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Summary

Background and context to our investigation

1.

On 27 June 2013 the Office of Fair Trading (OFT), in exercise of its powers
under sections 131 and 133 of the Enterprise Act 2002 (the Act), made a
reference to the Competition Commission (CC) for an investigation into the
supply of payday lending in the UK. On 1 April 2014, the Competition and
Markets Authority (CMA) took over many of the functions and responsibilities
of the CC and the OFT, including in relation to this investigation.

This report sets out our findings on whether any feature or combination of
features in this market prevents, restricts or distorts competition, thus
constituting an adverse effect on competition (AEC) along with our decisions
on the remedies necessary to address any AEC.

The questions that we have considered in this investigation — of whether
competition is working well in this sector and what should be done if it is not —
are important ones. Effective competition benefits consumers. In a well-
functioning market, the competitive process encourages suppliers to keep
their prices low, to innovate and to improve the service they provide to
consumers. We have found that there is a clear demand for short-term, small-
sum credit, which many customers are currently meeting by taking out a
payday loan. As with any other market, shortcomings in the competitive
process can lead to customers paying more than they need to for their loans.

Payday lending has been, and continues to be, an issue which attracts a large
amount of political and media attention. In conducting our investigation, we
have been aware of the wide range of concerns that regulators, consumer
groups, debt-advice charities and other interested parties have expressed
about the operation of the payday lending sector. These concerns have
centred on a variety of issues, including the cost of borrowing, whether
lenders are acting responsibly when assessing whether customers can afford
to meet the repayments due on a loan, whether advertisements for payday
loans are misleading or inappropriate and whether sufficient forbearance is
shown to customers that get into difficulties in meeting repayments.

It is clear to us that a number of these important issues go wider than the
guestion of competition in the provision of payday loans which we are
required to consider under the market investigation regime. We have been
aware of the work undertaken in parallel by the Financial Conduct Authority
(FCA) and the other bodies responsible for other aspects of public policy in
relation to payday lending, including the introduction by the FCA of its new
rules and guidance contained in the Consumer Credit sourcebook (CONC), to



tackle a number of the problems that have arisen in this sector in recent years
and which had been identified by the OFT in March 2013 in its review of
compliance by payday lenders. In addition to the normal benefits of a
competition review, our in-depth market investigation has informed the work of
the FCA and of the other stakeholders with an interest in payday lending, by
providing detailed evidence and analysis of the way the market operates. We
have kept closely in touch with the FCA during our investigation and have
shared information and data with the FCA, in response to its requests, in
accordance with our own statutory responsibilities in relation to the

information we collect.

Our investigation has also taken place against the background of substantial
changes to the regulation of the sector. The FCA assumed responsibility for
consumer credit regulation from 1 April 2014. In October 2013, it published its
detailed proposals for the regulation of consumer credit, including payday
lending which formed the basis of its new CONC rules that are now in force.
As part of this new regime, the FCA has made new rules to address two
issues which had been the subject of much public concern — namely the
number of times that a loan might be ‘rolled over’ and the extensive use by
lenders of continuous payment authorities (CPAS) to recover debt from a
borrower’s bank account. Also, following an announcement in November
2013, Parliament passed legislation which placed a duty on the FCA to
impose a price cap on the cost of payday loans. The FCA published its
consultation paper on its proposals in July 2014 and its final decision on 11
November 2014. The price cap came into force on 2 January 2015.
Furthermore, on 1 December 2014 the FCA published a Policy Statement
which set out its concerns about the practices of some credit brokers which
charge upfront fees to consumers. It introduced new rules targeted at
ensuring that key features of brokers’ relationships with consumers are
transparent, which came into effect on 2 January 2015. The FCA stated it
would consult on whether to retain or modify these new rules, and whether to
introduce additional rules.

In carrying out our work, we have been mindful of the implications of changes
to the way that payday lending is regulated and the evolution of the market.
The evidence base underpinning our assessment of competition is, by
necessity, based on how competition has been working over recent years. In
reaching our final conclusions about whether any features of the market lead
to an AEC, we have sought to take into account the impact on competition of
regulatory changes and other market developments. Similarly, in considering
possible remedies, we have considered whether regulatory changes or other
market developments are likely to remove the need for remedial action and/or
affect the rationale for introducing specific measures.



An overview of the payday lending sector

8.

10.

11.

12.

Payday loans are short-term, unsecured credit products, which are generally
taken out for 12 months or less. The average loan size in our data set was
£260 and nearly all payday loans are for £1,000 or less. Within this broad
definition a variety of products are offered, including ‘traditional’ payday loans
repayable in a single instalment within one month or less and longer-term
loans where the loan is repaid in a number of instalments over several
months. The average duration of a payday loan is just over three weeks.

The payday loan market grew rapidly between 2008 and 2012, at which point
total payday loan revenue was around £1.1 billion, with lenders issuing
approximately 10.2 million payday loans, worth £2.8 billion. These figures
represented a 35 to 50% increase on the preceding financial year —
depending on the way in which the size of the market is measured. Since the
peak of 2012 growth rates reduced significantly. Revenue growth was around
5% in 2013. In 2014 the market contracted, and both payday lending revenue
and the volume of new loans issued fell year on year by around 27% for the
period January to September 2014. Four of the 11 major lenders identified at
the start of our investigation, as well as some smaller ones, decided to stop
issuing payday loans during 2014.

We estimate that there were around 1.8 million payday loan customers in
2012. Customers often take out multiple loans over time and many use more
than one lender — we estimate that an average payday loan customer took out
around six loans in a 12-month period, and that approximately four in ten
payday loan customers used more than one lender in 2012.

Payday loans may be taken out online or on the high street. Most payday loan
customers borrow online. We found that 83% of payday loan customers have
taken out a loan online and 29% of customers have taken out a payday loan
on the high street. There is some overlap, with 12% of customers having used
both channels. The average amount borrowed on the high street (E180) was
significantly lower than that borrowed online (£290).

As part of the application process, payday lenders will carry out an assess-
ment of a customer’s creditworthiness and their likelihood of successfully
repaying the loan. Most lenders have developed their own automated risk
models, of varying degrees of sophistication, to help them make decisions
about the creditworthiness of potential applicants, developed using historical
customer information. The rate of loan applications that were turned down
was well above 50% for many of the 11 major lenders in 2012 and has risen
for some operators in the period January to September 2014 as lenders



adjusted their decision criteria to accommodate new FCA rules regarding
rollovers and CPA use.

Payday loan customers and their use of payday loans

13.

14.

15.

16.

We found that the median net income of an online payday loan customer was
£16,500 — broadly similar to that of the wider UK population (£17,500) and
significantly more than high street borrowers (£13,400). Overall, the
distribution of payday loan customers’ incomes was somewhat narrower than
that for the UK population — with fewer individuals with particularly low or
particularly high incomes. Payday loan customers were more likely to be male
and in full-time work than the population as a whole, to be younger than
average and to live in larger households.

We investigated whether payday loan customers had experienced any credit
or financial problems within the past five years. 38% of customers reported
that they had experienced a bad credit rating, 35% had made arrangements
with creditors to pay off arrears, 11% had experienced a county court
judgment and 10% had been visited by a bailiff or debt collector. In total, 52%
of customers reported having experienced one or more of these debt
problems in the last five years.

We asked customers what they had used their most recent payday loan for.
Just over half (53%) of customers told us that they had used the money for
living expenses (such as groceries and utility bills), 10% said the money
related to a car or vehicle expense and 7% said general shopping such as
clothes or household items. When asked why they needed to take out a
payday loan, 52% of customers said that the loan was linked to an
unexpected increase in expenses or outgoings and 19% said the need was
due to an unexpected decrease in income. 93% of those who said their need
was due to a change in financial circumstances thought this change was
temporary whereas 5% expected the change to be permanent. Payday loans
are particularly likely to be taken out on Fridays and are somewhat more likely
to be taken out at the beginning and end of the month.

64% of payday loans issued in 2012 were repaid in full, either early or on
time. 22% of loans were repaid in full, but after the originally agreed repay-
ment date (including loans that were refinanced or ‘rolled over’). 14% of loans
issued in 2012 had still not been repaid in full by October 2013. Online
customers are more likely to repay loans in full on time than high street
borrowers and the proportion of customers repaying in full on time varies
significantly by lender. Customers who have previously taken out a loan with a
particular lender are significantly more likely to repay a subsequent loan with



17.

the same lender in full and on time than are customers taking out their first
loan with a lender.

When taking out their loan, customers were usually confident about their
ability to repay it by the agreed date. However, a significant minority of
customers (17%) reported having found getting money to repay their loan to
be more difficult than they had expected. This proportion is significantly higher
for those customers who: (a) had previously taken out payday loans in order
to pay off debts to other payday lenders; (b) had a poor understanding of
financial terms and conditions; (c) had been refused loans before; (d) had
experienced debt problems in the last five years; and (e) said that they had
taken out a payday loan as a last resort.

Repeat borrowing

18.

19.

20.

21.

Customers’ demand for payday loans is typically recurring. Our analysis of
loan-level data suggests that around three-quarters of customers take out
more than one loan in a year, and that on average a customer takes out
around six loans per year. These findings are broadly consistent with the
results of our customer survey.

Furthermore, repeat custom typically accounts for a large proportion of
lenders’ business. More than 80% of all new loans in our data set that were
issued in 2012 were made to customers who had previously borrowed from
the lender. On average, payday loan customers took out a further 3.6 loans
from the same lender within a year of their first loan from that lender. Around
40% of customers had a borrowing relationship with their lender of more than
one year.

Many customers also borrow from more than one lender. We estimate that
around four in ten payday loan customers borrowed from more than one
payday lender in 2012, and that on average a customer used 1.9 lenders. In
line with this, 45% of respondents to our customer survey reported having
used more than one lender. Much of the use of multiple lenders that we
observed took place concurrently — ie while a loan was outstanding with
another lender — or following a repayment problem with a previous loan.

In addition to taking out new loans, borrowers have been able to extend the
duration of their credit with their current lender by rolling over an existing loan.
In 2012, around 20% of the loans in our data set were subsequently rolled
over — with 16% of online loans and 26% of high street loans rolled over. On
average, loans which were being rolled over were extended 2.5 times. The
incidence of this practice is likely to have fallen significantly since 2012 in light



of new regulations limiting the number of occasions on which a loan can be
rolled over (see paragraph 27).

Payday lenders and other market participants

22.

23.

24,

There were at least 90 payday lenders offering loans to UK customers as of
October 2013. However, the market has been more concentrated than this
figure might suggest, with the three largest lenders (CashEuroNet, Dollar and
Wonga) accounting for around 70% of total revenue generated from payday
lending in the UK in the 2012 financial year and the ten largest lenders
accounting for more than 90%. We also note that a number of providers have
stopped issuing payday loans since October 2013.

Around 40% of payday loan customers in our data set taking out loans with
online lenders applied via the website of a lead generator. Lead generators
are companies that contract with payday lenders to provide potential customer
applications (or ‘leads’) in return for a fee for each lead provided. Online
customers who do not apply via a lead generator may access lenders’
websites directly, or by other means including using a search engine such as
Google, via the websites of associated marketing companies and, to a lesser
extent historically, by using price comparison websites (PCWSs).

Most payday lenders purchase information from credit reference agencies
(CRAS) regarding applicants when carrying out a credit risk assessment.
These CRAs hold large databases of individuals’ personal information, past
credit history and current credit commitments. This shared data is available on
commercial terms to lenders. Historically, lenders have tended to provide
information to the largest CRAs on a monthly basis; however, CRAs have
made significant progress recently in developing systems to allow lenders to
provide and access information in real time or near real time.

The regulation of payday lending

25.

26.

As part of its response to the financial crisis of 2008, the Government made
important changes to the regulation of financial services and banking in the
Financial Services Act 2012. This resulted in the abolition of the Financial
Services Authority and the transfer of its functions to two new bodies: the FCA
and the Prudential Regulation Authority. That Act also enabled the transfer of
regulation of consumer credit from the OFT to the FCA.

Payday lenders, like any other consumer credit providers, are subject to a
variety of regulatory obligations, most of which are now overseen by the FCA.
As such, for example, payday lenders are required to give borrowers specified
information before entering into a consumer credit agreement, to conduct a



27.

28.

reasonable assessment of affordability, to monitor repayments and to show
forbearance in resolving customers’ repayment problems. Now that consumer
credit is regulated by the FCA, no person may issue a payday loan, or offer
any other form of consumer credit, unless that person holds either an interim
permission from the FCA, or has been authorised by the FCA. Over the next
two years, payday lenders and other credit providers will be invited to apply
for full authorisation. Like other firms regulated by the FCA, all firms providing
consumer credit loans will have to comply with the high-level Principles in the
FCA’s Handbook, for instance with regard to treating customers fairly and
cooperating with the regulator.

In addition, a number of further FCA rules apply specifically to high-cost short-
term credit (HCSTC) lenders (essentially payday lenders). The rationale for
these stems from widely expressed concerns about the operation of the
payday lending market, including a review by the OFT of compliance by
payday lenders which it published in March 2013. This pointed to a significant
degree of non-compliance with consumer credit legislation and regulatory
requirements. In particular, the FCA’s CONC rules and guidance now prohibit
lenders from rolling over payday loans more than twice and provide that from
1 July 2014 no more than two unsuccessful attempts to take a payment with a
CPA can be made and a CPA must not be used to take part payment.

Following an announcement in November 2013, Parliament adopted
legislation to impose a duty on the FCA to place a cap on the charges which
may be imposed in relation to payday loans. Following consultation by the
FCA, the price cap came into force on 2 January 2015 (see paragraph 6).

Assessment of competition in the UK payday lending market

29.

In assessing whether competition has been working well for payday loan
customers, we looked first at evidence on pricing and other outcomes of the
competitive process. We then considered the causes of these market
outcomes by examining the adequacy of the competitive constraints acting on
payday lenders from other forms of credit, the need to attract and retain
customers and the threat of new entry and expansion.

Evidence of market outcomes

30.

Prior to the introduction of the price cap, payday lenders have used a variety
of pricing structures, such that the amount that a customer pays for a loan
usually consisted of several distinct charges or fees. Among other factors, the
cost of a loan has typically depended on the desired loan amount, duration
and instalment structure; whether the loan is repaid on time, extended or
topped up; and whether the customer opts to pay an additional fee in order to
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31.

32.

33.

34.

35.

receive the sum borrowed more quickly. Lenders are still able to levy a range
of charges and fees but the price cap has imposed constraints on the
structure and level of prices that may be charged.

We found that the prices of payday loans tended to cluster around a headline
price of £30 for a £100, month-long loan. The lenders charging monthly
interest around this level included some of the largest providers. In addition,
several products with prices that are above £30 for a £100 month-long loan
nevertheless carried headline interest rates of approximately 30% a month or
1% per day. This clustering in headline prices emerged over time as
increasing numbers of lenders have increased their prices to this level.

Nevertheless, we observed some significant variation in the prices that
different lenders charged in a number of representative borrowing scenarios.
For example, the difference between the cost of borrowing £100 for 28 days
using the cheapest product included in our review and the most expensive
alternative was £39. The extent of price dispersion was even greater in the
event that a customer repaid their loan late.

Headline price changes have been infrequent, and prior to the introduction of
the price cap, which necessitated a change in lenders’ pricing, many lenders
have made at most one change to their products’ headline rate since 2008.
Aside from a small number of developments towards the end of the review
period, price reductions, whether by reducing the price of existing products or
via the introduction of new products, have been particularly uncommon. There
was some evidence of competition between lenders taking place via the use
of price promotions, but the coverage of the price promotions used by payday
lenders was usually limited.

We found that customer demand responded weakly to prices. Where lenders
changed their prices, this did not generally result in a significant customer
response. Lenders that offered substantially lower rates have not been
particularly successful in attracting new business. The submissions of lenders
and patterns of price dispersion that we observed suggested that customers
were particularly unresponsive to changes in late fees and other charges
incurred if a customer did not repay their loan in full and on time. We
observed a significant proportion of customers taking out loans that were
significantly more expensive for their given borrowing requirements than other
payday loan products potentially available to them at the time.

We concluded that our analysis of pricing behaviour indicated significant
limitations in the effectiveness of competition between payday lenders on
prices, and that the competitive constraints that lenders faced when setting
their prices were weak.



36.

37.

This conclusion is consistent with our profitability assessment, which showed
that the average annual return on capital employed of the 11 major lenders
included in our analysis ranged between 17 and 44% during the period 2009
to 2013. There was some variation in the profitability of larger and smaller
lenders: the three largest lenders achieved high and in some cases
exceptional returns which were substantially above our consideration of the
cost of capital over the majority of the past five years. Six of the smaller
lenders achieved returns in excess of our consideration of the cost of capital
for periods ranging from between one and five years. Two of the smaller
lenders did not generate a profit during the period. There was some evidence
that future profitability may be lower than recent levels, both because of a
slowing down in market growth compared with historic rates and due to
regulatory changes which may increase costs and/or reduce revenues.

In contrast to the evidence on pricing, our analysis suggested that lenders
have competed on certain non-price aspects of the product offering —
including launching new products and introducing faster payment services
and other product features — and lenders told us that they sought to provide
good customer service in order to retain borrowers. To some extent, this was
supported by reported levels of customer satisfaction, which were high for
some lenders. We were also aware, however, that the serious problems
identified by the OFT, the FCA and others about irresponsible lending and
compliance with lenders’ regulatory obligations clearly indicate that not all
payday loan customers have benefited from good customer service. While
noting this evidence of non-price competition, we took the view that lenders in
a well-functioning market would also be expected to compete on prices to a
greater degree than we had observed.

Market definition and competition from other forms of credit

38.

39.

The characteristics of payday loans differentiate them from many other credit
products, which often do not allow customers to borrow such small amounts
for short periods, access funds as quickly, or require some security. With the
exception of unauthorised overdrafts, borrowing using alternative credit
products is generally significantly cheaper than using a payday loan
(borrowing a similar amount for a similar duration using an unauthorised
overdraft can be substantially more expensive).

We noted that it was relatively common for payday loan customers to use
other forms of credit. However, a significant proportion of payday loan
customers have experienced credit repayment problems in the past, and the
evidence that we saw suggested that many customers would be constrained



40.

41.

42.

43.

in the extent to which credit would be available using alternative products at
the point at which they take out a payday loan.

Customer research suggests that customers taking out a payday loan do not
generally consider other credit products to be a close substitute — only 6% of
respondents to a survey commissioned by us into the payday lending market
reported that they would have used another credit product had they been
unable to take out a payday loan. Partly this is due to the fact that many
payday loan customers do not have credit alternatives available to them when
taking out their payday loan. In addition, some customers may prefer payday
loans because of the convenience, speed or discretion associated with these
products, or because of a negative perception of alternatives such as a
concern that spending on credit cards could more easily get out of control. We
saw no substantive evidence of payday lenders taking developments in the
pricing of other credit products into account when setting payday loan prices.

Given this evidence and the market outcomes that we observed, we reached
the view that competition from other credit products was likely to impose only
a weak competitive constraint on payday lenders, and in particular on their
pricing.

We considered whether it was necessary to define separate markets for
online and high street lending and/or to identify distinct geographic markets
within the UK. We found that, while some customers may have a preference
for particular distribution channels, the level of segmentation was not
sufficiently great to require us to define separate markets for online and high
street payday loans. We noted, in particular, that the possibility of substituting
to online lenders was likely to impose a significant constraint on high street
lenders. Given this, the lack of local variation in high street lenders’ offering
and the relative ease with which lenders have been able to open new stores
in different local areas, we did not consider that competitive conditions would
differ across local areas such that it was necessary for our competition
analysis to define separate local geographic markets for high street lending.
We did not consider it necessary to define separate local geographic markets
for online lending.

We therefore concluded that the market relevant to our assessment of
competition is the provision of payday loans in the UK.

Competition for payday loan customers

44,

We reviewed patterns of shopping around and switching among payday loan
customers. Our customer survey indicated that more than half of all payday
loan customers do not shop around at all prior to taking out a loan. High street
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45,

46.

customers are particularly unlikely to compare different lenders’ products
before taking out a loan. Where customers do shop around prior to taking out
their loan, they most commonly report doing so using information on lenders’
websites.

Around four in ten payday loan customers have used more than one lender,
and so will have some direct experience of the loan terms offered by different
suppliers. However, we found that much — though not all — of this use of
multiple lenders takes place in situations where customers are constrained in
their ability to borrow further amounts from an existing lender — for example,
where they already have a loan outstanding with a lender, or have
experienced a repayment problem with a previous loan. Where customers are
able to access credit from an existing lender and are happy with the level of
service provided by that lender, they often do not consider alternative lenders
when looking for a subsequent loan.

We identified the following combination of market features which have given
rise to the limited responsiveness of customer demand to prices that we have
observed in the UK payday lending market, and which reduce the pressure for
lenders to compete to attract customers by lowering their prices. These
features act in combination to deter customers from comparing the different
loans available, to impede their ability to do so effectively, and to discourage
repeat customers from considering and/or selecting a new lender that offers a
better value loan for their needs:

(&) The context in which customers take out payday loans is often not
conducive to customers shopping around to find a good-value loan and
may amplify the adverse effects of other barriers to shopping around and
switching lender. Customers often perceive the need for their loan to be
urgent, and attach considerable importance to the speed with which they
are able to access credit. Many payday loan customers are also un-
certain, often with good reason, about whether, and from whom, they will
be granted credit to meet their borrowing requirements. These aspects of
the decision-making environment can tend to make customers reluctant to
spend time shopping around for the best deal available, and can cause
customers to focus on which lender is willing to lend to them (or, for a
repeat borrower, to stay with a lender that they previously used) rather
than which lender offers the best-value product.

(b) It can often be difficult for customers to identify the best-value loan
product on offer given their borrowing requirements. Despite information
on headline rates generally being available on lenders’ websites or in the
shops of high street lenders, customers’ ability to use this information to
identify the best-value payday loan is impeded by the complexity

11



()

(d)

(€)

associated with making effective price comparisons given variation in
product specifications and pricing structures across lenders, and the
limited usefulness of the annual percentage rate in facilitating compari-
sons between payday loans of different durations. Existing PCWs, which
might otherwise help customers compare loans, suffer from a number of
limitations and are infrequently used.

Customer demand is particularly insensitive to fees and charges incurred
if customers do not repay their loan in full on time. Customers tend to be
less aware of these potential costs of borrowing than they are of the
headline interest rate when choosing a payday loan provider. This is in
part because over-confidence about their ability to repay the loan on time
can cause some customers to pay only limited attention to these costs
when taking out their loan. Even where customers seek to anticipate the
costs associated with late repayment, the information generally provided
about such costs is significantly less complete, less easy to understand
and/or less prominent than information on headline rates. It can therefore
be difficult for customers to estimate, and so make effective comparisons
about, the likely cost of borrowing if they do not repay their loan in full on
time.

Many online customers take out payday loans via a lead generator’'s
website. Lead generators typically promote their ability to find customers a
lender willing to offer them a loan within a short period of time. The value
for money represented by different lenders’ loan offerings is not taken into
account in the auction process operated by lead generators. Lead
generators instead generally sell customer applications on the most
favourable commercial terms for the lead generator — often to the highest
bidder. Furthermore, there is often a lack of transparency in how the
service that lead generators provide is described in their websites —
particularly the basis on which applications are directed to lenders — and
many customers do not understand the nature of the service offered by
lead generators. An implication of the operation of this distribution channel
is that lenders acquiring customers through lead generators are unlikely to
have a strong incentive to lower their prices. The lead generator model
may also create an incentive for lenders to increase prices to customers,
as lenders offering cheaper loans would find it harder to bid high prices in
lead auctions and hence acquire valuable leads.

Where their choice of lender is not dictated by concerns about credit
availability, customers can be dissuaded from looking at alternative
suppliers by the perceived risks associated with using a new lender (ie
one they had not used previously), particularly in light of the negative
reputation of the payday lending sector. Customers may perceive a loss
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47.

of convenience associated with applying to a new lender, particularly if the
alternatives are rolling over or topping up an existing loan with an existing
lender. These factors further reduce the constraint placed on lenders by
the threat that existing customers will switch to another lender offering a
better-value product.

We concluded that the barriers that we have identified as serving to reduce
customers’ sensitivity to prices would generally continue to restrict competition
between lenders in the presence of the price cap. Although the price cap may
lead to some standardisation of payday lending products and may also reduce
the risk perceived by customers who are considering switching lender, we did
not consider that these effects would increase customers’ sensitivity to prices
such that the threat of losing business would cause lenders to compete
effectively on prices. We considered that this loss of competition would be
material (see paragraph 58).

Entry and expansion

48.

49.

50.

We noted that the first UK payday lenders began offering loans over ten years
ago. Since then, we have observed firms employing a variety of different entry
strategies, including start-ups, firms entering by acquisition, entry by North-
American-based lenders, and diversification by lenders originally offering non-
payday credit products. The payday lending sector as a whole (high street
and online) expanded rapidly over the past decade, with growth particularly
strong between 2010 and 2012, although this trend has not continued in 2014.
Wonga expanded particularly rapidly since its entry in 2008 and CashEuroNet
has also increased its share of supply significantly. Entry by companies into
the payday lending sector has been observed regularly since 2008, at a rate
of at least two to five new entrants per quarter. These patterns indicate that,
historically, large numbers of lenders have managed to enter the market, and
that a few lenders have been very successful in growing their businesses.

Notwithstanding these historic patterns, and as indicated by the evidence on
market outcomes, entry by new firms into the payday lending market does not
appear to have resulted in existing lenders facing an effective constraint when
setting their prices.

One reason for this is the factors described above which reduce payday
customers’ sensitivity to prices, and weaken price competition between
lenders. For example, on many occasions where we have observed new
providers entering payday lending, these lenders have relied to a large extent
on lead generators for new customers. Lead generators have a number of
advantages from the perspective of a new entrant or a smaller lender. In
particular, they are accessible to all lenders, irrespective of size, and allow
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51.

lenders to exercise close control over the volume and profile of customers that
they want to attract. Lead generators allow a new entrant to build up a loan
book quickly, in loan-by-loan increments, and to their own specification. The
use of lead generators by new entrants may also reflect the strength of the
well-established brands that already exist in the market and the costs
associated with advertising on a sufficient scale to acquire sufficient new
customers. As noted in paragraph (d) however, lenders acquiring customers
through lead generators are unlikely to have a strong incentive to lower their
prices since lenders would have to bid high prices in lead auctions to acquire
valuable leads. Therefore a lender sourcing new customers via a lead
generator is likely to have little or no incentive to compete on price.

In addition, the competitive constraint that might otherwise be imposed on
payday lenders’ prices by the prospect of new entry or expansion is further
weakened by the following market features:

(a) New entrants will face certain disadvantages relative to more established
lenders, in particular:

(i) The ability of new entrants to expand and establish themselves as
effective competitors is likely to be obstructed by the difficulties
associated with raising customers’ awareness of their product in the
face of the barriers to shopping around and switching summarised in
paragraph 46, the strength of the well-established brands that already
exist in the market and the costs associated with advertising on a
sufficient scale to be effective in overcoming these obstacles.

(i) While the ability to assess credit risk accurately is a necessary
requirement for any provider of personal credit, it is likely to be a
particularly important determinant of a provider’s success in the
payday lending sector, because of the relatively high credit risk profile
of payday loan customers and the significant limitations associated
with the information available to lenders about these customers from
CRAs. Because of their greater reliance on new customers and the
role of learning in the credit risk assessment process, new entrants
are likely to face some disadvantages in their ability to assess credit
risk for a period, which would put them at an initial cost disadvantage
relative to more established providers.

(b) The history of non-compliance and irresponsible lending by some payday
lenders and the resulting negative reputation of the sector are likely to
reduce the constraint imposed on payday lenders’ pricing by the prospect
of new entry. In particular, the reputation of payday lending is likely to
deter some businesses with established reputations in other sectors —
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52.

such as mainstream credit suppliers — from entering the market. This
reduces the likelihood of entry by parties with the capability to transform
the nature of competition in the market. Potential entrants may also be
dissuaded from entering payday lending by the difficulty — itself linked to
the current reputation of the sector — in establishing banking relationships,
and the very small number of suppliers currently willing to provide banking
services to payday lenders.

We took the view that the recent regulatory developments in the payday
lending market were likely to create market conditions that would be less
favourable to entry and expansion than those observed historically, and so
would reduce the extent of any competitive constraint which the prospect of
new entry or expansion might otherwise impose on incumbent lenders.
Cumulatively the changes detailed in paragraphs 25 to 28 have made the
payday lending market less profitable and could not be expected to address
barriers to entry and/or expansion to any material extent.

Findings

53.

For the reasons set out above, we have found, pursuant to section 134(1) of
the Act, that there are a number of features in the provision of payday loans in
the UK which contribute to, and help to explain, the failure by many payday
lenders to compete on price and which either alone or in combination give rise
to an AEC within the meaning of section 134(2) of the Act. These features
are:

(&) The structural and conduct features set out in paragraph 46, which limit
the extent to which customer demand is responsive to the price of payday
loans, and so reduce the pressure for lenders to compete to attract
customers by lowering their prices. These features relate to: (i) the
context in which customers take out payday loans; (ii) difficulties
customers face in identifying the best-value loan for them; (iii) customer
insensitivity to fees and charges incurred if they do not repay their loan in
full on time, itself linked to the difficulty of finding out the relevant
information; (iv) the operation of the lead generator distribution channel;
and (v) the perceived risks and loss of convenience of switching lender.

(b) The structural features summarised in paragraph 51 which weaken the
competitive constraint that might otherwise be imposed on payday
lenders’ prices by the prospect of new entry or expansion by smaller
lenders. These features relate to: (i) disadvantages faced by new entrants
in raising customers’ awareness of their product (partly because of the
features described above in subparagraph (a)) and in assessing credit
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54.

55.

56.

S7.

risk; and (ii) the impact of the reputation of the payday lending sector in
deterring potential entrants.

We identified two sources of customer detriment which are likely to arise as a
result of the AEC. We have identified that:

(a) Some customers currently pay more for their loans than they would if price
competition were more effective.

(b) There may be less innovation on pricing (eg in relation to the introduction
of risk-based pricing or flexible pricing models) than we would observe in a
market in which price competition were more effective.

We considered the extent to which the AEC has given rise to customer
detriment to date and may be expected to give rise to customer detriment in
future.

Looking at the period to the end of 2014, the AEC is likely to have led to
customers paying higher prices for payday loans — and to have resulted in
reduced innovation in pricing structures (eg in relation to the introduction of
risk-based pricing or flexible pricing models) among payday lenders — than we
would have expected to observe in a well-functioning market. Lower-risk
customers, borrowers repaying their loan late, borrowers paying upfront fees
and borrowers using ‘traditional’ 30-day payday lending products to borrow for
relatively short periods are likely to have overpaid by a particularly significant
amount.

The extent to which customers have paid more for their payday loans than in
a well-functioning market — and hence the scale of this aspect of the customer
detriment caused by the AEC —is likely to have been material. On the basis of
different plausible assumptions about the level of prices that might be
observed in a market in which price competition were more effective, we esti-
mated that, in our mid-price case, the lack of effective price competition has
meant that, on average, borrowers have overpaid for their loans by an amount
in the order of magnitude of around £5 to £10 per loan. The extent of historic
overcharging could be higher still (up to £14 per loan) relative to scenarios
that reflected the lower prices that had been on offer in the market — our low-
price case. This is relative to a typical loan of £260 taken out for just over
three weeks, and with a total cost of credit for a customer that repays in full
and on time of around £75. Applying these savings to the total number of
loans issued in 2012 that were repaid in full would imply, in the mid-price
case, a total potential overpayment for these loans of around £48—£85 million
in that year. The total potential overpayment in that year could have been as
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58.

59.

high as £74—£127 million relative to scenarios in which the competitive price
was closer to the low-price case.

We note the price cap has now capped payday loan prices below the mid-
price case, but the cap is still above the low-price case which we considered
to be more relevant to assess the forward looking detriment in light of the
downwards trend in many categories of lenders’ costs (see below). By forcing
down the prices of payday loans, the price cap will mitigate some of the harm
to customers that has arisen from high prices. Nevertheless, we considered
that even in the presence of the price cap, significant scope for price
competition between payday lenders to further improve customer outcomes
would be achievable in the absence of the market features that we have
identified. This implies that a material customer detriment would arise from the
AEC if it were left unaddressed, and the gains of effective competition were
foregone. In particular:

(&) There is arisk that the price cap may become the benchmark for the
pricing of payday loans. Even in the short term, some lenders’ costs are
likely to allow them to price beneath the level of the price cap for their
products. As such there is likely to be some scope for these lenders to
undercut their rivals in the event that competition became more effective.

(b) More effective competition is likely to increase the pressure on lenders to
compete for lower-cost customer groups — for example, through increased
innovation in pricing structure. Such customers might be offered prices
significantly beneath the price cap.

(c) Inthe longer term we would expect to observe a downwards trend in
many categories of lenders’ costs including, for example, cost reductions
from cost efficiencies, lower lead prices and a reduction in impairment
costs for lenders participating in real-time data sharing (RTDS). Without
effective price competition, there will be no pressure for lenders to pass
any cost reductions of this type on to customers.

Put another way, in the absence of effective price competition, there will be no
incentive for lenders to reflect their costs in the prices charged to customers in
the future, irrespective of technological developments, evolution in the
products on offer, or changes in market structure. For this reason, we
concluded that the scale of the customer detriment caused by the AEC was
likely to continue to be material, notwithstanding the reduction in prices
brought about by the cap.
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Remedies

60.

To remedy the AEC which we have found we have decided to introduce a
package of remedies comprising the following elements:

(a) Measures to promote the use of effective PCWs.

(b) A recommendation to the FCA to take steps to improve the disclosure of
late fees and other additional charges.

(c) A recommendation to the FCA to work with lenders and other market
participants to help customers shop around without unduly affecting their
ability to access credit.

(d) A recommendation to the FCA to take further steps to promote RTDS
between lenders.

(e) A requirement for lenders to provide existing customers with a summary
of the cost of borrowing.

() A recommendation to the FCA to take steps to increase transparency
around the role of lead generators.

Measures to promote the use of effective PCWs

61.

62.

63.

Our principal remedy is the promotion of greater use of PCWSs by customers
and an improvement in the quality of the PCWs used by customers to enable
customers to shop around more effectively when choosing a payday loan. We
considered that this would be likely to lead to greater price competition
between payday lenders and would improve the ability of customers to find
the most appropriate payday loan for their needs. This remedy would also
make it easier for new entrants with attractive products to enter the market.

This remedy will address the difficulty faced by customers in identifying the
best-value or most appropriate loan product on offer for them. Making
comparisons across products which differ in their duration and/or other
characteristics can be difficult and existing PCWs suffer from a number of
limitations.

We considered that commercial providers of comparison services would be
best placed to develop payday lending comparison tools capable of evolving
as the payday lending market itself develops. However, we considered there
was also value in ensuring that these commercial operators would provide the
core functionality on their sites that we identified was necessary to allow
customers to make accurate comparisons.
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64.

65.

66.

67.

68.

We further considered that a stronger competitive dynamic would be fostered
by allowing multiple website operators to compete to innovate to service
borrowers’ needs. In our provisional decision on remedies (PDR) we
provisionally decided that an accreditation scheme, which allowed for the
accreditation of multiple PCWs which met defined criteria, would be a
practical way of achieving this objective. This is consistent with existing
accreditation schemes operated in the energy and telecommunications
sectors. We considered that the FCA would be the best placed body to
accredit PCWs that offered payday loan price comparison services.

In response to the PDR the FCA told us that operators of PCWs were already
likely to require its permission to act as credit brokers. The FCA said it was
concerned that accreditation would lead to a two-tiered regulatory system and
requested that we consider amending our recommendation so that the FCA
uses the tools at its disposal to raise the standards of all PCWs. We consulted
on this change and, based on the views of parties, we have decided to
recommend to the FCA to introduce standards for payday loan PCWs through
its existing legal framework.

In our PDR we provisionally decided that, to encourage the development of a
dynamic, high-quality price comparison sector for payday loans, we would
issue an Order specifying that all payday lenders would be prohibited from
supplying payday loans unless details of their prices and products were
published on at least one accredited PCW, a link to which would be included
on their own website. After publication of the PDR a number of PCW
operators told us that they had little experience of providing comparison
services for products which were not available online and raised concerns
about the difficulties associated with listing high street lenders on their
website.

In view of these concerns, we decided that high street lenders might
encounter difficulties in agreeing commercial terms with PCWs and this might
discourage PCWs from comparing payday loan products if the PCWs
perceived that they would be obliged to include high street lenders on the
PCW and believed that this was unviable. We therefore decided that lenders
who only offer loans on the high street should not be obliged to have the
details of their loans published on an authorised payday loan PCW but may
nonetheless seek to be listed. We note that high street lenders would still be
required to include on the summary of borrowing (see paragraphs 81 to 83)
the web address of an authorised payday loan PCW or (if created) of a portal
listing all authorised payday loan PCWs.

In response to concerns raised by lenders we noted that there was a risk that
an authorised payday loan PCW might not allow a given lender to appear on
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69.

70.

71.

its listing. We acknowledge this risk and have introduced protections for
lenders where they are unreasonably excluded from all authorised payday
loan PCWs and have recommended to the FCA that consideration is given as
to how to encourage authorised payday loan PCWs to be open to all lenders
to better facilitate comparisons.

We have therefore decided to revise the Order that we had proposed so that
online lenders will be prohibited from supplying payday loans to customers in
the UK unless details of their payday loan products are published on at least
one payday loan PCW which is operated by an FCA-authorised person
following the FCA'’s implementation of additional standards. Where an online
lender can demonstrate that it has been unreasonably excluded from all
authorised payday loan PCWs, this prohibition will not apply.

Where no authorised payday loan PCW exists within the later of 12 months
after the FCA publishes its decision or the date the FCA’s new standards
become effective and no applications for authorisation of a payday loan PCW
are being considered by the FCA, online lenders individually or collectively will
be given a further period of 6 months to commission a payday loan PCW and
apply for authorisation. Where good progress can be demonstrated a further
period of up to six months will be allowed by the CMA. Details of lenders’
payday loan products must appear on the PCW within 3 months of it being
authorised.

To address identified shortcomings of existing payday loan PCWs, the CMA
further recommends that the FCA reviews its requirements for payday loan
PCWs and uses its regulatory tools to raise the standards which apply to
payday loan PCWs. We decided that the FCA is the best-placed body to
perform this function and that operating the authorisation process would have
synergies with the FCA’s ongoing regulatory role. If the FCA accepts our
recommendation, it would be for it to determine the precise standards to
consider as part of this authorisation process, but on the basis of the evidence
and the AEC we have found we have proposed a number of high-level
standards for authorisation. We recommend that:

(a) The FCA seeks to ensure that authorised payday loan PCWs enable
customers to view loans ranked on the basis of objective criteria and the
default ranking should be the total amount payable, presenting loan
product information/results of the customer’s searches in ascending order
of total amount payable (the cost of the loan plus interest and other
charges) unless the borrower requests a different presentation. In the
event of different products having the same price, any secondary ranking
should be on the basis of objective factors that are of benefit to customers
and not be linked to the commercial interests of the PCW or of any lender.
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72.

(b) Advertising on an authorised payday loan PCW should be clearly
differentiated from the ranking of loan products so that customers are not
drawn away from the objective ranking of products by banner
advertisements.

(c) The authorised payday loan PCW should provide a search function that
returns results that reflect the key features of the loan the customer is
seeking. Such functionality could include, for example, the ability to
specify a desired loan amount, term (or repayment date) and repayment
structure (eg the number of instalments).

(d) The authorised payday loan PCW should be as transparent as possible
about all features of the loan, including the consequences of late or non-
payment. We consider that customers would particularly benefit if they
were presented with information about late fees and charges as well as
the effect of early repayment on the price of the loan.

(e) The FCA seeks to ensure that authorised payday loan PCWs include only
loan products in their loan comparison tables and do not include brokers
or other intermediaries in their loan comparison tables.

() The FCA seeks to ensure that authorised payday loan PCWs disclose to
customers the number of lenders the PCW covers.

(g) The FCA considers how to ensure that authorised payday loan PCWs
comply with all relevant laws and regulations since the effectiveness of
this remedy will be enhanced if customers have confidence that they are
transacting with a reputable provider.

This measure is the central element of our remedy package, which is
supported by a number of our other remedies.

Increased transparency on late fees and charges

73.

74.

We have decided to recommend that the FCA take the necessary steps to
ensure that payday lenders improve their disclosure of these fees and
charges. This is an area already subject to FCA regulation, and is covered by
the provisions of the Consumer Credit Directive (CCD). Further action taken
by the FCA in this area will be supported by other elements of the remedy
package, including the authorisation of payday loan PCWs and the disclosure
of late fees and other charges incurred on previous loans as part of our
requirement for lenders to provide a summary of the cost of borrowing.

This remedy will address the shortcomings in information provided about fees
and charges by lenders (despite existing rules which require disclosure of this
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information) which mean that it can be difficult for customers to estimate, and
so make effective comparisons about, the likely cost of borrowing if they do
not repay their loan in full and on time.

Measures to help borrowers shop around without unduly affecting their access
to credit

75.

76.

77.

78.

We expect that our remedy to promote the use of good-quality PCWs will
encourage borrowers to shop around when searching for a payday loan. In
support of these measures, we wish to ensure that customers are not
discouraged from doing so by the risk of obtaining a poor credit rating by
appearing to be taking out multiple loans simultaneously.

Customers are in general not currently able to assess their eligibility for a loan
without undergoing a full credit check and they may not be aware of when
such a check is taking place. We also found that the presence of multiple
credit searches on a customer credit record is a factor that may negatively
influence a lender’s decision to issue a loan. This is because a customer who
is shopping around can leave a similar record on their credit file to a customer
who is very ‘credit-hungry’. Customers may therefore perceive a risk that
multiple credit checks could adversely affect their ability to borrow in the future
and may be therefore discouraged from shopping around.

We therefore recommend that the FCA works with payday lenders, CRAs and
authorised payday loan PCWs to improve the ability of customers to search
the market without adversely affecting their credit history.

We recognised the potential costs (both the cost of additional searches and
the costs of amending lending systems) of requiring all payday lenders to offer
guotation searches which do not leave a record that is visible to other
potential lenders. We have therefore decided not to mandate the use of such
searches using our own formal powers. However, should it decide to take
forward our recommendation, we would expect the FCA to encourage lenders
and other market participants to take practical steps to help improve the ability
of customers to shop around for loans without damaging their credit score.

Measures to encourage development of real-time data sharing

79.

We have also found that there are benefits to both lenders and borrowers if
lenders are able to access credit information that is updated in real time,
principally:
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80.

(&) We would expect that greater use of RTDS would enable new entrants to
the payday lending market and smaller lenders to gain access to better
quality credit data more easily.

(b) We would expect further developments in RTDS to work in support of our
recommendation to promote greater use of quotation searches and other
measures to encourage borrowers to shop around as it will improve
lenders’ ability to differentiate these borrowers from those who are
seeking to access multiple sources of credit simultaneously.

We are therefore also recommending to the FCA that it continues to work
closely with lenders and CRAs to encourage the development and use of real-
time data.

Summary of the cost of borrowing

81.

82.

83.

Payday loan customers may be unaware of, or unwilling to consider, the total
costs caused by their use of payday loans. We found that repeat borrowers
can be dissuaded from looking at alternative suppliers by the perceived risks
associated with using an unknown lender. Borrowers may also perceive a loss
of convenience associated with applying to a new lender, particularly if the
alternative is rolling over or topping up an existing loan with an existing lender.
Our investigation has also indicated that the cumulative cost of taking out
payday loans can be considerable — with customers taking out around six
loans per year on average — and that payday loan customers can be unaware
of, or unwilling to consider, the total costs of using payday loans over time.

Requiring payday lenders to provide a clear summary of the actual costs that
a borrower has incurred at the end of a loan period would encourage
borrowers to consider and search for lower-cost alternatives. We would
expect that information on the actual cost of a recent loan would also
encourage some borrowers to anticipate the likely future costs of a loan more
realistically.

We have therefore decided to issue an Order requiring payday lenders to
provide their borrowers with details of the charges that the borrower has paid
on both the most recent loan and also over the last 12 months and the web
address of one or more authorised payday loan PCWs or a portal listing all
authorised payday loan PCWs. This would be available from when a loan has
been repaid. Lenders should take all reasonable steps to bring the summary
to borrowers’ attention. To demonstrate this, before an existing borrower
commences a further loan application process with a lender, the lender should
request that a borrower confirms that they are aware that they have had the
opportunity to access the summary issued following the conclusion of the
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borrower’s most recent loan with that lender. At the point of this confirmation,
a link should be available for the borrower to access the summary, or, for high
street lenders, borrowers should be reminded of the availability of the
summary.

Transparency regarding the role of lead generators

84.

85.

86.

87.

88.

We have found that the role of lead generators (including pingtree operators,
fee-charging brokers and the affiliates and marketing companies that collect
borrower details) contributes materially to the AEC and, in particular:

(a) many borrowers that use a lead generator’s website to find a loan are
unaware of the fact that they are using a lead generator and believe they
applied directly to a lender; and

(b) there is a lack of transparency in how lead generators describe the
service they provide and the commercial relationship that the lead
generator has with lenders on their websites. Applicants are typically
referred to the lender that offers the lead generator the best commercial
deal rather than to the lender that offers the most suitable loan for the
customer’s needs.

We have therefore decided to recommend that the FCA take the steps
necessary to address both dimensions of this lack of transparency.

We expect this to lead to a reduction in the number of instances where
customers confuse lead generators with lenders, or use lead generators in the
erroneous expectation that these intermediaries will match them with the best
loan for their requirements. This is likely to induce some customers to engage
in more research, for example, by using an authorised payday loan PCW.

We also expect this remedy to increase the likelihood that customers will
make an informed decision to use a lead generator as an active choice, rather
than as a result of a misunderstanding or by chance, and it will thereby play a
part in improving the reputation of the market.

Given wider concerns about customer detriment in this sector, in particular
relating to fee-charging brokers and the subsequent use of data provided to
lead generators by potential borrowers, we also recommend that the FCA
continues to prioritise its review of the operation of this sector. On 1
December 2014 the FCA published a policy statement introducing new rules,
which were targeted at ensuring that key features of brokers’ relationships
with consumers are transparent. The rules came into effect on 2 January
2015. The FCA is consulting on the rules. We considered that if they are
retained post consultation, the rules would make it clearer that a lead
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generator is not a lender but do not address our concern about lead
generators selling leads to lenders. We recommend that lead generators
should be required to state that application details are referred to the lender
that offers the lead generator the best commercial deal rather than to the
lender that offers the most suitable loan for the customer’s needs.

Assessment of effectiveness and proportionality

89.

90.

91.

We have decided that the remedy package represents a comprehensive and
effective solution to the AEC that we found.

We have further decided that:

(@)

(b)

()

Each of the remedy measures that forms part of our package of remedies
is capable of effective implementation, monitoring and enforcement.

The ongoing monitoring and compliance costs of the package of remedies
are likely to be reasonable. Based on the cost estimates provided by
parties, we consider that the remedies package in total is likely to cost
less than £2.5 million to implement and to have ongoing costs of less than
£1 million per year.

We would expect to be able to put in place an order within six months of
publishing our final report in relation to those measures that the CMA will
implement (ie the prohibition on lenders from supplying payday loans
unless details of their prices and products are published on at least one
authorised payday loan PCW and the obligation on payday lenders to
provide customers with a summary of their borrowing history). The
timescale for implementing the measures that we recommend the FCA to
implement will depend upon the time required for the FCA to consult on
the measures and the time allowed for their implementation. We expect
that all remedies would be implemented and have a beneficial impact on
market outcomes within around two years following the publication of our
final report.

In relation to the proportionality of our package of remedies, we decided that,
having evaluated the potential benefits and costs of these measures, the
beneficial effects that would flow from addressing the AEC are likely to
outweigh significantly the costs of introducing our remedies. Having
considered various alternatives, we were unable to identify a less onerous
package of measures that would be similarly effective. We decided that our
package of remedies represented a proportionate solution to the AEC and the
resulting customer detriment.
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92. Therefore we have decided that this package of remedies represents as
comprehensive a solution as is reasonable and practicable to the AEC and
the resulting customer detriment which we have found.

26



Findings
1. Introduction

The reference and statutory task

1.1  On 27 June 2013 the OFT, in exercise of its powers under sections 131 and
133 of the Enterprise Act 2002 (the Act), made a reference to the CC for an
investigation into the supply of payday lending in the UK. The terms of
reference for our investigation are provided in Appendix 1.1.* This document
sets out our findings from this investigation.

1.2 On 1 April 2014, the CMA took over many of the functions and responsibilities
of the CC and the OFT.? Accordingly, the functions of the CC in relation to the
reference were transferred to the CMA.2 These findings are now published by
the CMA in exercise of its functions under section 136(1) of the Act, read with
paragraph 2 of the Schedule to the Order.

1.3 The CMA is required by section 134(1) of the Act to determine whether any
feature or combination of features in this market prevents, restricts or distorts
competition in connection with the supply or acquisition of any goods or
services in the UK or a part of the UK, thus constituting an AEC.*

1.4  Under section 131(2) of the Act, a ‘feature’ of the market can refer to: (a) the
structure of the market concerned or any aspect of that structure; (b) any
conduct (whether or not in the market concerned) of one or more than one
person who supplies or acquires goods or services in the market concerned;
or (c) any conduct relating to the market concerned of customers of any
person who supplies or acquires goods or services.

1.5 If the CMA finds that there is an AEC, it is required under section 134(4) of the
Act to decide whether action should be taken by it, or whether it should
recommend the taking of action by others, for the purpose of remedying,

L In the course of our investigation we found the operation of the lead generator channel contributed materially to
the AEC we had provisionally identified. As a result we consulted on amending our terms of reference in June
2014. The CMA board considered the responses to the consultation and approved the Group’s request. See the
Notice of a variation in the terms of reference, 22 July 2014 (Appendix 1.1).

2 The CMA works to promote competition for the benefit of consumers, both within and outside the UK. It aims to
make markets work well for consumers, businesses and the economy.

3 This transfer was under Schedule 5 to the Enterprise and Regulatory Reform Act 2013 and the Schedule to the
Enterprise and Regulatory Reform Act 2013 (Commencement No. 6, Transitional Provisions and Savings) Order
2014 (the Order).

4 Qur guidelines state: ‘A market investigation may examine any competition problem and identify the feature
causing the problem. It aims only to see if competition within the particular market under review is working well or
can be improved and is not seeking to establish general rules and obligations for firms.” (Guidelines for market
investigations: Their role, procedures, assessment and remedies, CC3 (the Guidelines), paragraphs 18-21.)
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1.6

mitigating or preventing the AEC, or any detrimental effect on customers® so
far as it has resulted from, or may be expected to result from, the AEC; and, if
so, what action should be taken and what is to be remedied, mitigated or
prevented. The Act requires the CMA ‘to achieve as comprehensive a solution
as is reasonable and practicable to the AEC and any detrimental effects on
customers so far as resulting from the AEC’.% In considering remedies, the
CMA may take into account any relevant customer benefits (RCBSs), as
defined in the Act, arising from the feature or features of the market.”

