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COMPETITION IN AUTO FINANCING
EXECUTIVE SUMMARY

What is the best way to determine whether consumers are likely to be treated fairly in a
given marketplace? By examining how all the different players in the market interact
with one another for the purpose of establishing, on a broad basis, whether that
marketplace is competitive. This paper conducts such an analysis of the auto financing
marketplace and finds it to be very competitive.

Section A. presents criteria for assessing what makes a marketplace competitive.
Although few industries fit the requirements of perfect competition, economists and
anti-trust experts agree that industries are reasonably competitive if their characteristics
include numerous buyers and sellers who can make decisions independently; abundant,
easy-to-obtain, understandable information; market-determined prices; few barriers to
entry; and constant threat of potential competition from new products and market
players.

Section B. explains that the auto financing marketplace satisfies all these criteria. There
is a huge number of bank, credit union, and captive finance company competitors.
There are few if any barriers to entry, and no player has the market power to set prices.
A high level of clear information that almost every auto buyer can understand is
available through dealer finance professionals, Truth in Lending disclosures,
advertisements, and the Internet. And even after concluding a deal and beginning
payments on a credit agreement, an auto buyer who finds a better opportunity is free to
refinance, with no financial penalty.

Finally, section C. demonstrates how available market information provides additional
support for the conclusion that the auto financing market in the United States is highly
competitive. Excessively high interest rates for consumers are rare. Captive finance
companies have lowered their maximum caps on dealer finance income to 300 basis
points (bp) and in some cases 250 bp. Auto dealers generally maintain relationships
with 5 to 10 or more financing sources and are able to offer financing rates that are
comparable to, or better than, those offered directly by a credit union or a bank lender at
a branch. Banks that provide indirect financing through dealers, an increasingly
prominent force in this marketplace, generally provide wholesale or “buy” rates that
allow a dealer to earn finance income and still match or beat the rates offered by the
same banks directly to consumers for auto financing. If auto dealers were not
competitive, they could not sustain their consistently high market share of total auto
financing and credit unions would not have to work as hard as they do to compete with
them.



COMPETITION IN AUTO FINANCING

Introduction

What is the best way to determine whether consumers are likely to be treated fairly in a given
marketplace? By examining how all the different players in the market interact with one another
for the purpose of establishing, on a broad basis, whether that marketplace is competitive. This
paper conducts such an analysis of the auto financing marketplace and finds it to be very
competitive. Section A. presents criteria for assessing what makes a marketplace competitive.
Section B. then shows how the auto financing marketplace satisfies those criteria. And Section
C. concludes by identifying how available market information supports this finding.

THE VEHICLE FINANCING MARKETPLACE IS VERY COMPETITIVE
A. Indicators of Competitiveness

In considering whether the auto financing marketplace is competitive, we begin by describing
just what a competitive marketplace is.

Paul A. Samuelson, Professor of Economics Emeritus at MIT, and William D. Nordhaus
Professor of Economics at Yale, in the famous textbook Economics, Fifteenth Edition, define
perfect competition as a market condition in which no firm or consumer is large enough to affect
the market price. They say such a situation arises where (1) the number of sellers and buyers is
very large and (2) the products offered by sellers are homogeneous or indistinguishable. Under
these conditions, each firm faces a horizontal, or perfectly elastic, demand curve.!

Imperfect competition is a condition in which perfect competition does not hold because at least
one seller (or buyer) is large enough to affect the market price and therefore faces a downward-
sloping demand curve (or supply curve). Common types of imperfect competition include
monopoly and oligopoly. A monopoly is a market structure in which a commaodity or product is
supplied by a single firm. An oligopoly is a situation of imperfect competition in which an
industry is dominated by a small number of suppliers.

Dennis W. Carlton, Professor of Economics at the University of Chicago Business School, and
Jeffrey M. Perloff, Professor of Agricultural and Resource Economics at the University of
California at Berkeley, in Modern Industrial Organization note that perfect competition provides
a benchmark against which the behavior of markets is judged, even though perfect competition
rarely, if ever, is encountered in the real world. Their criteria for perfect competition are the
following:

! Samuelson, Paul A. and William D. Nordhaus, Economics, New York: McGraw Hill, Inc., 1995, pp 129-143.



e Perfect information. Buyers and sellers each know the price and quality of the product.

e Market determination of price. Buyers and sellers each take the price at which the
product can be purchased or sold as given. Price is determined by the market and no
buyer or seller can influence it. Using the market entails no transaction costs.

e Many buyers and sellers. There are many potential or actual buyers and sellers who can
enter and exit the market in the long run.

e Perfect divisibility of output. The amount of output demanded or supplied varies
continuously with price. This assumption avoids problems caused by large discrete
changes in either supply or demand in response to small price changes.?

