
 

 
1740-360 Albert, Ottawa, ON K1R 7X7  613-236-8196  613-233-4552 

 head.office@cia-ica.ca / siege.social@cia-ica.ca  cia-ica.ca 
 

October 28, 2015 
 

The Hon. Danielle Larivee, MLA 
Minister of Service Alberta 
John E. Brownlee Building 
10365-97 Street NW 
Edmonton, AB 
T5J 3W7 
 

Dear Mrs. Larivee, 

We understand that your ministry is consulting the public as part of a review of the Payday 
Loans Regulation in Alberta. The Canadian Institute of Actuaries (CIA) has prepared the 
attached submission to assist you in that review. 

Our key recommendations are that 

1. The implied effective annual rate of interest calculated in accordance with accepted 
actuarial practice and principles be considered in selecting a maximum total cost of 
borrowing for payday loans; 

2. The maximum total cost of borrowing vary by the term length of the loan, in a manner 
consistent with our first recommendation; 

3. Lenders be required to disclose the effective annual rate of interest for various lengths 
of loan; and 

4. The government conduct a study to determine the cost of providing payday loans in 
Alberta.  

Thank you for taking the time to review our submission. If you have any questions, please do 
not hesitate to contact Chris Fievoli, the CIA’s resident actuary, at 613-656-1927 or 
chris.fievoli@cia-ica.ca. 
 

Yours truly, 

 
Robert H. Stapleford 
CIA President 

mailto:chris.fievoli@cia-ica.ca
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Submission of the Canadian Institute of Actuaries to the Government of Alberta Consultation 
on the Payday Loans Regulation 

Introduction 

The Canadian Institute of Actuaries (CIA) offers the following comments to the Government of 
Alberta’s review of the Payday Loans Regulation. In particular, our comments pertain to the 
maximum total cost of borrowing for payday loans, and the effective annual rate of interest to 
the borrower implied by this limit.  

The CIA is the national voice of the actuarial profession in Canada. Actuaries apply their 
specialized knowledge in the mathematics of finance, statistics, contingencies, and risk theory 
to the problems faced by pension plans, government regulators, insurance companies, other 
financial institutions, social programs, and individuals.  

Of particular relevance here, actuaries hold a prominent role in Canada in evaluating the 
effective annual rate of interest on specific agreements or arrangements of credit advanced. 
Indeed, section 347 of the Criminal Code states that generally accepted actuarial practices and 
principles govern the calculation of the effective annual interest rate and the determination of 
whether that rate meets the threshold set for the criminal rate. Our professional standards of 
practice, along with our training in the theory of interest, have been recognized by section 
347(4) of the code, which states that certification by a Fellow of the CIA regarding the effective 
annual rate of interest is proof, in the absence of evidence to the contrary, of that rate. 

We believe that by using the effective annual rate of interest as a consistent and objective 
yardstick, one can easily compare the current (and any future) limit on the maximum total cost 
of borrowing to the previous limit, the criminal interest rate.  

Effective Annual Rate of Interest Implied by Alberta’s Maximum Total Cost of Borrowing 

With the enactment of federal Bill C-26 in 2007 and Alberta’s Payday Loans Regulation over the 
period 2009 through 2010, the maximum total cost of borrowing of $23 per $100 of loans with 
a term of 62 days or less replaced the criminal interest rate of 60% (effective annual rate) as the 
limitation on the cost to the borrower. Sections 1(c) and 11(1)(a) of the regulation prohibit 
discounting, i.e., the practice of deducting or withholding from the initial advance of a payday 
loan an amount representing any portion of the cost of borrowing. Thus, the total cost of 
borrowing is generally to be repaid at the end of the loan term. We offer the calculation of the 
effective rate of interest under the current limitation for comparison to the previous limitation. 

 For the consideration of the government, table 1 below presents the effective annual rates of 
interest, for a variety of loan terms, using the calculation methodology specified in the Criminal 
Code and in the CIA’s Standards of Practice. These calculations use the definition of interest as 
specified in section 347(2) of the code.1  

                                            
1 “. . . The aggregate of all charges and expenses, whether in the form of a fee, fine, penalty, commission or other 
similar charge or expense or in any other form, paid or payable for the advancing of credit under an agreement or 
arrangement, by or on behalf of the person to whom the credit is to be advanced, irrespective of the person to 
whom any such charges and expenses are or are to be paid or payable, but does not include any repayment of 
credit advanced or any insurance charge, official fee, overdraft charge, required deposit balance, or in the case of a 
mortgage transaction, any amount required to be paid on account of property taxes”. 
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Table 1 – The Effective Annual Rate of Interest at the 
Alberta Maximum Total Cost of Borrowing, by Loan Term 

 
Loan Term 

Total Cost of 
Borrowing per 
$100 of Loans 

Effective Annual Rate 
of Interest, as per 

Criminal Code 

62 days (maximum eligible term for 
payday loans) $23 238% 

14 days $23 21,978%2 

10 days $23 191,121% 

7 days $23 4.9 million % 

Table 1 shows that the lowest effective annual rate of interest at Alberta’s maximum total cost 
of borrowing occurs at the longest loan term permitted for payday loans. According to section 
1(f) of the regulation, the rules for payday loans apply only to loans with a term of 62 days or 
less. The effective annual rate of interest for a 62-day loan at the maximum total cost of 
borrowing ($23 per $100 of loan) is 238%. 