This section provides the context of the investigation, an overview of the
conduct of the investigation, and the structure of the remainder of the report.

Context of the investigation

1.7

1.8

1.9

The questions that we have considered in this investigation — of whether
competition is working well in this sector and what should be done if it is not —
are important ones. Effective competition benefits consumers. In a well-
functioning market, the competitive process encourages suppliers to keep
their prices low, to innovate and to improve the service they provide to
consumers. We have found that there is a clear demand for short-term, small-
sum credit, which many customers are currently meeting by taking out a
payday loan. As with any other market, shortcomings in the competitive
process can lead to customers paying more than they need to for their loans.

Payday lending has been, and continues to be, an issue which attracts a large
amount of political and media attention. In conducting our investigation, we
have been aware of the wide range of concerns that regulators, consumer
groups, debt-advice charities and other interested parties have expressed
about the operation of the payday lending sector. These concerns have
centred on a variety of issues, including the cost of borrowing, whether
lenders are acting responsibly when assessing whether customers can afford
to meet the repayments due on a loan, whether advertisements for payday
loans are misleading or inappropriate and whether sufficient forbearance is
shown to customers that get into difficulties in meeting repayments.

It is clear to us that a number of these important issues go wider than the
guestion of competition in the provision of payday loans which we are
required to consider under the market investigation regime. We have been
aware of the work undertaken in parallel by the FCA and the other bodies

5 A detrimental effect on customers is defined in section 134(5) of the Act as one taking the form of: (a) higher
prices, lower quality or less choice of goods or services in any market in the UK (whether or not the market to
which the feature or features concerned relate); or (b) less innovation in relation to such goods or services.

6 Section 134(6) of the Act.

7 Section 134(7) of the Act.
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1.10

1.11

responsible for other aspects of public policy in relation to payday lending,
including the introduction by the FCA of its new CONC rules, to tackle a
number of the problems that have arisen in this sector in recent years and
which had been identified by the OFT in March 2013 in its review of
compliance by payday lenders. In addition to the normal benefits of a
competition review, our in-depth market investigation has informed the work of
the FCA and of the other stakeholders with an interest in payday lending, by
providing detailed evidence and analysis of the way the market operates. We
have kept closely in touch with FCA during our investigation and have shared
information and data with the FCA, in response to its requests, in accordance
with our own statutory responsibilities in relation to the information we collect.

Our investigation has also taken place against the background of substantial
changes to the regulation of the sector.2 The FCA assumed responsibility for
consumer credit regulation from 1 April 2014. In October 2013, it published its
detailed proposals for the regulation for consumer credit, including payday
lending which formed the basis of its new CONC rules that are now in force.
As part of this new regime, the FCA made new rules to address two issues
which had been the subject of much public concern — namely the number of
times that a loan might be ‘rolled over’ and the extensive use by lenders of
CPAs to recover debt from a borrower’s bank account. Also, following an
announcement in November 2013, Parliament passed legislation which
placed a duty on the FCA to impose a price cap on the cost of payday loans.
The FCA published its consultation paper on its proposals in July 2014° and it
published its final decision on 11 November 2014.1° The price cap came into
force on 2 January 2015.

In carrying out our work, we have been mindful of the implications of changes
to the way that payday lending is regulated and the evolution of the market.
The evidence base underpinning our assessment of competition is, by
necessity, based on how competition has been working over recent years. In
reaching our final conclusions set out in Section 8 about whether any features
of the market lead to an AEC, we have sought to take into account the impact
on competition of regulatory changes and other market developments. In
considering possible remedies in Section 9, we have considered whether
regulatory changes or other market developments are likely to remove the
need for remedial action and/or affect the rationale for introducing specific
measures.

8 We summarise the legislative framework governing payday lending and how this has changed in Section 3 and
Appendix 3.1.

9 FCA, CP14/10 Proposals for a cap on high-cost short-term credit.

10 FCA, PS14/16: Detailed rules for the price cap on high-cost short-term credit.
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Conduct of the investigation

1.12

During our investigation, we have published a considerable number of
documents (including the issues statement, the annotated issues statement,
our provisional findings, notice of possible remedies, addendum to our
provisional findings, provisional decision on remedies, amendments to
proposed remedies consultation and various working papers and other
evidence gathered) on the CMA webpages. We describe in Appendix 1.1 the
process we followed in our investigation and how we utilised the evidence,
data and information we received.

Structure of final report

1.13

1.14

This document, together with its appendices, constitutes our final report. It
refers, where appropriate, to material published separately on the CMA
webpages. The report, however, is self-contained and is designed to provide
all material necessary for an understanding of our findings.

The remainder of this report is set out as follows:

e Section 2 describes the background to the payday lending sector,
including information about customers and their use of payday loans.

e Section 3 provides information on the relevant policy frameworks and
regulation of the industry.

e Section 4 sets out our analysis of market outcomes, including prices,
profitability and various indicators of non-price competition.

e Section 5 considers market definition including the constraints from other
forms of credit.

e Section 6 considers the extent and nature of rivalry between payday
lenders, with a particular focus on the role played by payday loan
customers in driving competition, and assesses whether there are any
barriers to effective competition arising on the demand side of the market.

e Section 7 considers entry conditions and assesses whether there are
barriers to entry and/or expansion in the market.

e Section 8 presents our findings in relation to whether there are features of
any relevant market that give rise to an AEC and result in customer
detriment.

e Section 9 sets out our decisions on remedies.
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1.15 Appendices supporting each section are numbered according to the first
section where they are relevant and are listed in full in the table of contents at
the beginning of this report.
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2.

Background to the payday lending sector

Introduction

2.1

In this section we provide background information on the payday lending
sector. It describes:

(a) the main characteristics of payday loans (paragraphs 2.2 to 2.16);

(b) some of the main characteristics of payday loan customers (paragraphs
2.17 to 2.24);

(c) the way in which customers use payday loans (paragraphs 2.25 to 2.56);

(d) the high street and online distribution channels and the characteristics of
customers who use each channel (paragraphs 2.57 to 2.63);

(e) the application and approval process for payday loans (paragraphs 2.64
to 2.73);

(f) the size and structure of the payday loan sector (paragraphs 2.74 to
2.80);

(g) the main providers of payday loans (paragraphs 2.81 to 2.124);

(h) the role of lead generators in the payday loan sector; (paragraphs 2.129
to 2.154); and

(i) other participants in the sector such PCWs (paragraphs 2.155 to 2.170).

Basic characteristics of a payday loan

2.2

2.3

2.4

We considered the basic characteristics of payday loans and how we should
define a payday loan for the purpose of this investigation.

Payday lending is defined in our terms of reference as ‘the provision of small-
sum cash loans marketed on a short-term basis, not secured against
collateral, including (but not limited to) loans repayable on the customer’s next
payday or at the end of the month, and specifically excluding home credit loan
agreements, credit cards, credit unions and overdrafts’.1! The term ‘payday
loans’ is not used exclusively to refer to loans linked to the borrower’s payday.

In its rules and guidance contained in the Consumer Credit sourcebook
(CONC), the FCA has adopted a similarly broad definition so as to capture the

11 See Appendix 1.1.
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2.5

range of different short-term unsecured loan products on offer in the payday
lending sector. It uses the term ‘high-cost short-term credit’, to reflect the fact
that loans are not necessarily paid back on the borrower’s payday, and to
capture longer-term products that are repaid over several months. It defines
HCSTC as regulated credit agreements:

(@) which are borrower—lender or P2P*2 agreements; and

(b) in relation to which the annual percentage rate (APR) is equal to or
exceeds 100%, either:

(i) inrelation to which a financial promotion indicates that the credit is to
be provided for any period up to a maximum of 12 months or other-
wise indicates that the credit is to be provided in the short term; or

(i) under which the credit is due to be repaid or substantially repaid
within a maximum of 12 months of the date on which the credit is
advanced,;

(c) which is not secured by a mortgage charge or pledge; and
(d) which is not:

(i) a credit agreement in relation to which the lender is a community
finance organisation; or

(i) a home credit loan agreement, a bill of sale loan agreement or a
borrower—lender agreement enabling a borrower to overdraw on a
current account or arising where the holder of a current account
overdraws on the account without a prearranged overdraft or
exceeds a prearranged overdraft limit.3

A range of different types of product are captured within these definitions, with
variation in terms of how long money can be borrowed for (ranging from a day
up to a year or more) and how much can be borrowed (from small, fixed
amounts to larger amounts that are repaid in instalments). A notable recent
trend has been the development of instalment loans to replace, or be offered
alongside, more ‘traditional’ fixed term payday loan products that require the

12 peer-to-peer lending (abbreviated frequently as P2P lending) is the practice of lending money to unrelated
individuals, without going through a traditional financial intermediary such as a bank or other traditional financial
institution. This lending takes place online on peer-to-peer lending companies’ websites using various different
lending platforms and credit checking tools.

13 Glossary of Definitions, FCA Handbook; FCA 2014/12 Consumer Credit (Consequential and Supplementary
Amendments) Instrument 2014, Annex A, Amendments to the Glossary of Definitions.
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2.6

2.7

2.8

2.9

2.10

loan to be repaid in a single repayment on a borrower’s payday, generally
within 30 days or fewer.

Building on the approach taken by the OFT and FCA, and in light of our own
analysis described below (see paragraphs 2.7 to 2.16), we have defined
payday loans for the purpose of this investigation as being short-term,
unsecured credit products which are generally taken out for 12 months or
less, and where the amount borrowed is generally £1,000 or less. In line with
our terms of reference, home credit loan agreements, credit cards, overdrafts,
credit union loans and retail credit are all excluded from the scope of this
investigation, though we consider the competitive constraint from these and
other forms of credit in Section 5.

In this report we discuss two lending channels through which lenders can
issue loans to customers. The first channel requires customers to visit a
lender’s (or intermediary’s) website in the first instance, which we refer to as
‘online’ and the second channel requires customers to visit a retail store which
we refer to as ‘high street’.'# We discuss the differences in these channels
(and the customers who use them) in greater detail in paragraphs 2.57 to
2.63.

We describe the different types of payday loan products offered by the major
payday lenders and their characteristics in greater depth in Appendix 2.1.

Notwithstanding this variation between products, there are some common
characteristics, particularly in terms of the size and duration of loans which
help differentiate payday lending from other forms of credit. We used
transaction data provided by 11 of the largest lenders'>16 in order to identify
and analyse the common characteristics of payday loans — see Appendix 2.2
for further details of the data set and how it was prepared.

Payday loans are typically for relatively small amounts. In terms of loan size,
the minimum value of payday loans offered by suppliers is usually £100 or
less. For shorter-term products, the maximum amount that can be borrowed
by a new customer generally lies between £100 and £500. Repeat customers

14 Some lenders offer a ‘text message loan’ service, which allows customers to request a loan by sending a short
message service (SMS) text message to a lender. However, these services require customers to create an
account online.

15 These lenders were identified on the basis of various criteria (see Appendix 2.5 for further details), including
their size in 2012. Since then some of these lenders have either temporarily or permanently ceased issuing
payday loans (see paragraph 2.74). Nonetheless the information provided by these 11 lenders during the
investigation has been key to inform our assessment of the functioning of the payday lending sector and, for
simplicity, we will refer to them as ‘the 11 major lenders’ throughout the final report.

16 The 11 major lenders comprise Ariste, CashEuroNet, CFO Lending, Cheque Centres, Dollar, Global Analytics,
H&T, MYJAR, SRC, The Cash Store and Wonga.
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and those using longer-term products are often able to borrow higher
amounts, although rarely more than £1,000.

Our analysis of transaction data'’ found the average size of a payday loan to
be £260. The single most common amount borrowed was £100: amounts of
£50, £150, £200 and £300 were also relatively common.® Around 25% of all
payday loans were for £100 or less, half were for £200 or less, and 90% were
for £570 or less. The average value of a payday loan varies substantially
across lenders, from £163 for [¢<], up to £326 for [¢<].%° Figure 2.1 shows the
overall distribution of loan values in our transaction database.

Responses to our customer survey suggested that high-income customers,
older customers, those in full-time employment and those who owned their
own house all took out larger than average loans. Unemployed customers
were the customer group found to have the lowest average loan value.

FIGURE 2.1

Distribution of loan values

Source:
Notes:

0 500 1,000 1,500
Loan value, £

CMA analysis of transaction data.

1. Analysis covers the 12 months to 31 August 2013.
2. Loan value includes top-ups made on the original loan but excludes any fees deducted from the sum
advanced.

17 For loans issued between September 2012 and August 2013.
18 Source: Customer and transaction level descriptive presentation, slide 21.
19 We describe the structure and operations of some of the largest lenders from paragraph 2.82.
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2.13 Payday loans are also typically issued for relatively short durations. Although
some loans issued by the lenders from which we collected data were for a
year or more, an overwhelming majority of loans in our data set were shorter
term. In particular, over 80% of loans in our data set had durations of 31 days
or less, and over 95% had a duration of 90 days or less.?° Longer-term
products generally allow customers to repay in several instalments, whereas
shorter-term products are usually repaid in a single instalment.?!

2.14 If we exclude longer-term instalment products?? from our data set (accounting
for around 4.5% of all loans), the average duration of a payday loan was 22
days. 10% of customers borrowed for a week or less, 90% for 34 days or less,
and within this distribution we observe that loan durations of around a month
(ie 28 to 31 days) and around a fortnight (ie 13 to 15 days) were particularly
common. The average duration of a loan was slightly shorter online (21 days)
than for high street customers (24 days).?® Figure 2.2 shows the distribution of
loan durations among the shorter-term products in our data set.

20 For loans issued between September 2012 and August 2013.

21 See paragraphs 2.52 & 2.53 on the use of rollovers in the recent past.

22 Longer term instalment products refers to those products in our data set which are taken for periods longer
than 30 days and are usually repaid in instalments.

23 Customer and transaction level descriptive presentation, slide 27.
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FIGURE 2.2

Distribution of loan durations
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Source: CMA analysis of transaction data.
Note: Analysis covers the 12 months to 31 August 2013.

2.15 In contrast, instalment loans which some payday lenders offer are by their
nature issued and repaid over a longer period. The duration of instalment
loans varies by lender and product but typically last between two months and
a year, though both longer and shorter loans may be payable in monthly or
weekly instalments.

2.16 Payday loan products falling within the above definitions also vary in terms of
the flexibility that they offer customers who want to borrow additional
amounts. For example, some lenders allow customers to extend — or ‘roll
over — an existing loan for an additional period if they pay off outstanding fees
and interest. Historically different lenders have set different restrictions on
how many times a loan can be extended: following new rules introduced by
the FCA, no lender is able to roll over a loan more than twice. In addition to
roll-overs, some products allow customers to borrow further amounts — or ‘top
up’ — during the course of a loan (see Section 3 for changes in the regulation
of rollovers).

Characteristics of payday loan customers

2.17 We next briefly outline some of the characteristics of the people who use
payday loans. We first summarise some demographic characteristics before
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discussing customers’ incomes and their experience of credit and debt
problems.?4

Demographics

2.18 In our survey of customers, we asked about their background. We found that
customers were disproportionately likely to be male and that customers were
younger than the UK population as a whole (71% of customers were aged 18
to 44 compared with 46% of the population). Customers are also more likely
to be working full-time than the population as a whole, and to live in larger
households (as a result of having children), but this reflects the fact that
customers are predominantly of working age.

2.19 We discuss these characteristics in greater depth in Appendix 2.3.

Income

2.20 Both our survey and our analysis of lenders’ transaction data suggested that
the median income of an online payday loan customer was broadly similar to
that of the wider UK population. High street borrowers typically had incomes
below the UK average.

2.21 In our survey we found that 36% of all payday loan customers?® had a net
household income of less than £18,000, 37% of customers had a net
household income of £18,000 to £36,000 and 28% of customers had a net
household income of greater than £36,000. However, 21% of customers
responded that they did not know what their household income was and are
not included in these figures. 23% of customers stated that they had a
variable income. The distribution of payday loan customers’ incomes was
somewhat narrower than that for the UK population — with fewer individuals
with particularly low or particularly high incomes.

2.22 Table 2.1 shows the distribution of yearly net personal income for the UK
population and payday loan customers based on our transaction data,
analysed further by borrowing channel. Median net individual income for all
payday loan customers (£15,600) was lower than the national median

24 This subsection is based upon two principal sources of information, which we use throughout this final report.
The first is the customer research that we commissioned from TNS BMRB, and which was carried out between
September and December 2013. This research included a telephone survey of 1,560 payday loan customers,
and 37 depth interviews carried out face to face with payday borrowers. The second source is the transaction
data, discussed in paragraph 2.9 above and Appendix 2.2, which provides detail on each payday loan issued by
the 11 major lenders in the period January 2012 to August 2013, and the customers to whom these loans were
issued.

25 That is, of the 72% who were able or willing to state their income.
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(E17,100). However, the median net individual income of online customers
(£16,500) was only slightly less than the national median whereas the median
net income of high street customers (£13,400) was significantly less than the
national median.?®

TABLE 2.1 Distribution of net annual income

UK*

Net annual income — percentile (£)
10t 25h Median 750 9t

8,800 11,700 17,100 26,300 39,000

All payday 9,200 12,000 15,600 21,600 28,800

Online

9,600 12,400 16,500 21,600 29,400

High street 7,000 10,200 13,400 17,900 23,200

Source: CMA analysis of transaction data (September 2012 to August 2013); HMRC, Survey of Personal Incomes (2010/11).

Extent of previous credit or financial problems

2.23

2.24

We investigated whether payday loan customers had experienced any
previous credit or financial problems within the last five years. 38% of
customers had experienced a bad credit rating, 35% had made arrangements
with creditors to pay off arrears, 11% of customers had experienced a county
court judgment and 10% had been visited by a bailiff or debt collector. In total,
52% of customers had experienced one or more of these debt problems in the
last five years. Customers over 45 years old and owner-occupiers were the
most likely to have experienced financial problems.?’

Customers who had used both high street and online lenders were more likely
to have been turned down for credit (44% compared with 29% for all
customers) in the last 12 months. This group of customers were also slightly
more likely to have had no alternative form of credit available to them at the
time of taking out their most recent payday loan (43% compared with 39% of
all customers).?8

How customers use payday loans

2.25

We next consider how customers use payday loans. We look at the following
aspects of customer behaviour:

26 |n the survey we similarly noted a significant difference between online and high street customers with respect
to income. Whereas 60% of high street customers had a household income of less than £18,000 a year, only
28% of online borrowers fell into this category. 34% of online customers had a household income greater than
£36,000 a year.

2T TNS BMRB Survey Report, p30.

28 ibid, p59.

39


https://assets.digital.cabinet-office.gov.uk/media/5329df8aed915d0e5d000339/140131_payday_lending_tns_survey_report_.pdf

(&) We look first at the circumstances in which customers take out payday
loans, including the reasons given for taking out a loan and the timing of
loan applications (paragraphs 2.26 to 2.32).

(b) In paragraphs 2.33 to 2.41, we consider evidence on customers’
repayment behaviour, including the extent to which customers repay
payday loans in full on time, repay late, or roll over the loan. We go on to
note the implications for customers of defaulting on repayments.

(c) In paragraphs 2.42 to 2.54 we consider whether customers’ use of payday
loans may be characterised as a ‘one-off’ event and examine the extent of
repeat borrowing and customers’ use of multiple lenders.

Circumstances in which customers take out payday loans

2.26

2.27

2.28

We asked customers what they had used their most recent payday loan for.
53% of customers told us that they had used the money for living expenses
(such as groceries and utility bills), 10% of customers said the money related
to a car or vehicle expense and 7% said general shopping such as clothes or
household items.?°

59% of customers told us that the expenditure funded by their payday loan
was for something that they could not have gone without. Had a payday loan
not been available, 31% of all customers said they would have borrowed from
friends or family and 29% would have gone without. Of those 59% of
customers who told us they could not have gone without the expenditure
incurred, 24% said that had payday loans not been available they would have
gone without.*° The qualitative research suggests that customers’ mindsets at
the time of taking out a loan tended to push their perception towards apparent
need, exaggerating their need for a loan, but in retrospect, customers thought
that the expenditure could have been forgone or delayed.3%:32

When asked what the money was used for in an open question, only 2% told
us that it was to pay off another payday loan, though 25% of all customers

29 ibid, p68. Other less common types of expenditure (where 4% or less of those surveyed made reference to
them) included holidays, paying off other loans (both payday and non-payday), rent and mortgage payments,
presents and gifts, replacing broken household items and socialising.

30 ibid, p72.

31 ibid, p73.

32 The qualitative research suggests an explanation that the apparent contradiction between the necessity of the
expenditure the loan funded and the customer’s likely action had credit not been available can be understood
that a customers’ initial claim that they could not go without could reflect a customer’s mindset at the time of
taking out the loan. The research suggested that customers may be justifying their need for a loan to themselves
at the time of taking it out, and therefore repeat this rationalisation later when asked about their reasons for
getting a loan. TNS BMRB Survey Report, p74.
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2.29

2.30

231

(and 36% of those who had previously had a loan) had paid off a payday loan
in the previous month.

We asked customers why they had needed to take out a payday loan. 52%
said the loan was linked to an unexpected increase in expenses or outgoings
and 19% said the need was due to an unexpected decrease in income.? 93%
of those who said their need was due to a change in financial circumstances
thought this change was temporary, whereas 5% expected the change to be
permanent.34

We considered whether repeat borrowers used payday loans for different
purposes than other customers who used payday loans only once. Our
gualitative research suggested that once a customer had taken out their first
loan, the reasons for taking out subsequent loans evolved over time, shifting
from paying for necessities to satisfying more general wants and desires.3®
We also noted that customers who had used three or more lenders and those
who had taken out both online and high street loans were more likely to have
needed to repay a previous loan in the month before. We discuss repeat
borrowing in greater depth in paragraphs 2.42 to 2.54.

When are loans taken out?

Our analysis of the transaction data for the 12 months to August 2013 found
that the number of loans taken out on a Friday was around three times greater
than the number of loans taken out on a Sunday, and around 50% more than
for other days of the week. The distribution of loans by the day on which they
were issued is shown in Figure 2.3.

33 ibid, p70. 31% said that their need was not linked to unexpected changes in income or expense.
34 ibid, p70. The remaining 2% did not know.
35 ibid, p75
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FIGURE 2.3

Number of loans taken out by day of the week
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Average number of loans made in the period, '000
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Source: CMA analysis of transaction data.
Note: Analysis covers the 12 months to 31 August 2013.

2.32 We also considered the distribution of loans by the day of the month, which is
shown in Figure 2.4. Although slightly more loans were taken out at the
beginning and end of a month, significant amounts of borrowing occur
throughout the month.
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FIGURE 2.4

Number of loans issued by day of the month
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CMA analysis of transaction data.

Note: Analysis covers the 12 months to 31 August 2013.

Repayment

2.33

2.34

Our analysis of the transaction data found that 64% of payday loans issued in
calendar year 2012 were repaid in full either early or on time. 22% of loans
were repaid in full late (ie after the originally agreed repayment date) — often
as a result of having been rolled over. 14% of these loans had not been
repaid in full as at October 2013.3¢

Figure 2.5 shows that 55% of high street loans were repaid in full on time
compared with 67% for online loans.3” Figure 2.6 shows that repayment rates
also varied significantly by lender, with the proportion of loans being paid in
full either early or on time varying from around 20% ([¢<]) to 80% ([¢<]).%8
67% of repeat loans (loans taken by customers who have previously taken a
loan with the same lender) were repaid in full either early or on time, which
compared to 50% of new loans.°

36 This will include loans where customers had either defaulted or rolled over.
37 Customer and transaction level descriptive presentation, slide 31.

38 ibid, slide 32.

39 ibid, slide 33.
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FIGURE 2.5
Repayment status of loans

All loans issued in 2012, status as of 1/10/2013

All Online High street
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[0 Repaid in full — late O Never repaid in full

Source: CMA analysis of transaction data.
FIGURE 2.6

Repayment status by lender

Loans issued in 2012, repayment status as of 1/10/2013
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Source: CMA analysis of transaction data.
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2.35

2.36

2.37

2.38

Our survey found that the following groups of customers were less likely to
have repaid their loan in full on or before the scheduled repayment date:

(a) customers who felt themselves not to have a good understanding of
financial conditions and terms;

(b) customers with past financial problems (including having previously been
refused for payday loans); and

(c) customers who had used a greater number of payday lenders.*°

Expectation and ability to repay

When asked how confident they were when taking out the loan that they
would be able to repay it by the agreed date, 80% of customers responding to
our survey reported having been very confident and 15% having been fairly
confident.4!

Just over half (52%%?) of the 18%%3 of customers who had failed to repay their
loan on time stated that the total repayment amount had been more than they
had expected, which contrasted with 13% of those customers who had repaid
their loan in full and on time. This may suggest that either the customers most
likely not to repay their loan were those customers who were not able to
calculate, or misunderstood the repayment amount, or alternatively that those
customers which had not repaid in full had not anticipated additional late
charges (for example, as a result of not anticipating being unable to repay the
loan in full on time).44

17% of customers reported having found getting money to repay their loan to
be more difficult than expected. Certain groups of customers were more likely
to find getting the money more difficult than they expected, including
customers: (i) who had previously taken out payday loans in order to pay off
debts to other payday lenders; (ii) with a poor understanding of financial terms
and conditions; (iif) who had been refused loans previously; (iv) who had
experienced debt problems in the last five years and (v) who said they took
out a payday loan as a last resort.*®

40 TNS BMRB Survey Report, p117.
4% ibid, p95.

42 ibid, p120.

43 ibid, p117.

44 ibid, p120.

45 ibid, p121.
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2.39

2.40

2.41

Defaulting on payments

In the payday lending sector, the implications of late payment vary from lender
to lender. Typically a customer could be charged a late payment fee and
would accrue interest on the outstanding balance.*® Prior to the introduction of
restrictions on the use of CPAs a lender would make further attempts to
collect money owed from the customer in either one payment or in several
part payments.*’

Information in relation to failed payments may affect the customer’s ability to

obtain credit in the future as a result of lenders informing CRAs of the default.
The Consumer Credit Act 1974 (CCA), as amended by the Consumer Credit
Act 2006, sets out additional requirements in relation to default:

(a) A creditor must give the borrower a notice of sums in arrears, plus an
arrears information sheet at intervals of six months until the borrower is no
longer in arrears, or until a judgement is made regarding the amount
owed.

(b) A creditor cannot enforce an agreement during the time it fails to comply
with this requirement and the borrower would not be liable to pay interest
during this time.

Under the Consumer Credit Act sections 87 and 88, as amended by the
Consumer Credit Act 2006 section 14, it is necessary for the lender to serve a
Default Notice and give the customer 14 days to remedy the breach of the
agreement specified in it. This applies to all notices served after this date,
regardless of when the agreement was made or the default occurred. The
lender must set out what action it intends to take if the borrower fails to make
the payment.

Repeat borrowing

2.42

Our analysis suggests that customers’ demand for payday loans is typically
recurring, and that a large proportion of customers return to the same lender
for further credit after taking out their first loan. We consider first repeated
borrowing with the same lender before considering borrowing across multiple
lenders.

46 See Appendix 4.1, Tables 3 & 4, for details of additional charges.
47 Lenders are now restricted from taking part payment by CPA but may make arrangements with borrowers to
reschedule payments. CONC 7.6.14 R.
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2.43

2.44

Repeat borrowing with a single lender

Looking at repeat borrowing from a single lender, our analysis suggests that
more than 80% of all loans (excluding rollovers) issued by the 11 major
lenders in 2012 were to customers who had previously borrowed from them.
Considering a customer taking out a loan with a lender for the first time in the
first 8 months of 2012:48

(a) 60% took out at least one further loan from the same lender during the
subsequent year;

(b) 21% took out more than five additional loans from the same lender during
the subsequent year; and

(c) the average number of additional loans that a customer went on to take
out from the same lender within a year of the first was 3.6.

Furthermore, we found that around 40%%° of customers of the 11 major
lenders had a borrowing relationship with that lender of more than one year.%°
The extent to which customers return to a lender for further loans varies
considerably across lenders. Figure 2.7 shows the proportion of each of the
11 major lender’s loans in 2012 which were to repeat customers. This
proportion ranged between 27% ([<]) and 89% ([¢<]). Notwithstanding this
variation, it is worth noting that for most lenders more than half of all loans
were to repeat customers — and for many lenders the proportion was much
greater than this.

48 See ‘Repeat customers—presentation based on analysis of the transaction data’ for further details.
49 As of August 2013.
50 We discuss this in more detail in Section 7.
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FIGURE 2.7

New customers vs repeat customers — number of loans (2012)
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Source: CMA’s analysis on lenders’ transaction data.

2.45 Some of the repeat borrowing that we observed in the payday market took the
form of ‘top-ups’ (where lenders®! offered customers the ability to borrow
additional amounts by topping up an outstanding loan to a predefined credit
limit — see Appendix 2.1 for further details). For example, looking at [¢<]% of
[<] loans and [<]% of [¢<] loans were topped up in the period September
2012 to August 2013. Together these loans accounted for [¢<]% of all loans
issued by the 11 major lenders.5?

Borrowing across multiple lenders

2.46 Many payday loan customers borrowed from more than one lender,
suggesting that the extent of repeat borrowing among payday loan customers

51 Facilities of this type were offered by Wonga, CashEuroNet (Pounds to Pocket and QuikQuid Flexicredit),
Dollar (Payday Express and Instant Cash Loans), SRC, The Cash Store, Pay Day Loans and KwikLoan (H&T)
and SRC (SpeedyCash Flex Loan).

52 On average, each such loan was topped up [<] times.
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is greater than indicated by our analysis of an individual lender’s transaction
data.

2.47 To estimate the extent to which customers borrowed from multiple lenders, we
selected a sample of over three thousand loans at random from the
transaction database (see Appendix 6.2 for further details of this sample).
Each customer identified within our sample was matched across lenders
using a combination of their surname, postcode and date of birth. Information
on the loans issued to these customers by smaller lenders was then added by
matching in data provided by a number of CRAs.

2.48 A reweighting exercise was then carried out so that the sample was
representative of payday loan customers in 2012.52 Using this reweighted
sample, we estimated that 76% of payday loan customers took out more than
one loan in 2012 either with the same lender or with different lenders. 41%
took out 2 to 5 loans, 20% took out 6 to 10 loans and 15% took out more than
10 loans. On average, a payday loan customer took out 5.7 loans in 2012.

2.49 Around four in ten customers (38%) in the sample borrowed from at least two
different lenders during the year. 27% of customers borrowed from two or
three lenders and 11% borrowed from more than three lenders. On average, a
customer borrowed from 1.9 lenders.

2.50 These findings are broadly consistent with the results of our customer survey
(as well as the submissions of various lenders®*) which found that 45% of all
customers interviewed had used more than one lender; 79% had taken out
more than one loan and around a third had taken out more than five loans.%®

53 Reweighting was required because the sample was constructed by selecting loans issued in 2012 at random,
rather than customers, and so borrowers taking out relatively few loans in the period would otherwise have been
relatively unrepresented. Each customer was assigned a weight according to their probability of being included
within the original sample. These weights were generated using the ratio of the total number of customers who
took out a given number of loans in the population, divided by the number of such customers in the sample. So,
for example, if customers taking out one loan in the period made up 5% of the population but 1% of the sample,
then these individuals would receive a weight of 5. Note that the weights applied differ to those underpinning the
analysis reported in the presentation on Customers’ use of multiple lenders, publish 9 April 2014, explaining the
difference in the estimates presented in that paper and those reported here.

54 For example, Wonga told us that [<] of its inactive customers were using other payday lenders (see Wonga’s
response to the annotated issues statement, paragraph 1.16). CashEuroNet submitted the results of a survey
(conducted on [¢<]) which asked respondents about the lender that customers had used before taking out their
loan with QuickQuid. [$<]% of respondents reported having used another payday lender, higher than the
proportion of customers who reported having previously taken out a loan from QuickQuid itself. Dollar submitted
that the evidence resulting from the analysis of transaction data and customer survey suggested high rates of
churn (See Dollar’s response to the annotated issues statement, paragraph 7.13).

55 Broadly similar results were also found when, instead of sampling, we simply matched all loans in the
transaction database on the basis of the customer’s surname, date of birth and postcode. Although a lower
proportion of customers were found to have used more than one lender (30%) and on average customers were
estimated to have taken out fewer loans (5.2) using this approach, this would be expected given that the
transaction data does not include any loans issued by smaller lenders.

49


https://assets.digital.cabinet-office.gov.uk/media/534ea94a40f0b62998000007/Wonga_response_to_AIS_and_WPs__non-con_.pdf
https://assets.digital.cabinet-office.gov.uk/media/534ea94a40f0b62998000007/Wonga_response_to_AIS_and_WPs__non-con_.pdf
https://assets.digital.cabinet-office.gov.uk/media/534ea918ed915d7ae3000007/Dollar_response_to_AIS_and_WPs__non-con_.pdf

2.51 Our survey also suggested that there may be some relationship between a
customer’s financial behaviour and the extent to which they take out more
than one loan and/or use multiple lenders (see Figure 2.8 below):

(a) 85% of payday loan customers who had used sources of credit other than
payday loans in the last 12 months had taken out more than one loan
compared with 73% of customers who had not used other sources of
credit in this period.

(b) Customers who experienced credit or debt problems®® were more likely
than average to have had more than one payday loan and were also more
likely than average to have used more than one payday lender.

(c) Customers with an unauthorised overdraft, who had been turned down for
credit in the last year, or who had a debt problem in the last five years,
had used an average (median) of two payday lenders whereas the
average (median) number of lenders used across all customers was one.

FIGURE 2.8

Customers’ financial behaviour and use of multiple lenders —
CMA customer survey

Those taking out more loans and using more F¢
lenders are defined by financial circumstances
rather than demographics
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ts with valid number of lenders used exc. DK/REF (1,467); Using other sources of credit (690); Turmed down for credit (365); Unauthorised overdraftin last 12 months (386); Debt problems in

Iast 5 years (682)

Source: CMA customer survey.

56 Customers who had been turned down for credit, who had an unauthorised overdraft in the last 12 months, and
/ or who had a debt problem in the last five years.
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Rollovers

2.52 In addition to taking out new loans, many borrowers extend the duration of
their credit from their current lender by rolling over an existing loan (see
paragraph 2.16).>” Our analysis of the transaction data found that in 2012,
around 20% of the loans taken from the 11 major lenders were subsequently
rolled over — with 16% of online loans and 26% of high street loans rolled
over.%8

2.53 Figure 2.9 shows that of those loans that were rolled over, about 50% of
online loans were rolled over more than once, compared with around 60% of
high street loans.>® On average, loans which were rolled over were rolled over
2.5 times. Rules introduced by the FCA in April 2014 now limit the number of
rollovers to two.®°

FIGURE 2.9
Distribution of the number of times aloan is rolled over

Number of times loans have been rolled over
(% of all loans that have been rolled over)
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Source: CMA analysis of transaction data.
Note: Analysis covers the period January 2012 to December 2012.

2.54 Again, the extent to which customers rolled over their loans varied
significantly across lenders. Figure 2.10 shows the proportion of loans that
had been rolled over by lender. The proportion of loans rolled over varied from
0 to 55%.

57 Some lenders charge a fee for rolling over a loan; however, interest rates remain the same as during the
original term of the loan.

58 Customer and transaction level descriptive presentation, slide 42.

59 ibid, slide 44.

60 CONC 6.7.23 R.

51


https://assets.digital.cabinet-office.gov.uk/media/532c363f40f0b60a7300031b/140214_customer_and_transaction_level_descriptive_presentation.ppt

FIGURE 2.10

Proportion of loans rolled over by lender

Proportion of loans issued in 2012 that have/have not been rolled over

Source:
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CMA analysis of transaction data.

Note: Analysis covers the period January 2012 to December 2012.

2.55

2.56

We considered the significance of rollovers to payday lenders’ revenue. To do
this, we took all loans issued by the 11 major lenders in 2012, estimated the
total value of fees and interest charged on those loans (with certain
exceptions due to data limitations — see footnote), and calculated the
proportion of these charges that was accounted for by rollover fees and
interest.®* We estimated that this proportion was 32% for online lenders, and
40% for high street lenders.

One limitation of this approach is that it reflects revenues contracted for,
rather than revenues received by a lender, and so does not take into account
differences in the extent to which customers that rollover their loan actually
repay the amount owed. To allow for this, we adjusted the estimates to take
into account the difference between the proportion of rolled-over loans which
were never repaid in full compared with the proportion of loans that were not
rolled over which were never repaid in full. This resulted in slightly lower
estimates of the importance of rollover fees and interest: 29% for online
lenders and 36% for high street lenders.?

61 This estimate excluded late fees and interest, top-up charges and some discounts (eg for early repayment),
because complete and consistent information on these charges/discounts were not available in our data set.

62 These estimates were derived by deflating the proportion of charges accounted for by rollovers using the
difference in the proportion of loans which were rolled over which were never repaid in full, and the proportion of
loans which were not rolled over which were never repaid in full.
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High street and online distribution channels

2.57

2.58

2.59

Payday loans can be taken out either from an online lender or on the high
street. Payday loans issued online are taken out by customers visiting a
lender’s website®3 having accessed the site directly or through an internet
search, or through intermediaries such as lead-generators or other
advertisers: each of these routes is considered in paragraphs 2.129 to 2.164
below. Customers applying online then complete an application form, though
the process may differ if the customer is directed to a lender through an inter-
mediary. High street customers visit retail premises where a member of staff
may lead the customer through the application process and customers may
be required to provide documentary evidence of income and identity. The
nature of the loans issued by the two channels do not differ, but the ways in
which lenders attract customers and process customer applications do. These
are discussed in greater detail in the following section.

Most payday loan customers borrow online. Our survey found that 83% of
payday loan customers have taken out a loan online and 29% of customers
have taken out a payday loan on the high street.®* There is some overlap, with
12%°%° of customers having used both channels. Of those individuals who
have used both channels, a clear majority (78%) mainly use online loans. %
The average amount borrowed on the high street (E180) was lower than that
borrowed online (£290).57

Our survey found that 78% of customers used online lenders either exclus-
ively or as their main payday loan provider. We found that a higher proportion
of men,%8 younger customers, those in full-time work, those educated to
degree level or above, and those on middle or higher incomes were likely to
have used online lenders as their main or only payday loan provider.®® The
extent of these groups’ use of online lenders is shown in Table 2.2.

63 Either using a PC, tablet or a smartphone.

64 TNS BMRB Survey Report, p41.

65 71% of customers only used online and 17% only used high street.

66 TNS BMRB Survey Report, p42.

67 Customer and transaction level descriptive presentation, slide 21.

68 This difference was relatively small, and our analysis of lenders’ transaction data did not find a difference in the
gender balance of high street and online customers (weighted by the number of loans) — see customer and
transaction level descriptive presentation, slide 8. Gender information is missing from the transaction data for
around one-third of all records.

69 TNS BMRB Survey Report, p48.
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TABLE 2.2 Customer groups more likely to use online lenders

% of that group

Customer group using online lenders
All customers 78
Gender

Men 82
Age:

18-24 88

25-34 86
Employment status

Full-time worker 84
Level of education

Higher 84
Income

Middle 83

Higher income 90

Source: TNS BMRB Survey Report, p48.

2.60 Customer groups which were significantly more likely to have used high street
lenders exclusively or as their main payday loan provider included: women;
older customers; social renters; those in part-time work or unemployed; lone
parents; those with no academic qualifications; and those on low incomes.
The extent of these groups’ use of high street lenders is shown in Table 2.3.

TABLE 2.3 Customer groups more likely to use high street lenders

% of that group using

Customer group high street lenders

All customers 20
Gender

Women 23
Age

45+ 26
Housing tenure

Social Renters 29
Employment status

Part time worker 26

Unemployed 29
Household composition

Lone parents 24
Level of education

No qualifications 37
Income

Low 31
Access to banking facilities

No bank account 30

Source: TNS BMRB Survey Report, p49.

2.61 As setout in paragraph 2.22, high street customers generally had lower
incomes than online customers or the population as a whole. Our analysis of
lenders’ transaction data found that the median net individual income of a high
street borrower was £13,400, some £3,100 lower than for online borrowers
(£16,500).7°

70 Customer and transaction level descriptive presentation, slide 10.
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2.62

2.63

Coding of respondents’ residential postcodes using the ACORN classification
system indicated that high street customers are more likely than online
customers to come from areas classed as ‘urban adversity’ or ‘financially
stretched’.”*

More detailed comparisons of the characteristics of users of different channels
are included in the Survey Report and in the underlying tables.”> We discuss
customers’ perceptions of different distribution channels in Section 5.

The process of applying for and taking out a payday loan

2.64

2.65

2.66

In Appendix 2.4, we describe the loan application and approval processes of
online and high street lenders.

The nature of the application process is necessarily different for online and
high street lenders, although both collect similar types of information during
the application process. There is also some variation in the approach taken by
different lenders within each distribution channel. For example, some online
lenders (such as Wonga) operate an almost exclusively automated process
for verifying customer details and assessing customers’ creditworthiness,
whereas others (such as WageDay) will use a combination of automated and
manual techniques.

Generally lenders collect the following information from an applicant:
(a) the amount of the loan requested;

(b) personal details, including name, address, residential status, date of birth,
email address and telephone number;

(c) income details, such as employment type, net monthly pay, pay
frequency, pay date, employment sector and time at current job;

(d) personal expenditure details (discussed further in paragraph 2.68);
(e) bank details, ie account name, sort code, account number; and

() debit card details, including card type, card number, expiry date and
security code.

"1 In addition, the use of high street lenders is particularly prevalent in London, which accounts for 24% of
customers of high street lenders, as compared with 14% on online customers. Source: TNS BMRB Survey
Report, p57.

72 www.gov.uk/cma-cases/payday-lending-market-investigation#cc-commissioned-research.
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For verification purposes, high street lenders usually require sight of a
customer’s ID and proof of address while online lenders require a customer’s
mobile phone number.

We found that there was generally greater diversity in the nature and quantity
of information required about a customer’s expenditure (including credit
commitments and existing debt balances) than in the other types of
information requested. Some lenders do not require applicants to provide any
information on expenditure or existing commitments.

The minimum eligibility criteria applied by all lenders are that a customer must
be a UK resident and over 18 years of age. Individual lenders specify different
additional requirements. An assessment of eligibility is included in the
application process.

Having collected information from an applicant and established their eligibility,
lenders will consider the individual’s creditworthiness and their likelihood of
successfully repaying the loan. To perform credit risk assessments, lenders
typically analyse information collected during the loan application process,
any information held about the applicant internally (eg their repayment history
if they are a returning customer), and relevant third party information sources
(eg information purchased from CRAS). Most lenders have developed their
own automated risk models, of varying degrees of sophistication, to help them
make decisions about the creditworthiness of potential applicants, developed
using historical customer information. These models may support, or in some
cases largely replace, manual assessments of a customer’s creditworthiness.

For online customers an application form generally takes 5 to 10 minutes to
complete. Once submitted, the lender verifies customer details and completes
affordability and risk assessments. The time taken to do this may be
determined partly by the extent to which manual checks are also required (eg
confirming the customer’s employment details). The customer will then either
be approved or declined.

Once a customer’s application has been approved, the funds will be trans-
ferred to the customer’s bank account. In most cases this takes place on the
same day, often in a couple of hours, though some lenders offer a basic
service using a BACS transfer which may take up to two to three days
(typically these lenders also offer a same-day transfer, for which they charge
an additional fee).

We discuss the loan application and approval process in greater depth in
Appendix 2.4.
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Market size and structure

2.74 We collected information about the size and structure of the payday loan
market by issuing detailed questionnaires to 11 major payday lenders and a
further shorter questionnaire to 213 parties which had been identified as
possible payday lenders.”® Further details of this exercise and our analysis
are set out in Appendix 2.5. Based on this analysis, we estimated that there
were at least 90 payday lenders offering loans to UK customers as of October
2013.7* We are aware that since then a number of lenders have either
temporarily or permanently ceased issuing payday loans.”® Four’® of the 11
major lenders have either exited the market or announced a decision to exit
the market (see paragraphs 2.81 to 2.124 for details of individual lenders).
The trade associations have also provided evidence that a number of lenders
terminated their membership and either exited the market over the course of
2014 or ceased issuing loans until the FCA price cap proposals were known.
Data provided by the trade associations indicated that in the region of at least
50 lenders had exited the market since late 2013.77

2.75 We discuss current and future market developments at paragraphs 4.161 to
4.175 including the expected impact of the FCA'’s price cap.

Size of the market

2.76 As shown in Table 2.4, during the 2012 financial year, total payday loan
revenue was around £1.1 billion, with lenders issuing approximately
10.2 million payday loans (excluding rollovers), worth £2.8 billion.”® Online
lenders issued £2.3 billion of loans, which was around 81% of all loans by

73 The list was drawn up from a range of sources including: companies in a list of lenders compiled by the OFT,
members of the BCCA, Consumer Credit Trade Association (CCTA) and the Consumer Finance Association
(CFA) trade associations, a desktop review; and lists of competitors provided by lenders in response to our initial
letter.

74 This figure may underestimate the total number of lenders to the extent that not all lenders responded to our
guestionnaire, or we were unable to identify all relevant potential lenders. However, we would expect any lenders
that were missing from this list to be limited to firms with very small-scale lending activities, such that their
omission would not materially affect our assessment of the market size or structure.

5 Although, on the basis of a review of their websites, as at November 2014 at least half of these 90 lenders
appeared to still be operating in the payday loan market.

76 Namely Ariste, CFO Lending, Cheque Centres and The Cash Store.

7 The CFA told us that since late 2013 three of its members had left the payday loan market, with one new
entrant. BCCA told us that [¢<] online lenders and [<] high street lenders ([¢<]) had terminated membership,
which was an indication that they had left the market (although it was not able to be precise in the number of
members that previously issued payday loans). Almost all of those lenders terminating BCCA membership did so
in the first quarter of 2014. The CCTA reported that 25 members classified as payday lenders had terminated
membership.

8 The figures for revenue, volume and value may not always correspond because not all lenders could provide
full information on all these metrics.
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value, with high street lenders issuing the remaining £0.5 billion of loans.” We
estimate that there were around 1.8 million payday loan customers in 2012.8°

TABLE 2.4 Total revenue, value and number of payday loans issued, financial years* 2011 and 2012

Totals 2011 2012 Growth
%
Number of loans (million) 7.4 10.2 37
Value of loans advanced (Em) 1,926 2,810 46
Revenue earned (Em) 755 1,091 44

Source: CMA analysis.

*See Appendix 2.5 for a description of how different lenders’ financial years have been treated. For each lender in each financial
year, payday loan revenue refers to the total income generated by each lender’s payday lending operations, payday loan volume
refers to the number of new loans issued by each lender and payday loan value refers to the total loan amount issued by each
lender.

2.77 The revenue and lending figures for 2012 represented a 35 to 50% increase
on the preceding financial year (depending on the way in which the size of the
market is measured).

2.78 More recent financial data indicates that the rate of market growth has
reduced substantially. Our analysis indicates that in 2013 revenue growth for
the 11 major lenders was around 5%. Data for the first nine months of 2014
showed that revenue and new lending for the seven®! major lenders for which
we have data was down year on year by 27% and 26% respectively.

Shares of supply

2.79 Table 2.5 reports estimated total payday revenue and shares of supply for the
ten largest payday lenders in 2012. Wonga—the largest payday lender—had
a [20-30]% share of total payday revenue, a [30—40]% share of all loans
(excluding rollovers) by volume and a [40-50]% share of all loans (excluding
rollovers) by value.®? The three largest lenders by revenue had a share of just
under 70% of total payday revenue, over 65% of payday loans issued and
over 75% of loan value; the ten largest lenders by payday revenue accounted
for more than 90% of total payday revenue, 85% of loans issued and just
under 95% of loan value.

79 Online lenders also accounted for similar proportions (70 to 80%) of total loan revenue and volume of payday
loans. These proportions did not change significantly relative to the previous financial year though there has been
a longer-term trend towards online lending.

80 We derived this estimate by dividing the total number of loans issued in 2012 in Table 2.4 (10.2 million) by our
estimate of the average number of loans held by a payday loan customer in a 12-month period as set out in
paragraph 2.48.

81 Ariste, CashEuroNet, Dollar, Global Analytics, MYJAR, SRC (including Speedy Cash and WageDayAdvance)
and Wonga. Data from H&T was not available. Three major lenders had exited the market (CFO Lending,
Cheque Centres and The Cash Store).

82 \Wonga's share of revenue relative to its share of the value and volume of loans issued appears to be driven by
the payment behaviour of its customers. The possible causes for disparities in shares of revenue, value and
volume are discussed further in paragraph 2.80.
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2.80 We note that the different characteristics of lenders’ products may drive
differences between a lender’s share of revenue, value and volume. For
example, all else equal, a lender offering an instalment product might be
expected to issue higher-value loans on average compared with a lender
offering a 30-day fixed term product — and hence have a higher share of total
loan value and revenue, relative to the total number of loans issued —
because of the longer repayment period.

TABLE 2.5 Shares of supply of the ten largest lenders, financial year* 2012
%

Share of 2012 Share of 2012 total loan Share of 2012 total loans

Lender total loan revenue value (excl rollovers) issued (excl rollovers)
CashEuroNett [10-20] [10-20] [5-10]
CFO Lending Limited (CFO Lending) [0-5] [0-5] [0-5]
Cheque Centres Group Limited} [0-5] [5-10] [5-10]
Dollar [20-30] [10-20] [20-30]
Global Analytics [0-5] [0-5] [0-5]
MYJAR [0-5] [0-5] [0-5]
Oakam [0-5] [0-5] [0-5]
PDL Finance [0-5] [0-5] [0-5]
SRC [0-5] [0-5] [0-5]
Wonga§ [20-30] [40-50] [30-40]
Other lenders [5-10] [5-10] [10-20]

Total 100.00 100.00 100.00

Source: CMA analysis.

*See Appendix 2.5 for a description of how different lenders’ financial years have been treated.

tPounds to Pocket instalment loans are included in CashEuroNet'’s total figures.

FCheque Centres instalment loans are included in Cheque Centres total figures.

8Wonga has undergone a corporate restructuring which may affect the extent to which its year-on-year figures are comparable
with other lenders.

Payday loan providers

2.81 All payday loan providers seek to attract potential customers and issue loans.
However, in addition to the choice of whether to issue loans online or on the
high street, the methods that lenders use to attract customers (which are
described below in paragraphs 2.118 to 2.164 in other market participants),
and the profile of those customers may vary across lenders. We discuss price
and non-price competition and profitability of lenders in Section 4. Further,
each lender will experience different levels of default (see Section 7), rollovers
(paragraphs 2.52 to 2.54) and repeat borrowing (paragraphs 2.42 to 2.45).