Professors Carlton and Perloff observe that even though few industries fit the requirements of
perfect competition, economists often speak of certain types of industries as being reasonably
competitive if their characteristics include independent price setting, many firms, and free entry
and exit.

Phillip E. Areeda, late Professor of Law, Harvard University; Herbert Hovenkamp, Professor of
Law, University of lowa; and John L. Solow, Associate Professor of Economics, University of
lowa, in a widely used, 20-volume text and reference book, Antitrust Law, are consistent with the
economists cited above in their slightly more detailed description of perfect competition. Their
criteria are as follows:

e Sellers and buyers are so numerous that no individual’s output or purchasing decision has
any perceptible impact on output or price.

e Each seller and buyer makes decisions independently, without agreement or influence
from others.

e All productive resources are freely mobile among markets; there are no barriers to entry
or exit.

e All sellers and buyers have sufficient knowledge of all production technigues, input costs,
prices, and other relevant market facts.

e Producers make input-output decisions solely to maximize return on capital — that is,
they seek minimum-cost production techniques and net-revenue-maximizing levels of
output.

e There are no “externalities.” Producers pay all social costs incurred in the production of
goods and services and receive payment for all social benefits conferred.®

In a less-than-competitive market, such as a monopoly or oligopoly, sellers have “market
power,” or the ability to raise prices without losing sales. According to Professors Areeda,
Hovemkamp, and Solow, a firm is potentially in violation of antitrust law if it can profitably set
prices well above its costs and it enjoys some protection against a rival’s entry that would erode
such supracompetitive prices and profits.

2 Carlton, Dennis W. and Jeffrey M. Perloff, Modern Industrial Organization, Glenview, IL: Scott Foresman/Little,
Brown Higher Education, 1990. p66.

3 Areeda, Phillip, Herbert Hovenkamp and John L. Solow, Antitrust Law: An Analysis of Antitrust Principles and
Their Application, New York: Aspen Law & Business, 2002, Volume 1A, p 4.



The purpose of market definition in antitrust is not an end in itself, argue Robert G. Harris,
Professor of Business Administration, University of California, Berkeley and Thomas M. Jorde,
Profesor of Law, Boalt Hall School of Law, University of Californa, Berkeley. They explain that
the purpose of defining a market is to help measure a firm’s power over price and output, or its
power to foreclose markets. If it were possible to prove such power directly, definition of the
relevant market would not be necessary. Theoretically, at least, market power could be proved
solely by evidence of predatory conduct, excessive profits, price-cost margins, price
discrimination, and elasticities of supply and demand. However, Professors Harris and Jorde
note that practical problems of acquiring and presenting proof of these alternative indicators of
market power have caused litigants and courts alike generally to abandon such efforts. Instead
the courts have adopted a market structure method of analysis. First, the court defined a relevant
market in terms of product and geographic space. The court then measures individual firm shares
and industry concentration levels in that market.*

In assessing market power, Ira Horowitz, Professor of Business, University of Florida, explains
that the courts are concerned with several factors, most notably market share, the number and
relative size of firms in the market, conditions of entry, both actual competition in the market and
potential competition from firms outside the market, and whether a trend toward concentration
exists. Entry conditions and potential competition relate to the ease with which prospective
sellers can enter the market. All of these factors are influenced by how the market is defined.
Horowitz notes that market definition, market power, and product definition are inseparable.
Market definition is based on numerous factors such as product definition (including product
characteristics and interchangeability) and geography (i.e., area of effective competition), and
therefore must be based partly on judgment. Professor Horowitz points to the need for a
systematic and objective procedure for market definition to minimize bias toward any party or
group.®

A competitive marketplace can be defined from a business-strategy standpoint as well.
According to a well known model developed by Michael Porter of the Harvard Business School,
there are five forces that influence a firm’s competitive strategy:

Bargaining power of customers
Bargaining power of suppliers
Threat of new entrants
Threat of substitute products
Intensity of competitive rivalry, as evidenced by factors such as:
a. large number of firms
b. slow market growth
c. low switching costs
d. low levels of product differentiation®

orwdPE

4 Harris, Robert G. and Thomas M. Jorde, “Antitrust Market Definition: An Integrated Approach,” California Law
Review, January 1984.

5 Horowitz, Ira, “Market Definition, Market Power, and Potential Competition,” Quarterly Review of Economics and
Bnsiness, Autumn 1982, pp 23-42.

& Porter, Michel E., Competitive Strategy: Techniques for Analyzing Industries and Competitors, New York: The
Free Press, 1980.



Although Porter built his model primarily to help corporations develop competitive strategies,
that model also can be used to assess the competitiveness of a market. If all five forces are in
play, the market must be competitive.’