These calculations also show that the maximum permitted rate of interest increased 
significantly from its previous limit of 60% when the Payday Loans Regulation was enacted. 

Total Cost of Borrowing Implied by the Criminal Rate of Interest 

The maximum effective annual rate of interest permitted for loans governed by the Criminal 
Code is 60%. 

Table 2 below presents, at various loan terms, the maximum total cost of borrowing 
corresponding to a maximum effective annual rate of interest of 60%, using the calculation 
methodology specified in the Criminal Code and in the CIA Standards of Practice. Table 2 shows 
that a maximum effective annual rate of interest of 60% at loan terms permitted by the Payday 
Loans Regulation would imply a maximum total cost of borrowing well below the current 
maximum of $23 per $100 of loans. 

  

                                            
2 The calculation of the effective annual rate of interest is as follows: [(123/100)(365/14) – 1] x 100% = 21,978%. 
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Table 2 – The Maximum Total Cost of Borrowing per $100 of Loans Implied 
by a Maximum Effective Annual Rate of Interest of 60%, by Loan Term 

 
Loan Term 

Maximum Total 
Cost of Borrowing 
per $100 of Loans 

Maximum Effective 
Annual Rate of 
Interest 

62 days (maximum eligible term for payday 
loans) $8.31 60% 

14 days $1.82 60% 

10 days $1.30 60% 

7 days $0.91 60% 

1 year (not an eligible term for payday 
loans) $60 60% 

Annual Percentage Rate (APR) versus Effective Annual Rate of Interest 

The APR calculates the amount of interest in dollars accrued over a year of borrowing, where 
the borrower pays interest to the lender in full at the end of each loan term. By contrast, the 
effective annual rate of interest replicates the amount of interest that accumulates where the 
interest due at the end of each loan term is financed by further borrowing from the lender, at 
the same rate of interest.  

The difference between APR and the effective annual rate of interest can be illustrated with a 
14-day loan for a principal amount of $100, at a total cost of borrowing of $23 (i.e., interest of 
23% of the principal). The APR represents the interest accrued over a year, where the borrower 
raises funds of $23 at each interval of 14 days and pays the lender the currently-due interest, 
while maintaining an outstanding loan balance of $100. The interest paid in this manner over 
the 365-day period totals $599.64. By contrast, the effective rate of interest is equal to the 
cumulative interest where, at the end of the first 14-day loan period, the borrower increases its 
borrowing to $123 in order to cover the interest. At the end of the next 14-day period, the 
lender charges interest of $28.29 (23% of the increased loan balance of $123), for which the 
borrower increases his or her borrowing further. This process is taken to continue through the 
365-day period, which accumulates interest of $21,978. 

The Appropriateness of the Effective Annual Rate of Interest as a Key Measure of the Cost of 
Borrowing 

Section 20(2)(d) of the Payday Loans Regulation requires that lenders disclose on a sign, at the 
lender’s location, the APR charged by the payday lender for a 14-day loan. At the maximum 
total cost of borrowing of $23 per $100 of loans, the APR to be disclosed is 599.64%. By 
contrast, the corresponding effective annual rate of interest for this loan term, using the 
calculation specified in the Criminal Code and in the CIA’s Standards of Practice, is significantly 
higher than the APR, at 21,978%. The effective annual rate of interest calculation is valid on 
short-term loans (like payday loans), and also closely replicates the rates advertised for the 
longer-term loans more commonly seen by consumers. Thus, it allows a ready comparison 
between payday loans and other lending situations.  
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Table 3 – Comparison of the Effective Annual Rate of Interest to the Annual Percentage Rate 
(APR), at the Alberta Maximum Total Cost of Borrowing, by Loan Term 

 
Loan Term 

Total Cost of 
Borrowing per 
$100 of Loans 

Effective Annual 
Rate of Interest, as 
per Criminal Code 

Annual Percentage 
Rate (APR), as per 

Regulation 

62 days (maximum eligible term 
for payday loans) $23 238%  135.40% 

14 days $23 21,978% 599.64%3 

10 days $23 191,121% 839.50% 

7 days $23 4.9 million % 1,199.29% 

Further, table 3 shows that the gap between the APR and the effective annual rate of interest is 
dramatically greater at loan terms shorter than 14 days. 