2.82 In this subsection, we set out information on 14 payday loan providers
arranged broadly by size into three groups:

(a) First, we set out detailed descriptions of the top three payday lenders:
(i) CashEuroNet UK, LLC (CashEuroNet);

(i) DFC Global Corporation (DFC), trading in the UK as Dollar; and
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(i) Wonga (WDFC UK Ltd, formerly Wonga.com Limited).

(b) Secondly, we describe eight other payday lenders to which we sent
detailed market and financial questionnaires. These companies offered a
range of single repayment and instalment loans which as at October 2013
fell within our definition of a payday loan and included the largest online
and high street brands outside the top three companies referred to above:

(i) Ariste Holding Limited (Ariste);

(i) The Cash Store (UK) (The Cash Store);

(i) CFO Lending Limited (CFO Lending);

(iv) Cheque Centres Group Limited (Cheque Centres);
(v) Global Analytics Holdings, Inc (Global Analytics);
(vi) Harvey and Thompson Limited (H&T);

(vi) MYJAR; and

(viii) SRC Transatlantic Limited (SRC).

(c) Finally, we provide details of three further lenders with annual payday
lending revenue over £10 million:8

(i) Oakam Limited (Oakam);
(i) PDL Finance Limited (PDL Finance); and

(i) Elevate Credit International Ltd, formerly Think Finance (UK) Limited
(Elevate).®*

2.83 The three groups of companies are presented below in alphabetical order. We
estimate that the 11 lenders which comprise the first two groups (the 11 major
lenders) accounted for around 90% of revenue generated from payday
lending in the UK in financial year 2012. Diagrams of the corporate structures
of the largest three lenders are set out in Appendix 2.6. As at November 2014
three of the major 11 lenders had exited the market (CFO Lending, Cheque

83 Based on 2012 data.
84 Think Finance press release.
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Centres and The Cash Store) and Ariste had announced its intention to exit
the market.8®

CashEuroNet

2.84 CashEuroNet is one of the UK operating subsidiaries of Enova, a US finance
company offering unsecured short term loans (including payday loans),
instalment loans, and line of credit accounts within the USA, UK, Australia and
Canada. Until November 2014 CashEuroNet sat within the group structure of
Cash America International Inc (Cash America) in a holding company Enova
International Inc (Enova). Established in 1984, Cash America is listed on the
New York Stock Exchange and has a market capitalisation of approximately
$650 million. It operates within the USA offering a variety of loan products
including pawnbroking loans, unsecured short-term loans (including payday
loans) and instalment loans. On 13 November 2014 Cash America completed
a spin out of Enova, which is now listed on the New York Stock Exchange as
a separate company with a market capitalisation of approximately $700
million. The restructuring created two separate entities with Cash America
operating a high street business in the USA and Enova trading solely online.

2.85 Enova offers three online lending products to UK customers through its
subsidiary CashEuroNet: QuickQuid, a payday loan service launched in July
2007; Pounds to Pocket, an instalment loan product launched in September
2010; and FlexCredit, a running account credit facility®® launched in March
2013.%7 [<]. In 2014 Enova opened a UK office having previously had no
physical presence in the UK. Enova has no high street stores and previously
all online operations were managed from Chicago.

2.86 CashEuroNet generated total revenue of £[¢<] million in 2012 from UK payday
lending activities. Net profit for the same period was £[<] million. In 2013
CashEuroNet’s UK payday lending revenue increased by [6<]% to
£[2<] million, with strong growth of [¢<]% from its instalment payday loan
Pounds to Pocket and additional sales generated from the launch of

85 H&T withdrew from single-payment one-month payday lending products in June 2013 and withdrew its online
payday lending product in January 2014. H&T’s personal loan product, introduced in September 2013, offers up
to £1,000 repayable over up to 24 months. H&T personal loans granted for durations of 12 months or less are
included in our terms of reference.

86 With this type of product, a customer applies for a credit facility of a given value. The customer can then
request any amount of money up to the value of the approved facility to be transferred to their bank account.
Customers then repay over ten months but are able to repay earlier and reduce the outstanding balance. Interest
is charged on the outstanding balance. However, if customers have made repayments according to their payment
schedule they can request another transfer of money to increase the balance outstanding up to the original value
of the facility.

87 Another Enova subsidiary offers the ‘On Stride’ loan in the UK, which was launched in April 2014 and offers
customers £1,000 to £5,000 from one year to three years at APRs ranging from 29% to 89%.
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FlexCredit. In the first nine months of 2014 CashEuroNet’s payday lending
revenue decreased year on year by [¢<]%; net profit increased [¢<]%.

DFC/Dollar

2.87 DFC Global Corp (DFC) was sold to private equity firm Lone Star in June
2014 for $1.3 billion.88 Prior to this DFC had been a NASDAQ-listed company
with its headquarters in the USA. DFC operates throughout Europe and North
America, including the UK, USA, Canada and Spain, offering a variety of
short-term lending products.®®

2.88

The UK operations of DFC are collectively known as Dollar. These include
three subsidiaries offering payday loans and other credit products within the
UK:90,91

(@)

(b)

(c)

Instant Cash Loans Ltd (ICL), trading as The Money Shop, is a high street
outlet. ICL was purchased by Dollar Financial UK Limited (Dollar) in
February 1999, at which time it was operating 11 stores. Since then it has
opened more than 500 stores throughout the UK, offering cheque
cashing, pawnbroking, prepaid debit cards, foreign exchange and
overseas money transfers. In 2013 the company generated total revenue
of £[¢<] million, [¢<], and a net profit of £[<] million.

MEM Consumer Finance Limited (MEM), trading as PaydayUK, is an
online operation. The original MEM business was founded in 2003 and
acquired by DFC in 2011 for $195 million.%? It offers a payday lending
product through the website www.paydayuk.co.uk, and launched its Multi
Payment Loan in August 2014. Total revenue for 2013 was £[¢<] million
and net profit £[e<] million.

Express Finance (Bromley) Limited (EFL), trading as Payday Express, is
an online operation. EFL began operating in 1999 and was purchased by
DFC in 2009 for $[¢<] million. Lending through its website
www.paydayexpress.co.uk, EFL had total revenue of £[¢<] million in 2013
and net profit of £[2<] million.

88 The Guardian, 2 April 2014, ‘Money Shop owner Dollar Financial to be sold to Lone Star for $1.3bn’.

89 Source: 10K.

9% DFC also owns several pawnbroking shops in Scotland and England, including Suttons and Robertsons.
91 Dollar introduced Ladderloans in 2012, an instalment product offering £500—£1,500 from 6 months to 18

months.

92 2012 DFC Global Corporation 10K.
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2.89

2.90

In the financial year to June 2014 Dollar’'s UK performance deteriorated.
Revenue from payday lending was down [¢<]% to £[<] million from
£[5<] million the prior year. Dollar’s payday lending activities generated [$<].%2

In July 2014 Dollar announced a voluntary £0.7 million refund to customers
after an FCA review found that Dollar had exceeded its own lending criteria in
giving loans to certain customers. It also announced the appointment of a
‘skilled person’®* to review lending decisions.®®

Wonga

291

2.92

2.93

2.94

Wonga was founded in October 2006 by Errol Damelin® and Jonathan
Hurwitz®” and launched its short-term consumer loans product, ‘Little Loans’,
in 2007. As an online-only business, without any high street stores, it has
developed its own loan approval technology.

Wonga is a subsidiary of Wonga Group Limited, itself a privately-held
company registered in the UK. Since 2006 it has completed several rounds of
equity financing and currently has three key shareholders: Balderton Capital
(21%), Accel London Il LP (14%) and Greylock Partners (12%).°® Wonga
Group Limited is thus the parent company and UK payday loans are made
through its subsidiary WDFC UK Ltd (Wonga — formerly Wonga.com Limited).

The majority of Wonga’s business is in the UK; it also provides consumer
loans in Canada, Poland, South Africa and Spain. To promote this growth,
subsidiaries for support services such as customer service and technology
development have been opened in the Republic of Ireland, South Africa,
Switzerland and Israel.®®

Wonga offered three credit products in the UK as at August 2013: its main
product was Little Loans, a short-term loan falling within our definition of a
payday loan product; PayLater, a credit offering for online shopping; and

Everline, a loan for small businesses.'% In March 2014 Wonga announced

93 []

94 A ‘skilled person’ is appointed under section 166 of the Financial Services and Markets Act 2000.

9 See FCA press release.

9 Errol Damelin resigned as a Director of Wonga Group Limited on 12 June 2014.

97 Jonathan Hurwitz resigned as a Director of Wonga Group Limited on 5 November 2013.

98 31 December 2013 figures provided by Wonga.

99 Note 8 to the consolidated financial statements for the year ended 31 December 2013.

100 payL ater and Everline were launched in 2012, therefore the majority of Wonga’s 2012 revenue of £305 million
relates to Little Loans.

63


http://www.fca.org.uk/news/payday-firm-dollar-agrees-to-improve-lending-practices-and-refund-700000-to-its-customers

2.95

2.96

2.97

that it was trialling six-month instalment loans and withdrawing the PayLater
product.1ot

Wonga generated revenue of £[¢<] million from payday lending in 2013, [<].
Revenue [<] by [<]% for the first nine months of 2014 against the equivalent
period in 2013.

For the year ending December 2013 Wonga’s UK business including non-
payday activities reported a loss before income tax of £5 million after

£18.8 million of costs relating to the remediation and settlement of historic
debt collection and interest calculation issues, and further costs for complying
with new regulatory standards.%? Net profit for the prior year (ending
December 2012) was £59 million.1°3 Before exceptional costs and adjusted for
the revised cost allocation set out in Appendix 4.5, Wonga's UK payday
lending activities generated a profit before interest and tax of £[¢<] million in
2013, [<] on the prior year. For the first nine months of 2014 Wonga’s net
profit [<].

Since April 2014 Wonga has made several announcements regarding
changes to its business resulting from regulatory developments.

(@) In April 2014 reported to the FCA that it had discovered system errors
relating to the calculation of the amount owing on customer accounts
where fees, balance adjustments or the timing used to calculate interest
were not consistently applied.

(b) On 25 June 2014 Wonga agreed to repay £2.6 million to customers
following an OFT/FCA investigation into its debt collection practices. The
investigation found that Wonga had sent letters to customers from non-
existent law firms threatening legal action over uncollected loan amounts.
A ‘skilled person’ was appointed to oversee the process.'04105

(c) On 2 October 2014 the FCA announced that Wonga had entered into an
agreement, known as a voluntary requirement (VREQ). The VREQ
required Wonga to undertake remedial redress for customers who were
affected by inadequate affordability assessments. The FCA indicated that
approximately 330,000 customers in excess of 30 days in arrears will
have the balance of their loan written off and will owe Wonga nothing; and

101 The Guardian, 26 March 2014, ‘Wonga looks beyond payday to try out longer loans’.

102 Report and Financial Statements. Wonga Group Limited generated a profit before tax of £31 million.

103 Wonga Group Limited Annual Report, 2012. Wonga Group Limited reported net profit of £62 million.

104 ECA press release.

105 On 30 September 2014 Wonga Group announced results for the year to December 2013 which included a
charge of £18.8 million for remediation relating to historic debt collection and systems issues.
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that approximately 45,000 customers between 0 and 29 days in arrears
will be asked to repay their debt without interest and charges and will be
given an option of paying off their debt over an extended period of four
months.1%¢

Other major lenders
Ariste

2.98 EZCORP is a NASDAQ listed company with a $550 million market
capitalisation as at 5 February 2015. It is based in Austin, Texas, and
operates throughout the world in the consumer lending industry. In the UK, it
had a significant investment!?” in Albemarle & Bond Holdings Plc.1® It
currently still has significant investment in Cash Converters UK Limited.1 Its
primary UK payday lending operation is a wholly-owned subsidiary, Ariste,
trading as Cash Genie.

2.99 Cash Genie began offering payday loans in October 2009 and was partly
acquired by EZCORP in 2012 and fully in 2013 for a total of $43.5 million.
Cash Genie is an online business providing payday loans. Total revenues for
the 2012 financial year were £12.8 million with a net profit of £1 million. Total
revenues for the financial year ending September 2013 were £16 million with
a net loss of £4.6 million.

2.100 In October 2014 EZCORP announced a plan to exit the online lending
business in the UK19 and said that it expected to have completed its exit,
whether by wind-down or sale, before the end of the second quarter of fiscal
2015.111

106 FCA press release.

107 ezcorp.com (accessed 29 October 2013).

108 |n early December 2013 Albemarle & Bond commenced a formal sales process for the company. Operating
primarily in the gold-buying and pawn loan industries, profitability and net debt have been significantly impacted
by the unexpected fall in gold prices, increased competition and lower supply of gold for sale. Refinancing is
required in order not to breach loan covenants; a rights issue was unable to proceed after discussions between
EZCORP and other related parties, and the company failed. (Albemarle & Bond Annual Report.) On 25 March
2014 administrators were appointed to Albemarle & Bond Holdings Plc. The administrators announced on

15 April 2014 that the majority of the business and assets had been sold to Promethean Investments LLP. See
PwC website.

109 EZ Corp annual report 2013 indicated ownership of one-third of Albemarle & Bond Limited and one-third of
Cash Converters UK.

110 [<]

111 On 6 October 2014 EZCORP, Inc, the parent company of Ariste (trading as Cash Genie), issued a press
release announcing a plan to exit the online lending business in the UK. EZCORP stated that recent changes in
the UK regulatory environment relating to HCSTC had created challenges for the Cash Genie business. These
changes included (a) the transfer of regulatory authority from the OFT to the FCA in April 2014; (b) the enactment
by the FCA of regulations that focused on the affordability of the credit extended (ie the customer’s ability to
repay), the use of CPA to collect repayments, and sustained use of short-term credit products; and (c) the
publication in July 2014 of the FCA'’s proposal for rate caps on HCSTC products scheduled to become effective
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The Cash Store

2.101 Until April 2014 The Cash Store Financial Services Inc was a Canadian
company which was listed on both the New York Stock Exchange and the
Toronto Stock Exchange, with a market capitalization of CAD 34 million.*? In
2010 it began operating in the UK through its subsidiary The Cash Store
Financial Limited, the parent company of The Cash Store.

2.102 As at August 2013 The Cash Store had 29 stores in the UK through which it
offered payday loans and a small amount of cheque cashing. The company
generated total revenue of £6.2 million in 2012 and a net loss of £5.2 million.

2.103 In April 2014 the Cash Store’s Canadian parent company, Cash Store
Financial, entered administration.'*® The UK subsidiary followed in August
2014.114

CFO Lending

2.104 CFO Lending is a privately-held company registered in the UK. Founded in
2008 as Capital Finance One, it offered payday loans online through the
brands CFO Lending and Payday First until May 2014. The company
generated total revenue of £19.6 million in 2012, with a net profit of £0.1
million. The company generated total revenue of £23.6 million in the financial
year ending August 2013, with a net profit of £0.8 million. CFO ceased lending
in May 2014 and in August 2014 the FCA appointed a ‘skilled person’ to
review its collection practices).'®

Cheque Centres

2.105 Cheque Centres is a wholly-owned subsidiary of Axcess Financial Services
Limited (Axcess) (which in turn is part of CNG Financial Corporation), a
privately-registered US company which also operates as a payday lender in
the USA. As at June 2013 Cheque Centres offered payday loans through two
companies in the UK: Cheque Centres (high street) and Cheque Centre
(online) (formerly The Loan Store).

2.106 Cheque Centres (high street) was established in 1996 by a small group of
Edinburgh business people and sold to Axcess/CNG Financial Corporation

in January 2015. In light of these changes in the regulatory environment, and in the context of the refinement in
company strategy, the company had decided to exit the Cash Genie business as soon as practicable.

112 |n April 2014 it announced that its shares would be delisted from the Toronto Stock Exchange effective on
23 May 2014 as a result of failing to meet the exchange’s listing requirements.

113 See CCAA information.

114 See The Independent, 12.8.2014.

115 See FCA Requirement Notice.
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2.107

2.108

2.109

2.110

group in 2006. As at June 2013 its 433 stores throughout the UK offered a
variety of services including payday loans, cheque cashing, foreign exchange
and gold buying. With total revenues of £356 million, £[¢<] million from payday
loans, the company recorded a net [¢<] in the 2012 financial year. In the
financial year ending December 2013 Cheque Centres generated total
revenue of £[2<] million, £[¢<] million from payday loans and a net [<]

Founded in 2008, Cheque Centre (online) entered the payday loan market in
2011 to provide online short-term loans. [<] of its revenue, however, has
been derived from its other activities of foreign exchange and gold. Revenue
from payday lending was £[¢<] million in 2012 with total company turnover of
£12 million. The company generated net [¢<] in 2012. Revenue from payday
lending was £[<] million in 2013 with total company turnover of £[e<] million.
The company generated £[¢<] million in 2013. Cheque Centre (online)
stopped offering payday loans in January 2014 and, following an agreement
with the FCA, Cheque Centres (high street) have now ceased offering single
instalment payday loans.'6

Cheque Centres withdrew from UK payday lending in May 2014 following a
review by the OFT/FCA. Instalment lending and pawnbroking were also
temporarily suspended while changes were made to collection policies and
staff retrained.!’

Global Analytics

Global Analytics is a privately-held company based in San Diego, California
(USA). It operates in the UK through its wholly-owned subsidiary Lending
Stream LLC (Lending Stream), which began offering payday loans in 2008.

Lending Stream LLC trades using the brand Lending Stream. It previously
also traded as Zebit between 2012 and 2014. Zebit loans are no longer
offered, although customers can apply for six-month loans via the Lending
Stream brand. For this investigation both were considered payday loan
products. Total Global Analytics revenue attributable to Lending Stream LLC
was £49 million and £64 million in 2012 and 2013 respectively. In 2013, after
five years of consecutive losses, Global Analytics reported a net profit of £4.6
million related to Lending Stream LLC.

116 For more details refer to Voluntary Application for Imposition of Requirement: Cheque Centres Limited.
117 See FCA document.

67


http://www.fca.org.uk/your-fca/documents/cheque-centres-limited-vreq

2.111

2.112

2.113

2.114

2.115

H&T

As at June 2013 H&T Group plc offered payday loans through its subsidiary
H&T, which operated 194 stores throughout the UK. H&T Group plc has been
listed on AIM since 2006 and as at 5 February 2015 had a market
capitalization of £64 million. It was previously owned by Cash America, which
founded H&T’s payday lending operation.

H&T’s core business is pawnbroking and gold buying, with a small amount of
payday and instalment lending historically performed in-store and online. Total
revenue for the company for 2012 was £130 million, of which payday lending
contributed £[¢<] million. Net profit for the same period was £12.9 million.
Total revenue for the company for 2013 was £99 million, of which payday
lending contributed £[<] million. Net profit for the same period was £4.9
million. H&T withdrew from single-payment one-month payday lending
products in June 2013 and withdrew its online payday lending product in
January 2014. H&T’s personal loan product, introduced in September 2013,
offers up to £1,000 repayable over up to 24 months. H&T personal loans
granted for durations of 12 months or less are included in our terms of
reference.

MYJAR

MYJAR, formerly known as TxtLoan Limited, provides online payday loans.
Founded in 2008, it began lending in March 2009, offering open-ended loans
with a minimum term of 18 days. As at June 2013 it has provided over

1 million loans to customers throughout the UK. Total revenue grew over the
prior four years, reaching £[¢<] million in 2013; [¢<]. Total revenue for 2014
was £[<] million; [<].

From October 2010 MYJAR has been part of Txt Holdings Ltd, a privately-
held holding company based in Jersey. MYJAR operates solely in the UK and
has headquarters in London with an internal technology and support team in
Estonia. The company is funded through intercompany and shareholder
loans.

SRC

SRC is a wholly-owned subsidiary of Speedy Cash Intermediate Holdings
Corp. This is itself a wholly-owned subsidiary of Speedy Group Holdings
Corp, a privately-held US company.
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SRC operates two payday companies within the UK: high street and online
business Speedy Cash; and the online-only WageDayAdvance Limited
(WageDayAdvance).

SRC and its online lending operation WageDayAdvance share a compliance
function. Following an FCA review in June 2014, an independent person was
voluntarily appointed to review compliance for both companies.*8

e Speedy Cash (SRC’s high street business)

The high street lending operations of SRC, trading as Speedy Cash, was
opened by its parent company in November 2010 and has since grown to 23
branches throughout the UK.

As at June 2013 Speedy Cash offered three payday loan products: a flex
account, an instalment-based ‘flex loan’ and a single-payment payday loan.
SRC ceased offering its open-ended flex account in June 2014 and ceased
online lending in December 2014. SRC generated payday lending revenue of
£[e<] million (total revenue of £12.2 million) in 2012. The net loss for Speedy
Cash for the same period was £9.4 million. SRC generated payday lending
revenue of £[é<] million (total revenue of £16.6 million) in 2013 in the financial
year ending December 2013 and a net loss of £4.9 million.

e WageDayAdvance Limited (SRC'’s online business)

WageDayAdvance, SRC’s online business, began offering payday loans in
December 2006 as Cash 4 Compensation Ltd. Changing its name to
WageDayAdvance in February 2008, it was one of the first online payday
lenders. Offering one payday loan product, and a small cheque-cashing
operation, WageDayAdvance had total revenues of £39 million and a net
profit of £15 million in 2012. WageDayAdvance had total revenues of

£35 million and a net profit of £9.3 million in the financial year ending
December 2013.

In February 2013, WageDayAdvance was acquired by SRC, becoming a fully-
owned subsidiary. Prior to this the company had been privately held by six
equal shareholders who provided the majority of funding.

In February 2014 WageDayAdvance introduced FlexAdvance, an instalment
loan of between £80 and £750 payable over up to 18 months. In January
2015 FlexAdvance was replaced with the WageDayAdvance payday loan.

118 See FCA Requirement Notice.
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Elevate

Elevate (previously Think Finance UK) offers credit products under the name
of Sunny. It previously offered (but has since ceased) loans under the product
quid.co.uk. Elevate Credit International is a subsidiary of US firm, Elevate
(previously Think Finance, Inc), which is privately held and backed by venture
capitalist firms Sequoia Capital and Technology Crossover Ventures. In 2012
Think Finance (UK) Limited generated total revenue of £14 million, making a
£3 million net loss.**? In 2013 Think Finance (UK) Limited generated total
revenue of £13.7 million, making a £17.4 million net loss.

Elevate entered the UK payday lending market in 2011 with the acquisition of
Fortress Capital, a UK-based provider of one-month loans. Fortress Capital
had one product, 1 Month Loan, and after the acquisition, the company then
launched quid.co.uk. In 2013, Elevate withdrew its 1 Month Loan product. In
May 2014, it withdrew its quid.co.uk product. Until 2 January 2015 Elevate
offered just Sunny, a line of credit product where customers could borrow up
to £1,000 and repay within five months through instalments. On the 2 January
2015, Elevate withdrew its Sunny line of credit product. It said that the
introduction by the FCA of its new rules and guidance (contained in the
CONC) had made such a product unprofitable. Elevate now offers a range of
instalment products under the brand Sunny with terms and rates varying by
the amount borrowed.

Oakam

Oakam launched in 2007 and offers payday loans both online and through
high street stores with a call centre serving the whole of the UK.1?° As at
January 2015 it operated 21 stores across London and the Midlands. It
currently offers two loan products: ‘The Bonus Loan’ for periods between
three and six months; and ‘The Big Plus Loan’ for 6 to 36 months. Both
products are eligible for cashback rewards for on-time repayments.

The company is privately held and registered in the UK. It has one major

shareholder, CS Capital Partners Il LLP,*?! which also provides funding for
the business. The majority of its total revenue for 2012 of £19.9 million and
net profit of £2 million was generated by The Bonus Loan product.'?? In the

119 Think Finance annual report 2012.
120 Annual report 2012.

121 ipid.
122 ipid.
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financial year ending December 2013 the company generated total revenue of
£21 million and net profit of £0.3 million.

PDL Finance

PDL Finance is a privately-held UK company offering payday loans via its
online service ‘Mr Lender’. As at June 2014, a payday loan product was the
only loan product offered with customers able to borrow between £80 and
£500 for up to 30 days. As at January 2015, PDL Finance offered a payday
loan with customers able to borrow between £100 and £1,000 for up to 6
months.

SDJ Enterprises Ltd is the parent company and primary funder of PDL
Finance; it is also registered in the UK. PDL Finance generated total revenue
of £17.5 million in 2012, with net profit of £2.4 million.*?* PDL Finance
generated total revenue of £36 million and net profit of £6 million in the
financial year ending December 2013.

Lead generators operating in the payday lending sector

2.129

2.130

2.131

In this section we outline the role of lead generators operating in the payday
lending sector.

As well as approaching a payday lender directly, customers may also be
directed to online payday lenders by one or more intermediaries such as lead
generators which contract with payday lenders to provide potential customer
applications (or ‘leads’) in return for a fee for each lead provided. Like credit
brokers more generally, lead generators are required to hold a consumer
credit licence (as they ‘introduce individuals seeking credit to businesses that
provide credit’).124

Lead generators include:

(a) Pingtree operators, which are lead generators providing technology
platforms?® to auction the details of prospective borrowers applying for
payday loans.'?6 Pingtree operators may operate websites themselves
which collect details from applicants, or process applications submitted by
marketing affiliates (see (c) below).

123 pDL Finance annual report 2012.

124 see Appendix 3.1 for a discussion of relevant regulation.

125 Technology platforms may work in conjunction with telephone call centres.

126 See paragraphs 2.146-2.147 for further details on the operation of the Pingtree.
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(b) Directory listings or database lead generators, which list payday loan
lenders and lead generators in tabular format, or offer a search function,
as a means to collect details of prospective borrowers searching for
payday loans for onward sale to pingtree operators or processing in their
own pingtree.

(c) Affiliates,'?” which are generally marketing companies collecting customer
data via a lead form (which is then passed to pingtree operators or
lenders), or using lead forms on websites run by pingtree operators.

(d) Fee-charging brokers offering a service to manage an application for the
user and potentially finding a payday lender for them for an upfront fee.
Fee-charging brokers may contract separately with lenders for additional
payment from the lender to the broker.

Lenders may also use affiliates to generate traffic using, for example, banner
advertisements or a PCW.

We discuss first the size and structure of the lead generator channel and then
the role of lead generators in the payday lending market. In Section 6 we
discuss customers’ use of lead generators and the transparency of lead
generators’ websites. In Section 7 we set out the expenditure across the
market on different acquisition channels (Table 7.2) and how this varies
between lenders (Figure 7.3) with some larger lenders focusing their customer
acquisition expenditure more heavily on television and non-digital advertising
([2<]) which contrasts with the greater use of lead generators by other smaller
lenders [6<].128

Size and structure of lead generator channel

Many lead generators operate in the UK payday loan sector. Our analysis of
payments made by payday lenders to lead generators showed that 130 lead
generators were operating in 2012. Most of these companies were very small
— only 45 lead generators accounted for more than 0.05% of total payments
made by lenders to lead generators in 2012.

The lead generators we analysed'?® dealt with more than 43 million leads'3° in
2013 and sold more than 9 million of these applications to payday lenders.

127 The use of the term affiliate relates to ‘affiliate marketing’, whereby an ‘affiliate’ receives commission for
directing traffic to a supplier (or additionally on conversion of that traffic to a sale) and does not indicate any
control or shared ownership by a parent entity.

128 However, the cost per customer acquired will vary by both lender and by channel employed.

129 For details of our sample see Appendix 2.7, Annex B.

130 Includes leads sold by pingtree operators and leads sold by lead generators directly to lenders only to avoid
multiple counting of affiliate leads.
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Leads may fail to sell to payday lenders for reasons including: poor data
integrity such as missing digits in mobile phone numbers; affiliates specifying
a minimum commission which is too high for lenders; and lead data not
meeting the requirements of payday lenders such as the age of the applicant.
If payday lenders choose not to buy leads such leads may be sold to non-
lenders such as other lead generators including fee-charging brokers, debt
management firms and marketing companies.

2.136 The lead generators in our sample generated combined revenue of
£[e<] million in 2013 from UK payday lead generation activities. Aggregate
2013 net profit from all activities (including in some cases operations in
overseas markets and non-payday markets), was £[<] million.

2.137 Table 2.6 shows UK revenue generated from the sale of leads to payday
lenders in 2013.13! [<] was the largest lead generator in our sample and
reported turnover of £[¢<] million from the sale of leads to payday lenders in
2013, almost [¢<] the size of [¢<] and [é<], which generated turnover of
£[e<]million and £[¢<] million respectively. The three largest lead generators
accounted for [50-60]% of our total sample’s 2013 revenue. All three large
lead generators operate pingtrees.

TABLE 2.6 UK revenue of lead generators from sale of leads to payday lenders for the year ending 31 December 2013

Revenue

Lead generator (Em)
9Global [<]
Cannon Finance [<]
D&D/T3 Leads [<]
EPL [<]
Eudore [<]
Interfinancial [<]
Knight Creative [<]
Lead Tree [<]
Lending Metrics [<]
Loan Machine [<]
Loan Partners [<]
Market Genomics [<]
Money Gap [<]
New Wisdom Solutions [<]
Nouveau Finance [<]
Pingtree Ltd [<]
Quiddi [<]
RevUp Media [<]
Sandhurst Associates [<]
Sigma [<]
Stop Go Networks [<]

Source: CMA analysis of lead generator template.

Note: Four lead generators did not provide revenue figures.

2.138 We identified two broad strategies operating in the lead generation sector for
payday loans. Some lead generators work to build online brands to attract

131 For company descriptions see Appendix 2.7 Annex A.
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applications from customers, for example: Beeloans.co.uk (operated by
Knight Creative); paydaypig.co.uk, (operated by Stop Go);
purplepayday.co.uk, (operated by Pingtree) and Cash Lady (operated by
Money Gap).'3? Money Gap told us that its two largest websites generated the
great majority of its leads.

2.139 Other lead generators seek to attract leads from affiliates (a type of lead
generator themselves, see paragraph 2.131(c)), for example D&D generates
all its traffic from affiliates, and both Loan Machine and Quiddi told us that
around 90% of total leads collected were generated by affiliates.

2.140 We were told that there were more than 1,500 affiliates operating in the
payday lead generation channel in the UK. Many affiliates are very small
companies and may use the services of an affiliate network to pass leads to
pingtree operators. We identified New Wisdom, Swift Money and Sandhurst
Associates as three affiliate companies operating widely in the sector.

2.141 Lenders generally rely on affiliates to a lesser degree than lead generators. In
particular, we note that affiliates account for only 2.2% of all advertising
spending by lenders; around one-third of all advertising spending in the
market is on lead generators (see Figure 7.2 for an analysis of all customer
acquisition channels). As noted above in paragraph 2.133, the relative
expenditure of different lenders on the various acquisition channels varies
significantly.

The role of lead generators in the payday lending market

2.142 A significant proportion of customers applying for a payday loan online do so
via the website of a lead generator.

2.143 Lead generators market their services in various ways including: (a) pur-
chasing key words on search engines; (b) hosting or operating websites
(including landing pages, directory listings and lead forms); (c) placing
traditional online banner advertisements, including for example, on PCWs
such as money.co.uk;33 (d) inserting advertising material into contextually
relevant websites such as internet fora, blogs, social media and newsletters;
(e) search engine optimisation techniques such as embedding metadata in

132 We noted that Money Gap had used television advertising to create customer awareness of the Cash Lady
brand.

133 Including banner ads in comparison sites, for example [¢<] told us that it had generated [5<]% of leads
collected in the last 12 months from [<].
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webpages or designing webpages to rank highly on search engines; (f) emalil
marketing campaigns;*34 and (g) SMS messages.

Online search is the main means by which most lead generators attract appli-
cants to their websites. Swift Money, Market Genomics and Knight Creative
told us that 100% of traffic to their websites was generated by search engine
marketing. Pingtree told us that more than 50% of traffic to its own websites
was generated by paid search and organic search marketing, with the
remaining activity coming from a mix of display, email, returning customers
and SMS marketing.

As noted in paragraph 2.135, lead generators generate income by selling
customer details to lenders. To do this, lead generators operate websites
which ask customers to complete a form that captures information needed by
lenders to make an ‘in principle’ lending decision. Where a lead generator
supplies details to multiple lenders, customer details are then sold through an
auction mechanism referred to as a ‘pingtree’.

At a high level, the pingtree operates as follows:

(a) lenders specifying the characteristics!3® of potential customers which they
wish to buy ‘leads’ on (that is, have the opportunity to offer credit to
directly) and the number of leads that they wish to purchase;

(b) in most instances the lender which bids the most for a certain type of
customer will be offered matching leads first; and

(c) the lender then undertakes a risk assessment and must decide whether to
purchase the lead at the bid price. If the lender chooses not to purchase
the lead, the lender with the next highest bid is offered the lead.**®

The operation of the pingtree is shown diagrammatically (with three lenders,
A, B and C)®¥" in Figure 2.11. When a lead is offered to a lender, the lender
has a short window of a few seconds to undertake its initial risk assessment to
decide on whether to accept the lead. This restriction is imposed by the lead
generator to ensure that a customer is passed to a lender before the customer
decides to abort the process.

134 For example, [¢<] told us that 15% of its leads were supplied by affiliates, most of which did not have websites
but promoted by email marketing.

135 Also known as ‘qualifying criteria’.

136 passing on leads in this way is known as going down towards the bottom of the pingtree.

137 Our analysis indicated that pingtrees typically operate with between 20 and 40 payday lenders.
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FIGURE 2.11

Diagrammatic representation of the pingtree
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Source: CMA analysis.

Note: In this example there are three lenders: ‘A’, ‘B’ and ‘C’. Both lenders ‘A’ and ‘B’ occupy two positions each
and the placing of these positions is based on the bid price for that customer’s form. Our analysis indicated that
pingtrees typically operate with between 20 and 40 payday lenders.

2.148 Money Gap, one of the largest lead generators, told us that lenders may
occupy three to five pricing points on the pingtree.'® For the best-quality
leads, payment is on the basis of any lead purchased; lower-quality leads,
sold lower down the pingtree, are bid for on the basis of whether a customer
ultimately takes out a loan.

2.149 Money Gap told us that on average approximately 20 to 25% of leads entering
the pingtree were ultimately purchased by any lender on a ‘cost per accepted
lead’ basis. The top lenders generally accepted 1 to 2% of the customers they
were offered. These lenders were relatively stable in their activity in the

138 That is, a lender may target three to five different types of customer and bid accordingly.
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pingtree. They typically operated towards the top of the tree and paid per
accepted lead. [<].

2.150 Leads are generally sold on the most favourable commercial terms for the
lead generator. In most cases it appeared that leads are sold to the highest
bidder in the auction process, although three parties submitted that there were
circumstances in which this would not be the case: Credit Benefit Services
indicated that a lender bidding for a higher volume of leads at a set price
might be offered a lead in preference to a lender seeking a lower volume at a
higher price. Stop Go Networks told us that it might choose to sell leads to a
lender rather than a broker bidding a higher price in order to maintain good
relationships with lenders. SGE Loans told us that in cases where its call
centre employees discussed a number of loan offers with borrowers, the
product chosen by the customer might be the ‘best match’ for the borrower, as
discussed with the call centre employee.

2.151 Table 2.7 shows that data collected on lead prices was consistent with
evidence from lenders, for example CashEuroNet said that the price of the
most expensive leads was close to £[¢<] in 2013.

TABLE 2.7 Lead prices, 2013

Cost per Cost per
funded leads  application leads
Range 2-280 0.35-70
Average maximum 70 30
Average 25 8

Source: CMA analysis of lead generator template.

2.152 Leads are sold on a cost-per-application basis — where the lead generator
receives payment from the lender on sale of the lead; or on a cost-per-funded
(CPF) basis — where payment is dependent on the applicant taking out a loan
with the lender which has bought the lead. In 2013 lead generators in our
sample sold around 90% of leads on a cost-per-application basis.

2.153 Affiliates are typically paid a percentage representing the majority (generally
ranging from 70 to 95%) of the amount that a pingtree operator receives from
the party that purchases the lead. In some instances affiliates are paid on a
‘per lead’, ‘per application’ or ‘per click’ basis.

Fees charged by lead generators

2.154 Where fees are charged to borrowers by lead generators, these fees can take
several forms including: membership fees, administration fees, application
processing fees, brokerage fees, and service fees. SGE Loans charges a
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£99.99 ‘Premium Service’ fee which gives borrowers access to a ‘VIP’
customer service telephone number and email address, vouchers and
discount codes for retailers and restaurants. SGE Loans told us that [¢<]% of
its customers chose to pay the premium service fee in addition to the
administration fee of £5. Premier Net told us that it charged applicants a one-
off fee of £69.99 for a six-month period.'3® We noted that fees set out on the
websites of other fee-charging brokers!#° ranged from around £45'4! to
£70.142

Other market participants

2.155 In this section we outline briefly the role of a number of third parties active in
the payday lending sector. In turn we consider PCWs, search engines and
CRAs.

Price comparison websites

2.156 In many online markets for financial products, PCWs play a key role in helping
customers to compare the offering of different suppliers. A number of
websites exist (or existed previously) allowing visitors to carry out some
comparison of the terms of different payday lenders, although the traffic
generated by these websites (and lenders’ reliance on them for new
customers) is very limited. One of the largest financial services PCWs,
moneysupermaket.com, operated a payday loan comparison site until spring
2013. This service was withdrawn in response to the increasing level of media
and political scrutiny into payday lender practices, and the perception of non-
compliance in the sector.

2.157 The range and selection of ‘lenders’ listed and the functionality of these sites
may affect their utility to customers. For example, some such as money.co.uk
and whichwaytopay.com include brokers/lead generators as well as lenders,
whereas others such as allthelenders.co.uk include only lenders. In each case
only a relatively limited subset of lenders is included. Typically these sites will
provide basic information on the loan products such as the representative
APR, the loan amount, the possible duration and the total amount repayable
for a £100 loan for a given lending period (which could vary by lender43) but
do not allow a customer to input their specific loan requirements.

139 Premier Net told us that it offered an auto loan facility that could be used to place further loans.

140 Not included in our sample.

141 Midlandcash.com.

142 Mymoneyfinder.co.uk.

143 For example, the cost for a month-long loan is calculated by different lenders using a period of 28, 30 or
31 days on some comparison sites.
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2.158 We discuss some limitations of the PCWSs currently operating in the payday
lending sector in greater detail in Section 6.

Search engines

2.159 Customers can research and identify payday lenders using web search
engines such as Google, Yahoo! and Bing.

2.160 An individual using Google to search for a payday lending related term will be
presented with links to the websites of a number of lenders in the organic
search results, as well as a number of pay-per-click advertisements for
payday lenders and brokers. In 2013, the term ‘payday loans’ was searched
for between 200,000 and 300,000 times a month on Google. Customers also
search for individual lenders, with searches specific to the products of Wonga
and CashEuroNet being searched for more times each month than the more
generic term ‘payday loans’.

2.161 Our analysis of search results on Google’s first page for a number of payday-
loan-related terms!44 on a number of dates in 2013 and 2014%4° found that of
the top 10 organic search results generated by each of these searches on
each of these dates, 39% were lenders’ websites, 15% were comparison
websites, 5% brokers’/lead generators’ websites and the remaining 41%
included news websites, advice websites and editorial content.146

2.162 Our analysis of pay-per-click advertisements'#’ found that lenders’ websites
were the most common links presented alongside payday related search
terms (67% of the advertisements), followed by lead generators (26%4¢) and
comparison websites (4%).14°

2.163 The proportion of each lender’s customers that reach that lender’s website by
using a search engine varies significantly,'*° and this may in part relate to
each lender’s expenditure on pay per click.t%!

2.164 Search engines may require lenders who use pay-per-click advertising to
comply with specific requirements on the content and presentation of financial

144 Namely: compare payday, payday, payday lenders, payday loan direct, payday loan lenders, payday loans
and payday UK.

145 Specifically on 4, 6, 8, 11, 13, 15 and 18 November 2013, and 29, 30 and 31 January 2014.

146 | enders’ website appeared more frequently (49%) in January 2014’s search results than in November 2013’s
(35%) whilst links to ‘others’ were more common in November 2013 (47%) than in January 2014 (28%).

147 Both those placed at the top and those placed on the side of Google’s page.

148 Which is considerably greater than their presence in organic search results.

149 These figures are roughly similar in November 2013 and January 2014. The remaining 2% related mostly to
financial products other than payday loans.

150 We discuss this further in Section 6.

151 We discuss expenditure on customer acquisition by different channels in Section 7.
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information on lenders’ websites. Advertising that is found not to comply with
these requirements could then be excluded from appearing on search results
pages. In addition, search engines may limit the range of search terms which
payday lenders are permitted to advertise their products alongside — for
example, Google limits payday lenders to advertising alongside search terms
specific to payday loans.*>?

Credit reference agencies

2.165 Most payday lenders — both online and high street — purchase information
from CRAs regarding applicants when carrying out a credit risk assessment.
The three largest CRAs are Experian, Equifax and Callcredit. These CRAs
hold large databases of individuals’ personal information, past credit history
and current credit commitments. This shared data is available on commercial
terms to lenders.

2.166 Lenders are not required to use information from CRAs in making a lending
decision but should do so ‘where necessary’.1% Different lenders purchase
information from (and share information with) different CRAs, and so no single
CRA will hold complete records of borrowers’ use of payday loans. Many
lenders will purchase information from more than one CRA when making
credit-risk assessments.

2.167 Lenders commonly used to provide information to the largest CRAs on a
monthly basis, with CRAs making the information available to other customers
shortly after its receipt and validation.*>*

2.168 In February 2014 the FCA stated that it would like the industry to identify and
remove any blockages to RTDS as a matter of urgency but that if the industry
cannot overcome the obstacles, and the FCA is best placed to bring about
data sharing, the FCA would not hesitate to act.'>® Since then, two of the
three largest CRAs (Callcredit and Experian) publicly announced that they
were developing systems to allow lenders to provide and access information
in real time or near real time. In its subsequent Policy Statement on
introducing a price cap, published on 11 November 2014, the FCA concluded
that significant progress had been made in this area with the vast majority of
the HCSTC market (around 90%) now participating in RTDS. In view of this
significant progress, and likely impact on the HCSTC market following the

152 For example, ensuring that any only search terms relating directly to payday lending and not credit in general
can be used.

153 CONC 5.2.1 (3) R.

154 Although smaller CRAs exist — for example, LendingMetrics — whose records are updated in real time.

155 FCA, Policy Statement PS14/3, February 2014.
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2.169

2.170

introduction of the price cap, the FCA chose not to consult on introducing
mandatory RTDS requirements. FCA stated that it expected further
improvements in coverage in the near future following the recent launch of
real time services by the larger CRAs and that it would continue to press the
industry to make progress on RTDS.15¢

CRA data is available (on commercial terms) to lenders under the Principles
of Reciprocity (developed and administered by the Steering Committee on
Reciprocity whose membership includes lenders and CRAS). The Principles
(at a high level) require lenders to share with CRAs the same categories of
data to those which they receive from the CRA, which maintains the accuracy
of customer credit information. We discuss lenders’ views on the utility of CRA
data in Section 7.

We discuss lenders’ use of CRA data in the application process in
Appendix 2.4.157

156 FCA, PS 14/16.
157 We also consider the design issues in improving the use and availability of CRA data and credit searches in
remedying the AEC we have found in Appendix 9.3.
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3.1

The regulation of payday lending

In this section we describe the regulatory framework that applies to the
payday lending sector. The regulation of this sector has evolved significantly
over recent years, so we first describe the background to the development of
the regulatory framework, before describing the current regulatory regime
including recent and forthcoming changes to regulations, and then the specific
requirements applicable to payday lenders.

Background to the development of the current regulatory framework

3.2

3.3

3.4

As part of its response to the financial crisis of 2008, the Government made
important changes to the regulation of financial services and banking in the
Financial Services Act 2012. This resulted in the abolition of the Financial
Services Authority and the transfer of the majority of its functions to two new
bodies: the FCA and the Prudential Regulation Authority. That Act also
provided for the transfer of regulation of consumer credit from the OFT to the
FCA (see paragraph 3.6).

In December 2012 the National Audit Office (NAO) published its report on
regulation of consumer credit by the OFT,'%8 drawing attention to the plight of
the poorest borrowers in particular and highlighting concerns about the impact
of payday lending on some of these borrowers. It also expressed concern
about the effectiveness of the enforcement regime in driving better behaviour
from market participants due to a lack of sufficient resource focused on
enforcement. At the same time there were concerns being expressed by debt
charities, such as Citizens Advice and StepChange, about how the rapid
expansion of payday lending appeared to be fuelling debt problems for some
borrowers.

The OFT undertook a review of compliance by payday lenders, publishing an
Interim Report in November 2012 and its Final Report in March 2013. This
highlighted a significant degree of non-compliance with consumer credit
legislation and OFT regulatory requirements. A key passage of the OFT’s
conclusions is quoted below:

Our evidence paints a general picture of poor compliance with the
law and guidance across the market and throughout the lifecycle
of payday loans, from advertising of loans to debt collection:

158 ywww.nao.org.uk/report/office-of-fair-trading-regulating-consumer-credit/.
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e Lenders compete by emphasising speed and easy access to
loans, but borrowers are not getting a balanced picture of the
costs and risks of taking out a payday loan.

e Across the sector, there is evidence that the majority of
lenders are not conducting adequate affordability assess-
ments and their revenue streams rely heavily on rolling over or
refinancing loans. Around one in three loans is repaid late or
not repaid at all.

e Many lenders are not treating borrowers in financial difficulty
with understanding or forbearance. Many are promoting
rollovers when borrowers would be better served by a
repayment plan. Continuous payment authorities are poorly
explained to consumers and their misuse is causing distress
to a considerable minority of consumers, in some cases
leaving them with insufficient funds to cover their most basic
needs.

¢ A number of firms are using aggressive debt collection
practices which fall far below the standards we have set out in
our Debt Collection Guidance.

e Across the industry we have seen evidence of poor internal
procedures and processes, including a failure to put in place
effective complaints handling systems.

This is causing real harm and the problem has grown. In the first
guarter of 2009/10 only one per cent of Citizens Advice Bureau
debt casework clients had at least one payday loan — in the same
quarter of 2012, 10 per cent had at least one payday loan. In
November 2012 StepChange Debt Charity reported that the
proportion of their clients with payday loan debts had increased
from 3.7 per cent in 2009 to 17 per cent in 2012.159

3.5  The further developments to the regulation of payday lending described below
arose out of these concerns and similar concerns expressed by other bodies
about the operation of the payday lending market.

3.6  In addition, as part of the Government’s changes to the arrangements for
competition, consumer protection and consumer credit regulation, on 1 April
2014, the competition and certain consumer functions of the OFT and CC

159 OFT, Payday Lending: Compliance Review Final Report, March 2013.
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3.7

merged to become the CMA while the FCA became the regulator for
consumer credit markets. The CMA is now the principal enforcer of the Unfair
Terms in Consumer Contracts Regulations 1999.160

In this section we consider the current regulation of payday lending. We first
describe the key elements of the regulatory framework that is now in place,
and then discuss the main regulatory requirements applicable to credit
agreements. Further details of the regulatory framework may be found in
Appendix 3.1.

The regulatory framework

3.8

We consider below the key aspects of the regulatory framework of payday
lending, namely:

(a) the Consumer Credit Act 1974 (CCA) and the Consumer Credit Directive
2008 (CCD);!

(b) the FCA’s Consumer Credit sourcebook (CONC);
(c) the Irresponsible Lending Guidance, published by the OFT in 2010;

(d) the Financial Services and Markets Act 2000 (FSMA) as amended by the
Financial Services Act 2012;

(e) the Financial Services (Banking Reform) Act 2013; and

(f) the role of self-regulation in the payday lending sector.

The Consumer Credit Act 1974 and the Consumer Credit Directive 2008

3.9

The CCA is the principal piece of legislation regulating lending and credit-
related activities in the UK and since 1 April 2014 it has been partially
replaced and supplemented by FSMA and FCA rules. The CCA lays down
rules requiring information to be given to borrowers before entry into a
consumer credit agreement. New regulations requiring information to be given
to borrowers before entry into a credit agreement came fully into force on

1 February 2011, implementing provisions of the CCD.62

160 See Appendix 3.1 for further details.
161 Directive 2008/48/EC.
162 Directive 2008/48/EC.
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3.10 For the purposes of the CCA, payday loans are either ‘fixed-sum’'63 or
‘running-account’*®* credit agreements (see Appendix 3.1).

3.11 The aim of the CCD was to increase the harmonisation of EU rules on
consumer credit across EU Member States and increase consumer
protection. It is a maximum harmonisation directive meaning that national
authorities cannot, within the scope of the Directive, introduce national rules
that exceed or contradict the provisions of the directive, unless expressly
permitted. The CCD contains provisions specifying the standard information to
be included in advertisements!®® and the requirements relating to the
provision of pre-contractual information to enable borrowers to compare
different offers and take informed decisions before the borrower is bound by
any credit agreement'%® and to provide borrowers with adequate explanations
to enable them to assess whether a product is suited to them and their
financial situation.6”

The FCA’s Consumer Credit sourcebook

3.12 The transfer of regulation for the consumer credit regime from the OFT to the
FCA gave the FCA responsibility for firms that carry on consumer credit
business.

3.13 In addition to the CCA, the FCA has made further rules for high-cost short-
term credit lenders (including payday lenders) and debt management firms
(see Appendix 3.1 for further details). These new CONC rules and guidance
have applied to firms carrying on a consumer-credit-related regulated activity
since 1 April 2014168

3.14 Key elements of these rules are as follows:

(a) The CONC replicates pre-existing OFT wording with minor changes, but
some of the material in the Irresponsible Lending Guidance and other

163 Fixed-sum credit is any other facility under a consumer credit agreement whereby the borrower is enabled to
receive credit (whether in one amount or by instalments).

164 Running-account credit is a facility under a credit agreement whereby the borrower is enabled to receive from
time to time, from the lender, cash to an amount or value such that, taking into account payments made by the
borrower (or payments to be credited to the borrower), the credit limit stipulated in the agreement (if any) is not at
any time exceeded.

165 Article 4.

166 Article 5(1). This information must be presented using the Standard European Consumer Credit Information
form and include the ‘interest rate applicable in the case of late payments and the arrangements for its adjust-
ment, and, where applicable, any charges payable for default’ as well as a warning regarding the consequences
of missing payments’. See CCD, Article 5(1) (I and m).

167 Article 5(6).

168 1n order to allow firms time to become familiar with the new structure and style of rules and guidance, the FCA
allowed a six-month transitional period. During this time, if a firm was able to demonstrate that it had acted in
accordance with CCA requirements and OFT guidance, the FCA would not take action against it in relation to the
equivalent new rules.
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3.15

(b)

(c)

(d)

(e)

(f)

guidance has been rendered as Rules and the remainder has been
reproduced largely as Guidance.