Based on the foregoing analyses of a competitive marketplace, this study uses the following
criteria to define the market for auto financing and assess its competitiveness:

NookrwnpE
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Number of buyers and sellers; number of consumer choices
Bargaining power of customers and suppliers
Nature of products — commodity vs. specialized
Level of information available on alternative choices
Market determination of price
Consumer’s ease in understanding, shopping, and choosing among alternatives
Market power of competitors
Market concentration
Market shares of competitors
Competitors’ power over price
Competitors’ power to exclude other competitors
The ability of one firm or a few firms to raise prices above competitive levels and
restrict the entry of competitors
Threat of potential competition
a. New products
b. Easily substituted products
c. Competitors from different geographic markets
d. New categories of market players
Barriers to entry®

®o0 o

How the Vehicle Financing Marketplace Satisfies the Criteria for Competitiveness

Applying the foregoing criteria, we conclude that the vehicle financing marketplace is very
competitive, as explained below.

Number of buyers and sellers; number of consumer choices

Auto financing is a market of many buyers and sellers. Among the sellers, there are many

competitors with well distributed market shares, including both dealers and financial institutions.

Auto dealers - There are currently approximately 21,650 new car dealerships in the
United States. Virtually all of those dealers assist customers in obtaining financing, and
most of them deal with 5 to 10 lenders so as to have alternative choices to suit a wide
range of consumers.

7 Also, force number five, the intensity of competitive rivalry, is a function of forces one through four: bargaining
power of customers, bargaining power of suppliers, threat of new entrants, and threat of substitute products.

8 Alpert, Geraldine, “Is Market Structure Proof of Market Power?” Mergers & Acquisitions, Summer 1984. Ms.
Alpert notes that if a market is not protected by entry barriers, no seller has long-run market power.



Auto manufacturers’ captive finance companies - All the major brands, international and
domestic, have captive finance companies that provide auto financing through dealers.

Banks - As of 2002, there were 7,887 banks in the United States.® A large portion of
bank auto financing is done indirectly through dealers. Indirect financing banks compete
for the business of auto dealers. Indirect financing banks also lend directly to consumers,
but mainly as an accommodation to customers with established relationships.

Credit unions - A total of 9,542 credit unions belong to the Credit Union National
Association (CUNA), and about 85 million Americans belong to credit unions. Of these,
a total of 9,014 credit unions, covering more than 83 million members, are chartered and
supervised by the National Credit Union Administration and insured by the National
Credit Union Share Insurance Fund. Mike Schenk, Vice President, Economics &
Statistics at CUNA, notes that credit unions are formidable competitors because they
offer two advantages over the manufacturers’ captive credit arms: a lower cost of funds
because they do not pay federal income taxes, and the ability to offer members a full
range of financial services.

As of June 2004, new auto loans comprised 16.9% and used auto loans 21.1% of total
credit union loans, which were $403.3 billion. More importantly, credit unions had
17.9% of the overall auto financing market at that time, according to Callahan &
Associates.

Credit unions have had a significant, though fluctuating, share of this market for decades.
An August 1984 article in Credit Union Magazine noted that credit unions in recent years
had been holding about 20% of the auto financing market.’® But then a June 1986 article
in the same magazine reported the credit union market share of auto financing had
slipped to 11.5%. The article made several suggestions on how credit unions could
restore their historic market share, such as providing pre-approved credit for an amount
rather than for a specific car, making the application process quicker and easier, offering
“balloon note” financing as an option, and providing leasing arrangements, which were
down significantly from the share achieved several years prior to that time. The author
recommended that these services be supported by a strong marketing program.** The
credit union community has been engaged to this day in strong marketing efforts to
increase its share of auto financing, as discussed further in a later section of this paper.

Credit unions also are becoming increasingly active in indirect financing. In the first six
months of 2003, credit unions granted more than $12 billion in indirect credit — about
10% of all credit union financing made during that period. That represented a 26%
increase over indirect financing volume in the first half of 2002, according to Callahan &
Associates.'? Similarly, in 1993, 4% of credit unions had indirect financing arrangements

° U.S Department of Commerce Statistical Abstracts — 2003.

10 “Some New Twists in Auto Lending,” Credit Union Magazine, August 1984, p10.

11 Condon, Mark, “Auto Loans: Boost Your Market Share,” Credit Union Magazine, November 1986, p 46.

12 Harris, Donna, “Credit Unions to Court Dealers at NADA Bash,” Automotive News, October 27, 2003, p 30.



with dealers, according to figures from CUNA. By 2002, 15% of credit unions — mostly
large ones — representing 42% of credit union members had indirect financing
arrangements.

Internet providers — The market share of web-based auto financing sources, though still
relatively low, is growing. CapitalOne, the largest Internet auto credit provider, has
about $7 billion in auto receivables, more than half of which have been generated through
direct channels such as the Internet.!® One reason the Internet lenders’ market share
remains relatively low is that those lenders provide less personal service than dealers
provide — an important consideration given the complexity of an auto financing
transaction.