Between the APR and the effective annual rate of interest, we respectfully suggest that the 
effective annual rate of interest is a more appropriate measure of the costs of borrowing for 
reasons relating to the following: 

a. Repeat Borrowing 

The Canadian Payday Loan Association says “Payday loans are specifically designed to help 
customers with one-off, unanticipated expenses. Payday loans are not a form of ‘revolving’ 
credit designed to keep customers in a permanent debt position.” Notwithstanding the design 
of payday loans, the market has evolved such that customers of the industry are taking out 
payday loans repeatedly.  

The April 2013 Alberta Payday Loan Users Study, conducted by Environics Research Group for 
the Canadian Payday Loan Association, found that 40% of payday loan users had taken six or 
more payday loans in the prior year. Further, 56% of payday loan users had taken back-to-back 
loans on one or more occasions during the year. 

In a March 2014 study, the U.S. Consumer Financial Protection Bureau found the following for 
payday loans of 7 or 14 days: for more than 35% of loan sequences that last for more than one 
loan, the last loan is larger than the first loan in the sequence. Further, the study found that 
loan size is more likely to go up in longer loan sequences. 

While payday loans are designed for unanticipated expenses, the 2013 Environics study found 
that only 37% of borrowers had made the loan in response to unexpected expenses. Other 
cited reasons for borrowing included paying for necessities, avoiding late charges on routine 
bills, and getting through a temporary reduction in income. 

A 2009 Ontario survey found that 18% of payday loan borrowers took out 10 or more payday 
loans in the previous year and that those who borrowed the most frequently borrowed the 

                                            
3 The calculation of the annual percentage rate of interest, as per the regulation, is as follows: [23/100] x (365/14) 
x 100% = 599.64%. 
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largest amounts. Further, another Ontario survey that year found that 50% of borrowers used 
payday loans to cover recurring expenses such as rent, mortgage, or regular bills. 

Section 11(1)(b) of the Payday Loans Regulation prohibits rollover loans. However, the 
regulation defines such loans as the extension or renewal of a payday loan that imposes 
additional fees or charges on the borrower, other than interest. Thus, the regulation does not 
prohibit consecutive loans where the only charges to the borrower are for interest. 

In practice, borrowers are barred from borrowing interest to the extent illustrated above, 
where a sequence of 14-day loans, beginning at $100, at the maximum total cost of borrowing, 
leads to interest charges at the end of 365 days of $21,978. The criminal code definition of 
payday loans limits the size of the loan to $1,500 (beyond which the code’s interest rate limit of 
60% would take effect). However, at the point of the loan reaching $1,500, the borrower will be 
put in the difficult situation of suddenly needing to raise funds to meet interest payments. The 
APR disclosure doesn’t alert the borrower to that.  

Where repeated loans are made over the course of the year, the APR represents a scenario 
where the borrower has the financial resources during the year to discharge accrued interest, 
but makes no progress in paying down the borrowed principal. This would seem to be a 
peculiar circumstance, where the borrower has enough financial strength to make high interest 
payments (diverting significant resources from other needs), but not enough resources to repay 
the emergency borrowing.  

In summary, the greater the frequency of repeated borrowings, and the more that the costs of 
borrowing are financed through higher borrowings, the closer the effective annual interest rate 
comes to the costs to the borrower for the year and the more relevant the effective annual rate 
of interest becomes.  

b. Interest Earned by the Lender 

In addition to the cost to the borrower, an important metric in the discussion of payday loans is 
the rate of interest earned by the lender, particularly net of the lender’s expenses. If the rate of 
interest earned by lenders, net of their expenses, is too low, payday loans will become less 
available to those who might benefit from them. For the following reasons, the effective annual 
interest rate, as calculated from the lender’s perspective, has merit as a measure to be 
considered by the government as it works to improve consumer protection. 

While payday loans are designed to be used on a one-off basis by borrowers, lenders do not 
expect to loan funds on a one-off basis. Payday loans are their core business—thus, the lender 
is in business to rapidly re-loan funds as soon as they are repaid. The more efficiently and 
quickly the repaid funds are loaned again, the more closely the effective annual rate of interest, 
net of the lender’s expenses, approaches the lender’s interest earnings over a year. Further, the 
rate of interest earned by the lender increases rapidly in response to a lower level of lender 
expenses. 

A 2009 Ernst & Young study, The Cost of Providing Payday Loans in Ontario, measured the cost 
structures of payday lenders in that province, based on a sample of nine payday lenders. The 
lowest average expense level found was $15.57 per $100 of loans, and the highest was $33.39 
per $100 of loans (with an average of $21.50 per $100 of loans). There are hypotheses that may 
explain the variation in lenders’ administrative costs. For example, administrative costs related 
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to a repeat borrower may be lower than those pertaining to a loan to a first-time borrower. 
Also, the administrative costs per $100 of loans may decrease with the size of the loan. The 
study proposed later in this submission could prove or disprove such hypotheses and assist the 
government in understanding the dynamics of this industry.  

Table 4 below illustrates how quickly the lender’s effective interest rate rises, in response to a 
lower level of expenses. 