Irresponsible lending — new Rules and Guidance in CONC cover the
verification of creditworthiness and affordability and impose post-contract
requirements.

Credit brokers and intermediaries — references to requirements to assess
affordability have been removed.

Rollovers — since 1 July 2014, lenders may not refinance, or roll over,
loans more than twice so that charges do not continue to escalate. When
a loan can no longer be refinanced, instead the lender may pursue
collection of the amount due and consider forbearance where customers
are in default or arrears difficulties. The definition of ‘refinance’ in CONC
reflects the language used in the FCA'’s earlier Consultation Paper of
October 2013 in respect of rollovers.'6°

CPAs — when taking out a payday loan, it is common for the lender to
request the borrower to grant a CPA. Once agreed, a CPA allows the
lender to take a series of payments from a customer’s payment account
without having to seek express authorisation for every payment. FCA
rules provide that from 1 July 2014 no more than two unsuccessful
attempts to take a payment with a CPA can be made, and a CPA must
not be used to take part-payment.t’©

Risk warnings — the FCA, in conjunction with the Money Advice Service

(MAS), has revised the risk warning to be included by firms promoting a

high-cost short-term loan, and has created an information sheet to guide
consumers in financial difficulty to free debt advice.

All firms regulated by the FCA also have to comply with high-level Principles
contained in the FCA Handbook. These include requirements to treat
customers fairly and to deal with regulators in an open and cooperative
way. 171

169 |n its policy statement, the FCA considers that:
a loan is rolled over if the period over which loan repayments are to be made has been extended, or if
the due date for any loan repayment has been moved to a later date, whether by means of an
agreement that replaces, varies or supplements an earlier loan or otherwise (excluding any
forbearance by the lender where the firm does not receive any consideration in connection with the
rollover and the effect is that no interest or other charges (other than where a charge is a reasonable
estimate of the cost of the additional administration required as a result of the customer having rolled
over the agreement) accrue from the date of the rollover). See also CONC 6.7.18R.

170 Apart from in the limited situation set out in CONC 7.6.14R (2).

171 These Principles are contained in rule PRIN 2.1.1R of the FCA Handbook.
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The Irresponsible Lending Guidance

3.16 Under section 25 of the CCA, the OFT had a duty to ensure that licences

3.17

were held only by businesses that were fit to hold them (known as the
‘Section 25 Test’). In March 2010, the OFT published its Irresponsible Lending
Guidance.’? The foreword of the Irresponsible Lending Guidance states:

The primary purpose in producing this guidance is to provide
greater clarity for businesses and consumer representatives as to
the business practices that the [OFT] considers may constitute
irresponsible lending practices for the purposes of section 25(2B)
of the CCA. It indicates types of deceitful or oppressive or
otherwise unfair or improper business practices which, if engaged
in by a consumer credit business, could call into consideration its
fitness to hold a consumer credit licence.

This guidance sets out the expectation that lenders will conduct a reasonable
assessment of affordability and monitor repayments. If customers fall into
difficulties with their repayments, the lender is expected to show forbearance
in resolving the problem. These principles and the accompanying expect-
ations of firms have been brought forward into the new regulatory framework.

The Financial Services and Markets Act 2000 and the Financial Services Act 2012

3.18

3.19

Consumer credit lending is now a regulated activity under section 22 of the
FSMA. Firms with existing consumer credit licences must have applied to the
FCA for an interim permission before 31 March 2014. Consequently no
person may carry on that activity in the UK by way of business unless that
person holds either an interim permission (firms which held an OFT consumer
credit licence were invited to notify the FCA to obtain interim permission) or
has been authorised by the FCA. The FCA has invited firms holding interim
permission to apply for full authorisation during designated periods between

1 October 2014 and 31 March 2016.1"3

Like other firms regulated by the FCA, all firms providing consumer credit
loans will have to comply with the Principles for Businesses in the FCA’s

172 OFT, Irresponsible lending — OFT guidance for creditors, March 2010 (updated February 2011), OFT 1107.
173 Firms with an interim permission are listed on the FCA’s Consumer Credit Register. This register is a public
record that contains information including a firm’s basic details, a list of the regulated activities it has permission
to carry on and its disciplinary history. If the FCA approves a firm’s application for authorisation, these details will
move to the Financial Services Register. The FCA also maintains a list of firms that were previously licensed by
the OFT but do not have an interim permission.
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Handbook, for instance with regard to treating customers fairly and
cooperating with the regulator.

The Financial Services (Banking Reform) Act 2013

3.20

In December 2013, the Government imposed a duty on the FCA to make
specified rules’# in relation to one or more specified descriptions of regulated
credit agreement appearing to the FCA to involve the provision of high-cost
short-term credit with a view to securing an appropriate degree of protection
for borrowers from excessive charges. The Financial Services (Banking
Reform) Act 2013 amended the FSMA to place a duty on the FCA to
implement this price cap no later than 2 January 2015.17> The FCA published
its final decision on the price cap on 11 November 2014 and these rules came
into force on 2 January 2015.

Self-regulation

3.21

3.22

Self-regulation has also played a role in the payday lending sector. Following
discussions between the Department for Business, Innovation & Skills (BIS),
and four trade associations representing over 90% of the payday and short-
term loan industry, a Good Practice Customer Charter’® was published by the
four trade associations representing payday lenders in July 2012: CCTA,

CFA, BCCA and the Finance and Leasing Association (FLA)’? (together, ‘the
trade associations’).

The trade associations have committed their members to explaining how
loans work and the costs involved; increasing transparency about loan repay-
ments so that consumers can make informed decisions and are not surprised
by hidden payments; providing help for customers in financial difficulty by
freezing charges and interest; undertaking robust credit and affordability
assessments to ensure that loans are suitable for the customer’s situation;
and effective compliance monitoring by the trade associations to root out poor
practice in the industry. The CFA’s Code of Practice required its members to
operate a limit of three rollovers per customer.'’® This practice has since been
limited to a maximum of two rollovers by the FCA.17°

174 See section 137C(1A) of the FSMA 2000.
175 Section 137C(1A) of the FSMA 2000, inserted by section 131 if the Financial Services (Banking Reform) Act

2013.

176 www.cfa-uk.co.uk/assets/files/PD&STL_Charter.pdf.

177 FLA has only one member in this sector, which is Wonga.

178 Consumer Finance Association: Lending Code for Small Cash Advances. Point 4.6.4 of the Code of Practice:
‘Members shall not allow customers to extend a short term loan on more than three occasions’.

179 See Appendix 3.1.

88


http://www.cfa-uk.co.uk/assets/files/PD&STL_Charter.pdf
http://www.moneyshop.tv/CFA_Lending_Code_for_Small_Cash_Advances_25_July_2012.pdf

3.23

3.24

Under the Good Practice Charter, the trade associations require their
members to provide an annual statement of compliance and to be subject to
periodic independent compliance visits. Failure to comply with the Charter
could result in firms being subject to written warnings, recommendations as to
future conduct and expulsion from the trade association for more serious
breaches.

In relation to BCCA, any issues of non-compliance are raised with the lender
to take action. If agreement cannot be reached members can face disciplinary
action. The CCTA’s!® and the CFA’s'®! Codes of Practice state that they may
expel any of their members who failed to comply with the code.

The requirements applicable to credit agreements

3.25

A number of regulatory requirements currently apply to payday loan agree-
ments. These may be considered under the following headings:

(a) existing provisions of the CCA which have been replicated as FCA rules;
(b) obligations under distance marketing regulations;
(c) new rules put in place by the FCA as discussed above; and

(d) from 2 January 2015, a price cap on the TCC.

CCA provisions replicated as FCA rules

3.26

3.27

Most of the conduct-related provisions in the CCA and its secondary
legislation remained in place after 1 April 2014.

The provisions that were repealed are ‘replicated’ as FCA rules and guidance
without being ‘substantially changed’. These include the CCA provisions on:

(a) pre-contractual explanations (section 55A of the CCA);

(b) assessment of creditworthiness (section 55B of the CCA);

(c) assignment of creditor’s rights to a third party (section 82A of the CCA);
(d) the method of calculating APR,;

(e) credit intermediaries (section160A of the CCA);

180 B|S, Government response to the consultation on proposals to ban the use of bills of sale for consumer
lending, January 2011, Annex C: Code of Practice for bills of sale lenders (paragraphs 2.4 & 2.5).
181 Consumer Finance Association: Lending Code for Small Cash Advances.
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() procedures relating to events of default, termination or early settlement;
and

(9) credit advertising.

Distance marketing regulations

3.28 The Financial Services (Distance Marketing) Regulations®2 apply where the

borrower enters into a distance contract. From 1 April 2014 the key parts of
the Financial Services (Distance Marketing) Regulations are dis-applied for
firms that are authorised persons. CONC 2.7 and CONC 11 sets out the
equivalent provisions for authorised persons etc. The Rules require the lender
to provide the following information:

(a) name and address of the creditor;

(b) description of the main characteristics of the credit agreement;
(c) total price payable for the credit;

(d) arrangements for payment and performance; and

(e) information regarding a right to cancel.83

Price cap on the total cost of credit

3.29 As mentioned above, in December 2013, the Government imposed a duty on

3.30

the FCA to make specified rules in relation to one or more specified
descriptions of regulated credit agreement appearing to the FCA to involve
the provision of high-cost short-term credit with a view to securing an
appropriate degree of protection for borrowers from excessive charges by no
later than 2 January 2015.%%* On 11 November 2014, the FCA published its
final decision on the cap and these rules came into force on 2 January 2015.

The price cap has three key elements:

(a) The initial cost cap of 0.8% of the outstanding principal per day, on all
interest and fees charged during the agreed loan duration and when
refinancing. This covers all the charges and fees associated with a loan
repaid on time (this includes interest charges, but also charges for any

182 5| 2004/2095 Financial Services (Distance Marketing) Regulations 2004.

183 See regulations 9-11. The customer has a right to cancel within 14 days after conclusion of the contract and if
the rights are exercised is liable only for charges in respect of the service actually provided.

184 Section 137C(1A) of the FSMA 2000, inserted by section 131 of the Financial Services (Banking Reform) Act

2013.
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ancillary services, such as loan agreement charges, faster payment
charges, insurance charges etc). Where a loan is repaid in instalments,
the cap dictates the amount that can be charged on the outstanding
balance.

(b) The cap for those in default of a total of (i) £15 on fixed charges and
(i) interest at the same rate as provided for in the agreement (subject to
the 0.8% maximum per day) on outstanding principal and on fixed default
charges.

(c) The total cost cap of 100% of the total amount borrowed applying to all
interest, fees and charges.'®®

3.31 We consider the implications of the price cap where relevant in Sections 5, 6,
7 and 8.

185 See CONC 5A.2.6R etc which sets out the total cost cap is the lesser of the amount of credit that the lender
actually advances or the credit limit (where the agreement is for running account credit).
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4.

Market outcomes

Introduction

4.1

4.2

4.3

In this section, we consider market outcomes in the payday lending sector.

Outcomes of the competitive process in a market — eg prices and profitability,
levels of innovation, product range and quality (including levels of customer
service) — can provide evidence about its functioning. Evaluating these
outcomes helps the CMA determine whether there is an AEC and, if so, the
extent to which customers may be harmed by it, ie the degree and nature of
‘customer detriment’.18¢

The remainder of this section is structured as follows:

(&) In paragraphs 4.4 to 4.109, we consider evidence about the pricing of
payday loans.

(b) In paragraphs 4.110 to 4.190, we consider the profitability of payday
lending companies.

(c) In paragraphs 4.191 to 4.217, we consider evidence of non-price
competition between payday lenders.

(d) In paragraphs 4.218 to 4.221, we set out our conclusions on outcomes in
the payday lending market.

Pricing of payday loans

4.4

In markets subject to effective competition, firms will be constrained to keep
their prices down in order to win new business and retain existing customers.
Pricing patterns can therefore help us to understand the effectiveness of
competition in a market. In this subsection, we:

(a) consider the evidence on:

(i) the different components of payday loan prices, and the amounts that
different lenders charge for their loans (paragraphs 4.5 to 4.42);

(i) indicators of the extent of price competition between payday lenders
(paragraphs 4.43 to 4.73); and

186 The Guidelines, paragraph 103.
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(i) customer sensitivity to variation in prices (paragraphs 4.74 to 4.103);
and

(b) describe our conclusions relating to the pricing of payday loans
(paragraphs 4.104 to 4.109).

The price of borrowing using a payday loan

4.5

4.6

4.7

4.8

We begin with a description of the main pricing structures used by payday
lenders, and a comparison of the prices at which payday loans are offered to
customers.

The structure of payday loan pricing

The price paid for a payday loan has typically consisted of several distinct
charges or fees, which may include some or all of the following:

(a) aninterest or finance charge, calculated based on the agreed principal
and duration of the loan;

(b) a compulsory flat fee;

(c) optional fees paid at the borrower’s discretion in return for services such
as faster transfer of the principal,

(d) top-up fees, charged when a borrower chooses to ‘top up’ their loan
during its originally agreed term;

(e) ‘rollover’ fees and/or additional rollover interest charges when the loan is
extended, with agreement by the lender, beyond the originally agreed
repayment date; and/or

() fixed late payment, default or termination fees and/or late interest
charges, incurred by the borrower when a repayment is missed and/or an
outstanding balance remains overdue beyond certain thresholds defined
by the lender.

Prices in the payday lending sector are now influenced by the FCA'’s price
cap, which is discussed in greater detail in paragraphs 4.62 to 4.73.
Paragraphs 4.8 to 4.13 below provide a brief summary of the most common
and important aspects of payday loan pricing structures as observed in the
period prior to the introduction of the price cap. A detailed account of the
individual charges, their levels and structures is provided in Appendix 4.1.

The interest or finance charges of payday loans are typically based on simple
interest rates charged per day or per month. For most products that charge a
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4.9

4.10

411

monthly rate, the borrower incurs the interest or finance charge for the full
month even if the loan is repaid within a shorter period (for example, at the
time of our review a borrower taking out a ‘chequeless’ payday loan with The
Money Shop (Dollar) will pay monthly interest of £29.99 per £100 borrowed,
irrespective of whether the loan is taken out 10 days or 20 days before their
payday). Products with daily interest rates are often flexible around the issue
of a customer’s repayment date (for instance, allowing early repayment
without a penalty).

Some lenders charge compulsory flat fees at the point at which a loan is taken
out (for example, at the time of our review borrowers taking out a loan with
Wonga pay a £5.50 ‘transmission fee’). Such fees are typically included in
(and subtracted from) the issued principal and are therefore themselves
subject to interest charges. Additional optional fees are also applied to many
products, for example in some cases where the loan is extended or ‘topped
up’, or the borrower opts for the lender to transfer the loan principal using
Faster Payments Service.

While it has not historically been common practice for lenders to vary their
prices for different customers with the same borrowing requirements, there
are some exceptions to this: most notably via the use of risk-based pricing or
price promotions. Under risk-based pricing, the interest rate paid by a
borrower depends on their risk of default as assessed by the lender, with less
risky customers paying lower interest rates. For example, one lender in our
review — CashEuroNet — classifies customers of its QuickQuid Payday
product into three risk tiers: ‘average’, ‘good’ and ‘excellent’. Customers
assigned to the highest-risk tier are charged the highest finance charge of
£29.50 per £100 borrowed, while the lowest-risk customers pay £20 per £100
borrowed.*®” Elevate similarly offers reduced rates to lower-risk borrowers
who make successive timely repayments, or participate in training on financial
awareness.

None of the other payday lenders that we spoke to charge different prices to
borrowers of different risk. However, several of the major lenders indicated
that they either had considered or were considering introducing some type of
risk-based pricing.® One potential drawback associated with risk-based

187 Risk-based pricing is not currently available for borrowers using CashEuroNet’s FlexCredit product, which now
represents over [<]% of CashEuroNet’s issued loans to new customers. [<]

188 For example, [<]. SRC told us that it might be able to develop a risk-based product in the future but that the
customer response to its previous experiments with risk-based pricing had not been strong enough for it to be
profitable.
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4.13

pricing which was highlighted by some lenders is the resulting increase in the
complexity of prices.18

In addition to some providers offering lower rates to lower-risk customers,
sometimes lenders offer certain customers promotional interest rates, or
waive certain fees. The discounts offered, which are used to varying degrees
by different lenders, have often been for substantial amounts. These
promotions are targeted at various different customer groups, although
broadly speaking, the coverage of the price promotions used by payday
lenders is limited, and in many cases most customers will either be unaware
or unable to avail themselves of these discounts. To give an example of a
promotion used by a large lender, Wonga has in the past waived its
transmission fee to [¢<] and — until June 2013 — customers referred by
moneysupermarket.com. Further details of the price promotions used by
payday lenders — and in particular the size of these discounts and the
targeted customer groups — are provided in paragraphs 4.55 to 4.61.

Late payment fees refer to flat fees and/or interest or finance charges incurred
by the borrower when they fail to make a repayment by the previously agreed
time and/or date, without having agreed an extension. For example, at the
time of our review The Cash Store charged customers £25 where a loan is not
repaid on its due date. Almost all products carry flat late payment fees. In
addition, many products also charge late interest that is calculated based on
the amount of the outstanding loan. The pricing structure of late interest
charges tends to vary across lenders, and these charges:

(a) may be calculated at the same or a different rate to the original loan;
(b) may apply to the principal only or to the full outstanding balance;

(c) may or may not be subject to a limit in terms of days, after which
additional interest is frozen;

(d) may be subject to forbearance, whereby lenders waive their late fees
and/or late interest under certain conditions such as the customer’s
agreement to a repayment plan; and

(e) may be avoided where the borrower requests a loan extension or rollover
that is approved by the lender. This can be a cheaper option depending

189 For example, Dollar told us that its customers appreciated the transparency of its pricing model. Wonga high-
lighted the fact that risk-based pricing could come at the cost of being less simple for the customer if it was
structured in such a way that it meant they could no longer see upfront exactly how much the loan would cost.
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4.16

4.17

4.18

on the level and structure of late charges on a particular product and the
length of time the borrower expects their final repayment to be overdue.

Analysis of lenders’ prices — methodology
We considered the distribution of prices charged by payday lenders.

Given the differing pricing structures outlined in paragraphs 4.6 to 4.13, the
cost to a payday customer of taking out a payday loan can depend on several
factors, including:

() the desired loan amount, duration and instalment structure;

(b) whether the borrower expects to repay their loan on time, extend their
loan and/or top up their loan;

(c) whether the borrower decides to avail themselves of optional services
such as faster payment;

(d) the borrower’s risk profile, as assessed by the lender; and
(e) the availability of discounts and price promotions.

The large number of possible combinations of these characteristics means
that it is not possible to calculate prices for every possible combination. On
the other hand, only calculating an ‘average price’ would not allow for the
identification of price patterns that are specific to particular borrowing
scenarios.

Instead, in order to understand the prices of payday lenders, we consider the
cost of borrowing using different lenders’ products in a number of ‘represen-
tative customer scenarios’. The idea behind this approach is to:

(a) select specific scenarios that are representative of the different types of
borrowing scenarios in which payday loans are taken out;

(b) analyse different lenders’ prices, and the extent of variation in these
prices in each of those scenarios; and, thereby,

(c) generate an understanding of pricing and price variation in the payday
lending sector.

The process used to determine the representative scenarios used for our
analysis is described in Appendix 4.2. We identified four scenarios which we
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consider to be representative of key patterns of borrowing behaviour among
payday customers,t®® namely:

(a) a customer takes out a £100 loan for 28 days, which is repaid in full on
time;

(b) a customer takes out a £100 loan for 14 days, which is repaid in full on
time;

(c) a customer takes out a £100 loan for 28 days, which is rolled over for an
additional 28 days before being repaid in full; and

(d) a customer takes out a £100 loan for 28 days, which is repaid in full
11 days late (the median overdue period among loans repaid late).

4.19 In each of these scenarios, we make the assumption that where they are
given the option, customers opt to pay for faster payment, as opt-in rates for
faster payment are high across the products considered in our analysis. We
do not include any promotional rates in our analysis, as these discounts are
generally available only to limited groups of customers (the extent of price
promotions in payday lending is discussed in greater detail in paragraphs 4.55
to 4.61).

4.20 The measure we use for price in all four of these scenarios is the total cost of
credit (TCC). The TCC is the total amount in pounds that a customer would
pay if they took out and repaid a loan under the circumstances described in
the relevant scenario.

4.21 We examined the pricing of the payday lending products offered by 11 major
payday loan companies as of October 2013. A list of these products is
provided in Appendix 2.1, Table 4.1. For ease of analysis and comparability,
we have grouped certain products that are offered by these lenders together,
and excluded others from our review (although these exclusions do not have
a material impact on our overall findings). These steps are explained in
Appendix 4.1.

190 | oans that are equivalent to one of these four borrowing scenarios account for around 6% of all loans in our
transaction data set. We consider that these examples allow us to understand the pricing of lenders in a much
larger proportion of short-term borrowing scenarios, however, given that the prices of different lenders will
typically vary linearly with the amount and duration of a loan. Further details of the sensitivity of our findings to
variation in these parameters are provided in paragraph 4.33.
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Analysis of lenders’ prices — findings

4.22 In this subsection, we set out our key findings on the level and dispersion of

different lenders’ prices across different borrowing scenarios.

4.23 Table 4.1 summarises the prices of the different products of the 11 major
lenders in each of the four scenarios in our review.%! Figures 4.1 and 4.2
illustrate at a more granular level the prices of each lender for a £100 loan
repaid on time after 28 and 14 days respectively. Similar charts corresponding

to Scenarios 3 and 4 are shown in Appendix 4.2.

TABLE 4.1 Descriptive statistics for TCCs* of £100 loans across representative borrowing scenarios

Median
deviation
Scenario Median Mean Minimum  Maximum  Range from median
Scenario 1 — 28 days repaid on time 30 33 18 56 39 7
Scenario 2 — 14 days repaid on time 30 29 11 56 45 10
Scenario 3 — 28 days, 28-day rollover 60 62 35 92 57 14
Scenario 4 — 28 days, 11 days late 59 61 32 107 75 19

Source: CMA analysis.

*Values rounded to nearest £.

Note: Where products’ prices depended on customers’ characteristics, the price used for those products in calculating these
descriptive statistics is the weighted average price, with weights derived from data on the proportion of customers with the
relevant characteristic. The ‘median deviation from median’ measure is explained in paragraph 4.30. We include the mean and

the median to show that the average prices are not excessively driven by outlying values.

191 This exercise was conducted by reference to lenders prices as at October 2013. Some of these lenders have
either exited the market or have temporarily ceased issuing loans since we carried out our review (see paragraph

2.74).
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FIGURE 4.1

TCC for a £100 loan over 28 days (Scenario 1)

60

O Compulsory flat fees

B Optional fees

O Optional fees (conditional)

O Variable interest or finance charge

T B Variable interest or finance charge (conditional)

Source: CMA analysis of lenders’ responses to the market questionnaire, October 2013.

*Long-term instalment products for which this scenario implies prepayment by the customer — see Appendix 4.1.
tFlexible open-ended credit agreements with a flexible draw-down structure.

Note: The maximum duration of MYJAR'’s product is 18 days and was therefore excluded from this analysis.
Products whose prices varied depending on customer are shaded lighter red, namely Payday Express (whose
faster payment fee did not apply to new customers), and darker blue, namely QuickQuid Payday (for which the
price depended on the customer’s risk tier) and Zebit (for which the repayment structure, and therefore price, was
determined by the customer’s pay cycle).

99



FIGURE 4.2

TCC for a £100 loan over 14 days (Scenario 2)

60

O Compulsory flat fees

B Optional fees

O Optional fees (conditional)

O Variable interest or finance charge

M B Variable interest or finance charge (conditional)
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Source: CMA analysis of lenders’ responses to the market questionnaire, October 2013.

*Long-term instalment products for which this scenario implies prepayment by the customer, see Appendix 4.1.
tFlexible open-ended credit agreements with a flexible draw-down structure.

Note: Products whose prices varied depending by customer are shaded lighter red, namely Payday Express
(whose faster payment fee did not apply to new customers), and darker blue, namely QuickQuid Payday (for
which the price depended on the customer’s risk tier) and Zebit (for which the repayment structure, and therefore
price, was determined by the customer’s pay cycle).

4.24 Looking across the products of the 11 major lenders, we observe that the
prices of many products were the same whether a customer borrowed for 14
or 28 days due to their ‘per month or part-month’ interest rate structure. The
products that were cheaper in the 14-day scenario than in the 28-day scenario
were products with daily interest rates.

4.25 There was a degree of clustering around a headline price of £30 for a £100
loan for customers borrowing for a month or less (further commentary on how
this pattern emerged is provided in paragraph 4.47). In both the 28- and 14-
day scenarios, the average price of a £100 loan among the products in our
review was close to £30. In addition, several different lenders charged
monthly interest around this price, including some of the largest lenders in the
market: Dollar (for both its online and high street products), Cheque Centres
and CashEuroNet (for customers using its QuickQuid Payday product and
falling into the ‘average’ risk tier).
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4.27

4.28

4.29

4.30

4.31

Several products that had TCCs that were above £30 for a £100, 28-day loan
nevertheless also carried headline interest rates of approximately 30% a
month or 1% per day. For example, excluding the £5.50 compulsory fee,
Wonga’s product was priced at 1% per day; MYJAR'’s interest charge for its
18-day fixed-term loan worked out at 1.11% per day; and excluding optional
faster payment fees, WageDayAdvance charged 29.5% and Ariste charged
30% interest per month or part-month.

Wonga told us that pricing must generate sufficient revenue to allow for a
reasonable profit margin above the level of costs and risk borne by the lender
and that this might lead to a £30 price point (taking into account 30-day loan
lengths for many payday lenders). CashEuroNet told us their pricing reflected
the risk of their customers and their operating model.

Dollar told us that price clustering had been driven to £30 per £100 by
customer demand and response. It also highlighted [¢<]. SRC similarly told us
that the market had identified a price that customers were willing to bear, that
reducing prices would eventually cause lenders to lose margin and that
lenders instead competed on customer service, convenience and speed.
MYJAR told us that customer feedback suggested that £1 per £100 per day
was a price that was acceptable to customers.

Despite a number of lenders charging amounts close to these averages, we
observe some significant variation in the TCC incurred by customers
borrowing from different lenders, with products available which cost
customers substantially more or substantially less to borrow the same amount
for the same period. This is illustrated by the large difference between the
cheapest and most expensive alternatives available on the market — a gap of
£39 in the price of borrowing £100 for 28 days, and £45 when borrowing £100
for 14 days.

The significant price dispersion was not solely driven by outliers. We calcu-
lated the median price deviation across all products from the median price.
We used the median as our measure of the average price as the mean is
susceptible to being disproportionately affected by a small number of extreme
prices. For a 28-day, £100 loan we found the median price to be around £30,
but half of all products in the market were £7 or more away from this price.
For a 14-day, £100 loan, the median price was also £30, but half of all
products in the market were £10 or more away from this price.

Turning to the other borrowing scenarios, most lenders’ interest charges did
not change when a loan is rolled over, and so we find that the average price
for a 28-day, £100 loan was around £60 when extended for an additional 28
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4.32

4.33

4.34

days — twice the average of the on-time borrowing scenario.’®? Looking across
the different products, the average price of taking out a £100 payday loan for
28 days and then repaying 11 days late was around £59.

We found that there was again significant price dispersion in the event that a
customer rolled over their loan or repaid late. The difference between the
price of the most expensive and cheapest products in our review was £57 for
a 28-day, £100 loan rolled over for 28 days, and the gap was £75 for a 28-day
loan repaid 11 days late. In the 28-day rollover scenario the median deviation
is £14 from the median price of £60. The late repayment scenario showed the
most significant dispersion (in absolute terms) of all of the scenarios: half of all
products were at least £19 away from the median price of £59 for a £100, 28-
day loan repaid 11 days late.

We also observe variation in the relative prices of different lenders’ products
across scenarios. That is, a product that was relatively cheap in one scenario
could be relatively expensive in another. This was driven by some lenders’
use of daily interest rates (which caused their products to be relatively cheap
at shorter loan durations, more expensive at longer durations), as well as by
variation in the size of the late and other fees charged by different lenders.

To illustrate this variation in relative prices, Figure 4.3 shows the price of
borrowing £100 as at October 2013, using products of three of the largest
lenders — Wonga, CashEuroNet and The Money Shop — under each of the
four borrowing scenarios. The cost of borrowing using each of these products
(indicated by the coloured lines) was shown in the context of the range of
prices observed across the products of all 11 of the major lenders (the grey
bars). The figure shows that borrowing with Wonga was considerably cheaper
when taking out a 14-day loan, but more expensive for a 28-day loan or if the
loan was rolled over. If the loan was repaid late, CashEuroNet’s QuickQuid
Payday product became significantly cheaper than the other two alternatives.

192 However, it should be noted that lenders generally required part payment of the outstanding balance before
approving a rollover. The components that must be repaid varied across products.
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FIGURE 4.3

The relative price of borrowing £100 using the products of Wonga,
QuickQuid and The Money Shop, under four borrowing scenarios
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Source: CMA analysis.
Note: The black bars show the range of prices offered by the 11 major lenders, the black lines show the prices of
other lenders.

4.35 We considered the extent to which our findings regarding lenders’ prices were
sensitive to the parameters of the representative scenarios chosen. We found
that:

(a) Price dispersion tended to be higher when considering loans with shorter
durations. This is because the TCCs of products with daily interest rates —
which tended to be relatively cheap — become cheaper for shorter loans,
while the TCCs of traditional ‘monthly’ products did not change when the
duration was less than one month. The pattern of clustering around a
price of £30 per £100 was not sensitive to duration, as most of the
products priced at this level were traditional ‘monthly’ products.

(b) The scale of price dispersion tended to fall in relative terms when con-
sidering larger loans. This is because where flat fees applied (affecting
eight of the products in our review), these fees become smaller in relative
terms for larger-value loans.

(c) The TCC of a loan repaid late was likely, for some lenders, to vary
significantly depending on the length of the overdue period due to both
daily late interest, and flat late fees which were incurred after a specific

103



4.36

4.37

4.38

4.39

4.40

number of days. Nevertheless, because of the wide range of different late
interest fees and charges used by lenders (see Appendix 4.1), we would
expect to continue to observe significant dispersion in the TCCs of late
loans under alternative assumptions regarding how late a loan was
repaid.

Analysis of lenders’ prices — the role of risk in explaining price dispersion

We considered the extent to which the differences in prices that we observed
might reflect variation in the credit risk of the customer groups targeted by
different lenders.%3

We began by noting that payday lenders generally did not explicitly target
their products at high- or low-risk payday customers in their marketing
materials or on their websites. Nevertheless, it is possible that lenders might
have targeted different risk groups in deciding their thresholds for which
applications to accept or reject.

We considered the strength of the relationship between different lenders’
default risk and their prices. A strong, positive correlation between lenders’
average default costs and average prices would support the hypothesis that
dispersion in lenders’ prices reflected variation in the risk profile of their
borrowers. On the other hand, a weak correlation may suggest that default
costs were not the primary driver of lenders’ prices.

When considering lenders’ prices, rather than selecting any single borrowing
scenario, we computed each lender’s average revenue across all loans
issued in financial year 2012, and then compared this with the lender’s
average default rate.1% We sought to control for differences in lenders’ loan
profiles, by dividing each lender’s revenue by the average loan value, and the
total duration of all loans issued by that lender.%°

Figure 4.4 sets out the results of our analysis. It shows that there was
significant dispersion both in lenders’ average prices and in principal loss
rates. However, we did not find a clear correlation between the two. In
particular, some lenders with relatively high average daily revenues enjoyed

193 CashEuroNet said in paragraph 4.3 of its response to the annotated issues statement that ‘wide price
dispersion may simply reflect payday lenders to some extent serving different types of customers (by risk profile)’.
194 As the financial years of lenders do not always coincide, so the revenue and default rates that we calculate for
each lender relate to overlapping but not identical periods.

19 For a given lender, the average revenue earned per day per £100 lent is given by its total accounting revenue
divided by its total value of new principal lent, all divided by the average duration of its loans. Total accounting
revenue includes all revenue earned from interest income, origination fees, optional fees and penalty fees.
Average duration is calculated as the average difference between the date of the loan agreement and the date of
the final repayment. This measure of average revenue effectively describes the amount of revenue, on average,
that a lender generates for every day £100 of principal has been issued and remains outstanding.
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relatively low default rates, and there were substantial differences in average
daily revenues among lenders with similar default rates.

FIGURE 4.4

Price versus default costs

Revenue per day per £100 new lending

Average principal loss per £100

Source: CMA analysis.

Note: Revenue includes all finance charges payable on single payment loans. Multi-period loans have been
excluded due to differences in the revenue recognition policies for finance charges due but unpaid because of
default. The average revenue data for one of the points relates to revenue from instalment products, which may
not be comparable to the other data due to differences in revenue recognition. The exclusion of this point would
not affect the conclusions drawn from this analysis.

4.41 One potential limitation of this approach is that there may be other cost factors
which also affected lenders’ prices, and that any relationship between prices
and default costs would only emerge when controlling for these other factors.
However, in this respect we note that the pattern of weak correlation remains
when we consider Figure 4.4 and restrict our attention to:

(a) traditional payday loan products with no instalment or flexible line-of-credit
structure;

(b) payday loan products that do not offer short durations and/or daily interest
rates; and

(c) online products.
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4.42 Our full analysis of the relationship between lenders’ revenues and their costs
is set out in the subsection on profitability, starting from paragraph 4.110.

Price competition between payday lenders

4.43 We next considered the extent to which payday lenders compete with each
other on prices. We first discuss the way in which prices have evolved during
the past seven years. We then discuss lenders’ use of pricing promotions.
Finally, we consider some recent developments in payday lenders’ pricing.

Evolution of prices in the period 2007 to 2013

4.44 This subsection discusses our findings based on evidence from the historical
evolution of prices. We first discuss our findings in relation to headline prices
(paragraphs 4.45 to 4.50) before separately describing the evolution of late
fees (paragraphs 4.51 and 4.52). These findings are drawn from our analysis
of the payday loan prices of each of the major lenders over the period 2007 to
2013, which is presented in detail in Appendix 4.3.

4.45 Headline price changes were infrequent. Many lenders either made one
change to their products’ headline rate since 2008, or never changed their
prices. For example, following some early adjustments to its transmission fee,
the price of borrowing with Wonga for loans repaid on time did not materially
change in the period from 2009 to 2013.1%

4.46 Where price changes took place, they tended to be price increases and,
correspondingly, the trend was for the average price for a loan repaid on time
to increase over the period.

4.47 Many of the price increases that we observe reflected lenders adjusting their
prices from a lower level up to an interest rate of approximately 30% per
month, giving rise to the cluster of prices around 30% per month (or 1% per
day) described in paragraphs 4.25 and 4.26. This ‘cluster emerged over a
number of years, as follows:1%7

(&) In 2008, Wonga launched its product with an interest rate of around 1%
per day. It introduced a transmission fee of £5.50 in mid-2008. At the point

19 The only change was made in 2013, when Wonga changed its daily interest rate by a very small amount, from
[<]% to 1.0% per day [].

197 We are aware that price changes towards a TCC of £30 for a £100, one-month loan have also taken place
since the period considered in our review. For example, in 2014, SRC increased the interest rate of its payday
loan products to 29% per month and the daily interest rate on its Flex Loan product to 0.95% per day.
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of Wonga’s entry, all other payday lenders in our review charged monthly
interest rates below the 30% level.

(b) In 2009, CashEuroNet increased the interest rate on loans to its highest-
risk customers — [<] — to 29.5% per month. At the end of this year, Ariste
entered the market with a headline interest rate — excluding optional fees
— of 30% per month on four different products.

(c) In 2011, WageDayAdvance increased its headline interest rate, excluding
optional fees, to 30%. In the same year, Cheque Centres introduced its
online Loan Store product with an interest rate of 29%. It also began
increasing the interest rate on its high street product — this rate reached
30% in 2013.

(d) Inlate 2011 and early 2012, Dollar increased the headline rates of its
online products, Payday Express and PaydayUK, to 29% and 30% per
month respectively.

(e) In 2013, Dollar also increased the interest rate on its high street products
to close to 30% per month.

There were very few instances of headline price reductions in the period.
Since 2007, reductions in the TCCs of loans that are paid on time — ie
reductions in interest charges, compulsory fees and/or optional fees — were
only observed on six of the products considered in our review.'®® All but one
of these reductions applied to products whose prices were already relatively
high — ie costing at least £33 for a £100, 28-day loan — and none took the
lenders’ prices materially below the £30 mark.

The other price reduction was associated with the introduction of risk-based
pricing by CashEuroNet in 2009, albeit this price reduction applied only to the
subset of its customers qualifying for its lowest-risk price tier. In particular, this
represented a price reduction from £25 to £20 per £100 for these customers,
while at the same time, prices were increased from £25 to £29.50 for custom-
ers in the highest-risk tier. For comparison, the lowest-risk tier accounted for
[¢<]% of new customers and [<]% of repeat customers using this product in
July 2013, while the highest-risk tier represented [¢<]% of new customers and
[¢<]% of repeat customers.

198 Dollar's Payday Express, CashEuroNet’s QuickQuid Payday, Cheque Centres’ Loan Store product, CFO
Lending’s two payday loan products and the Cash Store’s payday loan.
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450 We saw two examples in the period where existing lenders introduced new

451

4.52

products with low prices relative to other payday lenders, namely Speedy
Cash’s Flex Loan and Flex Account, and CashEuroNet’s FlexCredit product.

(&) Since 2011, Speedy Cash introduced two new products:

(i) The first of these was ‘Flex Loan’, a 12-month instalment product with
a price of around £21 for a 28-day, £100 loan. In 2013, the Flex Loan
was changed to an 18-month instalment product with a higher price of
£23. Recent information on the Speedy Cash website indicates that
the price of the Flex Loan for a one-month, £100 loan has increased
to £29. SRC told us that more than 90% of its customers now chose
the Flex Loan.

(i) The second of these was the ‘Flex Account’, an open-ended credit
agreement with a price of around £23 for a 28-day, £100 loan. SRC
suspended this product in July 2013 as the take-up rate was low.

(b) Towards the end of the period, CashEuroNet introduced QuickQuid
FlexCredit. This product was priced at a relatively low level of around £23
for a £100, 28-day loan repaid on time. We consider the introduction of
FlexCredit alongside other recent developments in payday lenders’ pricing
in paragraphs 4.62 to 4.73.

We also considered how charges on loans that are repaid late had changed in
the period. We found that changes to late fees and interest are similarly
uncommon: 6 of the 11 lenders we considered had kept their charges
unchanged during the period. This includes one of the three largest lenders,
CashEuroNet.

Where lenders have changed their late charges, those changes have been
infrequent, rarely occurring more than once per year, and are almost always
substantial increases. To summarise the changes in the period:1*°

(&) Two lenders introduced new late charges during the period, PaydayUK (a
£15 flat late fee) and H&T (which introduced a daily late interest charge
for its high street products equivalent to the monthly interest rate).

199 SRC also introduced a late fee of £10 for each missed instalment on its Speedy Cash Flex Loan product and
a £25 default fee on its Speedy Cash payday loan product in November 2013.
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4.53

(b)

(©)

(d)

(e)

WageDayAdvance’s late interest rate increased in 2011. While the daily
rate was decreased in 2013, the flat fee of £12 has recently been
increased to £20.

Wonga increased its ‘day one’ late fees on a number of occasions over
the period, trebling its charges from a £10 flat fee in October 2007 to a
£30 flat fee in August 2013.29°

The Money Shop reduced the late fee on its cheque-based loan from £25
to £16 in 2012, but then increased this fee to £29 in August 2013. The late
fee on its ‘chequeless’ loan was increased from £25 to £29 in 2012.201

CFO Lending’s late interest rate has fluctuated over the period in line with
its product’s headline interest rate, while its flat late fee of £25 has not
been changed.

We also considered lenders’ commentary on their price changes. Several
lenders told us that they adjusted their prices or products’ characteristics to
win customers from other payday loan providers. In general, we saw little
evidence to support this, although there were a small number of relevant
examples, which are discussed elsewhere in this sub-section. Notably, four
lenders?%? told us that they did not adjust their prices or products’ character-
istics to win customers from other payday loan providers:

(@)

(b)

Cheque Centres told us that it was not aware of how other payday loan
providers affected its business and that it had not responded to other
lenders’ activity by changing the features of its product. It also told us that
its Loan Store business did not overtly compete with other payday
lenders, that it did not track their pricing or changes to their offering and
that other competitors’ stances did not drive its own activity, pricing or
profitability.

MYJAR told us that other lenders’ prices were not a key factor in its
pricing and that it set its price at a level that customers saw as fair and
that gave it an economic return. It also indicated that it took no actions to
win customers from individual competitors, except to adjust the criteria for
leads and the price it paid to ‘introducers’.

200 Wonga reduced this late fee to £20 in April 2014,

201 The Money Shop reduced this late fee to £15 and changed its overdraft balance interest to 0.769% per day in
November 2014.

202 Three of them have either temporarily or permanently ceased issuing payday loans (Ariste, Cheque Centres
and The Cash Store), see paragraph 2.74.
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(c) Ariste told us that it had not taken any actions to win customers from, or
reacted to the competitive actions of, its competitors, but that it would not
rule out this approach in the future.

(d) The Cash Store told us that it had not been in a position where it needed
to react to specific competitive actions of other lenders.

4.54 Wonga argued that we had failed to adequately explore price competition
which occurred through the interaction of price structure, rather than headline
prices.?% However, while we acknowledge the variation in pricing structures
that existed in the market (as described in paragraphs 4.6 to 4.13), we noted
that there was very little evidence of lenders changing their pricing structures
in the period since 2008 to make the price of their products more attractive.
Wonga also said that insufficient weight had been given to competition
relating to charges for optional services such as faster payments, which affect
the cost to a payday customer of taking out a payday loan.?°* As we discuss
in paragraph 4.203, most lenders have introduced fees for the use of faster
payment services in the period since 2008. However, we noted that only two
of these lenders removed this fee later.

Use of price promotions

4.55 In this subsection, we discuss the extent to which payday lenders discount
their headline rates for specific groups of customers.

4.56 Price promotions were used to varying degrees by all three of the largest
lenders. Where offered, these promotions typically involve a substantial
discount — for a £100, 28-day loan repaid on time, the discounts offered by
these lenders ranged in value from around £4 to around £10. In particular:

(&) Wonga'’s discounts typically consisted of waiving its £5.50 transmission
fee (and, therefore, also the additional interest charges that applied when
this amount is included in the principal). This reduced the price of a £100,
28-day loan by £7.04.

(b) CashEuroNet told us that the average discount from its promotions given
to new customers was 32% during the period June to August 2013.
Depending on the customer’s price tier, this average discount corres-
ponded to a discount of £6.40, £8.00 or £9.44 on a £100, one-month loan
repaid on time.

203 Wonga's response to the provisional findings, paragraph 2.2.
204 ibid, paragraph 2.6(b).
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(c) Dollar's PaydayUK and Payday Express businesses both offered a
discounted 25% interest rate to some customers, amounting to a saving
of £4 and £5 respectively on a £100, one-month loan repaid on time.

(d) Dollar's Money Shop has offered promotional interest rate reductions of
between [30—40]% and [50-60]% to some new customers of its cheque-
based loan product between 2010 and 2013. However, no such discount
has applied since the price increase to £29.95 per £100 in 2013.

These promotions were targeted at a number of different customer groups,
commonly including:

(a) repeat/existing borrowers;
(b) customers referred by comparison websites; and
(c) customers responding to specific advertising campaigns.

The coverage of these promotions — ie the proportion of loans sold at the
relevant promotional price — was generally quite small. In particular, promo-
tional prices applied to [¢<]% of Wonga'’s loans and [¢<]% of cheque-based
loans provided by The Money Shop. In August 2013, the proportion of new
customers paying discounted interest rates [¢<] was [¢<]% for PaydayUK and
[<]% for Payday Express (although these figures averaged [¢<]% and [¢<]%
respectively in the months after the discount began but before the closure of
the payday loans section of moneysupermarket.com).

However, two of the promotions offered by the largest lenders had a broader
coverage. In particular:

(a) CashEuroNet told us that its promotional discounts applied to [¢<]% of
loans issued to new customers in the period June to August 2013. These
price promotions generally required applicants to enter a discount code
advertised via affiliate websites, direct emails to customers, and pay-per-
click and television advertisements.?%®

(b) Dollar’s discounted interest rate of 25% (described in paragraph 4.56(c))
was applied to around [¢<]% of the loans made by PaydayUK to existing
customers in August 2013, and around [é<]% of the loans made to
existing customers by Payday Express. This ‘discount’ is a legacy of the
price increases introduced by Dollar’s online subsidiaries in December

205 CashEuroNet also clarified that it offered discounts when customers indicated that they had shopped around
and were considering switching to a cheaper product from another lender.

111



2011 to March 2012, which were applied to new customers only, such that
existing customers continued to be offered the pre-2012 interest rate.

4.60 Apart from the largest lenders, CFO Lending, Cheque Centres, H&T and
WageDayAdvance all told us that they did not use price promotions. Ariste,
The Cash Store, Global Analytics and MYJAR all offered price promotions
that were small in terms of the coverage of loans.

4.61 SRC offered a substantial price promotion which applied to a large proportion
of loans issued through its ‘Speedy Cash’ high street chain. This promotion
offered zero interest on the first £200 borrowed by new customers and applied
to over [<]% of loans to new customers in August 2013. SRC told us that its
interest-free loan offer had only led to a marginal pick-up in volume, see
paragraph 4.76(d).

Recent developments in pricing

4.62 In this subsection we discuss some particularly significant recent develop-
ments in payday lenders’ prices. In particular, we consider the introduction by
CashEuroNet — the second largest online lender — of the FlexCredit product in
June 2013, and then go on to discuss developments in the market
subsequent to the launch of that product. We also briefly discuss possible
impacts of the price cap that came into force in January 2015 on the pricing
structures used by lenders, on loans of different duration, and on running
account products.

4.63 CashEuroNet introduced FlexCredit in June 2013. This is an open-ended,
revolving credit product, which charges a daily interest rate of 0.82% and has
no compulsory fees or faster payment fees. The price of a 28-day, £100 loan
repaid on time is therefore around £23.The introduction of FlexCredit warrants
particular consideration because it is one of very few (perhaps the only)
examples of one of the largest lenders significantly reducing the prices that
borrowers are charged for their loans.2% Available data suggests that the
product has, since its introduction, [¢<].

4.64 CashEuroNet told us that its decision to launch FlexCredit arose from its loss
of customers for loans with durations of around 15 to 17 days, because
QuickQuid Payday was expensive relative to [¢<] over this duration. It also
told us that the decision to introduce FlexCredit was informed by market

206 In each of the four scenarios considered in our analysis, FlexCredit was among the cheapest products, and
was cheaper than all of the products offered by the three largest lenders.
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research, which showed that its ‘target audience’ ranked loan cost, flexibility
and perceived chance of approval as key drivers of payday loan choice.

Where other payday loan products have previously been offered with a head-
line interest rate significantly below 30% per month or 1% per day, there is
evidence to suggest that these lenders have been unsuccessful in attracting
customers through these low prices (see paragraphs 4.76 and 4.80), and in
many cases the price of the relatively cheap products have subsequently
been increased, or the products have been withdrawn.??”

Generally speaking, the introduction of the FlexCredit product does not to
date appear to have resulted in the other major payday lenders responding by
reducing their prices. For example, Speedy Cash has increased the price of
its traditional payday loan and Flex Loan?® since the introduction of
FlexCredit. While Dollar has introduced a £5 promotional discount applying to
all loans repaid on time, this offer was only open between October 2013 and
April 2014. WageDayAdvance has introduced ‘FlexAdvance’, a new
instalment loan product. However, this is priced significantly above
CashEuroNet’'s FlexCredit product: borrowers are typically charged 0.97% per
day with a £15 optional faster payment fee (implying a 28-day, £100 loan
repaid in one instalment would cost around £42 including the faster payment
fee).

[+<]
[]209
Figure 4.5 presents [<]. Figure 4.6 compares [<].

FIGURE 4.5
[<]
Source: [K]
Note: []
FIGURE 4.6
[<]

Source: CMA analysis.

207 For example, Speedy Cash’s Flex Loan had an interest rate of 0.72% per day, but this was increased to
0.82% per day (equalling FlexCredit) in July 2013 and most recently to 0.95% per day. H&T withdrew its high
street products for new customers in June 2013.

208 See paragraph 4.50(a)(i).

209 []
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4.73 The price cap is likely to influence the characteristics of the loan products that
lenders offer, by affecting the relative profitability of different types of product
or by making it more difficult to structure certain types of product in ways that
comply with the structure of the cap. It is possible that certain types of product
(and in particular certain combinations of loan duration and repayment
structure) may no longer be viable as a result of the cap, and so the range of
products on offer in the market may be reduced. Some examples of how
lenders’ product offering might be affected by the cap might include an
increase in the use of daily interest rates,?'? a simplification of late fee
structures,?!! a reduced incentive for lenders to offer very short-term loans?*?
or loans of longer durations,?*® and a reduction in the use of running account
products.?4

210 Because the cap is applied per day of the loan, lenders may be discouraged from using traditional monthly
interest rates which do not vary depending on whether a customer borrows for a full month or for just part of it.
Instead, it may become more common to observe lenders imposing restrictions on minimum loan durations, or
guoting customers daily interest rates. The FCA noted, however, that the lenders that remained in the market
would still have sufficient flexibility to adopt their pricing and products (see the FCA, final decision the price cap,
p20).

211 some lenders currently charge a number of different types of late fees, triggered by different defaulting
behaviour (for example, immediate fees for missing a payment, further fees after a fixed period if the loan still has
not been repaid, trace fees). By limiting the total fees that can be charged to £15, the scope for lenders to use
multiple late charges will be greatly reduced.

212 This could be the case if significant costs are incurred in making a loan, irrespective of the loan’s size and
duration (and so its expected revenue). For example, the costs of acquiring a customer via an affiliate, the admin-
istration costs associated with processing a loan and the cost of carrying out credit checks are all likely to be the
same irrespective of the value or length of the loan. Because the cap level is set as a fixed proportion of loan
amount and varies linearly with duration, lenders may find it difficult to recoup the disproportionately high costs
incurred by relatively small loans within the bounds of the cap, and so may be disincentivised from offering such
loans. There are, however, reasons to consider that an incentive will nevertheless exist for lenders to continue to
offer small or short-duration loans. Specifically, this could be the case if there are marketing benefits associated
with the simplicity or flexibility of a product offering that allows customers greater control over how much they
borrow and how long for. Moreover, the possibility of customers returning to a lender for further loans implies that
the expected revenue associated with a customer taking out a loan of limited value or duration may extend
beyond that single transaction. We also note that the FCA found that 70% of customers who initially took out
short loans subsequently took out longer loans, and that short and small loans are typically used by borrowers
with better credit scores and are less likely to be paid late or to remain unpaid than longer and larger loans. The
FCA concluded that its analysis showed that issuing short and small loans will still be profitable under the cap
once it took into account that customers often return to the lender for longer and larger loans, and that customers
currently getting short and small loans are more creditworthy (see FCA, final decision the price cap, p27).

