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Like DarwinLike Darwin’’s theory of natural selection, the small dollar loan is expecteds theory of natural selection, the small dollar loan is expected to continue to continue 
evolving over time into a more advanced evolving over time into a more advanced ““speciesspecies”” in the family of small dollar consumer in the family of small dollar consumer 
lending products.lending products.

Adaptation Needed in Response to:Adaptation Needed in Response to:

A.A. Heightened Regulatory ScrutinyHeightened Regulatory Scrutiny

B.B. Highly Competitive and Saturated MarketplaceHighly Competitive and Saturated Marketplace

C.C. Increasing Sophistication of CustomerIncreasing Sophistication of Customer

Product Mutations: Product Mutations: 

A.A. OpenOpen--Ended Revolving CreditEnded Revolving Credit

B.B. Installment LoansInstallment Loans

C.C. Amortizing Title LoansAmortizing Title Loans

Charles Darwin and the Small Dollar LoanCharles Darwin and the Small Dollar Loan
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Our central belief is that the single payment loan is a nonOur central belief is that the single payment loan is a non--growing growing ““branchbranch”” in the small dollar in the small dollar 
loanloan’’s s ““tree of life.tree of life.””

Positioning the Single Payment Loan in the Positioning the Single Payment Loan in the ““Tree of LifeTree of Life””

The The ““Tree of LifeTree of Life”” image that appeared in Darwinimage that appeared in Darwin’’s s On the Origin of Species by Natural SelectionOn the Origin of Species by Natural Selection, 1859., 1859.
It was the book's only illustration.It was the book's only illustration.



55
2009 FISCA Conference2009 FISCA Conference

The Future of Small Dollar Lending The Future of Small Dollar Lending 

To assess the future, it may be helpful to take a step back and To assess the future, it may be helpful to take a step back and understand the recent history understand the recent history 
of the small dollar loan.of the small dollar loan.

Brief History of the Small Dollar LoanBrief History of the Small Dollar Loan

19801980 19851985 19901990 19951995 20002000 20052005 20102010

Vacuum created as Vacuum created as 
Associates, Household Associates, Household 
& others  shift product & others  shift product 

focus away from focus away from 
unsecured loans to real unsecured loans to real 

estate secured loansestate secured loans

Emergence of Emergence of 
unsecured single unsecured single 

payment loanspayment loans
(payday loans) offered (payday loans) offered 

in retail locationsin retail locations

World Acceptance, World Acceptance, 
Security Finance and Security Finance and 

other small installment other small installment 
loan lendersloan lenders

““Bank modelBank model”” restricted restricted 
and eventually eliminated, and eventually eliminated, 

signaling beginning of signaling beginning of 
increased regulatory increased regulatory 

oppositionopposition

Emergence of Emergence of 
Internet creates new Internet creates new 

““wild westwild west””
distribution channeldistribution channel

Product mutation begins as Product mutation begins as 
single payment loan single payment loan 

providers diversify into title providers diversify into title 
loans, installment loans, loans, installment loans, 
revolving credit productsrevolving credit products

Future?Future?
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Over the past decade, U.S. consumers have diversified their borrOver the past decade, U.S. consumers have diversified their borrowings away from traditional auto financing into owings away from traditional auto financing into 
revolving credit, student loans, personal cash loans and other lrevolving credit, student loans, personal cash loans and other loans to purchase other types of consumer goods oans to purchase other types of consumer goods 
such as appliances, apparel, boats, and recreation vehicles.  Wesuch as appliances, apparel, boats, and recreation vehicles.  We expect this trend to continue.expect this trend to continue.

U.S. Consumer Debt DiversificationU.S. Consumer Debt Diversification
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Charting the Future of Small Dollar LoansCharting the Future of Small Dollar Loans
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The future of the small dollar loan will be determined within thThe future of the small dollar loan will be determined within the interdependent framework e interdependent framework 
established by 4 mission critical phases of the loan process. established by 4 mission critical phases of the loan process. 