Table 4 – The Additional Effective Annual Rate of Interest Net of Expenses, Earned by the 
Lender, at a Total Cost of Borrowing (to the Borrower) of $23 per $100 of Loans, by Average 

Lender Expenses per $100 of Loans 

Loan Term Average Lender Expenses per $100 
of Loans 

Additional Effective Annual Rate of 
Interest, Net of Expenses, Earned by 

Lender 

14 days $23.00 (illustrative example) 0% 

14 days $21.50 (Ontario average, per Ernst 
& Young study) 38% 

14 days $20.43 (5% below ON average) 73% 

14 days $19.35 (10% below ON average) 119% 

14 days $15.57 (lowest expense level in 
Ontario study) 408% 

c. Consistent Comparison of Loans of Differing Terms and From Different Providers 

A charge of $23 per $100 of loans is more costly to the borrower for a seven-day loan than for a 
62-day loan—yet some lenders may present the two loan options as having the same out-of-
pocket cost. Further, even for those borrowers who understand that the costs differ, it can be 
difficult to compare the magnitude of the difference. The use of the effective annual rate of 
interest allows the borrower to understand and compare these two loan options. 

Also, use of the effective annual rate of interest would permit a borrower to compare the 
payday loan option to more traditional consumer loan options offered by banks, credit unions, 
and other financial institutions. 

For the reasons stated above, we recommend that the implied effective annual rate of interest 
calculated in accordance with accepted actuarial practice and principles be considered in 
selecting a maximum total cost of borrowing for payday loans. 

Specification of the Term of the Loan 

According to the Canadian Payday Loan Association, payday loans are typically in effect for one 
to 14 days, ending on the borrower’s next payday, and the average payday loan is for 10 days. 
As the calculations above illustrate, at the maximum total cost of borrowing, the effective 
annual rate of interest rises significantly with shorter terms. We recommend that the maximum 
total cost of borrowing vary with the term of the loan, so that the maximum effective annual 
rate of interest is consistent across loan terms from one to 62 days. We further recommend 
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that lenders be required to disclose the effective annual rate of interest for various lengths of 
loan. 

Contemplated Amendments to Section 347 of the Criminal Code 

As noted earlier, the maximum total cost of borrowing yields an effective annual rate of interest 
much higher than the maximum interest rate permitted by the Criminal Code. In this light, 
recent efforts to reduce the criminal interest rate may be of note.  

Bill S-210, An Act to amend the Criminal Code (criminal interest rate), was introduced in 
November 2013 by Senator Pierrette Ringuette, and was being studied by the Senate Standing 
Committee on Banking, Trade and Commerce prior to the call of the October 19, 2015 federal 
election. The bill proposed reducing the criminal interest rate for personal, household, and not-
for-profit loans from the current threshold of 60% to 20% above the Bank of Canada rate; at the 
current rate, the proposed new threshold would be 20.5%.  

The Importance of Financial Literacy among Potential Borrowers 

As was discussed above, repeat borrowings of payday loans are common, even though the 
loans are not designed for that purpose. This suggests that borrowers—and perhaps the public 
at large—may not appreciate the extent to which the interest on such repeat borrowings can 
accumulate, and thus how disadvantageous this practice is. 

This underlines the importance of financial literacy on the part of potential borrowers. To that 
end, the actuarial profession is making efforts to improve financial literacy of adults and youth 
through initiatives of the Actuarial Foundation of Canada (www.afc-fac.ca), a registered charity. 
These initiatives emphasize that the effective annual rate of interest is crucial to permitting 
individuals to compare various loan and investment alternatives during their lifetime.  

Study of the Cost Structure of the Payday Loan Industry 

Ernst & Young performed studies of the cost structure of the Canadian payday loan industry in 
2004 and 2009. The 2004 work was a national study that included respondents in Alberta, while 
the 2009 study used a similar methodology but was limited to Ontario. The average cost per 
$100 of loans was found to be $15.69 in 2004 and $21.50 in 2009. The studies and their findings 
indicate variations in cost by province, by individual lender, and over time. Indeed, in 2009, 
Ontario set its maximum total cost of borrowing per $100 of loans at $21.00, slightly below the 
average cost. This was done in the belief that the payday loan industry “may not yet have found 
its most efficient business model” and that setting the maximum at that level would “lead to 
significant restructuring in the industry.”  

Since any such restructuring by national lenders can be expected to affect lending costs in 
Alberta, it is recommended that the government conduct an up-to-date and Alberta-specific 
study to determine the cost of making a payday loan in Alberta through a statistically significant 
assessment of lender costs. Such a study should analyze aspects of the industry’s cost structure 
such as the following:  

• Cost to lend to a first-time borrower versus the cost to lend to a repeat borrower;  
• Costs of administering a loan versus provisions for loan losses; and  
• Costs that are fixed versus costs that vary with the loan’s size and/or term.  

http://www.afc-fac.ca/
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This additional information would be useful to the government in determining what changes 
may be appropriate. 