213 The viability of some longer duration loans may be affected by the cap on the TCC (ie the element that
requires that lenders cannot charge customers more than 100% of the initial loan principal). In particular, the cap
may make longer-term loans on which borrowers make little or no contribution to the loan principal until the end
of the loan agreement unviable. Relating to this, the FCA commented in its consultation document that the
incentive for lenders to offer loans of duration longer than six months was particularly likely to be reduced by the
cap (See FCA ‘Technical annexes, Supplement to CP14/10’, p116).

214 Customers with running account products that are making multiple drawdowns within the scope of the same
running account agreement may be particularly likely to come up against the limit that the amount charged
cannot exceed 100% of the credit limit or the maximum amount outstanding under the agreement. The cap may
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4.76

We next discuss evidence on the extent to which payday customers have in
the past appeared sensitive to differences in price between lenders, or
movements in prices over time. We begin by setting out evidence from
lenders’ submissions on how customers have responded on those occasions
where they have changed their prices in the past. We then discuss the extent
to which the products that customers choose appear to reflect the relative
prices of the different alternatives on offer.

Evidence from lenders’ submissions on customers’ responsiveness to price
changes

We begin this subsection by considering evidence on customers’ responsive-
ness to changes in headline prices, before separately considering responsive-
ness to late fees.

Several lenders’ commentaries indicated that customers were not responsive
to changes to headline prices, and that lenders charging relatively low prices
had not been particularly successful in attracting new business. For example:

(a) [<] told us that it increased its [¢<] interest charge from [<]% to [<]%,
in order ‘to increase revenue as [it was] getting no appreciable marketing
benefit by undercutting competitors on price’. It said that there were two
main reasons for the weak response by customers to that change: [].

(b) Furthermore, [¢<] told us that it increased its [é<] price after it ‘looked at
the market and ... determined that [it] wanted to be competitive in that
market but that there was room for some increase in price’.

(c) Similarly, H&T told us that media coverage suggested that all payday
lenders were ‘as bad as each other’ and, therefore, customers did not
understand the potential savings from shopping around. It told us that its
efforts at being cheaper failed to ‘gain any traction’, despite charging
significantly lower prices than some competitors.

(d) SRC told us that it did not think price was a key factor in customers’
choice of product, mainly because of the relative urgency with which they
required a loan. It did not believe it would get more volume if it lowered
prices and that its interest-free loan offer had only led to a marginal pick-

therefore encourage lenders to move away from running accounts, or to place restrictions on the minimum value
of the initial loan advance or the number of drawdowns that can be made. Relating to this, Elevate told us that the
way that the total cost element of the cap was structured would force it to change its product from a running
account into a multi-instalment product.
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up in volume (despite the size of the discount that was offered, see
paragraph 4.61).

(e) SRC also said that the absence of risk-based pricing arose partly because
the lower rate offered to low-risk customers would not result in sufficient
retention of customers to make the price reduction profitable. It said that
this may be the result of relatively poor availability of price comparisons,
compared with other financial products such as credit cards and auto
loans.

(f) [<] told us that it did not consider that ‘the evidence is overwhelming that
[price promotions have] an enormous impact’ and that price promotions
were therefore not a primary driver of its business. It told us that this was
‘one of the reasons why [<]'.

4.77 There was some indication that customers may be more responsive to
increases in monthly interest rates above 30%. In particular, Dollar told us that
the increase in Payday Express interest rates from 30 to 33% per month or
part-month in September 2013 was reversed because [¢<]. It told us that [¢<].
It said that [¢<].

4.78 Wonga told us that its internal analysis showed a relatively sensitive response
by customers to an increase in its price from [¢<] to 1% in June 2013. [<]. It
interpreted this price response as implying a price elasticity of [$<].?1> We
noted the potential for variation in Wonga’s applications over time for reasons
unrelated to its own prices, which was not controlled for, and therefore did not
consider that this estimate could be relied upon. Moreover, the price was
advertised as 1% per day both before and after the price change, ie even
when Wonga charged the slightly lower price of [¢<]% per day. In addition, the
price change was accompanied by a substantial increase in the
representative APR (from 4,214 to 5,853%) which reflected not just the price
change but also changes in Wonga'’s representative loan amount and
duration. As such, any customer response that did take place may have been
driven by a large perceived change in price despite the actual change being
marginal.

4.79 In its response to our provisional findings, Wonga also pointed to evidence
that [6<].26:217 However, we did not consider that this provided evidence of
customer sensitivity to price, or a willingness among customers to switch
lenders in search of a better deal. This is because [].

215 [K]
216 [K]
217 Wonga's response to the provisional findings, paragraph 5.10.
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4.80 We also consider evidence from lenders’ submissions on the extent of
customer responsiveness to late fees. Again the evidence that we saw
suggested that customers were insensitive to changes. In particular:

(a) Wonga told us that it did not notice any difference in the take-up of loans
following the increase in its late loan fee from £20 to £30, although it also
told us that it did not track the response closely.

(b) [¥<] said in an internal document that it [¢<]. It told us that [<].
(©) [XI].

(d) SRC, which increased its late payment fee substantially for both its
Speedy Cash and WageDayAdvance products in November 2013, did not
mention any significant impact on its volume following the price increase.

4.81 Finally, there was some evidence from the way that pricing promotions were
used by payday lenders to suggest that certain groups of customers may be
perceived as being more sensitive to prices than others. In particular, Dollar
told us that when it increased its monthly interest rate from 25 to 29%, it
applied the increase to new customers coming through lead generator or
organic search channels, while excluding existing customers and customers
coming from the moneysupermarket.com website, because that [<]. We also
observed a number of other lenders targeting discounts at customers using
PCWs. Further, CashEuroNet told us that it offered coupons to customers
when they indicated at point of purchase that they were considering a
competitor’s product (see paragraph 4.56(b)).

Analysis of customers’ responsiveness to headline prices

4.82 In this subsection we consider the correlation between lenders’ shares of
supply and their prices in different borrowing scenarios, so as to understand
the extent to which customers’ choice of payday loan product in different
scenarios at a particular point in time reflects the relative prices of the loans
that are available.

4.83 We begin by examining lenders’ shares of loan volume within our two main
scenarios — a £100 loan taken out for 14 or 28 days and repaid on time.?'® For
each scenario, we examine all loans in the transaction data that were taken
out for the relevant amount and duration (or similar) and calculate the shares
of total loan volume in the period 1 April to 9 June 2013 achieved by each

218 See Appendix 4.2 for a discussion of the representativeness of these two borrowing scenarios.
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product. This is then compared with the relevant price of the product.
Appendix 4.4 provides further details of our methodology.

Figures 4.7 and 4.8 show the results of our analysis. There is some evidence
to suggest that those products which were relatively low-cost in a scenario
accounted for a greater share of the market — in particular, the proportion of
loans of around 14 days which were accounted for by products with pricing
structures which made them cheaper for short loan durations (such as those
of Wonga and MYJAR) was greater than the shares of longer-duration loans
accounted for by such products.

Nevertheless, in both scenarios we find that a substantial proportion of
customers took out relatively expensive products despite the presence of
cheaper alternatives. For instance, during the period, while customers seeking
a loan of £100 for 14 days could pay £17 when borrowing from MYJAR,
around half of all customers taking out a loan of similar amount and duration
chose a product with a TCC of around £20 or more, and around a quarter of
all customers chose a product with a TCC of £25 or more. Similarly, while the
price of a £100 loan for 28 days lay between £16 and £25 for the seven
cheapest products, a large majority (over [¢<]%) of customers chose products
with a TCC of more than £25, and more than a fifth of customers chose
products with a TCC of over £35.

FIGURE 4.7
Price by market share for loans of £100 for 14 days (and similar)
[<]

Source: CMA analysis.
Notes: [K]

FIGURE 4.8
Price by market share for loans of £100 for 28 days (and similar)
[<]

Source: CMA analysis.
Note: [<]

One possible explanation for the observation that a substantial proportion of
customers took out loans where cheaper alternatives were available is that
some customers were unable to identify the best-value product for them-
selves. We discuss possible barriers to shopping around and switching which
may lead to this result in detail in Section 6.
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4.87 There are, however, other possible explanations, including:?1°

(a) Customers may be unable to choose cheaper products, because of the
credit constraints that they face.

(b) Certain customers may prefer more expensive products because of the
non-price features of those products, such as a lender’s level of customer
service, and whether the lender is an online or high street lender.

4.88 We consider each of these other possible explanations in turn below.

e Customer responsiveness and credit constraints

4.89 We considered the extent to which customers may choose more expensive
products because they are unable to take out better-value loans, given their
credit histories.

4.90 In order to test the extent to which credit availability may be driving the
patterns that we observed in paragraph 4.84, we analysed variation in [¢<]
risk scores of different lenders’ customers. These scores were available for
customers of [<]. Table 4.3 sets out statistics describing the distribution of
[<] scores for accepted loans for each of these products during the period
January 2012 to August 2013.

TABLE 4.3 [&]risk scores for accepted loans by product, January 2012 to August 2013

Standard Inter-quartile
Lender Product Mean Median deviation Minimum Maximum Range range
(<] [<] (<] (<] (<] (<] (<] (<] (<]

Source: CMA analysis.

Note: The interquartile range describes the range of all values excluding the top and bottom quartiles. This measure is useful
when considering differences in the distributions of risk scores without the potential for those differences to be driven by a small
number of outliers.

491 [¥].

4.92 We then assessed the relationship between different lenders’ prices and their
market shares for a subset of low-risk customers (defined as customers within
the top decile of [é<] risk scores in the sample, corresponding to all customers
with a score of at least [<]). In general, we would not expect these low-risk
customers to be constrained in the lenders that they could borrow from (or at
least, we would expect a smaller proportion of these customers to be

219 In principle, customers may also prefer products with higher headline rates if they anticipate a risk that they
will default on their loan, and the products that they choose have lower fees in this eventuality. However, we note
that this is unlikely given the limited extent to which customers appear to base their loan decision on late fees
(see Section 6).
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constrained in their choice of lender). The top panel of Figure 4.9 illustrates
each lender’s share of customers taking out loans for £100 for 14 days across
all customers for whom [¢<] scores are available, while the bottom panel
shows those shares among only the top decile of low-risk customers. Figure
4.10 does the same for loans of around 28 days.

FIGURE 4.9

Prices by market share for loans of £100 for 14 days (and similar) among
customers of all risk ratings (top panel) and low-risk customers (bottom panel)

[+<]

Source: CMA analysis.
Note: [<]

FIGURE 4.10

Prices by market share for loans of £100 for 28 days (and similar) among
customers of all risk ratings (top panel) and low-risk customers (bottom panel)

[+<]

Source: CMA analysis.
Note: [K]

4.93 These charts show that a material proportion of customers continued to take
out products that were significantly more expensive than others available on
the market when we restrict our attention to low-risk customers (ie customers
with high [é<] scores) that were unlikely to be constrained in their choice of
lender. For example, Figure 4.8 shows that [¢<] of these customers used [¢<]
when taking out a loan [¢<], even though [<] offered [¢<] interest that is
much cheaper. Figure 4.9 shows that [¢<]% of low-risk customers taking out a
loan for around a month took out a loan with [¢<], even though [<] offer
products that were £[¢<] cheaper for a £100 loan. This strongly suggests that
the patterns that we observe cannot be fully explained by the credit
constraints faced by customers.

e Customer responsiveness and non-price characteristics

4.94 We also considered the extent to which differences in the non-price character-
istics of different lenders’ products might drive the patterns that we observe.
Specifically, certain customers may prefer more expensive products because
of the non-price features of those products, such as the degree to which the
product offers repayment flexibility, or a lender’s quality of customer service.

4.95 Testing the extent to which this is the case is difficult, given that each lender’s
service will be unique in some way, and the difficulty in both quantifying the
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4.97

extent of any non-price differences that do exist and their value to customers.
Notwithstanding this, we note that at their core, payday loans are a relatively
homogeneous product (in that the underlying service received by all online
customers is exactly the same — a deposit in the applicant’s bank account).

One of the key dimensions across which payday loans differ is in terms of
customers’ ability to repay in instalments. However, we considered that a
willingness among customers to pay more for the ability to repay in instal-
ments was not likely to explain the substantial proportion of customers found
in our analysis to choose relatively expensive products (as presented in
paragraphs 4.84 and 4.85, and Figures 4.7 and 4.8), based on the following
observations:

(a) For most products offering repayment by instalment, those instalments
occurred at monthly intervals (eg QuickQuid Payday, the monthly Lending
Stream Loan and Ariste’s three-month Cash Genie Loan). Therefore,
these products did not offer additional repayment flexibility relative to
traditional payday loan products when the customer’s borrowing require-
ments were for durations of one month or less, as was the case in the
analysed scenarios.

(b) Those products that did allow for relatively flexible repayment on short-
term loans (ie by offering either instalments that could be made more
frequently than once a month, or at the discretion of the borrower?2°) had
[¢<] small market shares in the analysed scenarios.

(c) Those products that were relatively expensive but nevertheless had
substantial shares of loan volume (eg [¢<]) did not offer repayment by
instalment, although we note that [<].

Another key difference between the products of different lenders is whether
they are offered online or on the high street. In order to assess the extent to
which this might be driving the patterns that we observe, we replicated the
analysis previously presented in Figures 4.7 and 4.8 for online products only
in Figure 4.11.

220 g Speedy Cash Flex Account and Flex Loan, and the weekly Lending Stream Loan.
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FIGURE 4.11

Prices by market share for loans of £100 (and similar)—online products only

4.98

4.99

4.100

[+<]

Source: CMA analysis.
Note: [K]

We find a similar pattern to that observed previously: a material proportion of
customers taking out online loans used products that were significantly more
expensive than others that were also available online. For example, while the
price of a £100 loan for 14 days from MYJAR was £17, [¢<]% of online
customers with similar borrowing requirements borrowed using a product with
a TCC of around £20 or more (a relative difference in prices of over 18% for a
£100 loan), and [<]% of customers chose a product with a TCC of £25 or
more (a relative difference in prices of over 47% for a £100 loan). Similarly,
while a number of online lenders offered loans for 28 days with TCCs ranging
from £20 to £30, [¢<]% of customers chose products with TCCs of £35 or
more and [<]% of customers chose products with TCCs of over £45,
between 1.5 and 2 times the price of some other online loans.

Next, we noted that if the reason that a relatively expensive product holds
market share in one scenario is because it has a non-price characteristic (for
example customer service, access to the product in the form of mobile apps
and website functionality, ability to repay early, faster payment services, etc)
that causes the product to be generally preferred by customers, we would not
then expect to see that product ‘lose’ market share to other, considerably
more expensive products in a scenario where it is relatively cheap.

However, the evidence suggests that this is not the case. In particular, Figure
4.10 shows that Wonga held [6<]% of total online loan volume in the 28-day
scenario, while cheaper products PaydayUK and QuickQuid Payday held a
combined share of online volume of [K]%, [¢<]. If demand is being driven by
superior non-price dimensions of Wonga’s product, then we would expect that
in the 14-day scenario, customers would prefer Wonga (which would have
both better non-price characteristics, and would be considerably cheaper) to
these alternatives. However, we find that in the 14-day scenario PaydayUK
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and QuickQuid Payday continued to have a considerable share of online
volume around [<]% [$<].221:222

4.101 We also examined the relationship between market shares and price,
restricting the sample to customers taking out their first loan from a given
lender, to examine whether the patterns that we observed might be driven by
customers deciding to go back to a more expensive lender on the basis of a
previous positive experience. However, Figure 4.12 shows that relatively
expensive products captured a share of first-time loans that was at least as
high as when considering new and repeat customers together, suggesting
that the patterns that we observe cannot be explained by customers’ previous
experience with a lender.

FIGURE 4.12

Prices by market share for loans of £100 (and similar) —
borrowers who are new to the lender

[+<]

Source: CMA analysis.
Note: [<]

4.102 Although we cannot discount the possibility entirely, taken together the
evidence presented above suggests that the price dispersion we have
observed is unlikely to be driven primarily by any differences that exist in the
non-price characteristics of different payday loan products.

4.103 Wonga told us that even if the proportion of price-sensitive customers was
limited, we had not considered if this might be sufficient to create a compe-
titive constraint.??® However, we draw our conclusions on the overall strength
of the competitive constraint in the round, taking into account not just the
proportion of customers which are price-sensitive, but also evidence on
lenders’ pricing behaviour, profitability and other factors in reaching our
conclusions. The balance of evidence set out in Sections 4 to 8 clearly
indicates that the competitive constraint on lenders’ pricing is weak.

221 Conversely, if PaydayUK or QuickQuid had superior non-price characteristics we would expect them to have
substantially higher shares in the 28-day scenario than they have.

222 \Wonga suggested an alternative explanation for this finding, ie that different customers would value different
aspects of a particular product offering (Wonga'’s response to the provisional findings, paragraph 2.11(b)(iv)) and
this may explain why PaydayUK and QuickQuid Payday continued to capture a significant share in the 14-day
scenario when they are relatively expensive. While possible in theory, we considered it unlikely — and saw no
evidence to support — that payday loans were horizontally differentiated in the way proposed by Wonga, and that
heterogeneous customer preferences existed which could explain the findings. Instead, as set out earlier, we
noted that at their core payday loans are a relatively homogenous product, and that the most significant
differences between products (such as online/high street availability, and single/instalment repayment options)
could not explain the patterns that we observed.

223 \Wonga's response to the provisional findings, paragraph 2.11(d).

123


https://assets.digital.cabinet-office.gov.uk/media/542e8f4240f0b61358000003/Wonga_response_to_provisional_findings.PDF
https://assets.digital.cabinet-office.gov.uk/media/542e8f4240f0b61358000003/Wonga_response_to_provisional_findings.PDF

Conclusions on pricing
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Payday lenders have historically used a variety of different pricing structures,
and the amount that a customer pays for a loan will usually consist of several
distinct charges or fees. Among other factors, prices will typically depend on

the desired loan amount, duration and instalment structure; whether the loan
is repaid on time, extended or topped up; and whether the customer opts for

faster payment.

Reviewing the price of a payday loan in the period prior to the introduction of
the price cap, we found that there was a degree of clustering around a
headline price of £30 for a £100, month-long loan. The lenders charging
monthly interest around this level included some of the largest in the market.
In addition, several products with prices that were above £30 for a £100
month-long loan nevertheless carried headline interest rates of approximately
30% a month or 1% per day. This clustering in prices has emerged over time
as increasing numbers of lenders have increased their prices to this level.

Despite a number of lenders charging headline prices close to this average
amount, we observe some significant variation in the prices that different
lenders charged in a number of representative borrowing scenarios. For
example, the difference between the cost of borrowing £100 for 28 days using
the cheapest product included in our review and the most expensive
alternative was £39. The extent of price dispersion was even greater in the
event that a customer repaid their loan late.

Headline price changes were infrequent, and many lenders had either made
only one change to their products’ headline rate since 2008, or had never
changed their prices. Price reductions were particularly uncommon. The most
notable exception is CashEuroNet’s introduction of its FlexCredit product (in
2013), which was priced significantly below £30 per £100. We have not seen
other lenders responding by similarly reducing their own prices, and we note
that in the past lenders which have offered headline interest rates significantly
below 30% per month or 1% per day have generally been unsuccessful in
attracting large volumes of new customers and have in many cases
subsequently increased their price or withdrawn their product.

There is some evidence of competition between lenders taking place via the
use of price promotions. However, the coverage of the price promotions used
by payday lenders was generally limited. Among the largest lenders, the main
exception to this is again CashEuroNet, for whom a higher proportion of
customers (around a [<] of new customers) benefited from significant
discounts. In addition, before it closed its payday service, a significant number
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of customers searching for a loan via the PCW moneysupermarket.com were
offered discounts by several lenders.

Customer demand appears unresponsive to variations in prices. Where
lenders have changed their prices, this does not generally appear to have
resulted in a significant customer response, and lenders that have offered
substantially lower rates have not been particularly successful in attracting
new business. There is evidence to suggest that customers may be particu-
larly unresponsive to changes in late fees. In addition, we observe a material
proportion of customers taking out loans that were significantly more
expensive for their given borrowing requirements than similar payday loan
products available on the market. The evidence suggests that the substantial
shares of loan volume captured by relatively expensive products is not simply
driven by the credit constraints faced by customers, or by any differences in
the non-price characteristics of the different products on offer.

Profitability

Introduction

4.110

4111

4112

Having considered the evidence on pricing behaviour, we now consider the
profitability of the 11 major payday lenders.??*

By combining evidence on lenders’ revenues and their costs, profitability
analysis complements our assessment of lenders’ pricing, helping us to form
a view of whether an effective competitive process is driving prices down
towards the costs of provision, or whether there are indications of short-
comings in the competitive process. Profitability analysis also provides one
way of assessing whether prices are high compared with a competitive
benchmark. We consider whether prices of payday loans are high relative to
other forms of borrowing in Section 5.

The Guidelines

The Guidelines??® set out how consideration of the economic profitability of
the business activity being investigated may be used as an indicator of
competitive conditions in the market.

224 For the reasons set out in paragraph 4.135 it has been necessary to exclude Cheque Centres from this analy-
sis. At the start of our investigation the 11 major lenders included Ariste, CashEuroNet, CFO Lending, Dollar,
Cheque Centres, Global Analytics, H&T, MYJAR, SRC, The Cash Store and Wonga. As at December 2014,
three lenders (Cheque Centres, CFO Lending and The Cash Store) had left the market and one lender (Ariste)
had announced its intention to exit.

225 The Guidelines, paragraphs 114-120.
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In practice, a competitive market would be expected to generate significant
variations in profit between firms and over time as supply and demand
conditions change, but with an overall tendency towards levels commensurate
with the cost of capital of the firms involved. Firms in a competitive market
would generally earn no more than a ‘normal’ rate of profit where the rate of
return on capital employed (ROCE) for a particular business activity would be
equal to the opportunity cost of capital for that activity. In competitive markets,
characterised by free entry and exit, companies are expected in the long run
to make profits that equal the minimum returns required by investors (the
opportunity cost of capital). Hence returns that are persistently in excess of
the cost of capital can be an indication of market power or a lack of
competition in a market.

Differences between returns and the cost of capital may sometimes be
explained by innovation and successful risk-taking by firms. Our Guidelines
recognise that at particular points in time the profitability of some firms may
exceed what might be termed the ‘normal’ level. There could be several
reasons for this, including cyclical factors, transitory price or other marketing
initiatives, and some firms earning higher profits as a result of past innovation,
or superior efficiency.??6

In measuring profitability, the Guidelines refer to the use of a meaningful
measure of profitability, usually in terms of rates of return on capital, and refer
to both return on equity (ROE) and ROCE.??’

Our consideration of the profitability of payday lending comprises four sub-
sections as follows:

(a) Market-specific factors: we begin by considering market-specific factors
affecting the methodology adopted for analysing profitability in payday
lending (see paragraphs 4.117 to 4.135).

(b) ROCE estimates: we then consider the treatment of asset values within
the ROCE framework and set out our estimates of historic ROCE after
adjustments for intangible assets (see paragraphs 4.136 to 4.147).

(c) Interpretation of ROCE estimates: next we consider the issues associated
with interpreting the levels of profitability observed, and the estimation of
the relevant cost of capital for payday lenders for use as a benchmark for
assessing profitability (see paragraphs 4.148 to 4.185).

226 The Guidelines, paragraph 117.
227 The Guidelines, paragraph 9.
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(d) Finally, we set out our conclusions on profitability (see paragraphs 4.186
to 4.190).

Market-specific considerations for conducting profitability analysis in payday lending

4117

4.118

4.119

4.120

In addition to the general considerations normally associated with conducting
profitability analysis in market investigations, we sought to assess any
industry-specific aspects of the payday lending market relevant to conducting
such analysis. We identified four areas: (a) the time period analysed and how
this relates to the industry life cycle; (b) the choice of profitability metric
adopted; (c) the relevance of different business models to the analysis of
profitability in payday lending; and (d) cost issues, in particular relating to
measuring doubtful debt expenses.??®

Time period analysed and industry life cycle

We analysed detailed information from the 11 major lenders and estimated
levels of ROCE for the period 2008 to 2013.22° Our approach to profitability
analysis is set out in detail in Appendix 4.5.

Most lenders made no submissions regarding this approach. Wonga, Dollar
and CashEuroNet raised concerns regarding the time period chosen and the
developmental stage of the industry under review, which we discuss below.

e Parties’ views on the time period analysed and industry life cycle

Wonga submitted that ‘the significant competitive and regulatory changes
which have occurred since 2012 mean that financial performance over the
period 2008 to 2012 provides no meaningful insight as to the current state of
competition in the market’.?2® Wonga commissioned a report from its
economic consultants, AlixPartners UK LLP (AlixPartners), which examined
the profitability of Wonga and the industry. AlixPartners stated that many
aspects of Wonga'’s business model were novel or unproven at the outset and
the performance of the business could have turned out very differently.
AlixPartners said that we should therefore be more cautious about interpreting

228 The doubtful debt expense is an item in the profit and loss statement for the relevant financial year that
reflects the expected (and actual) value of debt that will not be recovered. The name and method of calculation of
this expense can vary depending on the accounting framework used. For details on how this expense is
calculated, see Appendix 4.5.

229 pAggregated data for 2013 is based on the financial years ended July to December 2013 and January to June

2014.

230 These comments were submitted in Wonga'’s response to our preliminary profitability analysis (Wonga
response to the profitability of payday lending companies working paper, paragraph 1.1.9).
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the results of profitability analysis in this sector compared with the more
mature markets typically investigated.23!

4.121 Dollar told us that historic levels of profitability achieved at a time when the
industry was relatively immature were not likely to give an accurate picture of
future profitability or to provide any meaningful indicator of whether such
profits were high or exceptional.?*?

4.122 CashEuroNet said that in a new and rapidly developing sector, subject to
fierce competition, one would expect to see both businesses failing and
businesses making substantial profits. It told us that it would be very difficult to
draw any meaningful conclusions about the state of competition in such a
market based on such a wide distribution of outcomes (over a relatively short
period of time).?33

e Our position on time period analysed and industry life cycle

4.123 We considered these views in the context of the time period that we had
analysed. Whilst the short-term credit sector — including payday loans — has
been established in some form for many years, there are several elements of
the payday lending business model which have been introduced more
recently, including: the ability for customers to apply online, automated risk
processing, rapid funding of customer accounts and collection via CPA. We
recognised that the time period analysed may not incorporate either the full
business cycle?3* relevant to these industry changes and/or the long-term
effect of more recent regulatory changes (see Section 3). There was,
however, clear evidence that the time period that we reviewed covered the full
life cycle of the largest underlying asset of the business — a payday lender’s
loan book. We therefore took the view that the time period we had considered
— from 2008 to 2013 — provided relevant insight into the functioning of the
market.

4.124 We further considered that uncertainty over the likely outcome of investment
did not prohibit effective profitability analysis. In a competitive market,
innovative and efficient firms may earn superior returns on investments for a
period of time. However, we would normally expect excess returns to be
competed away as rivals introduce competing innovations and/or improve
efficiency. We agreed with AlixPartners and Wonga that there had been
uncertainty in the early part of the period over the likelihood of future success.

231 AlixPartners report, paragraph 3.1.11.

232 Dollar’s response to the provisional findings, paragraph 2.6.2(iii).

233 CashEuroNet response to the profitability of payday lending companies working paper, paragraph 1.5.

234 We noted that a full business cycle can be measured as either from peak to trough, or from initiation to ex-
growth steady state (which is sometimes regarded as indicative of industry maturity).
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This situation did not differ, however, from any other new project in any other
industry subject to uncertain demand and/or supply conditions. We therefore
took the view that the analysis undertaken provided relevant insight into the
functioning of the market. We have sought to take into account issues relating
to the relevance of innovation, successful risk-taking and the relative
immaturity or maturity of the industry when interpreting the level of profitability
observed (see paragraphs 4.148 to 4.175).

We therefore concluded that the period chosen and our overall approach to
profitability analysis was valid. We note further that we have considered as full
a time period as practicable by including data from financial years up to

30 June 2014. We have also considered trends in revenue, new lending and
net profit for the nine months to September 2014.

Choice of profitability metric adopted

Dollar instructed economic and accounting firm FTI Consulting (FTI) to review
the data that it had previously submitted to us.23>236

FTI said that it did not consider ROCE and ROE to be appropriate measures
of assessing profitability in this investigation. FTI said these measures were
only appropriate for capital intensive industries, and it considered that Dollar
was not. It told us that [$<].2%7

Dollar argued that earnings before interest and tax (EBIT) was a more appro-
priate measure to use to evaluate profitability than ROCE?% and submitted
analysis from FTl comparing Dollar’'s EBIT margin on revised costs with the
payday lending comparator companies used in our beta analysis (see
Appendix 4.5, Table 71).

We found the use of EBIT margin as a basis for comparing lenders to be
problematic for the purpose of our profitability analysis as we did not have a
suitable benchmark for comparison. Without a suitable benchmark for levels
of EBIT margin it was not possible to make meaningful comparisons with
other markets, or to exclude the possibility that margin levels observed in the
market as a whole might be the result of high prices, and might therefore
include any ‘abnormally high returns’. By contrast the examination of levels of
ROCE is a well-established approach in profitability analysis and does not

235 Qur profitability analysis took place in a number of stages. Dollar’s initial submission was in response to our
financial questionnaire. For further details of our approach to profitability analysis see Appendix 4.5.

236 Dollar’s response to the provisional findings, paragraph 2.6.2.

237 Dollar's response to the annotated issues statement and working papers, paragraph 6.3(iii-iv) and Appendix 9;
Dollar's response to the provisional findings, paragraph 2.6.2(i).

238 Dollar response to annotated issues statement and working papers, paragraph 6.3(iv-v).
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suffer from this problem. In adopting a ROCE approach we recognised that it
was important to accurately establish the inputs of returns calculations and be
careful estimating the components of the weighted average cost of capital
(WACC) benchmark so that subsequent comparisons could be made with
confidence and provide valid insights into competition. Finally we observed
that Dollar included ROCE calculations for its subsidiary MEM as a key
performance indicator for reporting the performance of this business.?3240 For
further discussion of profitability metrics see Appendix 4.5.

Different business models

In evaluating the profitability of payday lenders, we have taken account of the
different business models operating in the industry. The range of business
models include: organic start-ups funded by venture capital (VC); organic
start-ups with publically listed equity/public debt funding; and acquisition of
established lenders, either by UK or international parent companies (which
may or may not have been active in the payday lending or other credit
markets in the UK or overseas). Where relevant, we have considered the
implications of parent company charges levied by international parent
companies on UK subsidiaries.?*!

We have also noted that some of the major lenders also offer ‘non-payday
products such as pawnbroking, buying and selling gold, foreign exchange
services and money transfer. Where appropriate, we have examined
revenues and costs of payday lending disaggregated from overall levels of
firm profitability.

Cost issues
e Repeat lending

There was evidence that levels of repeat lending were monitored by manage-
ment using, for example, retention curve metrics,?*? and we recognised that
the profitability of payday lenders was driven by a combination of initial loans
to first-time customers and repeat lending to existing customers. Initial loans

239 Although Dollar noted that ROCE is not generally used internally by its business for assessing its
performance/profitability.

240 Dollar subsidiary MEM reported ROCE of 26% for the year to 30 June 2013 down from 105% the prior year.
Report and Financial Statements 30 June 2013, page 2.

241 We also noted that two of the three largest lenders and four of the smaller lenders originated from the USA/
Canada. The decision by an overseas lender to enter the UK market may have been undertaken to diversify the
geographic risk faced by parent companies. The process undertaken for investment evaluation and hurdle rates
for a strategy designed to diversify geographic risk may have differed from those used by a UK operator entering
the market from scratch.

242 Retention curves illustrate the extent to which borrowers are retained as repeat customers over time.
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to first-time customers will not be profitable unless the high levels of customer
acquisition costs observed for many lenders (see Section 7) are exceeded by
interest and fee revenue received from the first-time borrower concerned. If a
customer’s initial loan with a lender is unprofitable due to high customer
acquisition costs, the overall profitability of a lender will be dependent on the
extent of repeat loans for which there is no (or a much reduced level of)
customer acquisition cost.

We considered conducting profitability analysis which sought to assess the
profitability of repeat lending as a subset of corporate profitability; however,
we took the view that corporate profitability was the more relevant measure
for our analysis. This was partly because corporate profitability could be
calculated consistently for all of the major lenders. In addition, corporate
profitability could be compared with the cost of capital for payday lending in
aggregate and did not require the estimation of a separate benchmark against
which to compare the profitability of repeat lending. Finally, on the basis of the
information available to us, we noted that analysing the profitability of repeat
lending would have required us to make a significant number of further,
judgemental assumptions to split costs between new and repeat lending.

e Doubtful debt costs

We also considered issues in relation to the cost of default. Our analysis of
lenders’ costs showed that the doubtful debt expense was the most significant
category of costs faced by lenders, and represented around 45% of total costs
for all lenders in both 2012 and 2011. We were therefore careful to examine
the extent to which provisioning policies were comparable between lenders.
We looked in detail at the underlying assumptions and calculations of the
doubtful debt expense for 2012 for the 11 major lenders. To aid our compar-
ison of the policies used by lenders, we created an illustrative hypothetical
loan book based on the combined loan books of the 11 major lenders at the
end of their respective last reported financial years.?*3 Our review of
provisions policies indicated that in general terms the majority of lenders
followed similar methodologies with the exception of four smaller lenders. We
therefore made no adjustment to bad and doubtful debt costs contained in
lenders’ financial statements.

It was not possible to separate specific costs relating to payday operations
from other costs in the case of Cheque Centres. Cheque Centres’ submission
included only doubtful debt expenses for its payday loan products. Other
significant operating costs were therefore excluded, and figures for Cheque

243 Up to December 2012.
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Centres were not comparable with other lenders in our analysis. We have
excluded this lender from our analysis to avoid overestimating profitability
levels for the major payday lenders.

ROCE estimates

4.136

4.137

4.138

We now consider the ROCEs of the major payday lenders. As part of this
assessment, we consider the case for making adjustments relating to the
replacement cost of assets and the potential value of intangible assets, before
reaching our estimates of the economic ROCE. We set out the adjustments
made to accounting data prior to adjustments for intangible assets in
Appendix 4.5, paragraphs 62 to 109.

Treatment of assets within the ROCE framework

Our Guidelines recognise that evaluating profitability under a return on capital
approach requires an economically meaningful value for the capital base
which may not accord with the value ascribed in the financial records.?44
Hence it may be necessary to make adjustments to accounting data produced
in line with UK GAARP if the historic cost of assets differs substantially from the
‘replacement cost’ or ‘Modern Equivalent Asset Value’,?*> which is a more
economically meaningful measure for our purposes in most cases. In
situations where the difference between historic cost and replacement cost
would be likely to have a material effect on profitability calculations, our
Guidelines state that we will consider whether replacement cost values can be
derived reliably.

In the case of payday lending, we did not consider that adjustments to the
book value of tangible assets were necessary. This was because fixed asset
intensity is low due to the high contribution of IT assets with short asset lives,
and the predominant use of leasehold sites by high street lending firms.
Additionally the loan book, which is typically the largest asset on a lender’s
balance sheet, is characterised by a very high level of asset turnover and
frequent revaluations via the provision for doubtful debt, both of which factors
are likely to eliminate any material valuation distortion. Moreover, evidence

244 The Guidelines, paragraph 13.

245 These terms are used interchangeably to mean the current cost of acquiring assets which yield equivalent
services to those currently used by the firm, based on the most efficient technology and optimal configuration.
Source: The Guidelines, Annex A, footnote 5.
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presented by lenders on asset values indicated a reduction over time in the
price of IT systems in particular.?4

Although evidence indicating that IT costs have fallen during the period might
suggest that asset values could plausibly be revalued downwards, we have

not made an adjustment and our ROCE analysis, which is based on the book
value of tangible assets, can therefore be seen as conservative in this regard.

e Treatment of intangible assets

The second adjustment to accounting data provided for in the Guidelines?4’
concerns the possible inclusion of intangible assets where the following
criteria are met:

(a) The cost associated with creating the asset must comprise a cost that has
been incurred primarily to obtain earnings in the future.

(b) This cost must be additional to costs necessarily incurred at the time in
running the business.

(c) It must be identifiable as creating such an asset separate from any arising
from the general running of the business.

We considered carefully parties’ views on intangible asset categories and
values relating to: customer acquisition costs; knowledge of the customer
base; staff recruitment and training; regulatory costs; pre-incorporation costs;
start-up losses; technology; channel relationships and ‘know how’.?48

Wonga, Dollar and CashEuroNet submitted views on the value of assets, as
set out in Appendix 4.5. Having assessed possible intangible assets to include
in our analysis on the basis of paragraph 4.140, we recognised and took
account of costs relating to staff recruitment and training. Our detailed rea-
sons for this approach are set out in Appendix 4.5. We conducted sensitivity
analysis to assess the effect on ROCE of changing our approach to include
additional intangible asset categories. Additional categories considered were:
potential assets relating to customer acquisition costs; and potential assets

246 For example, Wonga told us that ‘recent developments (for example, in relation to the quality of CRA data and
the availability of loan management software) also serve to reduce certain entry and expansion costs compared
with 2007 when Wonga entered (and the subsequent period of significant growth)’. Source: Response to
annotated issues statement, paragraphs 7.29 & 7.37(b).

247 Criteria originally set down in the CC report The supply of banking services by clearing banks to small and
medium-sized enterprises, March 2002.

248 CashEuroNet told us that it had acquired an intangible asset of payday lending business ‘know-how’ from
CashNetUSA for no charge in 2007. It told us that it believed this intangible asset would have been costly to
develop and should not be excluded from calculations (CashEuroNet’s response to the provisional findings,
paragraph 6.5).
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relating to knowledge of customer creditworthiness, which we assessed using
the CRA data costs incurred by lenders. The levels of ROCE indicated by this
sensitivity analysis were not sufficiently different to change our conclusions on
profitability (see also paragraph 4.147).

Estimates of ROCE including intangible assets

4.143 Table 4.5 shows our estimates of adjusted ROCE for the major lenders based
on capital employed including the intangible assets we have identified.

TABLE 4.5 Adjusted ROCE including intangible assets, 2009 to 2013
%

2009 2010 2011 2012 2013*

Ariste [<] [5<] [¥<] [<] [<]
CashEuroNet [¥<] [¥<] [¥<] [<] [<]
CFO [<] [<] [<] [<] [<]
Dollar [<] [¥<] [¥<] [<] [<]
Global Analytics [¥<] [5<] [5<] [<] [¥<]
H&TE [<] [<] [<] [<] [<]
MYJAR [¥] [] [¥] [] []
SRCS§ [<] [<] [<] [<] [<]
The Cash Store [<] [<] [5<] [<] [<]
WageDayAdvance§ [<] [<] [<] [<] [<]
Wongat [<] [<] [<] [<] [<]
Weighted average ROCE 33 38 44 33 17

Source: CMA analysis.

*2013 includes financial years ended July to December 2013 and January to June 2014.
}Based on Group figures.

tincludes AlixPartners fixed asset adjustment to group accounts.

8SRC and WageDayAdvance constitute one major lender.

4.144 Our analysis indicated that the weighted average annual ROCE of the major
lenders in Table 4.5 ranged between 17 and 44% during the period 2009 to
2013.24° The annual firm-level ROCE has varied between lenders and across
the period from —175% to over 170%. The highest levels of returns for these
major lenders were achieved in 2011. Profitability for the largest three lenders
has generally been higher than smaller lenders and was also subject to less
variation at between —18% and over 90% during the period 2009 to 2013. In
2013, of the nine major lenders for which we have data,?*° three?®! lenders
were not profitable.?52

4.145 Returns in 2013 were generally lower than in previous years, with seven
lenders generating lower returns year on year and ROCE for 2013 averaging
17% compared with 33% in 2012. Factors contributing to lower levels of

249 The lenders in Table 4.5 accounted for a share of supply of 80-85% of 2012 loan revenue, loan value and
total loans issued (excluding rollovers). See Table 2.5.

250 SRC and WageDayAdvance constitute one major lender.

251 [K]

252 []
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ROCE in 2013 included: (a) a slowdown in lending growth (revenue growth in
2013 was around 5% compared with historic growth rates of 40% to over
100% a year for the period 2009 to 2012), (b) cost increases and (c) an
increase in retained profits at most lenders. We also noted that the average
level of 17% in 2013 was depressed by a large change in the performance of
[¢<]. Excluding [<], the average ROCE for 2013 was 24%. We considered
that the decline observed for [¢<] was due to internal factors relevant to the
company rather than indicative of an increase in competition from rivals. We
noted in particular management comments regarding the [$<],2°2 which
indicated, in our opinion, a slower and less responsive operational approach
than competitors.

Examining the trends in returns at a company level, our analysis indicated
that:

(@)

(b)

()

(d)

Ariste generated a ROCE of [¢<]% in 2011, having entered the market in
late 2009. Profitability [¢<] in 2012, however remained [¢<]%. In 2013 the
company reported [¢<] £[¢<] million due to [<]. In October 2014 Ariste
announced a plan to exit the online lending business in the UK citing
recent changes in the UK regulatory environment (see paragraph 2.100).

CashEuroNet’'s ROCE averaged [<]% between 2009 and 2013. The
lowest ROCE achieved by CashEuroNet during the period was [<]% in
2011 and ROCE [<] in both 2012 and 2013. Our analysis of the most
recent level of profitability indicates that CashEuroNet's ROCE in 2013
was supported by a strong increase in reported EBIT of around [6<]%. In
spite of a [<] of [¢<]% in loan applications in 2013, CashEuroNet’s 2013
revenue [<]% as [<].

CFO Lending generated a ROCE of [<]% in 2012.2%* Profitability was
[¢<] in 2013 at [<]%, [¢<] than the weighted average of the major
lenders. CFO ceased lending in May 2014 and in August 2014 the FCA
appointed a skilled person to review its collection practices (see
paragraph 2.104).

Dollar’'s combined ROCE averaged [¢<]% for the period 2009 to 2013
(year to June 2014), with [<] returns of around [¢<]% for the first [¢<]
years of the period followed by [¢<] in both 2011 and 2012. In 2013 (year

253 [K]

254 The first year for which data was available due to negative equity balances in 2010 and 2011.
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(e)

(f)

(¢))

(h)

(i)

()

to June 2014) Dollar reported [¢<]. The deterioration in Dollar’'s perform-
ance was due primarily to [¢<] reduction in revenue from payday lending
activities, which fell [¢<]% year on year.

Global Analytics delivered a [¢<] trend in profitability and in 2013
generated [¢<] ROCE, which at [¢<]% was [¢<] the average of lenders
analysed.

H&T generated ROCE levels of around [6<]% for the first [¢<] years of the
period, after which profitability [¢<] and in 2013 ROCE reached [$<]%.%%°

MYJAR generated [¢<] ROCE levels of [¢<]% in 2010 and 2011 after
which profitability [¢<] and the company reported [¢<].

There was [<] of SRC’s high street business and its online operation.
SRC’s Speedy Cash stores made a [¢<] 2012, the second full year of
operation, and while [¢<] in 2013 ROCE was [<]%. We attributed the [¢<]
of SRC’s high street business to a lack of scale and to an inefficiently
large average store size. [¢<] WageDayAdvance generated ROCE levels
of [¢<]% for the four year period 2009 to 2012 and [¢<] in 2013, to [<]%,
profitability [¢<] the average for the major lenders. The company told us
that the change in profitability in 2013 at WageDayAdvance was the result
of complying with new regulations concerning rollover loans and CPAs.2%6

The Cash Store entered the UK market in 2010 and generated [¢<] of
ROCE in both 2011 and 2012. We attributed the [<] generated by The
Cash Store to a [¢<]. As at August 2013 the company operated 29 stores
in the UK. The Cash Store entered administration in August 2014.

Wonga’s ROCE averaged [¢<]% during the period 2009 to 2013. Wonga'’s
returns were [é<] in the early part of the period before [<] for both 2011
and 2012. Wonga’s profitability was [¢<] in 2013 with ROCE of [¢<]% due
to [<]. The [¢<] appeared to have been driven by [<].257

¢ ROCE sensitivity analysis

4.147 We performed ROCE sensitivity analysis to explore the effect of including

intangible assets in addition to the intangible assets we had identified deriving

255 H&T withdrew from single-payment one-month payday lending products in June 2013 and withdrew its online
payday lending product in January 2014. H&T’s personal loan product, introduced in September 2013, offers up
to £1,000 repayable over up to 24 months. H&T personal loans granted for durations of 12 months or less are
included in our terms of reference.

256 Hearing summary, paragraph 20.

257 Wonga response to the profitability of payday lending companies working paper, paragraph 2.3.11.
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from staff training and staff recruitment costs. The results of our sensitivity
analysis indicated that ROCE ranged from 16 to 47% during the period 2009
to 2013 based on a capital base including 100% of customer acquisition costs
and costs relating to knowledge of customer creditworthiness.?>® The
weighted average ROCE for the period was 32% including the additional
intangible assets considered. The results of our sensitivity analysis were
therefore not sufficiently different to change our conclusions on the levels of
profitability observed.?9260

Interpreting the level of observed returns

4.148 We now consider the interpretation of the observed levels of returns by first
discussing issues relating to the variation between lenders. We then consider
the relevance of innovation to interpreting levels of observed profitability. Next
we consider the relevance of successful risk-taking to observed profitability.
We then discuss the outlook for profitability and the extent to which it is
possible to conclude whether current levels of returns will persist. Finally, we
discuss the benchmarks which we consider relevant when interpreting levels
of profitability.

Variation in returns

4.149 In its response to our provisional findings, CashEuroNet raised concerns that
comparing the ex-post profits of the three most successful entrants to the
market with ex-ante required returns of investors reflected a survivorship
bias.261

258 Based on total CRA data costs incurred by lenders in the period.

259 We noted that our use of CRA data costs in our sensitivity analysis rather than bad debt costs (as the basis on
which to take account of intangible assets that might be associated with knowledge of customer creditworthiness)
was consistent with the methodology adopted in the Home Credit market investigation. Final profitability analysis
in the Home Credit market investigation included an intangible asset for ‘knowledge of the customer base’. Our
reasons for considering this category of intangible assets in sensitivity analysis, rather than our final ROCE
analysis, are set out in Appendix 4.5.

260 \We noted the results of analysis by AlixPartners which indicated the average economic ROCE of 20
companies (comprising 17 lenders) operating a payday lending business was between [¢<] and [¢<]% for the
period 2007 to 2012 (AlixPartners report Table 6.7 MEA 1 basis). The range estimated by AlixPartners was
therefore slightly lower than the range we estimated in our sensitivity analysis. We noted two factors relevant for
considering AlixPartners’ analysis. Firstly AlixPartners’ analysis incorporated additional intangible asset
categories not included in our sensitivity analysis (including marketing costs and regulatory compliance and
business continuity costs) and a higher value for the knowledge of customer creditworthiness intangible asset.
Secondly AlixPartners’ analysis did not include a capitalisation and amortisation adjustment and therefore
understated profitability for the purposes of our analysis (AlixPartners report, p51, footnote 48). We noted overall
that despite the incorporation of higher intangible assets and lower profits, the ROCE levels calculated by
AlixPartners were above our consideration of the minimum level of returns required by investors.

261 CashEuroNet's response to the provisional findings, paragraph 6.1.
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4.150 Wonga argued that ‘even where overall financial performance may be strong,
variation between lenders is a strong indicator of vigorous competition’?%2 and
that the variation in ROCE performance was ‘consistent with a competitive
sector’. Additionally, Wonga said that ‘the dispersion of financial performance
is consistent with a market where firms are competing to develop the best
business model to serve the customer’.263

4.151 We considered these views. We acknowledged that the aggregate profitability
of all lenders under consideration was more reflective of the profitability of
payday lending than a subset of the large three lenders. In this context we
noted that our analysis was based on the weighted average ROCE for the 11
major lenders (see paragraph 4.144). We further noted that these lenders
accounted for the majority of the number of loans issued by all the payday
lenders included in Figure 7.1.

4.152 We noted that our estimation of the weighted average ROCE for the major
lenders included companies which had either exited the market or announced
an intention to exit, including Ariste, CFO Lending and The Cash Store.?®* As
such our ROCE estimates included companies which had failed, in addition to
the most successful companies. We therefore considered that we had taken
the steps necessary to avoid the introduction of survivorship bias by examin-
ing the returns delivered by both successful and unsuccessful companies with
the minimum level of return expected by investors.

4.153 We agreed that the variability of returns was a relevant consideration. Our
analysis indicated that whilst there was a range of financial performance
across the sector as a whole, the extent of variation among the largest
operators was more limited, and levels observed for these operators were
above our estimate of WACC?%® across the period, except for one lender in
one year. We also noted that overall returns were higher than our estimate of
the minimum level required by investors despite the reduction in the weighted
average ROCE in 2013 relative to prior years. We considered that the
presence of a very limited number of unprofitable lenders during the period
did not indicate that the competitive process was working well.?%6 Rather we
concluded that the unprofitable lenders observed were earning negative
returns because these firms either continued to lack scale as new entrants, or
had experienced cost or strategic issues including IT problems or ‘oversizing’

262 \Wonga response to the profitability of payday lending companies working paper, paragraph 1.1.8.

263 ibid, paragraph 1.1.10.

264 Cheque Centres has also exited the market but was not included in our ROCE calculations due to the reasons
set out in paragraph 4.135.

265 And in Wonga'’s case we also examined the level of returns delivered in comparison with VC targeted returns
(see paragraph 4.182).

266 We also noted that in 2013 one lender had moved into profit having historically generated negative returns.
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the store base (building too many and/or excessively large stores). See
Section 7 for further discussion of the conditions faced by new entrants.

We also noted that if there were a lack of competitive pressure on payday
lenders, we might expect some of the resulting profitability to be dissipated
through increased expenditure by lenders in customer acquisition channels
(for example, in lead generator auctions). In this context, we noted the fierce
competition (and consequentially high prices) observed to acquire leads and
in pay-per-click advertisement auctions for payday-related search terms (see
Section 7), and the high proportion of online lenders’ costs accounted for by
customer acquisition expenditure (see paragraph 7.44). Total expenditure on
customer acquisition per new loan issued has increased substantially over the
period, as the number of lenders active in the market has increased.?67:268

Rewards for innovation

We considered that an element of Wonga’s [<] levels of ROCE in 2011 and
2012 might be explained by its position as an innovative early mover offering
differentiated flexibility to customers in the growing online sales channel.
During the early part of Wonga’s existence it innovated via its website ‘slider’,
daily pricing, the speed of lending decisions and mobile access. Wonga
introduced its faster payment service to expedite the transfer of money to
customers in October 2008.2%° CashEuroNet, Payday Express, PaydayUK
and CFO Lending had all introduced this facility by April 2012. Wonga was the
first lender to introduce mobile access to loans in January 2010. We did not
consider, however, that the extent of innovation was sufficient to explain the
full extent of the [<] levels of ROCE observed for Wonga in 2011 and 2012.