Charting the Future of Small Dollar LoansCharting the Future of Small Dollar Loans

Selling &Selling &
DistributionDistribution

FundingFunding Servicing &Servicing &
CollectionsCollections

UnderwritingUnderwriting
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Selling & DistributionSelling & Distribution

Selling &Selling &
DistributionDistribution UnderwritingUnderwriting FundingFunding Servicing &Servicing &

CollectionsCollections

Retail storefront Retail storefront -- lender locationlender location

Retail storefront Retail storefront –– third party locationthird party location

Internet driven acquisition and distributionInternet driven acquisition and distribution

Direct to consumer through mail or phoneDirect to consumer through mail or phone

Cost per acquisition is keyCost per acquisition is key

Credit cards to this customer segment has dried upCredit cards to this customer segment has dried up
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UnderwritingUnderwriting

Selling &Selling &
DistributionDistribution UnderwritingUnderwriting FundingFunding Servicing &Servicing &

CollectionsCollections

Credit driven attributes for subCredit driven attributes for sub--prime credit prime credit 

Improved statistical analyses, resulting in reduced lossesImproved statistical analyses, resulting in reduced losses

Centralized models have improved consistencyCentralized models have improved consistency

Higher costs of underwriting have been offset by lower bad debt Higher costs of underwriting have been offset by lower bad debt losseslosses

Higher the cost of credit the higher the default rate, inverse nHigher the cost of credit the higher the default rate, inverse not trueot true

Difficult to deliver a profitable product below 12% a month for Difficult to deliver a profitable product below 12% a month for SDLSDL’’ss
due to default rate and costs of distribution, underwriting and due to default rate and costs of distribution, underwriting and 
collectionscollections
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FundingFunding

Selling &Selling &
DistributionDistribution UnderwritingUnderwriting FundingFunding Servicing &Servicing &

CollectionsCollections

Costs associated with funding loans remains higher due to natureCosts associated with funding loans remains higher due to nature of  the of  the 
asset class; subprime and geographically scatteredasset class; subprime and geographically scattered

Few lenders interested in lending against subFew lenders interested in lending against sub--prime consumer loansprime consumer loans

Consistent performance of portfolios will drive lender participaConsistent performance of portfolios will drive lender participation, tion, 
ultimately resulting in lower funding costsultimately resulting in lower funding costs

Individual portfolios are financed by those who really understanIndividual portfolios are financed by those who really understand the d the 
asset and the associated risksasset and the associated risks

Funding is tight and expensive but will return to Funding is tight and expensive but will return to ““normalnormal”” over timeover time
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Servicing & CollectionsServicing & Collections

Selling &Selling &
DistributionDistribution UnderwritingUnderwriting FundingFunding Servicing &Servicing &

CollectionsCollections

For servicing and collections, debate is Retail vs. Centralized?For servicing and collections, debate is Retail vs. Centralized?

In terms of cost and portfolio performance, the centralized modeIn terms of cost and portfolio performance, the centralized model looks l looks 
to be the longto be the long--term winnerterm winner

Economies of scale: Servicing costs will drive larger platforms Economies of scale: Servicing costs will drive larger platforms and force and force 
out smaller players as prices (rates offered to consumers) fallout smaller players as prices (rates offered to consumers) fall

Revolving credit loans require a more sophisticated level of proRevolving credit loans require a more sophisticated level of processing cessing 
than traditional installment and single payment loansthan traditional installment and single payment loans

Costs associated with servicing and collections will increase thCosts associated with servicing and collections will increase the e 
size of small dollar loans as economics become more importantsize of small dollar loans as economics become more important
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At first glance, U.S. household incomes appear to have increasedAt first glance, U.S. household incomes appear to have increased every year since 1980.  Unfortunately, the steady every year since 1980.  Unfortunately, the steady 
increase in household income that this chart depicts is deceptivincrease in household income that this chart depicts is deceptive since these numbers have been prepared on a e since these numbers have been prepared on a 
nominal basis (nominal basis (notnot adjusted for inflation).  adjusted for inflation).  