Conclusion 

To recap, we recommend that: 

1. The implied effective annual rate of interest calculated in accordance with accepted 
actuarial practice and principles be considered in selecting a maximum total cost of 
borrowing for payday loans; 

2. The maximum total cost of borrowing vary by the term length of the loan, in a manner 
consistent with our first recommendation; 

3. Lenders be required to disclose the effective annual rate of interest for various lengths 
of loan; and 

4. The government conduct a study to determine the cost of providing payday loans in 
Alberta.  

We hope that you find this submission helpful. Please do not hesitate to contact Chris Fievoli, 
the CIA’s resident actuary, at 613-656-1927 or chris.fievoli@cia-ica.ca if you require clarification 
of any element of it. 

 

mailto:chris.fievoli@cia-ica.ca




		

October 28, 2015



The Hon. Danielle Larivee, MLA

Minister of Service Alberta

John E. Brownlee Building

10365-97 Street NW

Edmonton, AB

T5J 3W7



Dear Mrs. Larivee,

We understand that your ministry is consulting the public as part of a review of the Payday Loans Regulation in Alberta. The Canadian Institute of Actuaries (CIA) has prepared the attached submission to assist you in that review.

Our key recommendations are that

1. The implied effective annual rate of interest calculated in accordance with accepted actuarial practice and principles be considered in selecting a maximum total cost of borrowing for payday loans;

2. The maximum total cost of borrowing vary by the term length of the loan, in a manner consistent with our first recommendation;

3. Lenders be required to disclose the effective annual rate of interest for various lengths of loan; and

4. The government conduct a study to determine the cost of providing payday loans in Alberta. 

Thank you for taking the time to review our submission. If you have any questions, please do not hesitate to contact Chris Fievoli, the CIA’s resident actuary, at 613-656-1927 or chris.fievoli@cia-ica.ca.



Yours truly,



Robert H. Stapleford

CIA President


Submission of the Canadian Institute of Actuaries to the Government of Alberta Consultation on the Payday Loans Regulation

Introduction

The Canadian Institute of Actuaries (CIA) offers the following comments to the Government of Alberta’s review of the Payday Loans Regulation. In particular, our comments pertain to the maximum total cost of borrowing for payday loans, and the effective annual rate of interest to the borrower implied by this limit. 

The CIA is the national voice of the actuarial profession in Canada. Actuaries apply their specialized knowledge in the mathematics of finance, statistics, contingencies, and risk theory to the problems faced by pension plans, government regulators, insurance companies, other financial institutions, social programs, and individuals. 

Of particular relevance here, actuaries hold a prominent role in Canada in evaluating the effective annual rate of interest on specific agreements or arrangements of credit advanced. Indeed, section 347 of the Criminal Code states that generally accepted actuarial practices and principles govern the calculation of the effective annual interest rate and the determination of whether that rate meets the threshold set for the criminal rate. Our professional standards of practice, along with our training in the theory of interest, have been recognized by section 347(4) of the code, which states that certification by a Fellow of the CIA regarding the effective annual rate of interest is proof, in the absence of evidence to the contrary, of that rate.

We believe that by using the effective annual rate of interest as a consistent and objective yardstick, one can easily compare the current (and any future) limit on the maximum total cost of borrowing to the previous limit, the criminal interest rate. 

Effective Annual Rate of Interest Implied by Alberta’s Maximum Total Cost of Borrowing

With the enactment of federal Bill C-26 in 2007 and Alberta’s Payday Loans Regulation over the period 2009 through 2010, the maximum total cost of borrowing of $23 per $100 of loans with a term of 62 days or less replaced the criminal interest rate of 60% (effective annual rate) as the limitation on the cost to the borrower. Sections 1(c) and 11(1)(a) of the regulation prohibit discounting, i.e., the practice of deducting or withholding from the initial advance of a payday loan an amount representing any portion of the cost of borrowing. Thus, the total cost of borrowing is generally to be repaid at the end of the loan term. We offer the calculation of the effective rate of interest under the current limitation for comparison to the previous limitation.

 For the consideration of the government, table 1 below presents the effective annual rates of interest, for a variety of loan terms, using the calculation methodology specified in the Criminal Code and in the CIA’s Standards of Practice. These calculations use the definition of interest as specified in section 347(2) of the code.[footnoteRef:1]  [1:  “. . . The aggregate of all charges and expenses, whether in the form of a fee, fine, penalty, commission or other similar charge or expense or in any other form, paid or payable for the advancing of credit under an agreement or arrangement, by or on behalf of the person to whom the credit is to be advanced, irrespective of the person to whom any such charges and expenses are or are to be paid or payable, but does not include any repayment of credit advanced or any insurance charge, official fee, overdraft charge, required deposit balance, or in the case of a mortgage transaction, any amount required to be paid on account of property taxes”.] 