We considered that market-changing innovation had not been a factor in
driving the high returns observed for other major lenders:

(&) In Dollar’s case, UK market entry was achieved via the purchase of estab-
lished firms operating with traditional high street credit-scoring methods or
the online distribution of traditional ‘monthly’ single payment loans.

267 1t would also be logical for lenders to increase their spend on acquisition costs, at least for a time, if the overall
rate of growth in the market was slowing yet the evidence was unclear and lenders were not achieving their
volume objectives.

288 |n its response to our provisional findings (paragraph 3.25), Wonga told us that it considered that increasing
customer acquisition costs were due to the intensification of competition (reflecting new entry and expansion).

269 MYJAR offered expedited funds transfer from inception and began lending in March 2009.
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(b) CashEuroNet established its UK business using proven operational
methods from the USA and initially offered QuickQuid loans repayable in
either one or two monthly instalments.?7°

Additionally we noted that other major lenders including Ariste, Global
Analytics, SRC and The Cash Store established businesses in the UK having
operated previously in markets outside the UK.

Successful risk-taking

We also considered whether the high returns observed for the largest lenders
were compensation for downside risks taken at the time of investment in
significant innovations. We did not, however, consider that this applied to the
payday lending industry because:

(@) Investments have been incremental so that whilst initial investments may
have involved relatively high risks, subsequent investments could be
made conditional on the success of the first. The result of this approach
was that less capital was at risk in the initial, more risky stage of
significant innovation. There was evidence that the initial finance provided
to Wonga was relatively modest and supplemented in later years as the
business matured.?’*

(b) Lenders have typically invested in short-lived assets and there was no
evidence that lenders have faced significant demand risk over the life of
assets in which investment has been made.

(c) The expectation that returns would converge over time towards the cost of
capital applies equally to innovative markets since high ex-post returns
would provide an incentive for other companies to enter the market.

(d) The relatively low asset intensity?’? of the payday lending industry means
that investment is scalable to changes in demand.

Taken together, we took the view that these factors suggested that high ex-
post returns were not compensation for downside risks taken at the time of

270 CashEuroNet's Pounds to Pocket 12-month instalment product was launched in 2010. QuickQuid Flexcredit, a
revolving credit facility, was launched in June 2013.

211 AlixPartners report, paragraph 7.1.3(c).

272 |n its response to the provisional findings (paragraph 3.23(b)), Wonga argued that its low asset intensity
reflected its high velocity of credit, relying on its ability to ‘revolve’ the credit to provide more loans. Wonga told us
that even if we did not adjust benchmarks for the higher risk resulting from high velocity of credit, we should at
least take this into account in our interpretation of the results. Wonga compared the provision of £100 loans of
around or less than one month totalling £1,200 of capital at risk with an annual personal loan of £100. We noted,
however, that personal loans typically had a minimum amount of £1,000 (see Appendix 5.1, Table 1) and that
there would be circumstances in which the risk of a one-month loan would be less than the risk of an annual loan
due to the time value of money.
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investment, but rather indicated that prices were higher than could be
explained by the level of costs observed, including the cost of capital for the
major lenders.

We also considered that whilst investments made by the lenders under
consideration had enabled a significant change to the dominant sales
channel, the extent to which this investment had created a new market was
open to debate. As such, conclusions about whether the industry was in
steady state were of less relevance in this instance, unlike in markets where
innovation had required high-risk large-scale, ‘all or nothing’ investment,
which in turn could be clearly be considered to have created a new market
(such as Movies on Pay TV).

Outlook for profitability
Several lenders submitted views on the outlook for profitability:

(a) Inits response to our provisional findings, CashEuroNet told us that the
FCA rules on rollovers and CPA would further negatively impact lenders
profits and returns on investment.?’3

(b) Inits response to our provisional findings, Wonga stated that payday
lending was in the growth phase of the industry cycle during the period
2009 to 2013 and that Wonga was an innovator, which indicated that
greater weight should be placed on forward-looking profitability
analysis.?’*

(c) Inits response to our provisional findings, Dollar told us that we had not
taken into account a number of current FCA initiatives and the potential
consequences of those initiatives?’® and submitted that these matters
were likely to mean that profitability levels in the industry were likely to
decline further.27®

We considered these views by (a) examining cost data for 2013; (b) analysing
the trend in revenue and net profit for the period July to September 2014 (Q3
14); and (c) reviewing the internal profit projections for 2014 and 2015 of the
six major lenders which were in a position to provide forecasts.?””

273 CashEuroNet's response to the provisional findings, paragraph 7.1.

274 Wonga's response to the provisional findings, paragraph 3.19.

275 Including the impact on lenders’ costs resulting from the FCA’s announced thematic review on arrears and
collection and the review of the significant use of s166 Skilled Person for numerous players in the industry, and
the announcement by several providers (most notably Cheque Centres) that it was restricting its operations as a
result of moving towards FCA supervision. (Dollar’s response to the provisional findings paragraph 2.6.2 (iv).)
276 ibid, paragraph 2.6.3.

277 []
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4.163 From our review of 2013 data it appeared that there had not been a significant
increase in regulatory costs in the context of the overall cost base of lenders.
It appeared that if lenders had anticipated the introduction of the FCA’s
detailed rules on affordability and creditworthiness in April 2014, and the
introduction of rules limiting rollovers and the use of CPAs in July 2014, any
action taken had not significantly affected costs in 2013. We noted that three
lenders ([¢<]) had increased profits in 2013 compared with 2012.

4.164 Our analysis of the trend in the most recent financial data available indicated
that the performance of the lenders under consideration was weaker than in
previous years. A comparison of Q3 14 with Q3 13 for seven?’® of the major
lenders showed that:

(a) whilst aggregate revenue and new lending was around 40% lower year-
on-year, combined net profit for the period had dropped by around 30%;

(b) the Q3 14 aggregate net margin rose to 31% from 25% as a result of the
different relative rates of decline in revenue and profit; and

(c) Profitability was likely to have been supported by an increase in the
proportion of lending generated from repeat borrowing, which rose to 86%
from 81% in Q3 14. We noted that further increases in profitability would
not be possible if the proportion of repeat borrowing reached 100%, and
that a strategy centred on increasing the incidence of repeat borrowing
would not be a sustainable one.

4.165 We considered lenders’ views regarding trends in the most recent financial
performance:

(&) Wonga told us that the main reasons for the decline in net profit perform-
ance were higher costs and lower revenue due to a combination of
regulatory measures and greater competition.

(b) By contrast, other parties did not cite competitive factors as having
influenced performance, and noted the effect of regulatory changes:

(i) CashEuroNet told us that the factors affecting its financial perform-
ance were regulatory in nature [<].

(i) Dollar told us that changes had occurred as a result of new regu-
lations imposed by the FCA which were mandatory across the
industry. Additionally, changes had been implemented by Dollar in

278 Ariste, CashEuroNet, Dollar, Global Analytics, MYJAR, SRC (including Speedy Cash and WageDayAdvance)
and Wonga.
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response to ongoing dialogue with the FCA designed [¢<], a key
metric the FCA used to assess whether lending was affordable for
the customer.

(i) Global Analytics told us that the addressable market for its product
was being reduced by the CPA limits and affordability measures.

(iv) MYJAR told us that factors affecting its performance in 2014 included
[#<]

(v) SRC stated that the [6<] was due to the cap on the number of
deferrals allowed and the CPA restrictions which had been in place
from July 2014.

In the absence of any observed reductions in headline prices of products
during the period (see paragraph 4.45) we took the view that relevant
competitive factors were likely to relate to the introduction of new products,
such as CashEuroNet’s instalment product. Our review of data submitted by
CashEuroNet indicated that whilst its revolving credit product, Flexcredit, may
have taken market share from other lenders, it was also possible that growth
in this product had been at the expense of CashEuroNet’s single payment
QuickQuid loan.?” Additionally we considered that the decision by Wonga to
cease television advertising on 21 June 2014 was likely to have contributed to
reduction in new lending reported by Wonga. We therefore concluded that
regulatory changes were likely to have been the major determinant of the
observed trend, and that reduced financial performance did not indicate that
the market was operating competitively.

Our review of lenders’ 2015 forecasts indicated that there was a very high
level of uncertainty among lenders over the level of future financial perform-
ance. Three lenders ([¢<]) did not submit forecasts. [¢<] told us it was unable
to provide an estimate of profitability for 2015 [<]. [¢<] told us that its
projections were subject to significant unknown factors and estimated that its
forecasts could vary significantly in practice, by as much as 50%. Internal
planning documents from [<] indicated it expected to gain market share in
2015.

Considering the likely evolution of future profitability we acknowledged that
revenue and returns were likely to fall following the price cap which was
introduced on 2 January 2015. We considered three reasons for this.

279 []
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4.169 Firstly, those lenders which had previously priced above the cap would now
be operating with reduced prices and (unless they were to achieve a sufficient
compensating increase in lending volumes) revenues would fall.

4.170 Secondly, the cap is likely to cause lenders which previously charged above
the cap to tighten their risk thresholds, granting fewer loans to relatively high-
risk customers. This is because the expected gains from lending to the
highest-risk customers are unlikely to continue to exceed the expected costs
(given the risk that they do not repay). This effect is likely to reinforce the
increased regulatory focus on conducting effective affordability assessments.
Modelling carried out by the FCA suggested that the cap could have a
significant impact on the size of the market as a result. The FCA estimated
that 7% of customers will no longer be able to obtain a loan from any
lender.?80

4.171 Thirdly, we considered that lower levels of revenue with the price cap in place
might mean that some less efficient and/or less well-resourced lenders would
exit the market. Based on the FCA'’s static modelling which assumed that
firms would not change their business practices to operate profitably under
the cap, the FCA had initially estimated in its Consultation Paper that five out
of the eight larger firms for which it carried out its modelling exercise would be
at risk of exiting the market in the presence of the proposed price cap.

4.172 The FCA subsequently revised its estimates in light of recent changes to
lending volumes and estimated that more lenders may become unprofitable
as a result of the price cap than previously estimated.?8! However, the FCA
outlined several reasons why the static modelling is not reflective of the actual
situation in terms of market participants?®? and that a higher number of
lenders were likely to remain in this market than the model indicated. This was
consistent with lenders’ views collected during our investigation: while lenders
in general supported the view that a number of less-efficient firms were likely
to exit the market as a result of the cap, most lenders expected that a variety

280 See FCA ‘Technical annexes, Supplement to CP14/10’ p68, Table 7.

281 See FCA, PS14/16: Detailed rules for the price cap on high-cost short-term credit, Box 1, pp67-68.

282 The FCA pointed to five different reasons. First, the static model does not fully reflect firms dynamically
changing their business to remain viable. Second, consultation responses, public announcements and discussion
with lenders indicate that a significantly higher number of lenders are likely to remain in the market than the
model indicates. Third, the model is based on the assumption the reduced level of lending at August 2014 will
continue but the FCA considers that lending volumes will likely recover to some extent. Fourth, the model under a
‘no price cap’ scenario indicates that only four firms are at low risk of being unviable but the FCA noted that all
eight of firms in its model are continuing to operate at present. Fifth, one high-street lender has stated publicly
that it expects to continue to operate under the cap and has acquired several stores recently. (See Box 1,

Annex 2 of Detailed rules for the price cap on high-cost short-term credit.)
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of suppliers — large and small — would remain in the market following the
introduction of the cap.?®?

4.173 Notwithstanding the reasons set out in paragraphs 4.169 to 4.172, we took
the view that there could be scope for further cost reductions as lenders
responded to the end of the period of exceptional market expansion and the
effect of regulatory changes, including the price cap introduced on 2 January
2015. We noted in particular three areas where cost reductions could be
possible. Firstly we considered that lenders had the option to examine
efficiencies in internal costs in the light of market developments driving lower
lending volumes. Secondly we noted the expectation that external costs, such
as the cost of purchasing leads, could fall with the price cap in place.?®
Finally we considered that it was likely that one benefit of RTDS would be a
reduction in impairment costs for participating lenders.

4.174 Additionally we noted that as well as the reduction in the number of loans
granted the tightening of risk thresholds would be likely to lead to a reduction
in the overall riskiness of the population of payday loan customers that
continue to be approved for loans. The FCA noted that the price cap ‘provides
a ‘bright line’ backstop to ensure that it is economically unviable for firms to
lend to customers with a high risk of non-payment’.?8> This effect might be
expected to increase profitability, albeit relative to a smaller loan volume.

4.175 We concluded that whilst the price cap was likely to result in a fall in some
lenders’ revenues, there could also be some countervailing reductions in
costs. Moreover, to the extent that profits do fall with the price cap in place,
this would not demonstrate that the market was operating competitively.

Benchmark for profitability

4.176 In order to interpret levels of observed returns, it is necessary to compare
profitability with an appropriate benchmark. Our Guidelines state that in
assessing levels of profitability the CMA will have regard to its view of firms’

283 For instance, CashEuroNet told us that a number of small firms currently offered products priced below the
cap, and that it was therefore unlikely that only three firms would remain in the market. It said that the key
determinant of whether a lender survived would be the effectiveness of its credit models rather than its size
(CashEuroNet response hearing summary, paragraph 9). Dollar said that it expected more than three or four
lenders to remain in the market, because lenders’ products would respond to the cap (Dollar response hearing
summary, paragraph 4). Global Analytics said that it would [¢<] (Global Analytics response hearing summary).
Two of the smaller lenders that we spoke to (Elevate and Provident) told us that they intended to stay in the
payday lending market in the presence of the cap (though Elevate said that the cap would cause it to change the
rate of progression within its product, and would possibly cause it to eliminate some of the lower risk tiers — see
paragraph 4.10) (Elevate response hearing summary; Provident response hearing summary).

284 See paragraph 6.122.

285 See FCA, PS14/16: Detailed rules for the price cap on high-cost short-term credit, page 70.
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cost of capital. The CMA will generally look to the capital asset pricing model
(CAPM) when considering the cost of capital, since this is a widely understood
technique with strong theoretical foundations. However, the CMA will have
regard to alternative models where appropriate.?8¢ In the light of views
expressed regarding the appropriate approach to determining the cost of
capital for payday lending, we considered both CAPM WACC and other
potential benchmarks associated with VC financing.

e CAPM weighted average cost of capital

We have derived a pre-tax nominal WACC of 7.9 to 12.7% for the UK payday
lenders under consideration using CAPM (see Appendix 4.5 for details). Most
lenders made no submissions regarding this approach, though some lenders
expressed concerns:

(a) [<] said: ‘we consider that the CAPM may not be appropriate to estimate
the industry WACC due to the riskiness of the business’.?®’

(b) CashEuroNet observed that its US-based pre-tax WACC would be [<]%
using our UK tax rate assumption of 25% and argued that the WACC
estimate should also include Advance America.28

We considered [<]'s view (see paragraph 4.177(a)) that CAPM might not be
appropriate due to the riskiness of payday lending business. We noted,
however, that the cost of capital calculated under CAPM compensates
investors for market risk, rather than the specific risk of a particular business
activity. Since investors are free to diversify away specific risk by holding a
balanced portfolio, it follows that investments should earn a return which
compensates for their degree of market (systematic) risk.?8° We therefore
concluded that CAPM was appropriate for calculating the cost of capital for
payday lending and noted further that [¢<] had historically undertaken [<].
Separately we also noted that several other lenders had submitted WACC
calculations used within their businesses, albeit these estimates overstated
the cost of capital for our purposes due to the incorporation of factors to cover
specific risks, including forecast risk and regulatory/legislative risk (see
Appendix 4.5).

286 The Guidelines, Annex A, paragraph 16.

287 []

288 Advance America, a US financial services company, was acquired by Grupo Elektra on 23 April 2012. See
www.gruposalinas.com/News.
289 Some shares/investments are more affected by market risk than others and this aspect of risk is captured by

beta.
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4.179 We recognised that including additional companies in the beta analysis could
increase the accuracy of WACC estimates. Our review of beta data for
Advance America indicated that our estimate of the median beta for our
analysis was unchanged having included this comparator.

e Consideration of other benchmarks

4.180 We noted that there were differing views on the applicability of alternative
benchmarks.

(a) Wonga argued that we must adjust for the risk of ‘survivorship bias’ and
stated that this could be done by ‘looking at the returns that venture
capitalists require®®® on their successful investments so as to deliver
overall returns for their portfolio consistent with the high risks they
bear’ 2%t

(b) CashEuroNet raised concerns over the use of a benchmark based on the
long-term returns of VC funds, as these funds will include both successful
and unsuccessful businesses.?%?

4.181 We noted that VC firms raise funds from external sources including institu-
tional investors such as pension funds and insurance companies.?®® The cost
of capital for these external investors would reflect the combined opportunity
cost of not having invested in other asset classes such as equities, bonds,
property and other alternative investments. The decision to undertake VC
investment was likely to reflect a wish on the part of investors to introduce a
further level of diversity and variance into their portfolios.?** Just as equity
investors were free to diversify holdings across equity markets, VC investors
were free to diversify across different asset classes. We acknowledged,
however, that to the extent VC assets were less marketable and divisible than

2% AlixPartners told us that it understood from Wonga management involved in the early development of the
company that ‘early-stage venture capital investment often stipulates a required return on equity investment
assuming the business is successful, rather than modelling all cash flow scenarios that may materialise’ and that
‘this is consistent with initial finance being relatively modest and then supplemented a few years later as the
business matures (which is what happened with Wonga, where significant fund raising took place in 2009)’.
AlixPartners also submitted that ‘Wonga itself does not have direct evidence on such expectations’. AlixPartners
report, paragraph 7.1.3(c).

291 Wonga response to the profitability of payday lending companies working paper, paragraph 1.1.13.

292 CashEuroNet's response to the provisional findings, paragraphs 6.1-6.2.

293 BVCA, A Guide to Private Equity, p16.

294 We also noted that a portfolio approach is also often adopted by VC firms themselves in that those under-
taking seed capital investment are typically multi-stage investors and the extraordinarily high risk/return ratio of
seed capital deals are attenuated in being amortised across the total range of activities of the fund. See Dimov
and Murray, An examination of the determinants of the incidence and scale of seed capital investments by
venture capital firms 1962-2002, 2007.
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listed equity, the required returns of VC investors might be expected to
include a liquidity premium.

4.182 In order to consider the effect of any liquidity premium that might apply we
examined evidence on internal rates of return (IRRs) targeted by the VC
investors which had provided funding to Wonga.2% Table 4.10 shows targeted
returns of [6<]% for very high-risk early ‘seed capital’ dropping to [6<]% for
aggregate, more substantive investment.?®® A comparison of these IRRs with
our analysis of Wonga’s achieved returns indicated that Wonga'’s profitability
substantially exceeded targeted returns for the seven-year period 2007 to
2013.

4.183 We noted that Accel Partners had told us it historically had to wait an average
of [¢<] before it saw any return from an investment. It therefore seemed
reasonable to consider how [<] profitability might be expected to affect the
weighted average ROCE for Wonga for the period 2009 to [¢<]. Our analysis
incorporating Wonga’s projected [$<] profitability,?®” however, did not reduce
the weighted average for the [¢<] to below the targeted IRR benchmarks on
which we had evidence.?%® Wonga was [¢<]. It was not possible, therefore, to
extend this analysis to analyse at what point in the future returns might be
expected to fall, such that the weighted average reached Accel’'s IRR targets.

TABLE 4.10 Comparison of Wonga’s historic ROCE with VC targeted returns
%

Seed Aggregate

capital investment
VC money multiple targeted [<] [<]
Time period [<] [<]
VC target IRR (A) [<] [<]
Wonga’'s ROCE 2007 to 2013 % (B) [<] [<]
Difference % (B minus A) [<] [<]

Source: CMA calculations.

2% The IRRs targeted by VC investors include a liquidity premium associated with the risk that VC assets might
be less marketable and divisible than publically listed equity.

2% For reasons set out in Appendix 4.5 paragraph 62 we considered that the lower benchmark was likely to be
applicable to investment in Wonga from 2010 onwards.

297 |n its response to the provisional findings (paragraph 7.14), Wonga told us that it expected to generate an
economic ROCE of [¢<]%. Incorporating this figure into our analysis (albeit we considered that it underestimated
profitability for the purposes of our analysis (see Appendix 4.5) suggested that the weighted average ROCE for
2009-2014 would be in the region of [¢<]%, equivalent to [¢<]% above the highest IRR target for which we have
evidence. See Appendix 4.5 for further detail.

2% |n its response to the provisional findings (paragraph 3.17(c)), Wonga told us that VC investors typically
sought to generate multiples of 5 or 10 times invested capital over a five- to seven-year time frame, resulting in a
target for IRR for successful individual companies within the portfolio in excess of 100%. We noted that Wonga’s
view related to VC investors in general, rather than the specific investors which had provided early-stage funding
to Wonga (AlixPartners report, paragraph 7.1.3c). We therefore took the view that the specific target IRRs on
which we had evidence were the more appropriate metric to consider. This was because the evidence submitted
by VCs that had provided funds to Wonga and the associated IRR targets were likely to take into account the
anticipated risks and an evaluation of the specific returns opportunity presented by an investment in Wonga. By
contrast, IRR targets relating to more general investment opportunities would be likely to include a range of
anticipated risks and different contractual arrangements between VC investors and portfolio companies.
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4.184

4.185

Turning to the overall funding of the lenders under consideration, whilst VC
investors had participated in the industry, it was also the case that VC-funded
lenders were in the minority. Two of the largest lenders (CashEuroNet and
Dollar) and three of the other major lenders (Ariste, H&T and the Cash Store)
were publically listed companies or were owned by listed parent companies.
Given that VC investors were not the only investors in the companies under
consideration, we considered that an approach which sought to factor in any
significant imperfections of equity capital market funding was not warranted.

We therefore concluded that CAPM was an appropriate benchmark against
which to compare the observed levels of ROCE generated by publically
funded major lenders over the period. To the extent that a cost of capital
calculated using CAPM did not incorporate the liquidity premium associated
with VC assets, this could be taken into account by considering the IRRs
targeted by VC investors. It did not appear, however, that if we were to
increase the cost of capital to incorporate the higher hurdle rates?®® used by
VC investors this would explain the levels of profitability observed.

Conclusions on profitability

4.186

4.187

The average annual ROCE of the major lenders included in our analysis
ranged between 17 and 44% during the period 2009 to 2013. The average
economic ROCE peaked in 2011 and has declined in subsequent years,
although at 17% in 2013 remains above our consideration of the minimum
level required by investors.

There was some variation in the profitability of larger and smaller lenders
included within the major lenders analysed. The three largest lenders have
earned high and in some cases exceptional returns over a significant part of
the period 2009 to 2013. The profitability of the smaller lenders has been
more variable, however six of the smaller lenders achieved returns in excess
of the cost of capital for periods ranging from between one and five years.
Two of the smaller lenders did not generate a profit during the period. We
attributed the negative returns of these lenders to a lack of scale and to
strategic issues rather than evidence that the competitive process was
working well.

299 We use the term ‘hurdle rate’ in a general sense to describe total IRRs targeted by VC investors rather than a
specific rate which may be included in the contractual compensation arrangements for funds including: the
negotiated management fee, terms relating to carried interest payments (performance related compensation
which may be triggered by a company meeting a specific contractual hurdle rate) and capital contributions from
managing partners.
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4.188

4.189

4.190

There was some evidence that future profitability may be lower than recent
levels, both because of a further contraction in revenues and new lending
compared with historic rates, and due to regulatory changes which may
increase costs and/or reduce revenues. We noted, however, that the most
recent trend in net profit for the six major lenders for which data was available
indicated that the aggregate net margin for the lenders analysed had
increased by six percentage points to 31%.

We noted that Q3 14 profitability was supported by an increase in the
proportion of lending made to repeat borrowers and a reduction in impairment
costs. We took the view that there could be scope for further cost reductions if
lenders responded to ex-growth market conditions and the constraint of the
new price cap by seeking efficiencies in internal costs. We also noted the
expectation that the cost of purchasing leads could fall with the price cap in
place, and it was likely that the benefit of RTDS would be a reduction in
impairment costs for participating lenders. Moreover, we concluded that
should profits fall with the price cap in place, this would not demonstrate that
the market was operating competitively.

We noted that profitability analysis in isolation may be insufficient to draw firm
conclusions on the extent of competition in a market and should be consid-
ered in conjunction with other evidence on market outcomes.3%° We judged
that the profitability analysis conducted, combined with the evidence of price
stability despite new entry (see paragraph 4.45), and the observed high price
of leads (see Section 7) indicated that observed levels of profitability were
consistent with a lack of competitive pressure. We considered that our
interpretation of the profitability analysis undertaken gave sufficient weight to
factors which can result in returns above the cost of capital (even in a
competitive market) including innovation and successful risk-taking. We
therefore concluded that the levels of profitability observed were indicative of
shortcomings in the competitive process.

Non-price competition and innovation in payday lending

4191

Payday lenders’ products differ not only in terms of prices but also with
respect to other dimensions. As set out in the Guidelines, 3! ‘prices and costs
are not the sole indicators of the level of competition in a market. Poor quality,
lack of innovation, or limited product ranges are prominent among other
indicators of weak competition in a market’. In this subsection we discuss the
extent to which we observe lenders competing for customers using non-price

300 See also Section 6 in which we assess the extent and nature of rivalry between payday lenders, with a
particular focus on the role played by payday loan customers in driving competition.
301 The Guidelines, paragraph 127.
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variables. We begin by setting out evidence on the importance of different
non-price product characteristics to customers. We then look at evidence of
competition between lenders in terms of access to credit, repayment flexibility
and customer service, in the period 2008 to early 2014.

The importance of different non-price product features to borrowers

4.192 As a guide to identifying which non-price characteristics of payday loans
lenders are important to customers, we reviewed the following evidence:

(a) customer surveys investigating the factors that influence customers’
decisions about which payday loan provider to choose;

(b) lenders’ submissions on the non-price factors that are important to
customers; and

(c) lenders’ marketing and advertising strategies.

4.193 As part of our customer survey, we asked respondents to indicate the
importance of various product characteristics in the choice of payday loan.
‘Speed of getting the money’ was cited as very or extremely important by 74%
of the respondents, followed by ‘being able to apply for the loan online’ (for
online customers) or ‘in a store’ (for high street customers) (67%) and ‘ease of
the application process’ (63%). Other factors, such as the reputation of the
lender, the total cost of the loan, repayment flexibility and the amount that
customers could take out, were considered very or extremely important by a
smaller (though still significant) proportion of the respondents.3%2

4.194 Consumer research carried out by lenders3° similarly highlighted the import-
ance to customers of speed, as well as flexibility and ease/convenience. One
lender, CashEuroNet, submitted that because rapid availability of money was
now provided by all the main payday lenders, it was ‘not a driver of choice
between different online payday loan options’, citing a more recent survey
(August 2013) which it said suggested that different factors (especially interest

302 TNS BMRB survey report, p91.

303 For example, a survey commissioned by Wonga in March 2013 found that [8<]% of its customers indicated
the most appealing feature of Wonga’s products ‘that it is faster than other lenders’. Simplicity and flexibility (ie
short-term product) were indicated by respectively 39% and 38% of the customers. Similarly, research
commissioned by [¢<] in 2012 found that, together with the cost of loan, speed of process, ease and convenience
and flexibility of the loan terms play an important role in influencing customers’ choice. [8<]% of [<] customers
indicated speed of process as the most important driver of the provider choice (more than the customers who
indicated the cost of loan as the most relevant factor, [¢<]%). Ease and convenience and flexibility were the most
important drivers chosen by, respectively, [¢<]% and [6<]% of [¢<] customers. Finally, research commissioned by
the CFA also suggested that the speed with which the money is available is the most important attribute to
customers (22% of customers), followed by clear explanations of charges and fee (16%), and being treated with
dignity and respect (16%).
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4.195

4.196

rate [¢<]) were now more important drivers of product choice than speed
within the UK payday loan market.

In its submissions, Wonga highlighted customers’ responsiveness to the
ability to control the level of debt, access the product around the clock on
various devices, the speed of lending decisions and ability to manage the
loans. Similarly, MYJAR submitted that the ease with which customers could
access their account, the simplicity of its offering and the way the customers
were treated when they needed help were the most significant factors that
customers took into account.

We also reviewed lenders’ responses to our market questionnaire in relation
to their marketing and advertising strategies (see also Appendix 6.3):

(a) Wonga told us that the key messages emphasised in its advertising were
control, flexibility, speed and the fact that Wonga always showed the TCC
upfront. Some examples of texts used by Wonga in its advertising include:
‘Cash loans you control’, ‘Short term loans on your terms’, ‘How much?
How long? You decide’, ‘No hidden charges’.

(b) Inits promotions, CashEuroNet has presented side-by-side comparisons
with rivals’ products. For example, Figure 4.13 shows QuickQuid’'s Pay
Per Click campaign (May 2013)3%* which contained a comparison with
Wonga'’s Little Loans. In addition to the representative APR, the
comparison also stressed the differences between the two payday loan
products in relation to: the fee for fast funding, the maximum amount of
loan that new (and repeat) customers can borrow and the offering of a
loyalty programme.

304 This campaign was run during the OFT'’s consultation on referring the payday lending market to the CC.
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FIGURE 4.13

QuickQuid’s (CashEuroNet) May 2013 Pay Per Click campaign, with Wonga
comparison

R |

Need Cash Quickly? R
The choice is easy...
Representative 1734% APR

See Representative Example

Wonga
| Wobga com is a trading style of

Wonga com Lid
What is the standard fee for
fast funding? £5.‘.‘;0
How much can new customers
borrow? 1000 up to £400
How much can returning 10T
customers borrow? upto £1500 up to £1000
What is the total amount repayable 1" . =
for a 30-day, £250 loan? £312'5° £331.10
What is the representative APR? 1734% 4214%
Is there a froe loyalty programmae “,o
that provides added benefits? - o |

Websdles reviewed as of 22 February 2013

sk Po——

Source: Global Analytics.

(c) Zebit (Global Analytics) submitted some examples of its online pay-per-
click marketing campaigns. Speed of process (‘A Zebit cash loan is
initiated in 4 minutes’) and long-term repayment in instalments (‘A Zebit
cash loan ... allows flexible repayments up to 7 months’) were key
messages contained in those campaigns.

4.197 Finally, we considered the product characteristics recorded for each payday
product on money.co.uk — the largest comparison website (at the time of our
review) providing information on payday loans (see Section 2 for further
details). In addition to the cost (APR), the website compared products in
respect of the minimum and maximum amount of loan that could be taken out,
and the maximum duration of the loan.

4.198 On the basis of this review, we identified three key areas which appeared
particularly important to customers, and where non-price competition may
take place: (a) access to credit; (b) repayment flexibility; and (c) customer
service. Below we discuss the extent to which we have observed innovation
or competition in these product dimensions in recent years.

Access to credit

4.199 Much of the innovation that we have observed in the payday lending sector
involves providers facilitating customers’ access to credit. The changes have
taken various forms: (a) increased flexibility in the amount that can be
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borrowed; (b) faster access by speeding up the process to obtain the loan; or
(c) making it easier for customers to access their credit.

4.200 A number of lenders have increased the maximum amount that customers
can borrow using their products in the past five years. Lending Stream
increased the maximum loan amount from £600 to £1,000 in November 2008.
The Money Shop (Dollar) progressively increased the maximum loan size of
its products, moving from £200—£250 to around £1,000 for new customers
and from £350—£450 to around £1,000 for existing customers. Wonga also
increased the maximum loan amount (in November 2009) for new customers
from £200 to £400 and for existing customers from £750 to £1,000.3% Wonga
told us that this was a ‘direct result of competition and customer demand’ as
at the time of the change other competitors were offering loans up to a maxi-
mum of £1,000.3% Similarly, Dollar told us that it had modified its maximum
loan to respond to the ‘market advertising larger loan sizes’ and to offer ‘a
maximum loan value in line with the competition’.

4.201 Increased flexibility has also been achieved through the introduction of
facilities that allow customers incrementally to increase the loan amount up to
some limit (for example, top-up facilities). There are examples of these
facilities being made available both for standard-duration payday loans and
for longer-term instalment products. This type of facility has been introduced
in the period by Wonga,*°” CashEuroNet, Dollar, The Cash Store,*%® H&T and
SRC. Some lenders ([¢<]) told us that they were also considering offering a
product with such characteristics. Wonga and CashEuroNet submitted that
these facilities were launched in response to competition.

4.202 Innovations have also been introduced to expedite the process of approving
and transferring money to customers.®%°® The majority of lenders, including
Wonga,31° CashEuroNet, Payday Express, PaydayUK, CFO Lending,3!?

305 We have also observed one example of a lender increasing the flexibility of its loans by reducing the minimum
amount that customers can take out. Specifically, in December 2009 Wonga told us that it reduced the minimum
loan from £50 to £1 with the scope of giving customers increased flexibility and providing ‘a more competitive
offering’. An internal analysis carried out by [¢<] suggested that one of the reasons explaining Wonga’s high
customer turnover was indeed its offer of smaller loan sizes.

306 \Wonga also submitted that the increase in the maximum amount of loan was made possible by the improved
capability of its lending platform which enabled it to risk-assess customers at higher loan amounts with improved
confidence as to the customers’ ability to repay the loan on time. This was evidenced by the reduction in the
principal loss rates for existing customers which Wonga achieved by early 2009.

307 Wonga launched this facility in July 2009.

308 These facilities were available to customers who pay back at least 50% of the outstanding principal on an
existing loan. Such loans are subject to The Cash Store’s overall lending limits.

309 CashEuroNet submitted that speed of service was one of the main innovative features of online payday loans
(p11 of its initial submission).

310 Since October 2008.

311 Since April 2012.
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Global Analytics, Ariste, MYJAR, SRC3!'? and The Cash Store, currently use
Faster Payment Services (FPS)3!3 to process funds transfer. CFO Lending
told us that faster payments to customers became a key factor in the
customers’ decision on provider and that it began offering cash transfer
through FPS in order to compete with other online services.

4.203 Among the nine major lenders offering online products in 2013, six introduced
fees for the use of FPS in the period since 2008, namely Ariste, CFO Lending,
Cheque Centres, H&T, WageDayAdvance and Dollar (for repeat customers of
its Payday Express product). Three of these — Dollar, [6<] and Ariste3'4 — later
removed this fee. The three remaining online lenders introduced FPS without
introducing a corresponding optional fee. For example, MYJAR told us that it
had never charged a fee for this service since its inception in 2008.
CashEuroNet told us that it introduced free expedited funding in 2010 and that
this action was intended to provide a competitive advantage to attract both
new and existing customers.

4.204 We have also seen various examples of lenders implementing changes
intended to make it easier to access their payday loans. In particular, many
lenders have introduced mobile access to payday loans,®'® have improved
their website functionality3'® or have extended store hours/begun offering 24/7
availability.3'” SRC told us that in its view there was a significant migration
from high street to online borrowing in the UK and that it was driven largely by
mobile. It added that 50% of the people on its website were on a mobile
device and, in this respect, the UK market seemed to be much further ahead
than the USA.

312 Since June 2011.

313 FPS is a payment service that reduces clearing time and enables payments made via electronic telephone
banking, internet banking and standing order to be completed quickly.

314 Ariste removed the fee from its Cash Genie product only recently (in late May 2014).

315 TxtLoan has offered the possibility to apply for loans through SMS since its inception in 2008. Wonga intro-
duced mobile apps in January 2010, followed by CashEuroNet [<]. Wonga and CashEuroNet told us that mobile
app use showed significant growth since their launch (for example, Wonga submitted that currently [¢<]% of its
loans were taken out via a mobile device).

316 \Wonga told us that it had initially launched a ‘My account’ section on its website which was limited to review-
ing loan details and updating customer details. Greater functionality was subsequently added. This included,
among others: checking eligibility to apply for additional credit or to extend loan, online early repayment and
using online self-service tools to create repayment plan when customers are experiencing difficulties repaying.
317 1n 2011 CashEuroNet introduced the possibility for customers to apply for loans at weekends and bank
holidays with no extra costs. CashEuroNet submitted that the weekend service was a competitive necessity,
suggesting that other lenders already offered weekend funding and that the CashEuroNet offer was driven by the
need to catch up with the competitors. Similarly, Dollar told us that in response to competitors’ action it modified
store hours to be open at times more convenient to customers, including weekends (Dollar told us that opening
hours for individual stores changed on an as-required basis. A central decision was made in summer 2012 to
open approximately 40 stores on Sundays from 10am to 4pm).
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Repayment flexibility

4.205

4.206

Flexibility in repayment terms is another area where we have observed
significant changes being made by payday lenders in the past few years. A
key development has been the introduction by many lenders of the ability for
borrowers to repay loans in instalments. Some of the instalment products —
such as Pounds to Pocket (CashEuroNet), Lending Stream (Global Analytics)
and KwikLoan (H&T) — were loans specifically designed to be repaid in
instalments. Others — such as QuickQuid Payday Loan (CashEuroNet),
FlexCredit (CashEuroNet), Speedy Cash Flex Account (SRC), Zebit Short
Term Cash Loan (Global Analytics), Cash Genie/Cash Genie Loans — three-
month loan (Ariste)3!® — allowed customers some flexibility in deciding
whether to repay the loan in a single payment or in multiple instalments.3%°

Table 4.9 shows the date on which various instalment products have been
introduced. H&T was the first to launch an instalment loan in 2003.
CashEuroNet’s QuickQuid product was launched in 2007 (initially allowing
customers to repay in either one or two monthly instalments) and Global
Analytics’ Lending Stream two-month instalment loan (which could be
extended to eight months) in 2008, followed by CashEuroNet’s Pounds to
Pocket 12-month instalment product in 2010, Speedy Cash Flex Account
(SRC) in 2011 and Global Analytics’ Zebit instalment product, Ariste’s Cash
Genie/Cash Genie Loans (three-month loan), Sunny (Think Finance) and
FlexCredit (CashEuroNet) in 2013.

TABLE 4.9 Instalment products — timeline of entry into the market

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 N
KwikLoan QuickQuid  Lending Pounds to Speedy Zebit's
Payday Stream Pocket’s Cash Instalment
Instalment Flex
Loan Account Cash
Genie/Cash
Genie Loans

(3-month loan)
FlexCredit
Sunny

Source: Responses to CMA’s market questionnaire.

4.207

Further changes were made to some of these products after their introduction,
for example CashEuroNet’s QuickQuid product was extended in November
2012 to allow customers to elect to repay over up to three monthly instal-
ments, and the repayment term of the Lending Stream product was increased

318 Launched in June 2013.

319 QuickQuid Flexicredit and Speedy Cash Flex Account were both revolving credit facilities. While they cannot
really be explained as instalment loans as the drawdowns and repayments could be numerous and varied
throughout the time the customer has the account, they allowed customers to make periodic repayments.
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4.208

4.209

4.210

4211

from two repayments to four, five or six repayments (depending on loan
amount) in March 2009.

CashEuroNet told us that the launch of its three-period loan option was
triggered by the fact that a number of competitors ([¢<]) already offered
longer-term products and this suggested that ‘a longer term loan would be
favoured by some customers’. Similarly, Ariste indicated that following the
strategy adopted by competitors was part of the rationale for the launch of its
instalment product. Global Analytics submitted that its Zebit instalment
product was launched (in June 2013) because it saw the market opportunity
as there were relatively few established competitors offering instalment
products.

A number of other lenders told us that they intended to launch instalment
loans or focus their strategy on this type of product:

(a) Wonga told us that [$<].320 [<].321
(b) [<].

(c) Elevate said that its intention was to withdraw the payday-like products
and to market only instalment loans and lines of credit products, as it did
in the USA.

SRC told us that the US market had evolved towards instalment products in
recent years. While five years ago the majority of its business in the USA was
generated by traditional payday loans (more precisely, two-week loans
because people were paid biweekly in the USA), currently most of the loans
issued by SRC are instalment loans of varying terms.

Maximum and minimum loan durations represent another important dimen-
sion across which lenders’ offerings differ. MYJAR increased its loan duration
from 7 to 15 days in February 2011, and later in July 2013 from 15 to 18 days.
It told us that these changes were driven by the analysis of customer repay-
ment patterns which indicated that a longer-term product would suit custom-
ers’ need better and allow more flexibility in ensuring that they would be able
to repay on time. WageDayAdvance told us that it was considering the
possibility of extending the loan term and providing customers with longer-
term repayment options.3?? We also observed examples of lenders reducing
the loan minimum duration, eg Wonga decreased the minimum loan term from

320 Wonga has recently launched an instalment product in pilot.

321 []

322 1t told us that WageDayAdvance would offer the same loan terms as SRC did.
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five days to one day (in November 2009),3%23:324 and Payday UK (Dollar) and
Payday Express (Dollar) reduced the minimum loan duration to seven days
([=<D.

Customer service

4.212 Our customer research suggests that existing payday loan customers are
likely to attribute importance to their ‘experience’ with a particular lender,
especially given concerns about the reputation of the market (see paragraph
6.42). This is likely to create an incentive for lenders to invest in customer
service, given the importance to most payday lenders’ business models of
repeat custom.

4.213 We saw evidence that lenders invested in customer service as a means to
enhance the customer experience and retain customers with a good repay-
ment record. For example:

(a) Wonga told us that it had taken several actions in order to improve the
quality of its customer service since it had launched its Little Loans
product. It mentioned, for example, an increased number of customer
staff, live online customer services and improved customer contact
numbers (more clarity and removal of expensive 0871 numbers).

(b) CashEuroNet said that it was the first company to have 24/7 customer
service and considered the customer service it provided through a call
centre to be better than that offered by other lenders.

(c) Other lenders, such as [¢<],%?® The Cash Store,3?6¢ SRC%?” and MYJAR,3%8
emphasised that they continuously invested in customer service as this
was an important factor of differentiation between lenders.

4.214 Related to this, we were aware of some evidence to suggest that many
customers were happy with the service that they received from payday

323 |n discussing the rationale for this change, Wonga said in an internal document that: ‘In order to prove to
journalists, regulators and customers that we are completely flexible we want to be able to offer £1/1 Day loans’.
324 [5<]

325 [5<]

326 The Cash Store told us that it tried to differentiate itself from other payday lenders through superior customer
service and ‘the open and welcoming environment'. It also said that it believed that the overall experience it
offered its customers was superior to the competitors’.

327 SRC told us that customer service was a key competitive dimension and its customers were paying a
premium because they acknowledged the high-quality service provided by SRC.

328 MYJAR told us that it focused its investment ‘around service and treating the customer right’. It added that its
business culture and approach was to try and ‘give consumers an experience that they would not ordinarily
expect from a financial services company, let alone something that is perceived as a payday lender, and see how
they respond. And basically, through the service proposition, as opposed to the price proposition, see if we can
actually build scale.’
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4.215

4.216

lenders. For example, the consumer survey carried out by the University of
Bristol’'s Personal Finance Research Centre found high levels of satisfaction
among payday borrowers with the customer service received from lenders.
Wonga highlighted the relatively high net promoter scores that it achieved
compared with those of other financial services providers. A significant
proportion of customers responding to our survey who had taken out multiple
loans, but had only ever used one lender, reported having done so because
they were happy with the service provided.

We were also aware, however, that the serious problems identified by the
OFT in its compliance review3?° and others about irresponsible lending, and a
lack of compliance with lenders’ regulatory obligations, clearly indicate that
not all payday loan customers have benefited from good customer service
(see Section 3).

As discussed in Section 3, under section 25 of the CCA, the OFT had a duty
to ensure that licences were held only by businesses that were fit to hold them
(known as the ‘Section 25 Test’). In March 2010, the OFT published its
Irresponsible Lending Guidance.23° This guidance set out the expectation that
lenders will conduct a reasonable assessment of affordability and monitor
repayments. If customers fall into difficulties with their repayments, the lender
is expected to show forbearance in resolving the problem. These principles
and the accompanying expectations of firms have been brought forward into
the new regulatory framework under the FCA. In addition to the CCA, the FCA
has made further rules for high-cost short-term credit lenders (including
payday lenders) and debt management firms (see Appendix 3.1 for further
details). These new CONC rules and guidance have applied to firms carrying
on a consumer-credit-related regulated activity since 1 April 2014.33!

Conclusions on non-price competition

4.217

The evidence we discussed above suggests that lenders have on a number of
occasions introduced new products or made changes/innovations to their
products in recent years. We noted in particular that:

329 The OFT undertook a review of compliance by payday lenders, publishing its Final Report in March 2013. This
highlighted a significant degree of non-compliance with consumer credit legislation and OFT regulatory
requirements.

330 www.oft.gov.uk/shared_oft/business_leaflets/general/oft1107.pdf

331 In order to allow firms time to become familiar with the new structure and style of rules and guidance, the FCA
allowed a six-month transitional period. During this time, if a firm was able to demonstrate that it had acted in
accordance with CCA requirements and OFT guidance, the FCA would not take action against it in relation to the
equivalent new rules.
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(a) A number of lenders launched credit products or introduced features that
allow customers to draw down further funds during the term of a loan.

(b) Over the years lenders introduced faster payment services, and these are
now offered by the majority of providers. Some who charged an optional
fee for this service have since removed it.

(c) Instalment loans became increasingly available through the period
reviewed, and a number of lenders introduced either loans specifically
designed to be repaid in instalments or the option to do so.

(d) Lenders invested and took actions to ensure compliance with the new
regulatory framework and improve their customer service. Many payday
customers reported being happy with their experience with their lender,
although this must be set in the context of the findings of the OFT in its
2013 compliance review mentioned above and discussed further in
Section 3 and Appendix 3.1.

Conclusions on market outcomes

4.218

4.219

4.220

There is evidence from the outcomes that we have observed in the payday
lending sector to suggest that lenders compete on certain non-price aspects
of the product offering, and that some lenders seek to provide good customer
service in order to retain borrowers. Related to this, reported levels of
satisfaction among borrowers with the service provided by some payday
lenders are relatively high, though these should be considered in the context
of the serious problems identified by the OFT in its 2013 compliance review
(see Section 3).

In a well-functioning market, as well as seeking to offer customers good
customer service and to improve the non-price dimensions of their products,
we would also expect lenders to compete on prices.®32 However, our analysis
of lenders’ pricing behaviour indicates that there are significant limitations in
how effective competition between payday lenders on prices has been, and
that the competitive constraint that lenders face when setting their prices is
weak.

In particular, payday loan customers can face a wide range of possible prices
(particularly if they settle late) and many customers take out loans that are
significantly more expensive for their requirements than others potentially

332 Despite some differences in the non-price features of lenders’ products, we note that at their core, payday
loans are a relatively homogeneous product (see paragraph 4.95) and prices should be therefore an important
dimension along which lenders compete.
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available to them at the time. Aside from a small number of relatively recent
developments, there is little evidence of lenders actively using the price of
their loans to attract customers over the past six years, and in general
customers appear insensitive where lenders have offered lower prices. The
apparent weakness in the constraint that lenders face when setting their
prices is consistent with our profitability assessment, which shows that the
largest lenders have earned profits significantly above the cost of capital over
much of the past five years, although we have observed significant variation in
the level of profitability, both between lenders and over time.

In the next three sections, we seek to understand the causes of these market
outcomes, by examining the potential constraints on payday lenders’ pricing
and any factors that may be inhibiting the effectiveness of these constraints:

(@) In Section 5, we consider the constraint on payday lenders’ pricing from
competition from other forms of credit, as well as setting out our definition
of the relevant market.

(b) In Section 6, we examine the extent to which payday lenders’ prices are
constrained by customers shopping around for a better deal, or switching
to a lender with a superior product offering.

(c) In Section 7, we consider the competitive constraint on established
lenders from the prospect of new entry, or expansion by smaller lenders.
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5. Market definition and the constraint from other forms of credit
Introduction

5.1 In this section we set out our analysis of (a) the competitive constraint that
payday lenders face from providers of other forms of credit, and (b) whether
competitive conditions vary for different groups of customers. In light of this
assessment, we set out our conclusions regarding the ‘relevant market’ — a
task that flows from the statutory questions that this investigation is required
to address.333

5.2  As set out in the Guidelines, defining the market helps to focus on the sources
of any market power and provides a framework for the assessment of the
effects on competition of features of a market. It facilitates our understanding
of the key competitive constraints which may be faced by suppliers within the
market.

5.3  We take as our starting point the definition of payday loans that is set out in
Section 2: short-term, unsecured credit products which are generally taken
out for 12 months or less, and where the amount borrowed is generally
£1,000 or less. The first question that we then assess in this section is the
extent to which payday lenders are constrained by the threat that customers
will use other types of credit that fall outside this definition (such as credit
cards or overdrafts) instead of payday loans. This assessment allows us to
draw some conclusions on whether these other products should be included
within the relevant market.

5.4  We then look at whether distinct groups of payday loan customers exist such
that different classes of payday lenders face different competitive conditions.
Specifically, we discuss competition between online and high street lenders,
before looking at whether the competitive constraints facing lenders vary
materially between different local areas. Understanding any market
segmentation of this type sets the context for our examination of the
effectiveness of competition between existing payday lenders to attract
customers in Section 6, and the competitive constraint exerted by new or
expanding providers in Section 7.

333 The ‘relevant market’ is defined in the Act to mean the market for the goods or services described in the terms
of reference given to the CC for investigation. The market definition(s) used by the CC need not correspond with
the ‘relevant market(s)’ as used in the Act (see the Guidelines). In this section, we discuss the appropriate market
definition for this investigation.
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Competition from other credit products

5.5  We begin by assessing the extent to which providers of other types of credit
product are likely to impose a competitive constraint on payday lenders. We
discuss:

(a) how the main characteristics of payday loans compare to the
characteristics of other credit products;

(b) evidence on the extent to which payday loan customers have access to
other credit products and, if they have some access, the extent to which
credit is available via these alternatives when they take out a payday loan;

(c) evidence from payday loan customers on their perception of payday loans
and alternatives, and whether they had considered (or would consider)
using other credit products instead of taking out a payday loan; and

(d) evidence of payday lenders and other credit providers competing with
each other for customers.

5.6  We recognise that the consumer credit sector, like many we consider, is
dynamic with new products being regularly introduced, each with its own
particular characteristics. At the edges, this may lead to a degree of blurring
between product definitions. However, in the light of the evidence that we
have seen, we are satisfied that the broad distinctions that we have drawn
between different classes of credit product allow us to capture the spectrum of
credit alternatives that are on offer to customers, and to understand the
competitive constraint that different classes of credit products impose upon
each other.

Product characteristics

5.7  Although not conclusive, significant differences between the characteristics of
a payday loan and another credit product may suggest that customers would
be less likely to consider that other product to be a suitable alternative to a
payday loan, in turn making it less likely that the other product would impose a
competitive constraint on payday lenders. For example, our survey showed
that speed of access is an important aspect in customers’ decisions to use
payday loans.®** Given this, other credit products which do not offer similarly

334 Research into the payday lending market report — results of quantitative and qualitative research undertaken
by TNS BMRB, p90.
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5.8

5.9

rapid access to funds are unlikely to be seen by many customers as an
attractive alternative to payday loans.

