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L INTRODUCTION

The Nova Scotia Utility and Review Board (Board) has been given the mandate to
set the maximum amount that may be charged for payday loans. I have been asked by the
Canadian Payday Loan Association (CPLA) to provide my independent judgment and
opinion in this matter in order to assist the Board in its determination.

I am Professor of Finance and Director, Centre for International Business Studies,
University of Manitoba. Previously I have been Head, Department of Accounting and
Finance at the University of Manitoba and Chairman, Finance and Business Economics at
McMaster University.

I received the Bachelor of Science Degree in Economics from the Wharton
School of Finance and Commerce, University of Pennsylvania in 1966. 1 completed the
Master of Business Administration Degree in Finance from New York University in 1968
and the Doctor of Philosophy Degree in Finance from the University of Toronto in 1975.

During the last 25 years [ have been employed as a consultant in a number of
cases that posed a wide range of problems in applying financial theory to the
determination of the cost of capital. | have testified on financial matters before the
Canadian Transportation Agency, the Canadian Radio-Television and
Telecommunications Commission, the Canadian Human Rights Tribunal, the Manitoba
Public Utilities Board, the New Brunswick Board of Commissioners of Public Ultilities,
the Newfoundland Board of Commissioners of Public Utilities, the New Mexico Public
Service Commission, and the Federal Communications Commission.

I have also been engaged in academic research to extend the theory of the cost of

capital. Among the subjects of this research have been the effects of income taxation on



the cost of capital, the impact of growth on the cost of capital, the impact of inflation on
the cost of capital, estimating the cost of capital for a non-traded division of a company
and the use of the capital asset pricing model in estimating the cost of capital. I have
published articles on the cost of capital and related problems in finance in the Journal of

Finance, Financial Management, the Journal of Portfolio Management, the Journal of

Accounting, Auditing and Finance, the Canadian Tax Journal and elsewhere.




11. STATEMENT OF THE PROBLEM

There has been a great amount of interest in the rapid growth of payday loan
outlets and the payday loan companies’ practice of charging relatively high fees.
Opponents of the payday loan industry want payday loans prohibited on the basis of

usurious interest rates or forced to operate at sharply reduced fee levels.

Characteristics of Payday Loans

A payday loan is a small, short-term loan that is intended to cover a borrower’s
unanticipated expenses until the next payday. It has two distinct features. First, it is a
small loan, A typical payday loan would be $300. Second, it is a very short-term loan. A
typical term would be one or two weeks. It is not designed to be a form of revolving
credit.

In order to qualify for a payday loan the borrower must be employed and have a
personal chequing account. The payday loan company will lend up to a specified
percentage of a customers net pay to a maximum amount of $1,500. The Borrower
provides identification and proof of income, and a cheque or pre-authorized debit for the
principal plus interest and fees, dated on the next payday. Note that the borrower has to
know exactly the total dollar cost of the loan when the post-dated cheque or pre-

authorized debit is written out.



With those characteristics for a payday loan, consider the following illustration.
Assume a company operates with a total fee of $20 per $100 of payday loan. An
individual borrowing $300 for two weeks writes a post-dated cheque for 3 x $20 + 300 =
$360, dated two weeks hence. Critics of the payday loan interest claim that the $20 fee
per $100 of payday loan is usurious, amounting to over 500% as an annual percentage
return, or over 11,000% as an effective annual return, which includes compounding.
These calculations are provided in Table I for periods of one week, two weeks and one
month.

Although the numbers in Table I make lurid headlines or catchy sound bites, the
calculations are an incorrect application of financial theory. The annual percentage return
and the effective annual return measures are very useful for adjusting the different ways
that interest rates are quoted and their compounding methods for loans of similar term.
There is no meaning to annualizing the cost of a one or two week loan, or compounding it
to an annual figure as an effective annual return.

Furthermore, the $60 fee in this example is not interest, but interest plus an
administrative charge, Many financial institutions have one-time administrative charges
when establishing a loan, for example, fees required to obtain a mortgage. However,
these charges decrease in importance as the size of the loan increases. This is illustrated
in Table 2. A $60 fee on a five year $100,000 mortgage is .01%, compared to 520% for a

two week $300 loan.