Table 1 – The Effective Annual Rate of Interest at the
Alberta Maximum Total Cost of Borrowing, by Loan Term

		

Loan Term

		Total Cost of Borrowing per $100 of Loans

		Effective Annual Rate of Interest, as per Criminal Code



		62 days (maximum eligible term for payday loans)

		$23

		238%



		14 days

		$23

		21,978%[footnoteRef:2] [2:  The calculation of the effective annual rate of interest is as follows: [(123/100)(365/14) – 1] x 100% = 21,978%.] 




		10 days

		$23

		191,121%



		7 days

		$23

		4.9 million %





Table 1 shows that the lowest effective annual rate of interest at Alberta’s maximum total cost of borrowing occurs at the longest loan term permitted for payday loans. According to section 1(f) of the regulation, the rules for payday loans apply only to loans with a term of 62 days or less. The effective annual rate of interest for a 62-day loan at the maximum total cost of borrowing ($23 per $100 of loan) is 238%.

These calculations also show that the maximum permitted rate of interest increased significantly from its previous limit of 60% when the Payday Loans Regulation was enacted.

Total Cost of Borrowing Implied by the Criminal Rate of Interest

The maximum effective annual rate of interest permitted for loans governed by the Criminal Code is 60%.

Table 2 below presents, at various loan terms, the maximum total cost of borrowing corresponding to a maximum effective annual rate of interest of 60%, using the calculation methodology specified in the Criminal Code and in the CIA Standards of Practice. Table 2 shows that a maximum effective annual rate of interest of 60% at loan terms permitted by the Payday Loans Regulation would imply a maximum total cost of borrowing well below the current maximum of $23 per $100 of loans.




Table 2 – The Maximum Total Cost of Borrowing per $100 of Loans Implied
by a Maximum Effective Annual Rate of Interest of 60%, by Loan Term

		

Loan Term

		Maximum Total Cost of Borrowing per $100 of Loans

		Maximum Effective Annual Rate of Interest



		62 days (maximum eligible term for payday loans)

		$8.31

		60%



		14 days

		$1.82

		60%



		10 days

		$1.30

		60%



		7 days

		$0.91

		60%



		1 year (not an eligible term for payday loans)

		$60

		60%





Annual Percentage Rate (APR) versus Effective Annual Rate of Interest

The APR calculates the amount of interest in dollars accrued over a year of borrowing, where the borrower pays interest to the lender in full at the end of each loan term. By contrast, the effective annual rate of interest replicates the amount of interest that accumulates where the interest due at the end of each loan term is financed by further borrowing from the lender, at the same rate of interest. 

The difference between APR and the effective annual rate of interest can be illustrated with a 14-day loan for a principal amount of $100, at a total cost of borrowing of $23 (i.e., interest of 23% of the principal). The APR represents the interest accrued over a year, where the borrower raises funds of $23 at each interval of 14 days and pays the lender the currently-due interest, while maintaining an outstanding loan balance of $100. The interest paid in this manner over the 365-day period totals $599.64. By contrast, the effective rate of interest is equal to the cumulative interest where, at the end of the first 14-day loan period, the borrower increases its borrowing to $123 in order to cover the interest. At the end of the next 14-day period, the lender charges interest of $28.29 (23% of the increased loan balance of $123), for which the borrower increases his or her borrowing further. This process is taken to continue through the 365-day period, which accumulates interest of $21,978.

The Appropriateness of the Effective Annual Rate of Interest as a Key Measure of the Cost of Borrowing

Section 20(2)(d) of the Payday Loans Regulation requires that lenders disclose on a sign, at the lender’s location, the APR charged by the payday lender for a 14-day loan. At the maximum total cost of borrowing of $23 per $100 of loans, the APR to be disclosed is 599.64%. By contrast, the corresponding effective annual rate of interest for this loan term, using the calculation specified in the Criminal Code and in the CIA’s Standards of Practice, is significantly higher than the APR, at 21,978%. The effective annual rate of interest calculation is valid on short-term loans (like payday loans), and also closely replicates the rates advertised for the longer-term loans more commonly seen by consumers. Thus, it allows a ready comparison between payday loans and other lending situations. 

Table 3 – Comparison of the Effective Annual Rate of Interest to the Annual Percentage Rate (APR), at the Alberta Maximum Total Cost of Borrowing, by Loan Term

		

Loan Term

		Total Cost of Borrowing per $100 of Loans

		Effective Annual Rate of Interest, as per Criminal Code

		Annual Percentage Rate (APR), as per Regulation



		62 days (maximum eligible term for payday loans)

		$23

		238%

			135.40%



		14 days

		$23

		21,978%

		599.64%[footnoteRef:3] [3:  The calculation of the annual percentage rate of interest, as per the regulation, is as follows: [23/100] x (365/14) x 100% = 599.64%.] 




		10 days

		$23

		191,121%

		839.50%



		7 days

		$23

		4.9 million %

		1,199.29%





Further, table 3 shows that the gap between the APR and the effective annual rate of interest is dramatically greater at loan terms shorter than 14 days.