Median U.S. Household Income Median U.S. Household Income –– Nominal $Nominal $

Source: U.S. Census Bureau
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Growth in U.S. household incomes on a real basis (adjusted for iGrowth in U.S. household incomes on a real basis (adjusted for inflation) actually declined during 2001 nflation) actually declined during 2001 -- 2004 2004 
before growing again from 2005 through 2007.  Following the declbefore growing again from 2005 through 2007.  Following the decline in 2008, real household incomes appear ine in 2008, real household incomes appear 
unlikely to recover to 1999unlikely to recover to 1999--2000 levels in the near future. 2000 levels in the near future. 

Median U.S. Household Income Median U.S. Household Income –– Real $Real $

Source: U.S. Census Bureau



1515 2009 FISCA Conference2009 FISCA Conference
The Future of Small Dollar Lending The Future of Small Dollar Lending 

As a proxy for the ratio of U.S. household debt payments to disposable personal income, the Federal Reserve 
Board’s household Debt Service Ratio (“DSR”) has started to decline after a decade of steady increases. 

Leverage in the U.S. HouseholdLeverage in the U.S. Household

10.0%

10.5%

11.0%

11.5%

12.0%

12.5%

13.0%

13.5%

14.0%

14.5%

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Source: U.S. Federal Reserve Board

Federal Reserve Board’s Household Debt Service Ratio (DSR)
Quarterly Data:  Q1 1994 – Q1 2009



1616 2009 FISCA Conference2009 FISCA Conference
The Future of Small Dollar Lending The Future of Small Dollar Lending 

The U.S. unemployment rate has increased to 9.7%.

U.S. Unemployment RateU.S. Unemployment Rate

U.S. Unemployment Rate, Monthly
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Unemployment rates on the West Coast, Southeast and through the Rust belt are now in excess of 10%.

Unemployment Rates by StateUnemployment Rates by State

Unemployment Rates by State, Seasonally Adjusted (as of July 200Unemployment Rates by State, Seasonally Adjusted (as of July 2009)9)
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Unfortunately, the national unemployment rate has been a lagging indicator in the previous two 
recessions, suggesting that the current 9.7% unemployment may not have peaked.

1990 - ‘91 Recession
Unemployment Peaked

in June 1992 at 7.8%

2001 Recession
Unemployment Peaked in 

June 2003 at 6.3%

U.S. Unemployment Rate & GDP GrowthU.S. Unemployment Rate & GDP Growth

2008 – ‘09 Recession
Current Unemployment in 

Aug 2009 at 9.7%

Source: U.S. Bureau of Labor Statistics
U.S. Bureau of Economic Analysis
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Credit Spectrum Shifts Up in Slower Economic TimesCredit Spectrum Shifts Up in Slower Economic Times
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Does this apply in a severe recession 
with double-digit unemployment?
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Leveraged loan issuance by middle market issuers has fallen off Leveraged loan issuance by middle market issuers has fallen off dramatically over the past 24 months.dramatically over the past 24 months.

Leveraged Loan Issuance VolumeLeveraged Loan Issuance Volume
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With the emergence of second-lien loans in 2003, an increasing supply of senior debt pushed leverage ratios for 
middle market issuers to historical levels in 2007. Following the broader credit market freeze, not only have leverage 
ratios fallen precipitously from their early 2007 peaks but the number of leveraged loan transactions per month has 
fallen from 30+ transactions per month in 2007 to an average of 3 transactions per month in 2009.

Leverage Ratio Trends for Leveraged LoansLeverage Ratio Trends for Leveraged Loans
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More pronounced than in the 2001 recession, the recent spike in More pronounced than in the 2001 recession, the recent spike in distress ratio indices may serve as a distress ratio indices may serve as a 
leading indicator of future defaults.leading indicator of future defaults.

Leveraged Loan Credit TrendsLeveraged Loan Credit Trends
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After a dramatic widening in late 2008 across all credits, seconAfter a dramatic widening in late 2008 across all credits, secondary spreads for leveraged loans have dary spreads for leveraged loans have 
declined almost as quickly in 2009.declined almost as quickly in 2009.
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