Conclusions

The fee charged for a payday loan has to cover operating costs, as well as interest
cost. It is misleading to annualize or calculate an effective annual rate of return for this
combined cost. Payday loans are high cost because of their design as short-term, small
loans. With that understanding, the focus can be on the problem of determining the fee
necessary to cover the costs of a payday loan and provide a fair rate of return on capital to

the payday loan companies.



1I1. PROBLEMS IN REGULATING PAYDAY LOAN FEES

In order to gain some insight into the problems of regulating fees for payday
lending, a brief review of the regulatory process for public utilities is provided. Then, the
differences between regulating a public utility and regulating fees for payday lending will
be examined. These differences indicate that regulating payday lending will involve

difficult choices.

Public Utility Regulation

A public utility usually provides some services where it acts as a monopoly
without competition in a particular market area. The competitive market system of setting
prices does not function, and regulation is used as a substitute for competition. The
purpose of this regulation is to provide the results of prices and a fair profit that would
have been obtained with the competitive market system. In a competitive market the
forces of competition hold prices to the costs of production and a fair rate of return on
invested capital. The regulator substitutes for the forces of competition.

The regulator must determine the revenue requirement or cost of service. This is
the set of rates for output prices that produce revenue sufficient to cover all costs,
including taxes, depreciation and a return on invested capital. The return on invested
capital is calculated by multiplying the rate base by an allowed return determined by the
regulator. This rate base is the net book value of the assets that are used in production
plus an allowance for working capital. The allowed rate of return is a weighted average of

the component capital costs of the debt and equity.



The estimated revenue requirement is determined by analyzing the costs during a
test year, and then adjusting for any known changes between the test year and the period
over which the rates will be in effect. If the utility’s revenue exceeds its cost plus the
allowed rate of return on invested capital, product prices are reduced. Alternatively, if the
return falls below the allowed return, product prices are increased.

Although the regulator sets prices to allow the utility to earn a specified “fair
return,” it is not a guaranteed return. Actual returns will differ from the allowed return if
the regulator does not react instantaneously to differences between revenues and costs.
This delayed reaction to outcomes that differ from expectations is regulatory lag, an
important risk for investors in regulated companies.

An important part of the regulatory process is determining the appropriate
operating expenses to be included in the cost of service. Expenses deemed to be
excessive or unnecessary are disallowed. Although operating expenses and capital
outlays are the major components of the revenue requirement, much more attention is
given to controlling the rate of return on capital. This results in part from the
administrative difficulty of controlling company expenses, and in part from a focus on

controlling profits,

Differences in Regulating Payday Loan Fees
The Board has a mandate to set the maximum amount that can be charged for
payday loans, The critical difference from the public utility case is that this is not the

regulation of a single company with a monopoly to provide service. The payday loan



market is competitive with many payday loan companies providing service. In some
locations in Metro Halifax several companies may compete for business in the same area.

These companies may differentiate service from their competitors in several
ways, including the number of offices, areas in which the stores are located and hours of
service. In addition, companies may differ in the credit risk that they are willing to
accept. Differences in size, quality of service or credit risk will affect the cost of service
provided. Furthermore, each company may be financed differently.

The differences with the public utility case are apparent. First, and most
important, each company may have a different cost structure. A company may choose to
provide service in a higher cost location with longer hours of service and with short wait
times to higher risk borrowers. As a result it will have higher costs, but it is not operating
inefficiently. It is providing a different quality of service. Second, each company may
have a different “fair” rate of return, depending on its own particular risk and capital

structure.,

Conclusions

In regulating a public utility, the regulator bases regulation on the company’s
operating costs, adjusted from observations over a test period, and the company’s allowed
rate of return on invested capital. It can then observe how the allowed rate of return
compares to the earned return on invested capital and correct its decision by readjusting

prices up or down as needed.

