
19h5 10.0 621 2388
1946 5.7 .865 2445
1947 .%A) .938 25,8
1948 56.3 .931 3033
1949 61.8 .922 3140
1950 59.7 .889 3107
1951 59.0 .863 3319
1952 58.0 .836 3709
1953 58.0 .825 14889
195, 60.0 .81L 4223
1955 61.0 .811 L197
1956 60.0 .792 Ly20
1957 58.5 179 14788
1958 56,7 . 766 4978
1959 55.7 .720 5045
1960 5.1 .7h1 5417
1961 52,1 .7hl 5625
1962 so.% . 740 574l
1963 L8. .738 5940
196l L5.7 . 750 6265

Source: Federal Reserve Bulletin, various issues and
Statigtical Abstract of the United States.
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B, Graphical Regressions

1)For the period 1953 to 196L

S = 67.2 + 33.3X4 - .007LX>
R®= 0,88

The fegression equations for the period 1953 to 196l
are probably the most relevant for forecasting purposes
in that they are based on data closer to the future, in
time, than the other regressions., However, they are
baged on less data and therefore less reliable than
the regressions on the other periods.

The fundamental difference between the least squareg
and graphical regression.rests in the coefficient Bl'
The least squares regression produces a negative
coefficient while the graphical regression contains a
positive one.,

Conceptually this represents a conflict regarding
‘the rationéd and unrationed borrowers age description,
The least squares regression-seems'to disagree with the
Juster and Shay suggestion that unrationed borrowers are
in a later stage of family life., However, as mentioned
earlier, there may be inaccuracies in the particular
age ratio as a:measure of stage of family life distribution
of the population. One of these inaccuracies may have
resulted in the apparent conflict., This inaccuracy
may be a result of the possible change in the spending

power held by persons in the 20 to 34 years of age group
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over the 1939 to 196l period. It is suggested that the
relative spending power of this group incréased over
the period, as compared to the 35 to 5L year old group.
This would tend to distort the historical relationships,
and could produce the problem referred to above,
Unfortunately the complexity of the forces at work
and the unavailability of data preclude allowing for
this possible inaccuracy in the definition of the age

variable, in a forecast of this nature,