Perhaps more important than the market share of web-based lenders is the way the
Internet helps consumers do their homework before visiting dealer showrooms and helps
them become more savvy.'* Information available for car buyers over the Internet is
discussed in a later section of this paper.

On-line lenders are forcing credit unions, as well as dealers and banks, to develop their
own on-line services. Bankrate.com estimated in May 2002 that 3,100 of 10,710 credit
unions have websites.®> Members of nationwide credit unions for a long time have been
accustomed to banking remotely. For example, web-based services have been
particularly important for the Navy Federal Credit Union and other military credit unions
because of the mobility of their members.

Commercial banks are entering the on-line vehicle financing space as well. In 1999,
Bank of America swapped its 80% ownership in auto lender CarFinance.com for a 5%
stake in E-Loan, which planned to operate CarFinance.com as a subsidiary. The bank’s
purpose for investing in an e-commerce subsidiary was to learn how the business
works.®

Bargaining power of customers and suppliers

As explained elsewhere in this paper, consumers have the ability to compare auto loan
alternatives from numerous sources. At the same time, the proliferation of lenders restricts their
ability to raise rates at will; hence, they do not have substantial bargaining power.

Nature of product

As a product, auto financing is almost a pure commodity. There is very little variation in
fundamental terms among the major auto finance companies’ credit agreements. Competition is

13 Hoover’s Company Profiles, November 3, 2004.

14 McElhinny, Brad “Autos On-line: Websites Allow Customers to Shop from Home,” Charleston Gazette, October
4, 2004, p 1D.

15 Forster, Stacy, “Credit Unions Get Competitive in Online Banking,” Wall Street Journal, May 15, 2002, pD@.

18 Dalton, Gregory, “Bank Swaps Stakes in Web Lenders, Information Week, August 30, 1999, p28.



based primarily on interest rate and maturity, although level of service and convenience and
finding the finance source best suited to the buyer also are important factors.

Level of information

A high level of information on auto buying and financing is available from numerous sources.
There is extensive advertising in newspapers, magazines, television, and radio. Information is
also readily available on the Internet. A search for auto financing alternatives on the Internet is
easy, and it provides lots of useful information. An auto buyer who simply uses a search term
such as “auto loan” or “car loan” with a widely used search engine such as Google will find
thousands of websites with the more useful loan and related service providers appearing early on
the list. Those websites quote rates, provide calculators to help the buyer determine
affordability, provide other helpful information on buying and financing a car, and in some cases
accept applications for financing online.

According to data from J.D. Power & Associates, 60% of auto purchasers went on-line for
information in 2002.17 J.D. Power also reports that 80% of auto shoppers use the Internet, and
Forrester Research estimates that the shoppers send 1.8 million requests to dealers through their
websites each month. According to the NADA Industry Analytics Quarterly Survey, 93% of
dealers have interactive websites, two-thirds of which allow buyers to submit credit applications
over the Internet. Forrester says that 5% of all Internet searches are related to research for a car
purchase. Auto sites are receiving an incredible 60 million hits a month.*® A study by Wirthlin
Worldwide commissioned by Automotive Retailing Today, an industry consortium, reported that
50% of 887 consumers interviewed, all of whom had purchased or leased a car in the past 18
months, used the Internet to research their car purchases, 32% used it to compare prices, and
26% used it to research financing alternatives. Seventy-one percent of respondents visited more
than one dealership when looking for a car, while 23% visited more than one dealership to find
information on auto financing.

Market determination of price

The price of auto financing is determined by a large competitive market of numerous finance
sources from which the consumer, either acting independently or working with an auto dealer,
can choose.

Consumer’s ease in understanding, shopping, and choosing among alternatives

If not all consumers, at least a significant majority of them can be expected to have the ability to
understand the abundant available information on auto financing alternatives and to be

comfortable working with it.

To begin, auto financing advertisements and websites are easy to understand. The Truth in
Lending Act (1968) requires Annual Percentage Rate (APR) disclosure to facilitate consumer

17 Senecal, Denise and Bill Mertka, “Listen to Your Members: Two Ways to Boost Your Credit Union’s Auto
Volume,” July 14, 2003, www.creditunions.com.

18 Conrad, Christine, “Web Woos Car Buyers,” November 1, 2004, www.creditunions.com.
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understanding. APR is a summary measure of the price of credit to make comparison shopping
easier. Federal regulators have spent years “branding” APR as the primary tool for comparison
shopping for credit, and those efforts have paid tremendous dividends in terms of consumer
financial awareness.

Further, consumers themselves report that they have sufficient information to make informed
decisions. In the Wirthlin study for Automotive Retailing Today, 87% of non-minority and 78%
of minority respondents who recently had purchased a car said that the salesperson gave them
enough information to make an educated and informed purchase decision. Ninety percent of
non-minority and 78% of minority respondents said that dealer finance specialists gave them
enough information to make educated and informed financing decisions.