In this case, the Board’s decision on the maximum fees for payday loans will

apply to a group of companies, regardless of the individual companies’ cost



characteristics or the individual companies’ required return on invested capital. As will
be shown in Section IV, even if the differences in capital costs are ignored, there is a
wide spread in the operating costs of individual payday loan companies. As a result, the
Board will have a difficult decision in setting a maximum payday lending fee that applies
to all the companies in operating in Nova Scotia. Unlike the corrections that may take
place with regulatory lag in the public utility case, there is no correction for the payday
loan companies with a cost structure above that assumed in the Board’s decision. They

will not be able to operate in Nova Scotia.
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v THE ERNST & YOUNG REPORT (2004)

The Ernst & Young (E&Y) Report was commissioned by the CPLA as an
independent study of the costs of providing payday loans in Canada." It is the only study
that [ am aware of that collected and analyzed actual costs of a representative sample of
the entire Canadian payday loan industry. For that reason, it is important to review

E&Y’s methodology and to provide a summary and analysis of the main conclusions.

Methodology

E&Y used a survey approach to develop a cost quantification model. Discussions
were held with industry and government representatives {0 ensure an accurate approach,
and the model was shared with the government representatives to obtain feedback on
reasonableness and accuracy.

E&Y provide the results of the cost analysis for three sized categories based on
payday loan transactions: large (greater than $20 million), medium (between $2 and $20
million) and small (less than $2 million). The attributes of this sample are shown in Table
3. The 19 companies included in the survey had a total of 473 stores across Canada with
an $827 million volume of payday loans.

Two points should be noted. First, the individual companies’ data are not
provided. For example, the $1.75 million volume of payday loans per store is based on

the average of five companies. Second, the five companies in this category represent 92%

* At that time the CPLA was named the Canadian Association of Community Financiat Service Providers
(CACFS).
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of the total volume of payday loans and 87% of the stores. Hence, results based on
weighted averages and results based on unweighted averages will vary significantly. The
weighted averages will not adequately reflect the cost structure of smaller companies in

the industry,

Major Findings

The unweighted averages of the total cost per $100 of providing a payday loan are
shown in Table 4. The cost of a $300 loan would be 3 x $20.66 = $61.98. Several
important results are apparent. First, costs increase significantly as business size
decreases, rising from $16.93 for large business size to $22.88 for small business size.
Second, among the cost components, operating costs are by far the most important,
representing 73% of total costs, followed by bad debt expense representing 21% of the
total. The fact that the cost of capital represents a very low percentage of total costs, and
that operating costs vary with business size, change the emphasis of regulating payday
loan companies from rate of return to cost determination.

Table 5 compares the E&Y unweighted cost estimates with the weighted cost
estimates. Although the costs decrease as business size increases with both weighting
methods, the weighted average total cost is significantly lower, reflecting the lower
operating costs of the largest payday lenders.

For its capital costs estimates, E&Y used 7% for the cost of debt capital and 15%
for the cost of equity capital. Table 6 shows the sensitivity of E&Y’s weighted average

cost to changes in these estimates. As noted previously, the total operating costs and bad
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debt costs are much higher than the small capital costs, so differences in the assumed
capital cost rates have little effect. For example reducing the cost of debt capital to 6%

and the cost of equity capital 10% only lowers the average by $.38. = ($15.69 - §15.31).

Conclusions

As noted previously, this is the only study available that collected and analyzed actual
costs of a representative sample of the entire Canadian payday loan industry. Accepting

the data as valid, the main conclusions are:

e The average (unweighted) cost of providing payday loans for the industry as a

whole is $20.66 per $100 of payday loans.

¢ The average (weighted) cost of providing payday loans for the industry as a whole
is $15.69 per $100 of payday loans. However, this is a result of the fact that the
largest operators have significantly lower costs than the smaller operators. This
weighted average does not adequately reflect the cost structure of smaller
companies in the industry.

o The cost of capital is a very small component of total costs, so different
assumptions for the return on equity and interest on debt in determining the cost

of capital have little effect on the estimate of total cost.
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