Between the APR and the effective annual rate of interest, we respectfully suggest that the effective annual rate of interest is a more appropriate measure of the costs of borrowing for reasons relating to the following:

a. Repeat Borrowing

The Canadian Payday Loan Association says “Payday loans are specifically designed to help customers with one-off, unanticipated expenses. Payday loans are not a form of ‘revolving’ credit designed to keep customers in a permanent debt position.” Notwithstanding the design of payday loans, the market has evolved such that customers of the industry are taking out payday loans repeatedly. 

The April 2013 Alberta Payday Loan Users Study, conducted by Environics Research Group for the Canadian Payday Loan Association, found that 40% of payday loan users had taken six or more payday loans in the prior year. Further, 56% of payday loan users had taken back-to-back loans on one or more occasions during the year.

In a March 2014 study, the U.S. Consumer Financial Protection Bureau found the following for payday loans of 7 or 14 days: for more than 35% of loan sequences that last for more than one loan, the last loan is larger than the first loan in the sequence. Further, the study found that loan size is more likely to go up in longer loan sequences.

While payday loans are designed for unanticipated expenses, the 2013 Environics study found that only 37% of borrowers had made the loan in response to unexpected expenses. Other cited reasons for borrowing included paying for necessities, avoiding late charges on routine bills, and getting through a temporary reduction in income.

A 2009 Ontario survey found that 18% of payday loan borrowers took out 10 or more payday loans in the previous year and that those who borrowed the most frequently borrowed the largest amounts. Further, another Ontario survey that year found that 50% of borrowers used payday loans to cover recurring expenses such as rent, mortgage, or regular bills.

Section 11(1)(b) of the Payday Loans Regulation prohibits rollover loans. However, the regulation defines such loans as the extension or renewal of a payday loan that imposes additional fees or charges on the borrower, other than interest. Thus, the regulation does not prohibit consecutive loans where the only charges to the borrower are for interest.

In practice, borrowers are barred from borrowing interest to the extent illustrated above, where a sequence of 14-day loans, beginning at $100, at the maximum total cost of borrowing, leads to interest charges at the end of 365 days of $21,978. The criminal code definition of payday loans limits the size of the loan to $1,500 (beyond which the code’s interest rate limit of 60% would take effect). However, at the point of the loan reaching $1,500, the borrower will be put in the difficult situation of suddenly needing to raise funds to meet interest payments. The APR disclosure doesn’t alert the borrower to that. 

Where repeated loans are made over the course of the year, the APR represents a scenario where the borrower has the financial resources during the year to discharge accrued interest, but makes no progress in paying down the borrowed principal. This would seem to be a peculiar circumstance, where the borrower has enough financial strength to make high interest payments (diverting significant resources from other needs), but not enough resources to repay the emergency borrowing. 

In summary, the greater the frequency of repeated borrowings, and the more that the costs of borrowing are financed through higher borrowings, the closer the effective annual interest rate comes to the costs to the borrower for the year and the more relevant the effective annual rate of interest becomes. 

b. Interest Earned by the Lender

In addition to the cost to the borrower, an important metric in the discussion of payday loans is the rate of interest earned by the lender, particularly net of the lender’s expenses. If the rate of interest earned by lenders, net of their expenses, is too low, payday loans will become less available to those who might benefit from them. For the following reasons, the effective annual interest rate, as calculated from the lender’s perspective, has merit as a measure to be considered by the government as it works to improve consumer protection.

While payday loans are designed to be used on a one-off basis by borrowers, lenders do not expect to loan funds on a one-off basis. Payday loans are their core business—thus, the lender is in business to rapidly re-loan funds as soon as they are repaid. The more efficiently and quickly the repaid funds are loaned again, the more closely the effective annual rate of interest, net of the lender’s expenses, approaches the lender’s interest earnings over a year. Further, the rate of interest earned by the lender increases rapidly in response to a lower level of lender expenses.

A 2009 Ernst & Young study, The Cost of Providing Payday Loans in Ontario, measured the cost structures of payday lenders in that province, based on a sample of nine payday lenders. The lowest average expense level found was $15.57 per $100 of loans, and the highest was $33.39 per $100 of loans (with an average of $21.50 per $100 of loans). There are hypotheses that may explain the variation in lenders’ administrative costs. For example, administrative costs related to a repeat borrower may be lower than those pertaining to a loan to a first-time borrower. Also, the administrative costs per $100 of loans may decrease with the size of the loan. The study proposed later in this submission could prove or disprove such hypotheses and assist the government in understanding the dynamics of this industry. 

Table 4 below illustrates how quickly the lender’s effective interest rate rises, in response to a lower level of expenses.