What’s more, the following statistics from the 2003 Statistical Abstract of the United States,
published by the U.S. Department of Commerce, provide some indirect evidence of the financial
and computer literacy of the U.S. population as a whole:

e 84.1% of the U.S. population had a high school diploma and 26.7% have a college
degree.

e Qut of a total of 109.3 million households in the United States, 74.4 million are owner-
occupied; 44.6% of U.S. families have home-secured debt, which includes first and
second mortgages and home equity loans.

e 60 million households in the US have personal computers and 50.7 million have access to
the Internet.

e 53.5% of employed people in the U.S. use computers in their work.®

Market power of competitors

Because of the large number of dealers, no single dealer has a commanding market share with
the ability to set prices in most markets. Reflecting historical trends and state franchising laws,
auto retailing is highly fragmented. Although there is a long-term trend toward consolidation,
with fewer dealers selling more cars each year, 93% of the market is still represented by
privately owned dealers.?® Thus, the dealership market is not concentrated.

% To be sure, some consumers are not at ease with the mathematics and technicalities of auto financing and need
extra explanation. In particular, younger, first-time buyers sometimes need guidance when approaching credit
markets. Credit-challenged shoppers often are focused on finding a dealer that will approve financing. For them,
the monthly payment is a key concern. In these cases, the dealers’ approach generally is to understand the person’s
situation as fully as possible, to explore vehicle alternatives that might be affordable, and to search for all possible
credit sources, including financial institutions with an appetite for sub-prime credits.

However, the fact that some consumers may have difficulty navigating the system does not affect its
competitiveness. As explained in the text, the fact remains that the majority of shoppers can understand and handle
the process easily. And it is this feature that evidences the degree of competition present. In other words, the less
able vicariously benefit from the facility with which the majority can operate.

20 Casesa, John A. and John J. Murphy, The Integrated Business Model of Franchised Auto Dealers, Merrill Lynch,
Global Securities Research & Economics Group, April 19, 2004, p4.



The same can be said of captive finance companies, banks, and credit unions. Numerous large
banks and credit unions compete on a regional or nationwide basis as indirect lenders. The
number of captive finance companies is far smaller, but a recent sample of AutoCount market
share figures indicates that no individual captive generally accounts for more than about 12-13%
of a given geographic market, that the market shares of other finance sources drop off sharply,
and that the total number of lenders in a state is in the thousands.?! Because of the large number
of players, both auto dealers and finance companies, that interact and compete with each other
and set their prices independently, competitive pressure allows little opportunity for any player
or group of players to achieve pricing power, to form cartels, to collude, or to exclude
competitors.

Threat of potential competition

The auto financing industry is continually subject to the threat of new entrants and the threat of
substitute products. Auto dealers face constant competition from other dealers in their markets,
and financing is one of the factors on which dealers compete. One dealer may put together a
better assortment of finance sources than another does, and may be more skillful in picking out
the financing package best suited to a particular consumer. In offering a given financing package
to a consumer, a dealer is always aware of potential competition from different kinds of financial
institutions such as banks and credit unions from different geographic areas as well as Internet
lenders. Large banks, many large credit unions, and Internet lenders have no geographic
boundaries. Commercial banks offer not only traditional secured auto loans but also auto
financing through home equity loans, which has grown in popularity in recent years.

Barriers to entry

There are no significant barriers to entry for either auto dealers that extend credit through their
finance departments or financial institutions that buy the credit contracts. Although auto
manufacturers assign non-exclusive territories to dealers through franchises and some of those
franchises are long established, there still are opportunities for someone who wants to enter the
dealership business. There are no restrictions on entry of dealers into the used car business.
Similarly, even though it is consolidating, banking remains a crowded business, and new
community banks are opening continually to challenge the allegedly less personal service of
large regional and nationwide banks. There are no significant barriers to prevent the
establishment of a new credit union or Internet loan provider, or to prevent any bank from
competing in the financing business in any geographic region. As already mentioned, Internet
providers and many large credit unions operate nationwide without any geographic barriers. A
1998 change in law helped the growth of credit unions by expanding the definition of
“community,” thereby liberalizing credit unions’ criteria for accepting new members.

2L In Florida during the month of May 2004, for example, 118,117 auto loans were made by 3,624 lenders. The top
200 lenders made 101,878 loans, accounting for 86.3% of the volume. Within the top 200, the market share of 20
captives was 33.9%, 53 banks 26.3%, and 51 credit unions 16.6%. The top six lenders were SunTrust with 6,754
loans (5.72% market share), GMAC with 6,739 loans (5.71%), DaimlerChrysler Financial Services with 4,723 loans
(4.00%), American Honda Finance with 4,645 loans (3.93%), Nissan Infiniti Financial Services with 2,911 loans
(2.46%), and Bank of America with 2,590 loans (2.19%).