Based on our review of the products on offer, we identified the following as
being some key observable characteristics of payday loans:33°

(@)
(b)

(c)
(d)

(e)

(f)

(9)

Amount of loan — this is typically less than £1,000.

Loan duration — this is typically a month or less, but can be up to a year
for some products, particularly instalment products.33¢

No need to provide security — payday loans are unsecured loans.

Payment and repayment method — when customers take out a payday
loan online the loan amount is deposited in their bank account, making
the money available for paying bills and withdrawing as cash. With high
street payday loans customers can receive the funds in cash or as a
credit to their bank account. Loans are often repaid through the use of
CPAs and customers of some high street lenders (eg the Money Shop)
can repay loans in cash in-store.3%’

Speed of application, approval and transfer — successful applicants
generally receive the funds on the same day, often within an hour (or less)
of their application. Customers using high street payday lenders can
receive the cash immediately after approval.

Ability to roll over loans — many payday loan products allow customers to
roll over their loan. The exact terms on which these facilities are offered,
and the terms used to describe them, vary, but the common effect is to
allow the customer to extend the duration of their loan beyond the
originally agreed repayment date. This characteristic of payday loans has
become less pronounced in light of the FCA’s decision to limit the number
of rollovers on an individual loan to two (see paragraph 3.14(d)).

Top-up facilities — some payday loan products allow the borrower to
increase or top up their loan before the end of the loan term.

We then investigated the extent to which other credit products shared these
characteristics, looking at credit cards, overdrafts (authorised and
unauthorised), credit union loans, home credit, logbook loans, pawnbroking,

335 This list is not exhaustive, and will not reflect every characteristic of payday loans that customers might find
important. Nevertheless, we consider that it serves as a useful basis on which to compare the key attributes of
payday loans to other credit products.

336 Rollovers and refinancing may also result in the extension of the effective loan period of shorter-term loans.
337 www.moneyshop.tv/short-term-loan-FAQ/.
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5.10

5.11

5.12

5.13

peer-to-peer lending, personal loans and retailer credit. Full details of this
analysis are presented in Appendix 5.1.

Our review showed that credit cards and overdrafts shared a number of
characteristics with payday loans. Credit cards and overdrafts could be used
to borrow similar amounts, had similar payment and repayment methods and
were also unsecured. They could also provide facilities similar to rollovers and
top-ups, so long as the customer was able to borrow more within agreed
credit limits. Customers with an existing credit card or overdraft facility could
also access funds immediately (eg by making a purchase by card, or by
withdrawing cash from an ATM).

Credit cards and overdrafts differed from payday loans in terms of the period
over which credit is paid back to the lender. With credit cards, customers are
only required to pay back a minimum amount every month, rather than the
whole outstanding debt. Authorised overdrafts typically run over an extended
period and can extend indefinitely. Unauthorised overdrafts typically cover a
significantly shorter period — for example, Santander told us that the average
time a customer spent in unauthorised overdraft was three days.

Other credit alternatives shared fewer characteristics with payday loans. Of
the other products we considered, credit union loans and retailer credit
appeared to share the most similarities. Credit union loans involved similar
small, unsecured loans which are paid and repaid through bank accounts,
offered top-up facilities and are available for shorter terms (including in some
cases one-month loans). However, they sometimes could not be obtained
quickly and did not offer the ability to roll over/refinance the credit. In addition,
a customer would need to meet the membership criteria of a particular credit
union in order to be able to borrow from them. Retailer credit could involve
borrowing similar unsecured small amounts and the funds could be made
available quickly. However, the credit had to be spent with a specific retailer
and the payback period could be longer than for payday lending, as
repayment generally operates in a broadly similar way to a credit card.

We also considered the characteristics of guarantor loans, such as those
offered by Amigo Loans and UK Credit Limited. We found that these products
differed from payday loans in some key respects — the amount of a guarantor
loan is typically much higher (an average of £[¢<] for Amigo Loans), the
duration is longer (a minimum of 12 months,3*® although it could be possible
to repay early), they are not paid as quickly (typically the application process

338 Amigo Loans told us that the average loan duration was over three years.
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5.14

5.15

5.16

5.17

can last a few days)32°340 and the loan is paid to the guarantor, rather than the
borrower.

We also looked at the relative cost of borrowing using a payday loan
compared with borrowing using other credit products. We considered that the
larger were any price differences between payday loans and other types of
credit, the more likely there were to be significant differences in the
characteristics of those products.

Our analysis, set out in Appendix 5.2, compared the prices of payday loans
with other credit products in the following four scenarios:*!

(a) A customer takes out a £100 loan for 28 days and pays back the loan on
time.

(b) A customer takes out a £100 loan for 14 days and pays back the loan on
time.

(c) A customer takes out a £100 loan for 28 days and then rolls over the loan
for 28 days.

(d) A customer takes out a £100 loan for 28 days and pays back the loan
11 days late.

We found that borrowing using a payday loan was typically significantly
cheaper than using an unauthorised overdraft (for example, a median cost of
£29.25 per £100 for a 14 day payday loan compared with £72.50 for an
unauthorised overdraft of similar duration and amount).3*> Payday loans were,
however, generally substantially more expensive than the other forms of credit
considered under all scenarios, apart from home credit. Borrowing using a
payday loan was typically cheaper than using home credit in Scenarios 1 and
2 (the shorter-term scenarios), but more expensive than using home credit in
Scenarios 3 and 4 (the longer-term scenarios). This was influenced by the
minimum loan term for Provident’s home credit products, which was
significantly longer than 28 days.34?

Finally, we considered other, non-commercial alternatives that were
potentially open to some borrowers, including borrowing from friends and

339 Amigo Loans said that on average loans took around 36—48 hours to pay out.

340 UK Credit told us that the average loan took 6.6 days between receipt of enquiry and payment to guarantor.
341 These scenarios were also used in our comparative pricing analysis of payday loans in Section 4.

342 The full results are set out in Appendix 5.2, Table 1.

343 Although we noted that, in principle, a customer might borrow from Provident on a longer, cheaper term and
then get a rebate within 28 days, which would cause the relative price of using home credit to decline somewhat
relative to the price of a payday loan.
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5.18

family. Wonga submitted that friends and family should be considered a
competitive constraint, and that the non-financial costs associated with this
type of borrowing would be a relevant consideration to customers when
considering the price of a payday loan.3*

These informal credit options, where available, may have some character-
istics similar to a commercial payday loan, such as the speed of access to
funds (assuming family or friends have ready access to the funds), but may
differ in other characteristics such as customers’ ability to borrow more or
extend the loan. Moreover, since borrowing from friends or family is based on
a personal rather than a commercial relationship, this form of borrowing is
inherently different, as a much wider set of social and other factors are likely
to be involved in any request to borrow money. Its availability as an alternative
and the range of factors that would be involved in practice are likely to differ
considerably between potential borrowers. Further, friends and family will not
normally be driven by the profit-seeking incentives of commercial credit
providers when lending. We have not seen any evidence to suggest that
lenders take into account funds sourced from friends or family when setting
their prices. Taken together, this suggests that the risk that customers might
otherwise borrow from friends or family is unlikely to impose an effective
competitive constraint on payday lenders’ pricing.

Access to, and availability of, other types of credit

5.19

5.20

Alternative sources of credit will only provide a viable alternative to a payday
loan if payday loan customers have access to other credit products, and are
able to use those alternatives to borrow the required amount given their credit
histories. To assess the extent to which payday loan customers are able to
use other forms of credit to borrow, we reviewed:

(a) customer research, including our survey of payday loan customers, and
the work carried out as part of the Bristol Report;

(b) CRA data on payday loan customers’ use of other credit products; and

(c) evidence on the acceptance criteria of non-payday lenders.

Customer research

Our survey showed that use of other forms of credit was relatively common
among payday loan customers, although not universal. Specifically, when
asked about their use of other credit products, we found that 49% of payday

344 Wonga response to the annotated issues statement, 28 February 2014,
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loan customers had used an alternative form of credit (excluding an overdraft)
in the last 12 months. Credit cards were the most commonly used credit
product (31% of payday loan customers). The others were retail credit (13%),
bank/building society loans (8%), home credit (6%), pawnbroker (4%),
Department for Work and Pensions (DWP) Crisis Loan (5%) and credit union
(2%).34> Moreover, of customers with a bank account, 56% had been
overdrawn in the previous 12 months,3#% around half of whom had used an
unauthorised overdraft.34’

5.21 While many payday loan customers use other credit products, there was also
evidence to suggest that a significant proportion had experienced credit
repayment problems in the past (see paragraphs 2.23). We considered
evidence on the extent to which payday loan customers have credit available
to them from alternative credit sources at the point in time at which they take
out their payday loan. Respondents to our survey were asked whether —
instead of taking out a payday loan — they could have borrowed using another
credit product.®*® We found that a significant proportion of customers — 39% —
reported that they could not have used any alternative credit product to
borrow the money. However, some customers did have credit alternatives
available to them: 18% of all customers said that they could have used a
credit card to borrow the money instead of a payday loan, 20% said that they
could have used an overdraft and 30% said that they could have used at least
one of these two alternatives.

5.22 The customer research produced for the Bristol Report®*° derived a measure
of credit access from survey data, based on whether customers reported
having unused balances on their overdraft or credit card or said that they were
most likely to have used mainstream credit if they could not have borrowed
from a short-term lender. On this measure, the report estimated that
mainstream credit was a feasible alternative to short-term credit for 14% of
high street payday loan customers and 24% of online payday loan customers.
In most cases this would have meant using a credit card or overdratft.

345 Research into the payday lending market report — results of quantitative and qualitative research undertaken
by TNS BMRB, response to QFCAL.

348 ibid, response to QFC2. 96% of respondents said they had a bank, building society or credit union account.
347 ibid, response to QFC3.

348 ibid, response to QPDSB3. TNS expressed concerns regarding the possible limitations of this question, noting
that some people may have answered in terms of what they would have done, rather than what they could have
done, and that it may be difficult to judge whether one could use some of the alternatives, eg unlicensed lenders.
This may result in the responses underestimating the availability of other sources of credit.

349 The impact on business and consumers of a cap on the total cost of credit, Personal Finance Research
Centre, University of Bristol, 2013.
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5.23

5.24

5.25

5.26

5.27

5.28

The Bristol Report also investigated customers’ perceptions of the alternative
credit products that were available to them. For online payday loan
customers, 50% agreed that they used payday loans because they did not
have access to anything else. For high street payday loan customers the
figure was 57%.

Other customer research that we reviewed provided additional evidence of the
extent to which payday loan customers could have used other forms of credit
to borrow instead of a payday loan.®*° In all cases these surveys showed a
significant proportion of payday loan customers reporting not having access to
any credit alternatives, although estimates of the proportion of customers this
applied to varied significantly (from around a quarter, up to more than half),
depending on the sample used and the precise question asked.

Credit reference agency data

To explore further the degree to which payday loan customers are able to
access other credit products — and the amount of credit available to payday
customers using those products — we analysed information relating to a
sample of payday borrowers’ credit records. The detailed analysis is in
Appendix 5.3.

We began by selecting a sample of payday loan customers from the
transaction databases of 11 major payday lenders, as discussed in 2.48.
CRAs were then asked to provide information on the payday loans and any
other credit products used by each customer in the sample in the period

1 January 2012 to 31 August 2013. Our sampling methodology was based on
randomly selecting loans, rather than customers, so will tend to give extra
prominence to heavier borrowers who account for a greater share of payday
loans.

Using this sample, we estimated that 52% of payday loan customers in our
sample had an active credit card during 2012 and 55% had an overdraft
balance greater than £20. A smaller proportion of customers used other credit
products, such as personal loans. Around 25% of customers were not
recorded in our data set as having used any other credit product.

Our results suggest that a significant proportion of payday loan customers use
(or have used) credit cards. We considered the extent to which customers

350 This included research by the CFA; Which?; Dollar; [5<]; YouGov; Friend Provident/JMU/Policis. In addition,
Think Finance submitted survey results of 1,016 short-term borrowers, which asked why they had not considered
products other than payday loans. 70% said that it was because they had a bad credit score or were rejected by
mainstream lenders.
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actually had credit available on their credit card accounts when taking out a
payday loan. We did this by taking each payday loan in the sample that was
issued in the period from 1 April 2012 to 31 March 2013, and for those
customers with credit cards, seeking to estimate the total amount of available
credit on all of their credit cards at the point at which the loan was taken.35!

5.29 We estimated that in 82% of cases customers either did not have a credit
card, or had less credit available than the amount that was ultimately
borrowed using the payday loan. This finding, which is broadly in line with the
results of our customer survey, suggests that although use of credit cards is
relatively high, many payday loan customers with credit cards would not be
able to use these cards to borrow further amounts as an alternative to a
payday loan.

Evidence from non-payday lenders

5.30 Some non-payday lenders provided information on the likely availability of
their credit products to payday loan customers.

5.31 A number of banks®? told us that payday loan customers tended to represent
higher credit risk than their typical customers, for example:

(a) Lloyds Banking Group (LBG) told us that it monitored the proportion of
lending to customers with payday loans as these customers tended to
have worse repayment behaviour overall than customers who did not use
payday loans. LBG internal research from April 2012 suggested that of
the Lloyds Bank customers who used payday loans, [¢<]% would be
rejected if they applied for a personal loan. For HBOS customers using
payday loans, the figure was [¢<]%. Follow-up research in July 2012 gave
rejection figures of [¢<]% for Lloyds Bank and [<]% for Halifax.

(b) Another large bank ([<]) told us that 4.4% of its retail customers had
evidence of an active payday loan facility or had taken or applied for a
payday loan facility in the last 12 months. Of those customers, 80% were
currently in arrears on other credit facilities, with 73% having a registered
default, county court judgment or insolvency marker. It told us that
customers with recent payday loan activity had default rates up to ten
times higher than those customers without payday loan activity.

351 |t was not possible to carry out a similar assessment for overdrafts, because of limitations in the data available
for these products.
352 []
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5.32 In addition, a number of other credit providers®? said that they were using or
considering using information on payday lending as part of their credit
checking process.

Summary of findings on access to and availability of alternative credit
products

5.33 We found that use of other forms of credit was relatively common among
payday loan customers, although not universal. We estimated that up to a half
of all payday loan customers had used a credit card in the previous 12
months, and around a half had used an overdraft facility.

5.34 However, a significant proportion of payday loan customers have experienced
repayment problems with credit in the past, and the evidence suggested that
many customers would be constrained in terms of the alternative credit
products available to them at the point of taking out a payday loan. In
particular, we found that a significant proportion of borrowers would be
unlikely to have any credit alternatives available to them when taking out a
payday loan (our survey suggested that this applied to around 40% of all
customers). In addition, despite relatively high usage of credit cards and
overdrafts among payday customers, our survey suggests that only around
30% of customers could have used a credit card or overdraft to borrow the
money instead of a payday loan. Our analysis of data provided by a CRA
similarly indicates that many customers are likely to have only limited credit
available on their credit cards at the point at which they take out a payday
loan.

Payday loan customers’ perceptions of other credit products

5.35 We next reviewed evidence on payday loan customers’ perceptions of other
credit products, and their willingness to use these products instead of payday
loans.

5.36 In our survey we found that only a very small proportion of all customers
reported that they would have used another type of credit product, had a
payday loan not been available. In particular, respondents to our customer
survey were asked: ‘If you had not been able to get a payday loan on this
occasion, what do you think you would have done instead?’3>* 6% of respon-
dents said that they would have borrowed from a different type of credit

353 [K]
354 n its response to the annotated issues statement, Wonga argued that answers to this question could not be
relied upon because the question was unprompted and respondents could only choose one answer. However, if
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provider.3%® These responses suggest that in general customers taking out a
payday loan do not consider other credit products to be a close substitute. A
similarly small proportion of those customers that might be considered more
‘marginal’ — ie more likely to have alternatives available to them if the price of
payday loans were to increase — reported that they would have used a
different type of credit had their payday loan not been available.3%¢

5.37 Instead, most individuals stated that they would either have gone without the
loan®57 or borrowed from friends or family. Of the minority of customers who
said that they would have used an alternative product, and consistent with our
review of product characteristics, a credit card was the most common option
(21% of alternatives mentioned). Other options mentioned included overdrafts
(15% of alternatives mentioned), bank/building society loan (12% of alterna-
tives mentioned), pawnbroker loan (3% of alternatives mentioned) and home
credit (1% of alternatives mentioned).3%8 In total, around 2% of customers
reported that they would have used a credit card or overdraft to borrow the
money had their payday loan not been available. The proportion of customers
who said that they would have used other credit products was lower still.359

5.38 Other survey evidence supported this finding. In particular, in the Bristol
Report’s customer survey payday loan customers were asked: ‘What would
you have done if you had been unable to obtain a payday loan?’ 8% of
respondents reported that they would have borrowed in some other way,
which is close to our own figure of 6% (see paragraph 5.36).3¢° In addition, we
found that in total, only 14% of all payday loan customers reported having got

payday loans and other forms of credit were close substitutes, we would expect this to be reflected in the
responses of customers irrespective of whether the question was prompted and despite the fact that customers
could only report their most favoured alternative.

355 Research into the payday lending market report — results of quantitative and qualitative research undertaken
by TNS BMRB, response to QPDSB1.

3% Specifically, we looked at respondents to our customer survey who said that they had not experienced any
debt problems in the last 12 months, and so may be expected to be more likely to have other credit products
available. Among this group, 5% of customers reported that they would have borrowed using another credit
product had their payday loan not been available.

357 In its response to the annotated issues statement and working papers, Dollar said that this result was
inconsistent with the fact that 59% of payday loan customers said that the loan was for something that ‘they
definitely could not have gone without’. However, as discussed in paragraph 2.27, the qualitative research
suggested that customers’ mindsets at the time of taking out a loan tended to push their perception towards
apparent need, exaggerating their need for a loan, while in retrospect customers thought that the expenditure
could have been forgone or delayed.

358 Research into the payday lending market report — results of quantitative and qualitative research undertaken
by TNS BMRB, response to QPDSB2.

3% Since we did not ask consumers specifically about guarantor loans, we reviewed the quantitative and qualita-
tive research to understand if there were any cases where consumers had used or considered a guarantor loan.
None of those interviewed as part of the quantitative and qualitative survey work mentioned guarantor loans.
Source: Review carried out by TNS at CC request.

360 The impact on business and consumers of a cap on the total cost of credit, Personal Finance Research
Centre, University of Bristol, 2013.
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5.39

5.40

5.41

5.42

as far as finding out information to compare the pros and cons of alternative
credit products with the pros and cons of a payday loan.36!

Wonga told us that on the basis of the survey evidence discussed in
paragraphs 5.21 and 5.23 a sizeable proportion of the payday loan customers
could have used alternative forms of credit and that these customers in
aggregate would be sufficient to constrain payday lenders.3? We noted,
however, that while a significant proportion of customers could have had
access in theory to other types of credit providers, the evidence presented in
the above paragraphs (5.36 to 5.38) indicates that a very small proportion
would consider other credit products to be a close alternative.

As discussed in paragraphs 5.19 to 5.34, one reason why many payday
customers may not consider other types of credit to be a close substitute is
that they are unable to borrow using these other types of credit. For those
individuals who are able to borrow using alternative types of credit, our
customer research highlighted a number of other reasons why customers may
prefer to use payday loans, either related to:

(a) the perceived attractions of payday loans; or
(b) the perceived disadvantages associated with the alternatives.

In terms of the perceived attractions of payday loans, discussions with
customers as part of our qualitative research suggested that some customers
were attracted to the practical benefits of payday loans, and in particular the
speed, convenience and control. This was supported by the findings of the
guantitative survey, in which we asked those payday customers who could
have used an alternative source of credit why they did not do so. The main
reasons given for favouring payday loans were that the alternatives were not
as convenient (45%) and that they could not get the money as quickly
(31%).363

The importance to customers of convenience was also highlighted in the
customer survey of the Bristol Report, in response to which over 60% of
online customers gave ‘convenience’ as the reason for using a payday loan
rather than borrowing in some other way.

361 Consistent with this finding, Elevate provided the results of a survey in which 1,016 short-term borrowers were
asked ‘Thinking about the last time you used a payday loan, which, if any, of the following options did you also
consider?’ 58% said that they did not consider any other options or payday loans were the only option available
to them. 15% said they considered borrowing from friends and family. 13% said they had considered using a
credit card and 10% considered using their authorised overdraft.

362 See Wonga'’s response to the provisional findings, paragraphs 4.5-4.7.

363 Research into the payday lending market report — results of quantitative and qualitative research undertaken
by TNS BMRB, response to QPDSB6.
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5.43 In addition to these practical advantages of payday loans, some customers
also referred to the perceived disadvantages associated with alternative credit
products. In particular, our survey found that some customers wanted to
distance themselves from the type of customer that uses home credit or
pawnbroking. In contrast, online payday loans were seen to be a relatively
discreet way of borrowing by many respondents. In addition, some customers
reported disliking or distrusting mainstream credit providers. A third of
respondents to our customer survey agreed with the statement ‘I try to avoid
banks as much as possible’.364

5.44 Responses to the Bristol Report’s customer survey also highlighted negative
perceptions among some payday loan customers about characteristics of
other forms of credit, particularly credit cards or overdrafts, that are revolving
rather than having a fixed end date, and/or can be used continuously. Around
63% of high street payday loan customers and 54% of online payday loan
customers responding to the Bristol Report’s customer survey agreed with the
statement: ‘I use this type of loan because | am less likely to get into difficulty
using it compared with a credit card or overdraft.” Policis’ payday loan
customer survey3%® similarly found that 56% of payday loan users agreed that
‘credit cards could trap you in long-term debt’ while 43% believed that ‘you are
less likely to get into trouble with payday loans’.

Competitive interactions between payday lenders and other credit providers

5.45 We sought evidence of payday and non-payday lenders taking actions to
compete with each other for customers, as well as lenders’ views on the
extent of competition between payday lenders and other credit providers.
Further detail of respondents’ views are set out in Appendix 5.4.

5.46 We began by noting that the market outcomes in payday lending, as set out in
Section 4, suggest that lenders are not effectively constrained in setting their
prices, although there is more evidence of lenders taking actions to improve
the non-price dimensions of their loan offering.

5.47 A small number of payday lenders, including CFO Lending, Global Analytics
and The Cash Store, told us that they did not see themselves as competing
with other credit products. However, most payday lenders that we spoke to
took the view that they did compete with providers of other forms of credit,
including CashEuroNet, Cheque Centres, Dollar, MYJAR, Microlend, SRC,
Think Finance and Wonga.

354 ibid, p8a.
365 Credit and low-income consumers, Policis.
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5.48

5.49

5.50

When asked for examples of how they competed with providers of other
credit, most payday lenders highlighted the role of competition between
payday lenders and providers of other forms of credit in driving product
innovation. For example, Wonga told us that there was evidence that other
financial providers were responding to the innovation brought to the sector by
companies like Wonga: for instance, banks were improving their online and
mobile platforms; Provident, a home credit provider, was now providing an
online short-term credit product; and some credit unions were increasing their
efforts to offer an alternative to payday loans. 266 We saw no substantive
evidence that suggested that the prices chosen by payday lenders were
influenced by the prices of non-payday products.36”

Many of the non-payday lenders that we contacted believed they did not
compete directly with payday lenders and/or told us that they had not taken
actions to respond to competition from payday lenders. These included: banks
(Barclays, HSBC, LBG, RBS/NatWest and Santander); credit card providers
(MBNA and SAV); home credit providers (Shopacheck); Logbook loan
providers (CarcashPoint); pawnbrokers (Fish Brothers and Mays
Pawnbrokers); peer-to-peer lenders (Ratesetter); retail credit providers
(SDFC, Next and Arcadia Group); and guarantor loan providers (Amigo Loans
and UKCredit).

However, some respondents provided details of some actions that they had
taken as a result of the actions of payday lenders:

(a) Capital One told us that it had tested two credit card products as potential
alternatives to, and partly in response to, the growth of payday lending.

(b) Leeds City Credit Union said that its business volumes had remained
steady and therefore there was no evidence that it was losing customers
to payday lenders. However, it was trying to win customers from payday
lenders, working with local partners and media to raise its profile.

(c) Mobilemoney said that the growth of payday lending was adversely
affecting its business for logbook loans of £200 to £1,000.

(d) Provident Financial, a home credit provider, told us that its home credit
offer did compete at the margins with payday lenders. Provident Financial
told us that it had sought to update and modernise its home credit offer in

366 Wonga response to the annotated issues statement.

367 Dollar told us that it had taken the price of authorised overdrafts into account when it had increased the price
of the Money Shop payday product in 2013. Wonga referred to a presentation by [<]. However, in neither case
was any evidence provided showing how overdraft charges had actually affected the level of prices chosen by
the lender, and there was no indication that the price of overdrafts (or indeed any other forms of credit) had
driven either lender to keep their prices low for fear of losing customers.
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5.51

response to the general trend in customer behaviour and preferences for
greater convenience, speed and online interaction.

(e) S&U, a home credit provider, told us that it was competing for customer
loan business, but did not compete directly online with payday loan
companies.

Overall, despite a small number of examples of other credit providers —
particularly non-mainstream lenders — taking steps to increase the flexibility of
their products, most providers told us that they did not compete with payday
lenders. Similarly, while we have observed some innovation in the payday
lending sector (see Section 4), and it is possible that some of this innovation
may be targeted at customers who had previously used other types of credit
product, we saw no substantive evidence of payday lenders taking
developments in the pricing of any non-payday products into account when
setting the prices of their products.

Conclusions on competition from other credit products

5.52

Based on the evidence set out in paragraphs 5.5 to 5.49, and given the
market outcomes that we observe as discussed in Section 4, we concluded
that competition from other credit products was likely to impose only a weak
competitive constraint on payday lenders, and in particular on their pricing.
This was for the following reasons:

(a) The characteristics of payday loans differentiate them from many other
credit products, which often do not allow customers to borrow such small
amounts for short periods, access funds as quickly, or require some
security. With the exception of unauthorised overdrafts, borrowing using
other credit products is generally significantly cheaper than using a
payday loan.

(b) ltis relatively common for payday loan customers to use other forms of
credit. However, a significant proportion of payday loan customers have
experienced credit repayment problems in the past, and the evidence that
we saw suggested that many customers would be constrained in the
extent to which credit would be available using alternative products at the
point at which they take out a payday loan. For example, only around 30%
of respondents to our customer survey reported that, when taking out their
most recent payday loan, they could have used a credit card or overdraft
to borrow the money instead.

(c) Customer research suggests that in general customers taking out a
payday loan do not consider other credit products to be a close substitute
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— only 6% of respondents to our survey reported that they would have
used another type of credit had they been unable to take out a payday
loan. Partly this is likely to be due to the fact that many payday customers
do not have credit alternatives available to them. In addition, some
customers may prefer payday loans because of the convenience, speed
or discretion associated with these products, or because of a negative
perception of alternatives such as a perceived lack of control.

(d) In addition to this evidence of a lack of substitutability, we saw no
substantive evidence of payday lenders taking developments in the
pricing of any non-payday products into account when setting the prices
of their products, although it is possible that some of the innovation that
we have observed in the payday lending sector may be targeted at
customers who had previously used other types of credit product.

Competition between online and high street lenders

5.53

We considered next the extent to which payday loans offered online and on
the high street were perceived by borrowers to be substitutable, and whether
online and high street lenders competed with each other for customers. First,
we assessed the similarities and differences in product characteristics, prices
and customer demographics between online and high street payday loans.
Then we considered the extent to which customers had used both channels,
and the reasons given for this. Finally, we considered lenders’ submissions on
whether online and high street lenders competed for customers.

Product characteristics and customer demographics

5.54

5.55

5.56

The clearest way in which high street and online payday loans differ is in the
way in which customers apply for their loan — and whether this application
takes place online or at a physical location. High street loans also differ in that
borrowers are generally offered the ability to receive and repay credit in cash.

Putting these differences aside, however, we found that high street and online
payday loans share many characteristics. For example, both online and high
street payday lenders allow customers to take out loans for similar amounts
and for similar short periods. Online and high street lenders both offer similar
extension policies, generally allowing customers to roll loans over so long as
they repay outstanding fees. For most lenders, whether online or high street,
repayment dates are tied to a borrower’s payday.

We also compared the prices (as of October 2013) of high street and online
lenders. Table 5.1 provides the prices of the largest high street lenders under
the different borrowing scenarios discussed in Section 4. It shows that the
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largest high street lenders (Cheque Centres and The Money Shop) charged
prices close to the typical price of £30 per £100 for a one-month loan. The
products of two other high street lenders, H&T and Speedy Cash, were
relatively cheap, comparable to the cheapest online products available on the
market.

TABLE 5.1 TCC for a £100 loan for the largest high street lenders, under different borrowing scenarios

£
Lender Product Scenario 1 Scenario 2 Scenario 3 Scenario 4

Borrow for 28 Borrow for 28
Borrow for Borrow for days, roll over days, repay

28 days 14 days for 28 days 11 days late
Cheque Centres Payday loan 29.99 29.99 59.98 59.99
The Money Shop Cheque-based loan 29.85 29.85 59.70 58.85
The Money Shop Chequeless loan 29.99 29.99 59.98 58.99
H&T Payday loan (cheque) 17.64 17.64 35.28 48.80
H&T Payday loan (debit) 20.00 20.00 40.00 52.37
Speedy Cash Payday loan 25.00 25.00 50.00 37.50
Speedy Cash Flex Loan 23.01 1151 46.03 32.05
Speedy Cash Flex Account 23.01 1151 45.92 32.05
The Cash Store Payday loan 38.24 34.05 76.48 66.74

Source: CMA analysis.

5.57 We also considered the characteristics of high street and online payday loan
customers. There was considerable overlap in the demographic profile of
online and high street borrowers but, as discussed in paragraph 2.22, high
street customers typically had lower incomes than online customers, and
tended to be older.

Customer views of substituting between high street and online payday loans

5.58 We analysed survey evidence on the extent to which customers considered
online and high street loans to be substitutes.

5.59 We found that in most cases, high street customers had heard of at least one
online lender, and that similarly most online customers had heard of at least
one high street lender.

5.60 Of the high street customers who had taken out more than one loan, half had
only ever used high street lenders and half had borrowed both on the high
street and online.3%8 26% of those who had never used an online lender (ie
13% of all high street customers who had taken out more than one loan) said
that they had considered doing s0.3%° Taken together, this suggests that 63%
of high street customers who had taken out more than one loan had either

368 Research into the payday lending market report, p43.
369 ibid, p61.
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5.61

5.62

5.63

5.64

used or considered using an online lender. These findings were broadly
consistent with our analysis of data provided by the CRAS, as discussed in
Appendix 6.2.

For those high street customers who had not considered using an online
lender, the most common reasons given for not doing so were that they
preferred to speak to someone face to face; they did not have internet access;
and they did not like providing personal information online.37°

Of the online customers who had taken out more than one loan, 82% had only
used online lenders.3’* Only 11% of those who had only borrowed online (ie
9% of all online customers who had taken out more than one loan) said that
they had considered using a high street lender. Taken together, this suggests
that 27% of online customers who had taken out more than one loan had
either used or considered using a high street lender. These findings were also
broadly consistent with our analysis of data provided by the CRAs, as
discussed in Appendix 6.2.

Of those online customers who had not considered using a high street lender,
the most common reasons given for not doing so were that online customers
preferred the convenience of online, and because borrowing online was
considered quicker/easier.372

Our qualitative research provided further insight into the reasons why some
customers may prefer high street lenders over online and vice versa. Reasons
given for preferring high street lenders were: (a) it was perceived as safer;

(b) customers preferred the face-to-face interaction and building relationships
with the staff; (c) the convenience and visibility of the store; (d) customers’
use of other services in the same store, like pawnbroking; and (e) a lack of
knowledge and experience of the online market. Reasons given for preferring
online lenders were: (a) a perception that the high street was less regulated,;
(b) the anonymity of online borrowing, especially if their credit application was
rejected; (c) a lack of high street stores nearby, allied to the convenience of
online; (d) convenience, as customers’ finances were already dealt with
online; (e) a feeling that high street lending was for the poor and dis-
possessed; and (f) an expectation that high street lenders did not offer the
same products as online lenders.3"3

370 ibid, p61.
371 jbid, p42.
372 jbid, p61.
373 jbid, p63.
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5.65 The qualitative interviews also suggested that some of the movement from
online to high street lenders was the result of serial borrowers being rejected
by online lenders, with convenience also being a factor.3’* Recommendations
from a friend could also play a part in the decision. Movement from high street
to online was linked to marketing emails and texts after the initial loan, which
could make borrowers aware of the online market.3"®

Lenders’ views on competition between online and high street lenders

5.66 We also reviewed the submissions of lenders on the extent to which high
street and online lenders competed with each other. CashEuroNet (an online
lender) said that it competed with all payday lenders and SRC told us that the
online sector was affecting the profitability of its high street stores. Other
lenders’ responses suggested that there was limited competitive interaction
between high street and online lenders. For example, [¢<] said that when
setting prices it had peripheral awareness of the wider high street market and
was not aware of how other providers affected its business, and The Cash
Store said that the actions of other lenders did not affect its volumes or sales.

Conclusions on competition between online and high street payday lenders
5.67 The evidence we reviewed indicates that:

(a) There were some differences in the age and income profile of the
customer groups served by online and high street lenders. Except for the
channel through which they were sold, the products offered by the two
types of lender were very similar.

(b) A significant proportion (63%) of high street customers had used or con-
sidered using an online lender. By contrast, fewer online customers had
used or considered using a high street lender, though some had done so.

(c) Lenders’ views on whether online and high street lenders competed for
customers were mixed.

5.68 We concluded that while some high street customers may have a strong
preference for borrowing face to face from a high street lender, the majority of
customers were likely to consider online to be a viable alternative, such that
online lenders were likely to compete with high street lenders. Any competitive
constraint imposed on online lenders by high street lenders was likely to be

374 ibid, p64.
375 ibid, p64.
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weaker, given the relatively small proportion of online customers who had also
used or considered taking out loans on the high street.

Competition in different local areas

5.69

5.70

5.71

5.72

We considered that the online payday lending sector was inherently national
in scope, as customers in any part of the UK could apply to any online lender,
regardless of where that lender was based. However, we recognised that
there was scope for competition to have a local dimension in relation to high
street lenders. We therefore reviewed the evidence on whether competition
between high street lenders differed between different local areas. In
particular, we considered:

(a) how far customers were willing to travel to their store, and the overlap
between high street lenders’ operations;

(b) the extent of local variation in lenders’ payday loan offering and lenders’
reactions to local competitive conditions; and

(c) the ease with which lenders are able to launch stores in new localities.

The evidence we collected showed that payday loan customers taking out
loans on the high street generally travelled only a short distance to their store:
80% were located within 3.2 miles. Until the exit of Cheque Centres from
payday lending in May 2014 (see paragraph 2.108), there was considerable
overlap between the operations of high street lenders — largely as a result of
the significant networks of stores operated by the two largest high street
lenders, The Money Shop and Cheque Centres. Our detailed analysis of local
overlap and concentration is set out in Appendix 5.5.

The evidence provided by high street payday lenders showed that there was
very little local variation in their payday loan offering. Most of the larger high
street lenders (including Cheque Centres, H&T, Oakam, SRC and The Cash
Store) said that they did not vary their offer locally. Dollar (The Money Shop)
said that it varied some aspects such as opening hours and marketing
materials in response to competition, but not its price: when it had purchased
existing operations it had gradually moved the prices in the acquired store to
the uniform level. Most smaller high street lenders also reported not varying
their offer locally — only three respondents to our smaller lender questionnaire
said that there was any local variation in their offer.

We also asked high street lenders for examples of occasions where they had
reacted to actions taken by other high street payday loan providers. In
general, the commentary provided by lenders in their responses to our
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5.74

5.75

guestionnaire yielded very little in the way of examples of lenders reacting to
local competitive conditions.

We considered whether any localised barriers existed which would make it
difficult for lenders to open stores in new local areas. To enter a new area, a
high street payday lender would need to rent premises in a location with retail
units available with the appropriate use class (A2 Financial and professional
services).3’8 In addition to this, high street lenders would need to fit out the
locations for payday lending and hire staff.

Dollar (The Money Shop) told us that costs of opening a store ranged from
£[<] to £[¢<] per store. It said that a provider of only payday loans would
incur much lower costs when opening a store because they would not need
much of the safety/security equipment that The Money Shop required. SRC
(Speedy Cash) said that its investment per store included £250,000 for
construction and approximately £150,000 to fund receivables. SRC also
invested in significant advertising, promotion and recruiting efforts. It took
approximately 12 months from deciding to enter the market to starting to
trade.

Figure 5.1 shows the evolution of the number of high street stores operated
by the major lenders over time. It shows that these high street lenders have
opened large numbers of stores in recent years, particularly between 2010
and 2012, although the rate of growth in store openings decreased in 2013,
with a number of high street lenders exiting the payday lending market in
2014.377

376 As set out in the Town and Country Planning (Use Classes) Order 1987 (as amended).
377 See paragraph 2.74.
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5.76

FIGURE 5.1

Number of high street payday lending stores over time
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Source: CMA analysis.

This evidence suggests that existing high street lenders have been able to
open stores in new localities with relative ease where they found there to be
sufficient demand for payday loans.

Conclusions on local competition

5.77

We concluded that while high street lending had a local dimension (since
most customers would be unwilling to travel more than a relatively short
distance to their store), competitive conditions were unlikely to vary
significantly by location. This is primarily because online lenders (who account
for the majority of loans issued) are likely to constrain high street lenders in a
similar way across the UK. In addition, we note that there has historically been
a high degree of overlap between different high street lenders’ stores and that
existing high street lenders appear to have been able to open stores in new
localities with relative ease. In line with this conclusion, we noted that lenders’
prices and product offerings have generally been set at a national rather than
a local level.
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Conclusions on the relevant market

5.78

5.79

5.80

5.81

5.82

On the basis of the analysis set out in this section, we considered the relevant
market definition for the purposes of our investigation.

We decided not to include products other than payday loans within our
definition, due to the weak competitive constraint that other products impose
on payday lenders. A combination of factors have informed our conclusion on
the relevant product market, including the differences that exist between
payday loans and other types of credit (which serve to limit customers’ willing-
ness to substitute between them), the limited extent to which many payday
customers are able to borrow using other credit products, and the limited
evidence of competitive interaction between payday and other lenders.

Regarding competition between online and high street lenders, we found that
the products are similar and there is considerable overlap in the customer
groups served by online and high street lenders. However, there is evidence
to suggest that some customers may have a preference for particular
channels, and we also noted an asymmetry, in that a higher proportion of high
street customers used online lenders than vice versa. We did not, however,
consider that the segmentation that we observed was sufficiently great that it
was necessary to define separate markets for online and high street payday
loans.

Finally, given our conclusions that the online payday lending sector was
inherently national in scope (see paragraph 5.69) and that online lenders are
likely to constrain high street lenders in a similar way across the UK (see
paragraph 5.77), the lack of local variation in high street lenders’ offering and
the relative ease with which lenders are able to open new stores in different
local areas, we did not consider that competitive conditions differed across
local areas such that it was necessary for our competition analysis to define
separate local geographic markets.

Given the above, we therefore concluded that the market relevant to our
assessment of competition is the provision of payday loans in the UK.

184



6.

Competition for payday loan customers

Introduction

6.1

6.2

6.3

6.4

6.5

In this section, we assess the extent and nature of rivalry between payday
lenders, with a particular focus on the role played by payday loan customers
in driving competition. In a market in which competition is working effectively,
firms are incentivised to keep their prices down and the quality of their
products high because if they do not do so, customers will choose an
alternative supplier. If barriers exist that prevent customers from shopping
around effectively for loans and/or switching supplier to obtain a better deal,
then firms may be able to exploit these barriers and enjoy market power.3"®

Our assessment of competition between payday lenders, and the role of
customers within this, is structured as follows.

We begin by reviewing evidence on the overall effectiveness of the constraint
imposed on lenders by the threat that customers will choose an alternative
supplier. We summarise the evidence regarding payday loan customers’
sensitivity to variation in prices, and the impact this has had on the
effectiveness of price competition between lenders.

We then present evidence we have gathered related to how customers
choose their provider:

(a) First, we provide a description of the extent to which payday loan
customers compare the different products on offer prior to taking out a
loan (ie shop around).

(b) Second, we discuss the frequency with which customers switch lenders
when returning for additional credit, and the reasons given for doing so.

Next, we discuss five characteristics of the payday lending market which may
impede customers from effectively shopping around for a loan or switching
lender to get a better deal, reducing their responsiveness to variation across
lenders and so weakening the pressure for lenders to compete on prices.
These are:

(a) aspects of the context in which the decision to take out a payday loan is
made;

(b) the potential difficulties associated with identifying the best-value loan;

378 See the Guidelines, paragraph 295.
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6.6

6.7

(c) additional factors limiting customers’ awareness of and sensitivity to late
payment fees and other fees and charges incurred if customers do not
repay their loan in full and on time;

(d) the reliance of many customers on lead generators; and

(e) the perceived risk and loss of convenience associated with changing
lender.

We then discuss the likely impact of the FCA’s price cap — that came into
force on 2 January 2015 — and other recent market developments on
customers’ sensitivity to prices, and on the constraint imposed on lenders by
the threat that customers will choose an alternative provider if they fail to keep
their prices low.

Finally, we present our conclusions on the constraint imposed on payday
lenders by the need to price at a level to attract customers from other payday
lenders and on whether there are any features of the UK payday lending
market which restrict the effectiveness of this constraint.

The effectiveness of the competitive constraint imposed by the need to attract
and retain payday loan customers

6.8

6.9

As set out in paragraphs 4.218 to 4.220, the outcomes that we have observed
in the payday lending market suggest that while there is competition on
certain non-price dimensions of payday loans, there has been a lack of
effective price competition. This is consistent with our profitability assessment,
which shows that the largest lenders have earned profits significantly above
our consideration of the cost of capital during 2008 to 2013, although we
observed significant variation in the level of profitability both between lenders
and over time. While the volume of lending has fallen substantially in 2014,
this appears to have been driven substantially by lenders adapting to and
anticipating a tougher regulatory environment (see paragraphs 4.164 to
4.166). Although overall profits generated have fallen in 2014, profitability was
supported by an increase in the proportion of lending that was repeat
borrowing. Our analysis of the most recent trend in financial performance
indicated that the aggregate net margin for lenders increased by six
percentage points to 31%.

The evidence that we have reviewed suggests that customer demand has
generally been unresponsive to differences in prices between providers. In
particular, while price reductions are uncommon, where we do observe
examples of lenders offering significantly lower rates, these lenders have
generally not been particularly successful in attracting new business. For
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6.10

6.11

6.12

example, [¢<] told us that it increased its [<] interest charge from [<]% to
[<]%, in order ‘to increase revenue as [it was] getting no appreciable
marketing benefit by undercutting competitors on price’ (see paragraph
4.76(a)). Similarly, despite the size of the discount that was offered, Speedy
Cash (SRC) told us that its interest-free loan offer had only led to a marginal
pick-up in volume (see paragraph 4.61).

In many cases, we have observed cheaper products being withdrawn, or the
prices of these products eventually being increased (see paragraphs 4.44 to
4.52). Nevertheless, despite this trend we continue to observe some
significant differences between the price of the cheapest and most expensive
products available on the market for a loan of a given value and duration (see
paragraphs 4.29 to 4.35).37° For example, comparing the products in our
review of the prices charged by payday lenders as of October 2013, we found
that a borrower seeking to take out a payday loan for £100 for 28 days could
pay interest and fees of under £20, or more than £50, depending on which
lender they chose. The extent of the variation in prices was greater still in the
event that a customer repaid their loan late (see paragraph 4.32).

Moreover, lenders whose payday lending products are relatively expensive in
different borrowing scenarios continue to capture a significant share of
customers (see paragraphs 4.82 to 4.103). Although our data does not allow
us to rule out the possibility entirely, the evidence does not suggest that this
pattern can be explained by customers preferring certain lenders for reasons
other than price, such as non-price aspects of their product offering, or by
their relative willingness to grant credit to particular customers.

Despite this observed lack of price sensitivity, there is evidence to suggest
that — as we would expect — customers care how much they pay for their
payday loan. For example, in response to our survey, 55% said that the total
cost of the loan was ‘very’ or ‘extremely’ important, and a further 30% said
that this was ‘fairly’ important. This is especially likely to be the case given the
tight financial constraints that payday loan customers often face when they
take out a loan. This contrast between the importance that customers place
on the cost of borrowing and the limited responsiveness of customer demand
to differences in prices between providers suggests that some impediments
exist which are preventing or deterring customers from responding to

379 In its response to the provisional findings (paragraphs 2.1-2.9), CashEuroNet submitted estimates of price
dispersion in various markets, arguing that the extent of price dispersion in payday lending was in line with the
range observed in a number of other markets which it argued were broadly competitive. We noted, however, that
it was likely that products in those other markets were likely to be somewhat heterogeneous in their attributes,
which would drive dispersion in prices. In contrast, we considered a payday loan to be a relatively homogenous
product (see paragraph 4.95). In addition, it was not clear the extent to which search and switching costs were
absent in the markets cited by CashEuroNet, or how the markets chosen had been selected.
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variations in the prices of payday lending products, as they would do in a well-
functioning market. By reducing the responsiveness of customers to prices,
these impediments are likely to be a primary reason why lenders are not
driven to compete for customers by lowering their prices.

The extent and nature of shopping around

6.13 In order to be able to make effective comparisons between the value for
money represented by different products — and so for lenders to face an
effective competitive constraint — payday loan customers need to be aware of
and willing to use other lenders’ products that are available to them. In this
subsection, we describe evidence of the extent to which customers carry out
comparisons prior to taking out a loan and the nature of the comparisons that
are carried out.

The extent to which customers shop around at all before taking out a loan

6.14 First, we considered the extent to which payday loan customers compare
alternatives before taking out a loan.

6.15 The findings of our customer survey indicated that the majority of payday loan
customers do not compare the pros and cons of different payday lenders at all
prior to taking out a loan.38° Seven out of ten customers reported that they
had not done so for the most recent loan, and six out of ten customers
reported never having done so.38!

6.16 Other customer research also suggested that a significant proportion (ie at
least a third) of payday loan customers do not carry out any comparisons

380 The survey asked customers the question ‘Did you shop around between payday lenders—for example,
compare some of the pros and cons of different payday lenders—before you applied for your loan?’.

381 CashEuroNet argued that the extent of shopping around was not low when compared with other financial
products (and in particular the current CMA market investigation into private motor insurance (PMI) which found
that two-fifths of PMI customers said that they last compared insurers or insurance policies less than a year ago).
We note that there are substantial differences in the extent to which between private motor insurance (PMI) and
payday loan customers compare products. Nearly all PMI customers (95%) had at some point compared
insurers/policies. The majority of customers who had ever shopped around online used a PCW and of these,
around 30% used more than one PCW to compare policies. In its response to the provisional findings (para-
graphs 3.4-3.8), CashEuroNet argued that it would be more appropriate to compare the ‘shop-around rate’ of
45% (ie. the proportion of online payday loan customers who had ever shopped around) with what it considered
to be the equivalent rates for PMI of 42% (customers who shopped around within the last 12 months) or 52%
(customers who reported having shopped around within the last 18 months). CashEuroNet submitted that these
were the relevant comparators because payday loan customers typically used loans for a period of 12 to 18
months while many motor drivers had been buying insurance for several years. We note, however, that payday
loan customers typically take several loans over 12 to 18 months whilst motor drivers typically renew their motor
insurance once a year. Therefore, over the same period motor drivers face a buying decision relatively less often
than payday loan customers. While these considerations indicate the difficulties in making simple comparisons
between markets given the different nature of the products, it appears indisputable that customers’ use of PCWs
currently plays a significantly greater role in competition to attract PMI customers than they do in relation to
payday lending.
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before choosing a payday loan, although the proportion of customers found
not to have carried out any comparisons before taking out their loan were
generally lower than found in our own customer survey:

(a) Research carried out as part of the Bristol Report found that 54% of online
customers reported not having compared the cost before taking out their
loan.382

(b) Wonga provided details of its own customer research which indicated that
[<]% of its first-time customers did not look at or consider an alternative
lender’s website before choosing Wonga.383

(c) An online survey conducted by CashEuroNet of approximately 2,000 of its
own customers®* found that [<]% of respondents had neither shopped
around for the most recent loan, nor for a previous payday loan.

6.17 We noted the variation between these results. One likely reason for this is the
differences in methodology between the surveys. In terms of sampling
approach, Wonga’s and CashEuroNet’s research included only their own
customers, while our survey was able to draw on a market-wide sample using
lenders’ customer lists.38> While the Bristol Report research was based on
interviews with the customers of more than one lender, its coverage was more
limited than that of our own survey, and — because of its focus on the broader
high-cost credit sector — its sample of payday customers was smaller than our
own. A second possible explanation is the variation in the precise questions
that customers were asked. For example, while the question in our survey
addressed the extent to which customers compared the pros and cons of
different payday lenders before taking out their loan, Wonga'’s question asked
about whether customers ‘looked and considered’ alternative lenders’

382 University of Bristol (2013): “The impact on business and consumers of a cap on the total cost of credit’.
Customers were asked the following question ‘Before you took this loan out from [name of lender], did you find
out what it would cost to borrow the money you needed from any other payday lenders?’.

383 According to customer research conducted in March 2013, [<]% of Wonga's customers considered one or
two other lenders before choosing Wonga, [¢<]% considered ‘lots’, and [¢<]% could not remember.

384 CashEuroNet asked similar questions as in our customer survey.

385 |n its response to our provisional findings (paragraph 3.2), CashEuroNet submitted that although its survey
consisted only of its own customers, it was still relevant as CashEuroNet was a significant player in the market.
Our survey found similar results as those submitted by CashEuroNet in relation to customers who took out their
most recent loan with CashEuroNet ([¢<]% of CashEuroNet’s customers had neither shopped around for the
most recent loan, nor for a previous loan). However, the propensity on shopping around varies considerably
between lenders. For example, the proportion of customers who had never shopped around is [$<]% and [<]%
for those who took out the most recent loan with, respectively, WageDayAdvance and Wonga. This further
highlights the importance of drawing on a market-wide sample to gain an accurate view on the customers’
average propensity on shopping around.
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websites before choosing Wonga (an act which may not necessarily involve a
comparison of products).386

6.18 While having regard to the different estimates of the proportion of customers
who have shopped around, we placed greater reliance on the estimate from
our own survey, because it was representative of the overall population of
payday loan customers and because the question put to customers was the
relevant one for the purpose of our assessment.38’

6.19 We also considered how the extent to which customers reported having
shopped around varies between the different customer groups represented in
our customer survey. Our assessment included using an econometric analysis
to estimate the relationship between different customers’ characteristics and
their likelihood of reporting having shopped around (see Appendix 6.1 for
further details). We found that:

(&) There was little variation in the extent to which new and repeat customers
reported having shopped around for their most recent loan.