Table 4 – The Additional Effective Annual Rate of Interest Net of Expenses, Earned by the Lender, at a Total Cost of Borrowing (to the Borrower) of $23 per $100 of Loans, by Average
Lender Expenses per $100 of Loans

		Loan Term

		Average Lender Expenses per $100 of Loans

		Additional Effective Annual Rate of Interest, Net of Expenses, Earned by Lender



		14 days

		$23.00 (illustrative example)

		0%



		14 days

		$21.50 (Ontario average, per Ernst & Young study)

		38%



		14 days

		$20.43 (5% below ON average)

		73%



		14 days

		$19.35 (10% below ON average)

		119%



		14 days

		$15.57 (lowest expense level in Ontario study)

		408%





c. Consistent Comparison of Loans of Differing Terms and From Different Providers

A charge of $23 per $100 of loans is more costly to the borrower for a seven-day loan than for a 62-day loan—yet some lenders may present the two loan options as having the same out-of-pocket cost. Further, even for those borrowers who understand that the costs differ, it can be difficult to compare the magnitude of the difference. The use of the effective annual rate of interest allows the borrower to understand and compare these two loan options.

Also, use of the effective annual rate of interest would permit a borrower to compare the payday loan option to more traditional consumer loan options offered by banks, credit unions, and other financial institutions.

For the reasons stated above, we recommend that the implied effective annual rate of interest calculated in accordance with accepted actuarial practice and principles be considered in selecting a maximum total cost of borrowing for payday loans.

Specification of the Term of the Loan

According to the Canadian Payday Loan Association, payday loans are typically in effect for one to 14 days, ending on the borrower’s next payday, and the average payday loan is for 10 days. As the calculations above illustrate, at the maximum total cost of borrowing, the effective annual rate of interest rises significantly with shorter terms. We recommend that the maximum total cost of borrowing vary with the term of the loan, so that the maximum effective annual rate of interest is consistent across loan terms from one to 62 days. We further recommend that lenders be required to disclose the effective annual rate of interest for various lengths of loan.

Contemplated Amendments to Section 347 of the Criminal Code

As noted earlier, the maximum total cost of borrowing yields an effective annual rate of interest much higher than the maximum interest rate permitted by the Criminal Code. In this light, recent efforts to reduce the criminal interest rate may be of note. 

Bill S-210, An Act to amend the Criminal Code (criminal interest rate), was introduced in November 2013 by Senator Pierrette Ringuette, and was being studied by the Senate Standing Committee on Banking, Trade and Commerce prior to the call of the October 19, 2015 federal election. The bill proposed reducing the criminal interest rate for personal, household, and not-for-profit loans from the current threshold of 60% to 20% above the Bank of Canada rate; at the current rate, the proposed new threshold would be 20.5%. 

The Importance of Financial Literacy among Potential Borrowers

As was discussed above, repeat borrowings of payday loans are common, even though the loans are not designed for that purpose. This suggests that borrowers—and perhaps the public at large—may not appreciate the extent to which the interest on such repeat borrowings can accumulate, and thus how disadvantageous this practice is.

This underlines the importance of financial literacy on the part of potential borrowers. To that end, the actuarial profession is making efforts to improve financial literacy of adults and youth through initiatives of the Actuarial Foundation of Canada (www.afc-fac.ca), a registered charity. These initiatives emphasize that the effective annual rate of interest is crucial to permitting individuals to compare various loan and investment alternatives during their lifetime. 

Study of the Cost Structure of the Payday Loan Industry

Ernst & Young performed studies of the cost structure of the Canadian payday loan industry in 2004 and 2009. The 2004 work was a national study that included respondents in Alberta, while the 2009 study used a similar methodology but was limited to Ontario. The average cost per $100 of loans was found to be $15.69 in 2004 and $21.50 in 2009. The studies and their findings indicate variations in cost by province, by individual lender, and over time. Indeed, in 2009, Ontario set its maximum total cost of borrowing per $100 of loans at $21.00, slightly below the average cost. This was done in the belief that the payday loan industry “may not yet have found its most efficient business model” and that setting the maximum at that level would “lead to significant restructuring in the industry.” 

Since any such restructuring by national lenders can be expected to affect lending costs in Alberta, it is recommended that the government conduct an up-to-date and Alberta-specific study to determine the cost of making a payday loan in Alberta through a statistically significant assessment of lender costs. Such a study should analyze aspects of the industry’s cost structure such as the following: 

· Cost to lend to a first-time borrower versus the cost to lend to a repeat borrower; 

· Costs of administering a loan versus provisions for loan losses; and 

· Costs that are fixed versus costs that vary with the loan’s size and/or term. 

This additional information would be useful to the government in determining what changes may be appropriate.

Conclusion

To recap, we recommend that:

1. The implied effective annual rate of interest calculated in accordance with accepted actuarial practice and principles be considered in selecting a maximum total cost of borrowing for payday loans;

2. The maximum total cost of borrowing vary by the term length of the loan, in a manner consistent with our first recommendation;

3. Lenders be required to disclose the effective annual rate of interest for various lengths of loan; and

4. The government conduct a study to determine the cost of providing payday loans in Alberta. 

We hope that you find this submission helpful. Please do not hesitate to contact Chris Fievoli, the CIA’s resident actuary, at 613-656-1927 or chris.fievoli@cia-ica.ca if you require clarification of any element of it.
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