Refinancing option

The existing system of vehicle financing offers one additional feature that virtually no other
market has and that contributes mightily to the system’s level of competitiveness. This feature is
the penalty-free refinance option. Even after entering into a financing agreement and starting to
make payments, a consumer can refinance with no pre-payment fee. Very few products carry
such a liberal return policy or one that lasts throughout the entirety of the buyer’s ownership
period.

One reason why a consumer might refinance is because interest rates have declined since the
time the financing agreement was written. Credit unions promote refinancing options to
members, particularly in the type of declining interest rate market that we saw during the past
several years. In fact, there were hundreds of thousands of auto refinancings each year during
that period. In September 2003, CNW Marketing Research, Inc., an Oregon firm that provides
consumer spending data for automakers and other consumer product companies, estimated that
the number of auto refinancings would climb to 565,000 by the end of 2003, up from about
468,000 in 2002 and less than 300,000 in 2001.2?

Dealers are also aware that a customer who finds better terms for reasons other than declining
interest rates — such as a financing rate as originally extended that was above the going market-
competitive rate — can refinance as well. Every time a refinancing occurs, any unearned finance
charge is lost, thereby wasting much of the dealer finance department’s efforts in extending the
financing. But, if the refinancing occurs because the buyer concludes that the dealer overcharged
for the credit, the dealer will lose much more. In that situation, not only will the dealer lose its
profits from the deal, but the dealer’s reputation and ability to retain the confidence and loyalty
of the customer (and his or her family and friends) for future transactions also will be
compromised if not entirely destroyed. This market reality is well known to dealers, disciplines
their behavior, and drives them to charge market-competitive rates.?

Conclusion

Auto financing fits the definition of a highly competitive marketplace. There is a huge nhumber
of competitors from various types of financing institutions and there are no barriers to prevent
the entry of new competitors. No single competitor or group of competitors has pricing or
exclusionary power. There is abundant, easily accessed information on alternative financing
choices. Through advertising, websites, Truth in Lending disclosures, and the efforts of dealer
finance people and financial institutions, the mathematics and technicalities of auto financing are
explained in terms that almost every potential buyer can understand. And even after concluding
a deal and beginning payments on a credit agreement, an auto buyer who finds a better
opportunity is free to refinance, with no financial penalty.

22 Kim, Jane J., “Don’t Overlook Auto Refinancings,” The Wall Street Journal, September 10, 2003, pD2.

23|t is significant in this regard that, while there exists a very real refinance market, one does not see significant
amounts of advertising by lenders to refinance the auto financing extended by dealers. If there was widespread
overcharging by dealers, those lenders could earn a healthy profit by refinancing the over-charged credit and would
actively solicit them from consumers. The absence of such marketing efforts suggests that competitive forces are
working, and that dealers are charging market-competitive rates.
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C. Existing Market Information Confirms that the Auto Financing Market is
Competitive

Available market information provides additional support for the conclusion that the auto
financing market in the U.S. is highly competitive.

Dealer finance income is not excessive; it runs well below even the limited rate caps set by
finance sources

Excessively high interest rates for consumers appear to be rare today. Captive finance
companies have lowered their caps on dealer finance income in recent years. By 2003, three
percentage points (or 300 basis points (bp)) had become the industry-standard cap, and some
major finance sources recently lowered their caps to 250 bp.?* Furthermore, market forces have
resulted in dealer finance income that is generally well below these caps and even lower in the
case of special- or subvened-rate financing.

The retail financing rates offered by dealers are competitive

For the reasons that follow, the retail auto financing rates offered by an auto dealer are generally
comparable to, or better than, those offered directly to consumers by a credit union or a bank
lender at a branch. Indirect auto financing — making auto financing available through dealers
— is a huge business for large banks such as Bank of America, BB&T, JP Morgan Chase,
Wachovia, and Wells Fargo. Those banks focus their marketing efforts on dealer relationships.
They compete to have their offerings among the alternatives that dealer finance people consider
when shopping car financing alternatives for their customers. Bank relationship managers
coordinate all the services their banks can sell to dealers.

David Stevens, Senior Vice President, Wachovia Bank, says that his bank’s volume of indirect
auto financing through dealers is significantly higher than its volume of direct auto loans to
consumers. Similarly, according to Pete Davenport, Executive Vice President, Sales & Finance
Department of BB&T Corporation, his bank’s auto financing portfolio is 90% indirect and 10%
direct. He thinks it would be reasonable to conclude that other large banks in the indirect
financing business would have a similar portfolio breakdown.