(b) Online customers were significantly more likely to report having shopped
around for their most recent loan (32%) compared with high street
customers (13%).

(c) The financial literacy of customers (as indicated by their ability to calculate
simple interest) and whether they had a higher education degree had a
positive effect on the likelihood that they reported shopping around for
their most recent loan.

(d) Customers who considered speed as the most important factor when
taking out a loan were less likely to report having shopped around.

The nature of the comparisons carried out

6.20 We considered survey evidence on the nature of the comparisons that were
carried out by the minority of customers who reported having shopped
around.

386 \WWonga asked the following question ‘Before deciding to apply for your first Wonga loan, can you remember if
you looked at and considered other cash advance websites too?’ (see Populus Customer Survey, March 2013 —
Annex 3 of Wonga's initial submission).

387 |n its response to our provisional findings (paragraph 3.9), CashEuroNet also emphasised that Pay-Per-Click
conversion rates were [¢<], and that drop-off rates (after visiting its website, after starting registration process, or
after receiving an offer) were [8<]. It told us that this was evidence of customers shopping around. However, we
noted that the fact that some customers did not follow through to complete an application does not indicate
whether they switched to other lenders after dropping off, and the reasons for doing so.
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6.21

6.22

6.23

6.24

6.25

Of the customers who reported having ever shopped around for a payday
loan in our customer survey, 88 visiting lenders’ websites was by far the most
common source of information that customers reported having used (89% of
these customers mentioned this source) followed by advertising (57%) and
comparison websites (42%). Significantly less common were talking to friends
and family (18%), speaking to lenders over the phone (16%) and visiting high
street shops (14%).38°

Of those customers who reported using lenders’ websites to shop around,3%°
around half reported visiting the websites of four or more lenders. Of those
customers who reported visiting lenders’ stores to shop around,*°* most
reported having visited the shops of two or fewer lenders.

Nearly all (91%) of the customers who said that they had shopped around for
any loan3%? reported having found out how much it would cost to borrow the
amount needed from another lender. Most also reported having found out how
quickly the other loan would be granted (84%) and the amount that they could
take out (80%). Around two-thirds of customers who had shopped around
reported having found out the cost of borrowing with another lender if they did
not pay back on time.

Dollar told us that it was beginning to observe a change in the factors that
customers shopped around on, as the market started to mature. Whereas in
the past shopping around had focused mainly on speed, ease and
convenience, Dollar considered that price and some of the other product
features were becoming more important.

The results of our qualitative research indicated that in some cases customer
search activities relating to different lenders’ prices may not be particularly
thorough, and that, in general, shopping around appeared to be a ‘very
cursory experience’.3 For example, for some customers shopping around
consisted of typing payday-loan-related terms (eg ‘short-term loan’ or ‘fastest
way to get a loan’) into a search engine and clicking on the first two or three
results, picking a site whose look appealed to them or where the loan
application appeared very clear, and applying (and if rejected, trying the next
site in the list). If during the application process there were some aspects that

388 40% of the total sample. See TNS BMRB survey report, p96.

389 For those customers who shopped around and took out a payday loan on the high street (a small minority of
the survey sample of the high street customers, ie 13%, reported having shopped around for the most recent
loan), visiting a shop was, however, a relatively important source of information (see TNS BMRB survey report,

p101).

390 359 of all respondents.
391 17% of all respondents.
392 40% of the total sample.
393 See TNS BMRB survey report, p95.

191


https://assets.digital.cabinet-office.gov.uk/media/5329df8aed915d0e5d000339/140131_payday_lending_tns_survey_report_.pdf
https://assets.digital.cabinet-office.gov.uk/media/5329df8aed915d0e5d000339/140131_payday_lending_tns_survey_report_.pdf
https://assets.digital.cabinet-office.gov.uk/media/5329df8aed915d0e5d000339/140131_payday_lending_tns_survey_report_.pdf

the customer did not like, such as having to provide evidence of income, they
would search again.3%*

6.26 Our qualitative research also suggested that even when they tried to shop
around, customers encountered various difficulties: eg they were unaware of
PCWs that could assist in searching,3® the borrowing terms on such compar-
ison sites were for different amounts and/or time periods and so they could
not be easily compared, they found it difficult to compare financial concepts
such as APRs, they intentionally limited the number of lenders to which they
sent their details due to privacy concerns, and they had a perception that
lenders’ charges were very similar.3% Due to these difficulties, some
customers were unable to identify the best deal for them.3°” We discuss in
paragraphs 6.69 to 6.92 characteristics of the payday market which are likely
to impede customers’ ability effectively to identify and choose the best-value
loan.

Conclusions on patterns of shopping around

6.27 The evidence that we have reviewed on patterns of shopping around shows
that:

(&) The majority of payday loan customers do not shop around at all prior to
taking out a loan. High street customers are particularly unlikely to
compare different lenders’ products before taking out a loan.

(b) Those comparisons that do take place are typically carried out using
lenders’ websites, and most customers who have shopped around report

3%Similarly, the further qualitative customer research we undertook as part of our remedies process found that
the process of choosing a loan typically was relatively short (both in terms of the number of web pages visited
and the time spent reading them) and simple, and consisted of very little comparison of loans and lenders. Some
customers, particularly those who had taken out loans in the past, navigated directly to lender sites, or typed a
particular lender’s name into a search engine and clicked through to the lender without paying much attention to
the other results. Customers in this research also said they would not scroll very far down a results page, often
only looking at the top five results. The research found that such searching behaviour was driven by a desire to
access the money quickly, and a belief that all loans cost around the same amount, See TNS BMRB remedies
customer research, ppl1-14.

395 The customer research found similarly that customers had a low awareness of the existence of PCWs (see

pl12).

3% See TNS BMRB survey report, p104.

397 TNS BMRB told us that respondents to the qualitative research revealed their inability actually to identify the

best deal in two ways:

¢ Respondents explained that since taking out loans with a certain lender, they had taken out subsequent loans
with different lenders, with lower interest rates, fees and/or better terms. Respondents reported that they had
been unable to identify these loans as a ‘better deal’ until they had experience of both lenders, for example
due to unexpected charges.

o During the interview, respondents showed the interviewer the lenders that they had compared, and explained
their decision-making process. Based on a comparison of the headline price, fees and administration charges,
between two and three loans with similar repayment, the interviewer noticed when customers made an
incorrect judgement. This, however, occurred in a very limited number of interviews.
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6.28

6.29

finding out how much it would cost to borrow the amount needed from
another lender. There is some evidence from our qualitative survey to
suggest that comparisons may often be a ‘very cursory experience’, and
that customers may face difficulties when trying to compare loans. Factors
affecting customers’ ability effectively to shop around for their loan are
discussed in greater detail below.

These findings are consistent with the observation that lenders do not face a
strong competitive constraint when setting their prices, and that this may be
driven by the lack of responsiveness of customers to lenders’ prices.

In response to our provisional findings, Wonga submitted that this ‘does not
necessarily support the conclusion that there is reduced pressure on lenders
to compete to attract and retain customers. This constraint requires that a
sufficient proportion of marginal customers might respond to a deterioration in
competitive conditions by switching (to other products and/or other
lenders)’.2%8 We considered this argument carefully. Even assuming that the
proportion of marginal customers willing to consider alternatives in response
to a deterioration in competitive conditions (eg those who reported to have
shopped around) would be sufficient to constrain lenders’ strategies, the
evidence (see paragraphs 6.26 and 6.69 to 6.92) indicates that when they try
to shop around, customers encounter various difficulties which impede them
from effectively identifying the best-value loan. We have seen no evidence
suggesting that the factors limiting customer responsiveness to the price of
payday loans — which we discuss in paragraph 6.46 onwards — do not apply to
‘marginal’ customers (ie those borrowers who are most likely to switch if
lenders were to deteriorate their offer). Therefore we consider it unlikely that
competition to attract marginal customers currently has an effective
disciplining influence on lenders’ pricing and product offerings, as suggested
by Wonga.

The extent to which customers change lenders, and their reasons for doing so

6.30

6.31

As discussed in Section 2,3%° repeat lending to the same customer — whether
in the form of taking out completely new loans, rolling over existing loans, or
topping up — is pervasive, and accounts for a substantial proportion of the
loans issued by payday lenders.

We also found that it is relatively common for customers to borrow from more
than one lender (see paragraphs 2.46 to 2.50). Using information on a sample
of customers selected from our transaction data set (see Appendix 2.2), we

398 See Wonga's response to our provisional findings, paragraph 5.1.
399 See paragraphs 2.43-2.45 and 2.52-2.56.
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estimated that around four in ten payday loan customers borrowed from at
least two different lenders during 2012, and that on average a customer
borrowed from 1.9 lenders in a year. These findings were broadly consistent
with the results of our customer survey.

6.32 This suggests that a substantial proportion of payday loan customers will have
had some direct experience of the loan terms offered by more than one
provider. In this section, we consider the factors underlying these patterns,
and what drives payday loan customers to either change supplier or remain
with the same lender.

Reasons for changing loan provider

6.33 Our analysis of borrowing patterns and our customer survey suggested that
the use of multiple lenders by payday loan customers often takes place as a
result of customers being constrained in their ability to borrow further amounts
from an existing lender (see Appendix 6.2 for further details). We reached this
view for the following reasons:

(a) First, we found that customers often use multiple lenders concurrently, ie
taking out a new loan while an existing loan was outstanding with a
different lender. Nearly all customers who used more than one lender
‘multisourced’ in this way on at least one occasion, and for many
customers a large proportion of their loans were taken out concurrently.
Typically, where a customer has a loan outstanding with a lender, we
would expect their ability to borrow further amounts from that lender to be
constrained. In particular, most lenders will not issue a customer a new
loan if they already have a loan outstanding. Although in some cases
customers who multisource their loan may have been able to meet their
credit requirements via an existing lender by topping up a previous loan,
this was unlikely to be the case for most occasions of multisourcing that
we observed (see Appendix 6.2, paragraph 35, for further details).

(b) Secondly, we noted that customers may be constrained in their ability to
return to a lender that they had previously used if they had experienced
repayment problems with the previous loan. We found that the last loan a
customer takes out with a lender is around ten times as likely never to be
repaid compared with other loans.*® In addition, responses to our
customer survey suggested that about 70% of customers who had used

400 Around two-thirds of ‘last loans’ are never repaid in full, compared with around 6% of loans that are not a
customer’s last loans.
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multiple lenders had also experienced some form of financial problem*°?
in the previous 12 months (compared with 42% of customers who had
used only one lender).

6.34 Given this evidence, we took the view that the credit constraints facing bor-
rowers are likely to be responsible for a significant part of the use of multiple
lenders that we observe. We found that more than 95% of those occasions
where customers used a different lender to the provider used for the previous
loan occurred either (a) while a loan to an existing lender was being repaid
and no further credit was available with the existing lender(s) or (b) following a
repayment problem on a previous loan.*%? We estimated that less than 10% of
customers in our sample had used different lenders for consecutive loans at
least once during the course of a year where neither of these conditions
applied and so where the customer was unlikely to have been constrained in
their ability to borrow further from their previous lender.

6.35 The importance of credit constraints in driving borrowers to change lenders
was also highlighted by our customer survey, although responses suggested
that issues with credit availability accounted for a smaller proportion of the
switching that we observed than was suggested by our analysis of borrowing
patterns. In particular, when we asked those customers who had taken out
loans from more than one lender in the past*®® what had caused them to go to
another payday lender rather than borrow more from the same lender, a third
of customers reported that they had not been able to go back to the same
lender either because they already had an outstanding loan or because they
would not be granted a higher/further loan by that lender.

6.36 At the same time, our customer survey also suggested that some customers
had changed lender because they had a preference for a loan or service
offered by another lender (30%). Other reasons, such as having had a bad
experience with the previous lender, convenience or a personal recommen-
dation, were cited less frequently.®* Wonga told us [$<].405406

401 Financial problems were defined as either (a) having been overdrawn on any of the customer’s bank
accounts, (b) having gone over the agreed limit on any of the customer’s accounts, or (c) having been turned
down for any types of credit.

402 Wonga submitted that customers who did not repay loans were likely to encounter difficulties in taking out
subsequent loans from any lender because their CRA credit record would include information indicating the
unpaid loan. We note, however, that: (a) different lenders may have different strategies in relation to the customer
risk profiles that they are willing to accept, and (b) the information available via CRAs suffers from a number of
limitations (see paragraphs 7.103-7.107), which means that an alternative lender will generally not have as good
visibility of a customer’s repayment history as their previous lender.

403 We did not ask whether the loans from different lenders were taken out simultaneously (ie multisourced), or
one after another.

404 Although not captured in the quantitative survey, the qualitative research suggests that sometimes customers
use a new lender to repay other loans and avoid late payment fees.

405 [3<]

406 See Wonga response to the provisional findings, paragraph 5.10.
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Reasons given for not changing lender

6.37 A significant proportion of customers in both our analysis of borrowing
behaviour and our customer survey had taken out multiple loans, but had only
ever used the same lender. We considered the reasons given by customers
for remaining with the same provider.

6.38 Customers interviewed as part of our qualitative research indicated six key
reasons for not switching lenders:

(a) they were generally pleased with the service they had received from the
lender;

(b) a perception that lenders offered essentially the same deals;

(c) areluctance to provide more information about themselves or proof of
income;

(d) a concern that another lender might not accept their application and this
might affect future loan applications;

(e) a concern that by being accepted by another lender they might be
tempted to take out more loans than they could afford; and

(N inertia brought on by having an account with a lender that made it easy to
apply for further loans from it.

6.39 We explored the frequency with which these reasons were put forward by
payday loan customers in our quantitative survey. Of those customers who
had taken out more than one loan but used only a single lender (34% of the
sample), only 15% had at some point considered going to a different lender,
whilst a clear majority (85%) said that they had not considered using alterna-
tive providers.

6.40 When asked about the reason why they had not considered switching
supplier, the majority (61%) of respondents asked this question*®’ said that
this was because they were happy with the service provided by the existing
lender. Of the remainder, respondents cited the general ease/convenience of
sticking with the same lender (11%), avoiding the need to go through a new

407 Approximately 18% of the survey sample.
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application process (6%), concerns about the likelihood of approval with
another lender (4%) and that the current lender offered better terms (4%).4%8

6.41 For those customers who had used only one lender but had considered using
an alternative provider,*%® again the most common reason given for deciding
not to switch (36%) was because the customer was happy with the service
provided by the current lender. However, in general these customers were
more likely to cite other factors, such as the need to go through a new
application process (13%), the general convenience of sticking with the
current lender (12%), a preference for the terms offered by their current lender
(12%) and concerns about the likelihood of approval with another lender (9%)
as reasons for not switching, compared with customers who did not consider
using an alternative lender.

6.42 Our qualitative research explored what customers meant when they said that
they were ‘happy with the service provided by the current lender’. In-depth
conversations with customers indicated that customer satisfaction appeared
to be related to the perception that the sector was potentially unsafe or that
there were ‘dodgy’ lenders in the market. Therefore, using a lender with which
a customer had previously had a good experience could reduce the perceived
risk of having a negative experience in the future. A number of factors were
cited as contributing to customers having a positive experience with a lender,
including: an easy and quick application and approval process; having an
account that could be logged into and did not require a customer to provide
basic information again; being offered increased loan amounts; not being
charged for paying late by a few days; and ‘thank you’ texts after repayment
that make a customer feel valued.**°

6.43 Where customers reported not having considered switching because they
were happy with the service provided, there was some evidence to suggest
that these borrowers were often not aware of the alternative products
available in the market:

(&) The proportion of customers who had ever shopped around is significantly
lower among those who had never considered changing the lender (29%)
compared with the equivalent figure for customers who had either used

408 A smaller proportion of respondents who did not consider changing supplier said that they saw no incentive to
switch as they considered lenders to be all the same (3%), they never thought about other lenders (4%) and they
were not aware of other lenders (1%).

409 Approximately 5% of the survey sample.

410 For high street customers a good experience means: the customer can build up a relationship with the outlet
staff; where staff make the customer feel valued by being friendly, helpful, engaging and establishing a report;
and by being a ‘friend offering a helping hand’.
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multiple lenders (53%) or considered changing supplier but did not do so
(61%).

(b) Of the customers who did not consider changing supplier as they said that
they were happy with the service provided by an existing lender, one in
three (32%) had ever shopped around, whereas the equivalent figure is
twice as large for customers who considered changing lender but did not
do so.

Conclusions on customers’ use of multiple lenders

6.44 A substantial proportion of payday loan customers have used multiple
lenders, and so will have had some direct experience of the loan terms
offered by more than one provider. To summarise the evidence that we
reviewed on the factors driving customers’ use of multiple lenders:

(a) The borrowing patterns that we observe suggest that where borrowers
change lenders, this will often take place where customers are
constrained in their ability to borrow further amounts from an existing
lender (eg where customers already have a loan outstanding with a
lender, or have experienced a repayment problem with the previous loan
taken from a lender). However, our customer survey suggested that some
switching also takes place where customers change lender because they
prefer the product offered by another lender.

(b) For those customers responding to our survey who had taken more than
one loan but had only ever used a single lender, the most common
reason given for not changing or not considering changing lender is that
they are happy with the service provided by their current provider. Our
gualitative research suggested that satisfaction with levels of service
provided by existing lenders generally stemmed from having had a
positive experience in the past: customers were unwilling to switch away
from a lender with which they had had a good experience previously, in
part because of concerns about unsafe lending practices that may be
used by other providers in the market. This is consistent with evidence
that lenders have taken actions to improve their customer service in order
to retain customers (see paragraph 4.213). Where customers reported not
having considered switching because they were happy with the service
provided, there was some evidence to suggest that these borrowers were
often not aware of the alternative products available in the market. Other
reasons given for not switching include the convenience of sticking with
the same lender, avoiding the need to go through a new application
process, concerns about the likelihood of approval with another lender
and a preference for the terms of the existing lender.
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6.45 Despite the frequent use of multiple lenders that we have observed, neither

the threat of customers switching lender (to the extent that it exists), nor the
fact that many customers have direct experience of different lenders’ loan
terms, appears to have resulted in lenders facing an effective competitive
constraint when setting their prices. Evidence on borrowing patterns suggests
that in part this is likely to be because the use of multiple lenders is often
driven by concerns about credit availability rather than customers seeking out
a better deal. In the next section, we consider how this and other character-
istics of the payday market may act to impede customers from effectively
comparing different loans and responding to variation in prices.

Potential factors limiting customer responsiveness to the price of payday

loans

6.46

6.47

The discussion above indicates that although some shopping around does
take place in the payday lending sector, and many customers have
experience of more than one lender’s products as a result of having used
other lenders in the past, this is not sufficient (or sufficiently effective) to
incentivise lenders to compete on price. We considered whether there were
aspects of the payday lending market which might lead to this outcome, either
by deterring customers from shopping around; impeding their ability to do so
effectively; or deterring repeat customers from choosing an alternative lender
for their next loan on the basis of its loan offering (rather than simply as a
result of them being unable to return to a lender for further credit).

We began by noting that there are certain aspects of the payday lending
market which — other things being equal — we might expect to help make
borrowers responsive to the differences in the terms on which products are
offered by different lenders:

(a) First, compared with some other financial products (such as, for instance,
mortgages), payday loans are relatively simple and the TCC — universally
provided by lenders — is a relatively easy way of comparing prices for a
given borrowing scenario.

(b) Second, most customers borrow online, where information is generally
relatively easy to access.

(c) Third, customers often take out large numbers of payday loans, which are
by their nature generally short-term products. This suggests that
customers have regular opportunities for learning about payday loan
products and to change supplier if they could identify a better alternative
(see paragraphs 6.30 to 6.32).

199



(d) Finally, as many payday loan customers are operating under tight
financial constraints, they might be expected to place a relatively high
value on any savings on the cost of borrowing that could be achieved by
shopping around.

6.48 Notwithstanding the above factors, we identified a number of barriers to
shopping around or switching which might explain why customers are
unresponsive to variation in payday lenders’ prices. These can be categorised
as follows:

(a) the context in which the decision to take out a payday loan is generally
made;

(b) difficulties that customers face in identifying the best-value offer;

(c) additional factors limiting customers’ awareness of and sensitivity to late
fees and other extra charges;

(d) the role played by lead generators; and

(e) the risk and loss of convenience perceived to be associated with
switching lender.

6.49 With the exception of the issues related to the role of lead generators, which
is specific to the online market, these barriers are likely to affect both online
and high street customers. In what follows, we discuss each of these potential
barriers in turn.

The context in which many customers decide to take out a payday loan

6.50 The first potential barrier that we identified stems from two common aspects
of the context in which borrowers’ decisions to take out a payday loan are
often made. The first aspect is the perceived urgency of taking out a payday
loan and the weight that customers place on being able to access credit
quickly. The second aspect is the extent to which payday loan customers are
uncertain about whether they will be granted credit to meet their borrowing
requirements, and from which lenders credit is likely to be forthcoming. These
factors, which we discuss in turn below, will tend to frame the way in which
customers make decisions about the payday loan that they take out, and their
attitude to shopping around and changing lender.

Perceived urgency of the loan

6.51 Payday loans are by their nature a short-term credit option, with most
products allowing funds to be accessed quickly (often within a matter of
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minutes or hours). Payday loans are most commonly used for essential living
expenses, often following an unexpected, temporary decrease in income
and/or increase in expenditure.*! Taken together, these factors suggest that
the need for payday loans will often be perceived as urgent.

6.52 Related to this, there is evidence to suggest that being able to access funds
quickly, once a need for credit has been identified, is important to both new
and repeat customers:

(a) As part of our customer survey we asked respondents to indicate the
importance of various product characteristics in the choice of payday loan.
‘Speed of getting the money’ was the factor most commonly emphasised,
cited as very or extremely important by 74% of the respondents. When
respondents were asked to choose a single factor as being the most
important, speed was the most common single factor indicated by both
online and high street customers, with (on average) 31% of respondents
highlighting speed compared with around one in ten for most of the other
factors.41?

(b) The importance of speed to customers is also supported by consumer
research carried out by lenders. For example, a survey commissioned by
Wonga found that [<]% of its customers indicated that the most
appealing feature of Wonga’s products is ‘that it is faster than other
lenders’. A survey commissioned by CashEuroNet in 2012 found that [¢<]
indicated speed of process as the most important driver of the provider
choice (although CashEuroNet submitted that more recent evidence
suggested that other factors were now more important drivers of product
choice than speed because rapid availability of money was provided by all
of the main lenders).**3

(c) Our qualitative research suggested that the importance attributed to
speed reflects the psychological state in which customers seek a payday
loan*'* and in some cases the speed of application and accessing the

411 See paragraphs 2.26-2.30.

412 Both new (26%) and repeat customers (35%) cited speed as the single most important factor.

413 gpecifically, CashEuroNet referred to a survey from August 2013 which it said suggested that factors such as
interest rates [¢<] were now more important drivers of product choice than speed within the UK payday loan
market. In CashEuroNet’s view, this indicated that speed was a less important factor overall because rapid
availability of money was provided by all the main payday lenders and therefore ‘is not a driver of choice between
different online payday loan options’ (CashEuroNet’s response to the issues statement, p5.)

414 The research identified a number of reasons explaining why customers attribute primary importance to the
speed of the process and the speed of accessing the money: (a) customers feel they need the money now, in
order to deal with their impending financial issue, with some describing themselves as ‘panicky’ at the time of
applying; (b) they want to know that they have the money as soon as possible and that the financial issue they
have been dealing with is sorted out; and (c) they want to get the process of application over as soon as possible
so that they can ‘return to normal’.
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money ‘trumps’ the value of the deal, with customers in some cases
saying that they paid more for a speedy ‘peace of mind’.#1> Similarly,
gualitative research conducted for BIS by Ipsos MORI found that
customers tended to ‘need money very quickly, or wished to get the
uncomfortable act of taking a payday loan out over with as soon as
possible’ and this dissuaded them from researching lenders in detail.41®

(d) Our qualitative research also suggested that the speed of the process
may remain important even when the need for the money is more
discretionary.4t’

(e) The customer research we undertook as part of our remedies process
found that the speed of the application process and the time it took to
receive the money were the most important aspects in customers’
decision-making. Cost and flexibility were considered by some customers
but the importance placed on speed outweighed considerations of cost.4'®

6.53 Lenders appear to be aware of the importance that customers attribute to
speed as many of them highlight on their website and/or in the advertising
campaigns the speed of the arrangement as a major feature of their offer (see
Appendix 6.3 for further details).*°42° The importance attached by customers
to speed has led to the widespread introduction of faster payment services
(FPS), which are currently offered by most lenders (see paragraph 4.202).

6.54 Irrespective of the actual time necessary to search for various offers available
in the market, one consequence of the perceived urgency that customers
attach to getting a payday loan is that borrowers may be unwilling to spend
much, if any, time collecting information on different lenders’ products and
comparing them prior to taking out the loan.*?!

415 See TNS BMRB survey report, p93.

416 See Payday lending advertising research conducted for BIS by Ipsos MORI Social Research Institute
(October 2013).

417 Customers can see payday loans as ‘impulse purchases’ and they are concerned that if they have time to
rationalise their decision they may end up changing their mind about getting a loan (‘the longer it takes the longer
| doubt things, it was like an impulse thing’, ‘It's not something you’ve thought about, it's one of the quick things
that you do’). See TNS BMRB survey report, p93.

418 See TNS BMRB customer research, p11.

419 Cash Converters submitted that it believed it was at a disadvantage to competitors who relied on credit
searches to assess affordability whilst it required customers to complete a detailed income and expenditure form
which it then matched with bank statements to verify income and ensure that all expenditures had been declared.
It told us that this approach was time-consuming and customers often commented that they went to competitors
who could provide them with funds more quickly.

420 Wonga submitted that it did not consider that it emphasised the easy availability of loans and speed of
arrangement but this was not given precedence over the total cost of borrowing (see Wonga’s initial submission).
421 Which? pointed to the results of the survey carried out as part of the Bristol Report which found that payday
loan users chose a lender primarily on the basis of convenience and speed of application and payment. It
submitted that the behavioural economics suggested that consumers might tend to discount heavily the future
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6.55 This is corroborated by the findings of our customer survey, which indicate
that the time pressure perceived by payday loan customers can restrict the
extent to which they shop around. ‘Not enough time to search’ was the most
common explanation given by respondents (both new and repeat customers)
for not shopping around for their most recent loan (cited by 21% of these
customers).*?? Among those customers who reported that they had shopped
around, the lack of time was cited as the most common barrier to not compar-
ing a larger number of lenders or spending more time comparing offers (cited
by 34% of these customers). We also note that customers who regarded
speed as being the most important factor when taking out a payday loan were
less likely to report having shopped around prior to taking out the loan (see
paragraph 6.19(d)).

6.56 In response to our provisional findings, Wonga noted the results of our follow-
up survey that found that the majority of customers (73%) felt they had spent
the right amount of time on shopping around for their most recent loan.*23
However, we note that more than half of these customers reported not having
shopped around for the most recent loan at all (and around 40% not having
shopped around for any other previous loan). This suggests that the
responses to this question are not an especially reliable indicator of whether
customers have in fact spent any significant amount of time shopping around,
as many of the customers who reported to be satisfied with the time spent on
comparing various offers had not apparently made any comparison.

Credit constraints and uncertainty about obtaining credit

6.57 Another key aspect of the context in which the decision to take out a payday
loan is often made is that many customers are credit constrained, and as a
result will face some uncertainty about whether or not a lender will approve
them for a loan.

cost of credit and as a consequence choose lenders that promise to pay out rapidly at the expense of offers with
significantly lower interest rates.

422 Both online customers (21%) and high street customers (22%) cited ‘Not enough time to search’ as the most
common explanation for not shopping around for their most recent loan. We note that the customers who said
that they could easily have gone without the loan (12% of those who did not shop around) cited ‘happy with the
first loan | looked at’ as the most common reason cited (20%), whilst lack of time was cited less frequently (12%).
Among those who said that they definitely could not have gone without the loan (62% of those who did not shop
around), lack of time was the most common reason cited (21%).This suggests that the more customers consider
the loan as indispensable the more they feel under time pressure to obtain a loan. Similar proportions of new
customers (24%) and repeat customers (21%) cited ‘Not enough time to search’ as a reason for not shopping
around for their most recent loan, suggesting that this aspect of the context in which customers take out payday
loan is common to both customer groups.

423 See Wonga's response to the provisional findings, paragraph 5.5.
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6.58 The evidence we have reviewed suggests that uncertainty regarding credit
availability may affect a significant proportion of payday loan customers.

6.59 First, while the average income of online payday loan customers is not
dissimilar to the UK population as a whole, many payday loan customers
nonetheless display characteristics indicative of relatively high levels of credit
risk.4?4 According to our survey, over half of payday loan customers were
overdrawn in the last year (with around a quarter going over their agreed
overdraft limit), and around 30% were turned down for another type of credit.
Half of respondents said that they had experienced debt problems such as a
bad credit rating or making arrangements to pay off arrears in the last five
years.

6.60 Second, the rate of refused loans was often well above 50% for many of the
major lenders (see Table 6.1 below) — and likely to be higher for first-time
customers — illustrating that a significant number of prospective customers
see their application refused. The rate of loan applications that were turned
down has risen for some operators in the period January to September 2014
as lenders adjusted their decision criteria to accommodate changes
implemented to the FCA’s rules.*?®

TABLE 6.1 Rate of refused loans* for the major lenderst

Brand (if data was Rate of

provided separately refused loans
Lender by brand) %1%
CashEuroNet [<]
CFO Lending [<]
Dollar PaydayUK [<]
PaydayExpress [<]
T™MS [<]
Global Analytics [<]
H&T [<]
SRC Speedy Cash [<]
The Cash Store [<]
TxtLoan [<]8
Wonga [<]

Source: CMA analysis.

*The rate was calculated as the proportion of refused loans over the completed applications.

tSome lenders did not provide this information, namely: Ariste and Wage Day Advance (SRC).

IThe rate of refused loans varies significantly by lender, in particular high street lenders ([¢<], Speedy Cash (SRC) and The
Cash Store) have on average a significantly lower rate of refusal than online lenders. This may be because high street
customers are rejected even before submitting an application as they do not satisfy the minimum requirements. These
customers may not be accounted for in the calculation of the rate of refusal.

§[]

6.61 Third, our analysis of borrowing patterns (see paragraphs 6.33 to 6.35)
suggested that a large proportion of borrowers use multiple lenders, and that
a key reason for this is likely to be the credit constraints facing many

424 See paragraphs 2.23 & 2.24.
425 See Section 3 for changes to rules regarding the verification of creditworthiness and affordability, rollovers and
CPA use.
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6.65

customers. In particular, we found that a large proportion of those customers
changing lenders already have a loan outstanding with a previous lender, or
do so following repayment problems with a previous loan.

Payday loan customers facing uncertainty and expecting that some lenders
are likely to refuse to grant them a loan would need to go through an
application process in order to establish whether any given lender would be
willing to lend to them. When coupled with the perceived urgency surrounding
the decision to take out a payday loan (as well as the possibility that
customers may be discouraged from applying to multiple lenders by the
perceived impact on their credit record),*?® this may result in customers
primarily choosing their loan on the basis of which lender they think will
approve their application, rather than the merits of a particular lender’s
product.

We also noted that some borrowers may be discouraged from applying to
multiple lenders by the perceived impact on their credit record. This is often
with good reason. Lenders and CRAs told us that the presence of
(application) searches on a customer’s credit record was a factor commonly
used as a risk indicator.4?” Although a similar pattern may also arise when a
potential borrower searches the market for the best-value loan product
available, a large number of searches may indicate a credit-hungry potential
borrower, seeking credit from multiple sources at the same time.428429

One consequence of the importance of credit availability to payday loan
customers is the widespread use of credit brokers — and in particular lead
generators — which seek to attract customers on the basis of high acceptance
rates and the offer that they will find customers a lender willing to grant them
credit. The implications of the role of lead generators for competition to attract
customers on price are considered further in paragraphs 6.100 to 6.111.

Uncertainty may also affect the behaviour of repeat customers, who — having
been approved for a loan by a lender in the past — are likely to expect to be
approved if they seek to borrow a further amount from that same lender in the
future (assuming they had not defaulted on the previous loan). In contrast, a
customer is likely to face greater uncertainty about whether or not they will be

426 |_enders typically use data from CRAs to assist in making their lending decision, which requires some form of
credit check. There are two types of credit check: (a) ‘enquiry’ or ‘quotation’ searches which do not leave a visible
‘footprint’ on a customer’s credit file (ie that a third party lender can see that a search has been performed by
another lender), and (b) ‘application’ or ‘credit’ search which do.

427 See Appendix 9.2, paragraphs 126-139.

428 See Appendix 9.3 for further explanation as to why lenders may perceive increased risk as the number of
application searches rises.

429 For example, one lender ([¢<]) submitted data showing a close link between the acceptance rate of customers
and the number of credit searches undertaken.
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approved for a loan if they apply to an alternative lender, which may take
different factors into account in its credit assessments, and will generally not
have access to detailed information on that customer’s repayment history.43°

In this context, looking at those repeat customers in our customer survey who
had only used one lender, some respondents attributed their ultimate decision
not to change lender (or not to consider doing so) to the higher likelihood of
being approved by the current lender (see paragraphs 6.40 and 6.41).
Although this was mentioned by a limited number of customers,*3! when
considered together with the other evidence described in paragraphs 6.37 to
6.43, it provides a further indication that uncertainty about approval is a
material concern for payday loan customers. Cash Converters told us that
payday loan customers typically had been turned down for other financial
products (eg credit card, store card, etc) and when they eventually found a
lender willing to lend, ‘they do not want to move out of that comfort zone, for
want of a better term, because they have been turned down so many times
before’.

Conclusions on the impact of urgency and uncertainty
To summarise, the evidence we reviewed suggests that:

(&) When taking out a payday loan, customers often perceive their loan to be
required urgently, and attach considerable importance to the speed with
which they are able to access the credit.

(b) Many payday loan customers are also uncertain, often with good reason,
about whether they will be granted credit to meet their borrowing
requirements and from which sources credit is likely to be forthcoming,
and they may be concerned that applying to multiple lenders would have
an impact on their credit record.

These factors will tend to make customers reluctant to spend time shopping
around for the best deal available, and will cause customers to focus on which
lender is more likely to lend to them (or, for a repeat borrower, to stay with a
lender that they previously used) rather than which lender offers the best

430 In its response to the provisional findings (paragraph 3.13), CashEuroNet submitted that our analysis of the
variables affecting the customers’ propensity to shop around suggests that customers who were rejected for a
previous loan were more likely to declare that they have shopped around in the past. However, as noted in
Appendix 6.1 (paragraph 16), this may reflect some customers having previously had to search for alternative
lenders that would approve their application rather than shopping around with the intent of finding the best value

loan.

431 We note, however, that our survey did not directly ask whether uncertainty about approval affects customers’
propensity to shop around.
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value product. This is likely to reduce the responsiveness of borrowers to
variation in lenders’ prices.

Difficulties associated with identifying the best value payday loan

6.69 The second barrier that we identified related to impediments to customers’
ability to identify the best-value loan for their requirements. As set out in the
Guidelines, access to information about the products available in the market
and customers’ ability to identify which offer provides the best value are key
elements in driving effective competition.*32 Where customers perceive their
need for a loan to be urgent, are concerned about their willingness to obtain
credit and need to take a decision rapidly (see paragraph 6.67), any factor
that makes it more difficult to compare loans is likely to magnify the search
costs that they face.

6.70 We carried out a review of the websites of online payday lenders as of April
2014, the results of which are set out in detail in Appendix 6.4. We found that
in general the key information about different lenders’ products is available
and presented on their websites (with some exceptions related to information
about late payment and default fees, which are discussed in further detail in
paragraph 6.97). In addition, our customer survey suggests that of those
customers who have ever shopped around for a payday loan, more than eight
in ten said that it was easy to find information to compare lenders’ offers and
that the information they looked at was very or fairly clear.433

6.71 Despite information generally being available, we found that customers’ ability
to identify easily the best-value loan for their needs may be impaired by a
number of factors:

(&) While the basic payday lending product is generally relatively
straightforward, there are also significant elements of complexity involved
in comparing the cost of different payday loans in different scenarios. This
can make it difficult for customers to make effective comparisons.

(b) Identifying the different lenders available on the market and their relative
prices can be difficult, given that the provision of comparison websites
listing different suppliers and cataloguing their prices is at present
undeveloped in the payday lending sector, and those sites that do exist
often suffer from important limitations.

432 The Guidelines, paragraph 296.
433 See TNS BMRB survey report, p108.
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Complexities associated with making comparisons of the prices of payday
loans

As set out in paragraphs 4.6 to 4.13, as borrowing criteria such as loan
amount, duration and customer repayment behaviour change, the price that a
customer pays for a payday loan may also change substantially. This can
make it difficult for customers to make effective comparisons between
different payday loan products.

Specifically, despite the relative simplicity of payday lending products (see
paragraph 6.47(a)), such complexities can arise because different lenders
often:

(a) offer products with different rules and levels of flexibility regarding loan
duration;

(b) have different approaches to finance charges (eg daily versus monthly
interest rates);

(c) use different pricing structures when a borrower does not repay on time
(eqg different combinations of fixed charges and interest rates); and

(d) are subject to other differentiating factors with implications for the cost of
borrowing, such as the ability to repay in instalments, roll over a loan or
top up during the term of the loan.*3*

Comparing the price of payday loans is likely to be particularly difficult if
borrowers seek to compare traditional payday loans with ‘non-standard’
products (eg instalment loans) or if they seek to take into account the risk that
they repay late.

In Section 4 we found that the ranking (according to the TCC paid by the
customer) of a sample of the payday loan products offered by the major
lenders varied significantly depending on the specific borrowing scenarios
considered (see paragraphs 4.33 and 4.34). This indicates that, when
comparing different products, the process of identifying the cheapest or best-
value payday loan can be complicated for borrowers that have some flexibility
around the length of time over which they wish to borrow, or who seek to take
into account the risk of repaying late.

In other credit markets (eg mortgages, credit cards), the APR is often used as
a common metric by which the relative price of products may be assessed,
thereby reducing the difficulties customers face in making comparisons

434 See Appendix 2.1.
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between products with different pricing structures. The regulatory framework
for consumer credit generally seeks to enhance the role of the APR by setting
common rules for its calculation and for its use in financial promotions (see
Appendix 3.1 for further details). For example, where an advertisement
includes an amount relating to the cost of a credit product, the advertisement
must also show the representative APR and must give more prominence to
the APR than to any of the other financial information presented (including
any other rate of charge, comparative indication, the total amount payable,
etc). Lenders must also ensure that the advertised APR reflects the price at or
below which the lender reasonably expects credit will be provided pursuant to
at least 51% of agreements entered into as a result of the advertisement.

We considered the role of APRs in aiding comparisons in the payday lending
market. Evidence from our customer survey suggested that customers were
more likely to look at the total cost of the loan than making comparisons on
the basis of APRs. For example, nine in ten respondents to our customer
survey (89%) looked at the total amount repayable before taking out a loan,
compared with around two-thirds (68%) that considered the APR.43%
Quialitative research conducted by Ipsos Mori for BIS found that many
borrowers view the APR as irrelevant, ‘as they intended the loan to be short-
term, and were more interested to know the “fee” — or the amount they would
pay if the loan was paid back in a month’.4%6

One likely reason for customers considering APRs of limited usefulness is that
the APR for short-term loans is very sensitive to the duration of the loan. This
can make comparisons using APRs based on representative examples
difficult, as these interest rates will vary considerably depending on the
representative loan duration chosen by each lender. The usefulness of APRs
for comparisons will be particularly limited if the customer’s borrowing
requirements do not closely match the representative example — for example,
if the borrower wants to take out a loan for a shorter duration, or wants to
compare the cost of different loans in the event that they are repaid late.

A number of lenders also highlighted problems arising from the application of
the APR rules to payday loans. For example:

(&) Wonga noted that the APR may mislead customers and make them ‘think
that the company with the highest APR is actually the highest priced’

435 See TNS BRMB survey report, p109.
436 TNS BMRB remedies customer research found (see p20) that when looking at PCWSs, borrowers compared
loans on both the total cost and the APR but they generally did not understand the APR.
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while, for example, a shorter loan, even if it had a higher APR, may have
a lower cost of credit.*3’

(b) Wonga also told us that because of the nature of payday loans the
resulting APRs are significantly higher than ‘what people think of as a
normal kind of interest rate’. This may have repercussions on the brand
image of the lenders.

(c) Elevate told us that it faced difficulties in marketing its risk-based pricing,
which offered lower monthly interest rates of 15% to low-risk customers.
At that point in time, fewer than [¢<]% of its customers received rates of
15% on their first loan while the majority still received an interest rate of
29%, so the 15% interest rate could not be reflected in the advertised
APR. Elevate said that while it could have two representative APRs on the
main page, this would confuse customers who would not know which
interest rate was applicable and this might ultimately lead to
disappointment when customers were not granted the lowest rate.

(d) CashEuroNet told us that in relation to risk-based tariffs, it would face
difficulties to target low-risk customers with advertisements specifically
promoting the cheapest price charged to this group of customers, as it
expected that the ASA would require it to specify the exact rates it had (ie.
not conditional to the relative risk of a customer).4%®

6.80 In light of the above evidence from customers and lenders, we concluded that
the regulatory obligations on lenders to disclose representative APRs were
unlikely to be of much, if any, assistance to customers in making comparisons
between payday loans. Instead, the most useful basis for customers to make
comparisons between payday loans is likely to be on the basis of the
monetary cost of a loan in relation to specific scenarios of relevance to the
customer (consistent with the analysis set out in Section 4). We also
recognised the challenges that could be posed for lenders seeking to
advertise risk-based prices, given the regulatory requirement to include a
representative APR in the advertisement or promotion, though we also
appreciated the need to ensure that advertising about payday loans does not
mislead customers as to the price that they are likely to pay.

437 |t added that:
in many of the press articles where they will show a table where they have a list for £100 loan what
the total cost of credit is but also what the APR is and on many of those tables we actually will be
lower on the total cost of credit but we are the highest on annual percentage rate and it is because
we are fully abiding by the laws of how to calculate that and so it is more looking at tables like that
that are out there in the press and recognising that unfortunately people will see the higher APR and
get scared off.

438 CashEuroNet said that it ‘[¢<]'.
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6.81 Nevertheless, we did not consider that the disclosure of the APR was without
value for payday loan customers. In particular, given the large number of
loans taken out by many customers in a 12-month period (see paragraph
2.48) and the historically high use of rollovers to extend the effective term of a
loan, we took the view that the disclosure of an APR can provide an indication
of the cumulative cost of taking out multiple payday loans over the course of a
year, or of repeatedly extending a short-term loan over a longer period.

Availability and functionality of price comparison websites

6.82 In many markets for financial products, PCWs play a key role in helping
customers who are shopping online to compare the offering of different
suppliers.+39

6.83 The evidence we have collected indicates, however, that payday loan
customers make only limited use of online price comparison services:#40

(&) Information submitted by the major lenders suggests that only a very
small proportion of customers apply through comparison websites. Based
on data submitted by a number of the largest online lenders,**! only 1.4%
of customers*#? taking out their first loan with a lender in 2013 came
through PCWs (although there is some variation between lenders, the
proportion of customers acquired via PCWs websites is never above 4%).

(b) Our customer survey indicates that 42%%*3 of customers who shopped
around for their most recent loan or had previously done so reported
having visited a PCW.44 This is significantly less than the proportion of

439 See, for instance, the customer research commissioned by the FCA (November 2013) in relation to the sale of
home, travel and motor insurance through PCWSs. The research found that many participants identified significant
benefits from using a PCW and ‘there was little doubt’ that they encouraged consumers habitually to ‘shop
around’ for the lowest-cost general insurance quotes they could find. The PCWs were perceived to allow
consumers to achieve in minutes what would otherwise take hours, and make a potentially boring and difficult job
relatively painless by presenting complex information in a simple and accessible way (see Appendix 9.2,
paragraphs 77-78).

440 While comparison websites are more likely to be used by online customers, high street customers may also
be expected to benefit from a wider availability of online comparison websites. In its report, TNS noted that ‘those
taking out high street loans still often used online methods to compare’ (see TNS BMRB survey report, p101). Of
those high street customers who shopped around, visiting the websites of payday lenders was the most common
source of information (61%) and visiting comparison websites was mentioned by 22% of those customers.

441 We asked the 11 major lenders to provide information on the number of new customers coming through
various channels. The figures in paragraph 6.83(a) are based on the responses provided by Wonga,
CashEuroNet, H&T, Ariste, SRC, Lending Stream and MYJAR.

442 For comparison, in another current investigation, the CMA found that PCWs have become an important sales
channel for car insurance and they now account for [55-65]% of all new business sales in 2012. See Private
motor insurance market investigation: Final report (paragraph 5.32).

443 45% of the online customers and 22% of the high street customers.

444 Approximately 17% of the entire sample.
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customers who used lenders’ websites (89%) and advertising (57%) as
sources of information. 445446

6.84 An important reason for this finding is the fact that the availability of PCWs for
payday loan products has been limited so far. None of the four largest UK
operators of PCWs for financial services*’ — www.moneysupermarket.com,
www.gocompare.com, www.comparethemarket.com and www.confused.com
— currently covers payday loans (although www.moneysupermaket.com
operated a payday loan comparison site until spring 2013448).

6.85 www.money.co.uk is currently the largest PCW for payday loans,**° [&<].
www.money.co.uk told us that most visitors clicked on one or two lenders’
products when using the comparison tables, although a small number of
visitors will follow the links to a large number of lender websites. It also told us
that pay-per-click was the only advertising channel that it used for payday
loans [6<].4%0

6.86 Other than www.money.co.uk (which appears prominently in search results
for payday-related terms), other comparison websites tend to rank relatively
low in payday-related search results, and generate significantly lower volumes
of traffic. For instance, www.allthelenders.co.uk told us that the total number
of clicks to payday loan products on its page was approximately 500,000 in
2013 and that it made no investment in advertising.*>!

6.87 We considered the reasons why comparison websites are relatively
undeveloped in payday lending. These reasons appear to be primarily related
— either directly or indirectly — to the reputation of the payday lending market:

(&) Moneysupermarket.com told us that it withdrew its payday loan page
partly as a result of the increasing level of media and political scrutiny into
payday lender practices, and the perception of non-compliance in the
sector (see paragraph 2.156).

(b) Another mainstream PCW ([¢<]) told us that [<].

445 Both new and repeat customers use comparison websites as a source of information less often than visiting
lenders’ websites and seeing advertising, though new customers appear to rely on comparison websites slightly
more (50%) than repeat customers (40%).

446 Our qualitative research suggests that some customers were unaware of PCWs and because of this, they
were not able to compare lenders’ offer like with like.

447 See Mintel report Web Aggregators in Financial Service’, UK, July 2011.

448 See paragraph 6.87(a).

449 [5<]

450 SRC stressed the importance of advertising (‘whether it is conventional media or through pay-per-click and
SEO strategies’) as a key factor to attract visitors to the comparison website. With the exception of money.co.uk,
we have seen little evidence of other comparison websites investing to enhance their visibility.

451 It said that all the traffic was generated from search engines, primarily Google.
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(c) Some operators of mainstream PCWSs, operating in a number of sectors,
had concerns over the impact of offering comparison services for payday
loans on their core existing business. These concerns related to
restrictions known as ‘Consumer Advisories’ on paid search imposed by
Google AdWords.*>? Under this policy**3, Google restricts advertisements
relating to payday lending from appearing in response to a user search
unless the search contains the words ‘payday loan’ or payday-loan-
related terms.*>* Google told us that the Consumer Advisory does not
prevent PCWs advertising other services on AdWords while also
operating a payday loan comparison service under the same brand.
Advertisers could segregate their payday loan content on a specific sub-
domain of their general site, enabling AdWords advertisements for the
rest of the site to show in response to non-payday-lending search
terms.*>> Notwithstanding this, we noted that this rule has been widely
perceived as being a significant deterrent for mainstream PCWs offering
payday loan price comparison tables. Some PCWSs’ operators told us that
they had either had to cease offering payday loan comparison services to
ensure their other revenues were not put at risk (as a result of being
prevented from using paid search) ([¢<]) or had had their paid search
account suspended for not appropriately segregating payday comparison
tables ([¢<]). A number of lenders shared the same concerns.4%6:457

(d) Some lenders reported having considered developing a comparison
website, but had eventually abandoned the idea. CashEuroNet said that
[<]. Elevate pointed at the risk that a comparison site built by an individual
lender would lack credibility.

6.88 Where online borrowers do use PCWs, these individuals are often offered
promotional rates, suggesting that these websites have the potential to
increase price competition between lenders to attract those customers that

452 Google told us that the Consumer Advisory policy was meant to ensure that users searching for other
products and services were not targeted by advertisers of payday loan products.

453 Introduced in 2011.

454 See Google response hearing summary, paragraph 3.

455 Google noted that, for instance, money.co.uk was able to operate in this way. In light of Google’s comment
and money.co.uk’s experience we considered that there may be ways in which mainstream PCW operators might
be able to reconfigure their websites in order to comply with Google’s Consumer Advisory rule. Nonetheless, we
noted that this rule is widely perceived as being a significant deterrent for mainstream PCWSs offering payday loan
price comparison tables.

4% Dollar emphasised the role played by search engines, in particular Google, in regulating and controlling the
amount of traffic that a website received. In its view, the risk of experiencing repercussions on the total traffic
generated by the website influenced the decision by moneysupermarket.com to drop its payday loan page.
Wonga noted the potential difficulty of a generic PCW hosting payday lending comparison tables due to
advertising rules imposed by search engines (see response to the Remedies Notice, paragraph 3.20). Uncle
Buck also noted that a key challenge for PCWs would be to ensure that the website was not ‘blocked’ or impeded
in its promotion or awareness by the actions of search engines (see response to the provisional findings, p1).

457 See Appendix 9.2.
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use them. For example, Wonga used to waive its transmission fee to
customers coming through the moneysupermarket.com comparison website.
In 2012/13,%8 Dollar's PaydayUK and Payday Express offered a discounted
monthly interest rate of 25% to customers referred from
moneysupermarket.com.*® [&<]

6.89 We note that the payday loan PCWs that currently exist suffer from some
important limitations:

(a) These websites typically do not allow customers to adapt the search
criteria in order to compare loan terms for a given set of borrowing criteria.
Instead, products can generally only be ranked on the basis of one or two
standardised measures of price (eg APR or TCC for a scenario that may
not be consistent across all products), which may not reflect a borrower’s
requirements, or the range of possible outcomes. Related to this, our
qualitative research found that where comparison sites were used, con-
sumers did not find them particularly helpful. This was because compar-
ison sites did not compare ‘like-for-like’ loans and as a consequence
comparison was very difficult. This limitation was also raised by a number
of lende