For banks that choose to be in the indirect auto financing business, dealers are a far more
important channel for auto financing than the same banks’ branch systems. That is partly
because those banks’ indirect lending channels and systems, including automated financing
approval and servicing, are more efficient for auto financing than their branch systems are.
While acknowledging that he cannot generalize beyond a certain point, Mr. Stevens of Wachovia
believes that any bank with a dealer financial services group such as Wachovia’s would originate
the great majority of its automobile financing in such a group. It would be difficult for a bank to
originate auto financing through a branch structure at anywhere near the same cost as that of a
dealer financial services group with an operations center dedicated entirely to auto financing that

24 For example, GMAC has recently announced a 250 bp dealer finance income cap on financing up to five years
and 200 bp for financing longer than five years.
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processes hundreds of thousands of auto finance transactions at any given time. Indeed,
wholesale or “buy” rates that banks offer to dealers for indirect auto financing generally allow a
dealer to add finance income of 50 t0100 bp, and often even 200 bp, and still quote a lower rate
than the consumer would find for direct auto financing offered by the same bank. This is
confirmed by a recent comparison of buy-rate sheets sent by indirect auto financing banks and
retail auto financing rates offered by the same banks in the same geographic areas through their
branches, as quoted in the Greenbook Lender’s Guide and the Roberts Report.?® The rates
quoted in these reference books were assumed to be the best rates available for creditworthy
customers and therefore were compared with the best rates on the buy-rate sheets.

Dealers could not sustain a high market share if they were not competitive

Dealers could not achieve and retain a high market share of auto financing, competing with
banks, credit unions, and Internet providers, if they were not competitive. Dealers we
interviewed finance 55% to 90% of the cars they sell, with most in the 60% to 70% range. A
sample of data from AutoCount taken for North Carolina and Florida the month of May from
2000 to 2004 shows both the amount of competition in the auto financing business and the
consistent market shares maintained by dealers. (AutoCount captures every auto financing in 42
states based on department of motor vehicle data.) In each of the months sampled, more than
2,500 different parties in North Carolina and more than 3,000 parties in Florida provided auto
financing. Among the top 200 lenders for the sampled months for each state, the market share of
captives’ financing provided through dealers ranged from 34% to 38% for Florida and 21% to
35% for North Carolina. The market share among the top 200 lenders of commercial banks that
provided more than 100 loans in the sampled months, and therefore were assumed to be
providing indirect auto financing through dealers, ranged from 25% to 29% for Florida and 26%
to 36% for North Carolina.

These market share figures do not take into account cars that are financed with home equity
loans. For auto dealer and DMV purposes, cars financed through home equity loans are
considered to be financed with cash.

Direct lenders opt to compete with auto dealers on criteria other than price

Numerous articles in credit union trade magazines on marketing auto loans indicate the
challenges credit unions face in competing with auto dealers. While these challenges may stem
partly from incentive financing provided by auto manufacturers and to the convenience of one-
stop shopping at the dealership, they are also attributable to a significant degree to credit pricing.
In fact, when promoting direct auto loans to consumers, credit unions recognize they often
cannot compete based on interest rate and therefore emphasize other credit union advantages
such as the total relationship benefits they provide to their members. Similarly, many credit
unions recognize that they have lost their financing opportunity once the consumer is in the

%5 The Greenbook Lender’s Guide, published by Reid Communications, Inc., Elgin, Illinois, is a monthly reference
book that lists various auto lenders’ rates and terms for a given state, arranged alphabetically by city and lender. It is
sold state-by-state on a subscription basis. The Roberts Report, published monthly by The Roberts Report, Phoenix,
Avrizona, provides similar information as well as other reference information useful to auto buyers, also on a
subscription basis.
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dealership, and therefore offer financing as part of comprehensive auto buying services,
attempting to capture the customer as early in the buying cycle as possible. Furthermore, credit
unions, like banks, promote the use of tax-deductible home equity loans for auto purchases as a
basis upon which to compete with auto dealer financing.

Examples of credit union marketing programs that focus on differentiators other than price
include the following:

e Patelco Credit Union (San Francisco, California) works with Esurance, a direct-to-
consumer personal auto insurance provider, to provide one-stop shopping for both auto
insurance and auto loans.?®

e American Airlines Employees Federal Credit Union (Dallas, Texas), with 193,000
members, has a comprehensive member education program called CAARS that provides
budgeting advice and information on car safety and reliability issues.

e Digital Federal Credit Union (Maynard, Massachusetts) has a member education program
called StreetWise that covers subjects such as safety recalls, seat belt problems, and
health insurance evaluations. Digital FCU’s on-line services are used by 89,000 of its
168,000 members.?’

e Atlantic Credit Union (Newtown Square, Pennsylvania) increased its auto loans in 2001
when overall auto lending was down by placing itself earlier in the buying cycle and
changing its focus from auto financing to auto buying. The credit union knew it could
not compete with subvened rates and lost all hope of getting a loan once a member was in
the dealership, so it restructured its marketing efforts and integrated all of its auto
services into one car-buying service, including discount purchasing, pre-approved
financing with credit sales or leases, extended warranty coverage, and Carfax used car
reports. Regular contact with members was considered an essential element of this
marketing reorientation.?®

e Anarticle in Credit Union Magazine notes that a relatively small percentage of credit
unions offer leasing or balloon auto loans, and that credit unions could increase their auto
financing market share by offering those alternatives.?®

e Recognizing that it could not match subvened rates and realizing it would need to find
creative ways to add value, Baxter Credit Union developed an “auto equity loan™ that ties
the car to a lien on the member’s house. Arkansas Federal Credit Union uses an
adjustable-rate auto loan to bring interest rates down to levels approaching those of the
captives.*°

e An article in Credit Union Management argues that credit unions are at little risk of
losing members to cyber-lenders if they offer their own on-line lending options. Credit
unions that connect car-shopping members with auto-buying services, reference sites, and
options to purchase insurance along with on-line auto loans are building member loyalty
through one-stop shopping.®*

% “Esurance is One-Stop Shop for Auto Loans, Insurance.” Best’s Review, November 2001, p133.
27 Sutton, Remar, “A Mission of Member Service,” Credit Union Magazine, July 2001, p36.

28 Zenker, Gary, “Time Out!” Credit Union Management, December 2001, p20.

2 Mink, Mary, “Leasing Could Bolster Credit Union Auto Loans,” Credit Union Magazine, p17.
30 Merrick, Bill, “Shifting Auto Loans Out of Reverse,” Credit Union Magazine, May 1999, p48.
31 Bankston, Karen, “Riding the Wave,” Credit Union Management, September 1999, 46.
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e University Federal Credit Union (Austin, Texas), with 100,000 members, has a four-
person, full-time staff dedicated to finding members who have financed autos elsewhere
and booking “recapture” or “second chance” auto loans.*?

Indeed, recent credit union marketing strategies reveal that they are not able to compete fully
with dealers. Increasingly, credit unions are not marketing against auto dealers, but rather
joining them. Credit unions, particularly the largest ones, are doing a growing amount of indirect
financing with auto dealers. According to figures from CUNA, in 1993, 4% of credit unions had
indirect financing arrangements with dealers. By 2002, 15% of credit unions representing 42%
of credit union members had indirect financing arrangements. Callahan & Associates reported in
August 2003 that in the second quarter of 2003, the more than 900 credit unions participating in
its “First Look” program produced a 3.98% increase in auto loans; auto loans at the 10 largest
credit unions participating in that program experienced a 33.9% increase. Much of that growth
was attributed to indirect financing; 9 of those top 10 engage in indirect financing. Almost half
of the loans generated by those credit unions were loans arranged at dealerships.

Dealers have incentives to be competitive

Dealers have important incentives to offer competitive auto financing rates. A dealer can lose a
car sale to another dealer that offers better financing terms. When the dealer does sell the car
and provide financing, if it fails to provide a customer with a competitive rate, the customer is
likely to realize that in short order and refinance with someone else. Furthermore, dealers that do
not satisfy customers or treat them poorly are likely to be subjected to harsh criticism in web-
based owners’ “forums” or “chat rooms.” Auto dealers place huge values on their reputations in
their communities.

Dealers have other competitive attributes as well

Among the other competitive attributes of auto dealers are access to multiple financing sources,
convenient hours of operation, ability to handle all of a customer’s financing and insurance
needs, and volume buying power. Dealers we interviewed cite relationships with from 5 to 10 or
more finance sources, each of which sends rate sheets on a regular basis. Mr. Stevens of
Wachovia notes that his bank’s dealer customers, numbering more than 3,000, tend to have
relationships with captives, two or three banks, and one or more providers with an appetite for
paper that is riskier than normal. Dealers try to manage their relationships so that they do not
send any finance source paper it is likely to turn down.

Auto sales and finance employees are available during evenings and weekends, when banks are
closed. This is particularly appealing to people who are not able to visit a dealership during their
own normal weekday working hours. Dealers have the ability, through well trained finance
personnel, to handle all aspects of a transaction, including the purchase, financing, insurance, and
the service contract. Finally, dealers can get improved wholesale buy rates through volume
buying power with finance sources.

32 Sutton, Remar, “Give Members a Second Chance,” Credit Union Magazine, July 2002, p20.
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Conclusion

Market information on dealer finance income and dealer market share of auto financing provides
further evidence that the marketplace is competitive. Dealer finance income is not excessive; it
is capped at 2.5% to 3% by the major finance sources and generally runs well below that level.
Wholesale or “buy” rates offered by indirect financing banks give dealers the latitude to offer
auto buyers better rates, even including the dealer finance income, than they could arrange at
branches of the same banks. Auto dealers’ high market share of total auto financing agreements
shows how competitive those dealers are, and credit unions attest that dealers are tough
competition. At the same time, the significant market shares of credit unions and other direct
lenders show that the consumer has choices and that the marketplace as a whole is competitive.
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