


A L A S K A  S T A T E  L E G I S L A T U R E

REPRESEN TA TIV E LES GA RA

HB 383: Regulating Unfair Auto Dealer Practices 
Sponsor Statement

House Bill 383 clarifies existing law to protect Alaskan consumers from unfair practices by motor 
vehicle dealers. The bill provides full, honest disclosure to car buyers who are sometimes misled into paying 
additional interest and “ fees.’’ The first provision o f  the bill closes a loophole that exists in current law, which 
allows car dealerships to charge documentation or “doc" fees on top o f  the negotiated sales price. These fees 
arc not fees paid to any state agency, but rather fees charged to cover certain dealership costs unrelated to the 
sale o f  the car such as rent or utility bills.

A loophole exists in AS 45.25.440 that allows dealers to add these “doc fees” back into the sales price 
if the negotiated price is less than the advertised price. HB 383 requires that i f  a dealer is going to charge 
“doc fees," they must be included in the advertised o r  n e g o t i a t e d  price. The consumer will be aware that the 
negotiated price is the final price they will be required to pay.

The second provision o f  HB 383 limits the practice by car dealers o f  charging a “dealer reserve." This 
issue was brought to light by an article in the Anchotage Daily News this summer. A dealer reserve is a 
percentage o f the finance charge that will be received by the car dealership instead o f  by the bank or lender. 
For example, a bank may tell the dealership that the lowest interest rate a buyer qualifies for is 4%. The 
dealership may then charge the buyer 5%, taking 1% fo • themselves. Under current law, dealers are not 
required to disclose this information to the buyer.

The bill also addresses the practice many car dealers currently engage in o f  charging consumers a 
hidden “dealer reserve” fee. This issue was brought to the public attention in the newspaper last fall when a 
woman sued Lithia o f  Anchorage for failing to tell her they were receiving a portion o f  the interest rate she 
was offered on a loan. (http://www.adn.com/news/alaska/v-nrinler/storv/7065773p-6970498c.html)

The buyer, an Anchorage woman, was offered 3 interest rates by the dealership when purchasing a 
used Toyota Tacoma, the lowest o f  which was 5.95%. She later discovered that the bank, Denali Alaskan 
Federal Credit Union, had offered a 4.5% interest rate to the dealer. The dealership received the additional 
percentage, taking over $800 without the buyer’s knowledge.

HB 383 would require that i f  a dealer is receiving a dealer reserve, it must be explicitly stated in a 
separate portion o f  the agreement. It must also state how much the dealer is receiving and how much is the 
actual bank interest rate. The buyer would have to separately sign this portion o f  the agreement.

Dealers believe that padding the interest rate to make a profit is part o f  the business. We believe that 
Alaskan consumers deserve to be fully informed o f  where their money is going. They should not be misled 
into believing that the interest rate they’ve agreed to is the interest rate the bank has offered when that is not 
the case.

January-May: State Capitol • Juneau, AK 99801-1182 • (907) 465-2647 •  Fax (907) 465-3518 
June-December: 716 W. 4th Avenue • Anchorage, AK 99501* (907) 269-0106* Fax (907) 269-0109

Represcntative_Les_Gara@legis.state.ak.us

http://www.adn.com/news/alaska/v-nrinler/storv/7065773p-6970498c.html
mailto:Represcntative_Les_Gara@legis.state.ak.us
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IN THE LEGISLATURE OF THE STATE OF ALASKA

TW ENTY-FOURTH LEGISLATURE - SECOND SESSION 

B Y R E P R E S E N T A T IV E  C A R A  

Introduced: 1/20/06

Referred: Transp orta tion, State A ffairs

A BILL

FO R  AN ACT EN TITLED  

"An Act limiting m oto r  vehicle dealer  charges for fees and costs; relating to the 

disclosures req u ired  for certa in  m otor vehicle transactions; and  requ ir ing  consumers to 

he inform ed of finance charges paid to a m otor vehicle dealer  by a financing institution 

on the sale o f  a used m oto r  vehicle."

BE IT E N A C T E D  BY T H E  LE G ISL A T U R E  O F  T H E  ST A T E  O F  ALASKA:

* Section 1. The uncodificd law o f  the State o f  Alaska is amended by adding a new section 

to read:

LEGISLATIVE INTENT. The intent o f  this Act is to clarify existing law relating to 

motor vehicle dealer charges for fees and costs, the disclosures required for certain motor 

vehicle transactions, and the disclosure o f  finance charges paid to a motor vehicle dealer by a 

financing institution on the sale o f  a used motor vehicle.

* Sec. 2. AS 45.25.440 is amended to read:

Sec. 45.25.440. Additional fees and costs |A D V E R T ISE D  PRICE), (a) 

When selling a motor vehicle, a motor vehicle dealer may not charge anv [DEALER]
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1 fees or costs in addition to the advertised or negotiated price, except for fees

2 actually paid to a state agency for licensing, registration, or title transfers [, UNLESS

3 THE FEES OR COSTS ARE INCLUDED IN THE ADVERTISED PRICE].

4 (b) In this section, "[DEALER] fees or costs" includes dealer preparation fees,

5 document pr - iration fees, surcharges, and oth< r [DEALER-IMPOSED] fees and

6 costs.

7 * Sec. 3. AS 45.25.610(c) is amended to read:

8 (c) If a motor vehicle dealer arranges financing for a buyer, the motor vehicle

9 dealer may deliver the motor vehicle to the buyer before final approval by the

10 financing entity if

11 (1) the buyer and seller sign an agreement separate from the motor

12 vehicle installment contract on an 8 1/2 x II inch sheet o f  paper that clearly and

13 conspicuously informs the buyer that final financing arrangements have not yet been

14 approved and that clearly sets out the amount that will be financed, the annual

15 percentage rate o f  the finance charge, the amount o f  the finance charge, the nui. bcr

16 and frequency o f  payments, and the amount o f  each payment;

17 (2) the separate agreement in ( I )  of this subsection clearly and

18 conspicuously informs the buyer that accepting delivery o f  the vehicle before final

19 financing approval obligates the buyf'r to terms o f  the motor vehicle sales contract if

20 the terms on the separate agreement arc identical to the terms finally approved by the

21 financing entity; [AND]

22 (3) the m oto r  vehicle dealer  complies with the disclosure

23 requ irem en ts  o f  (f) of this section; and

24 (4) the separate agreement in (1) of this subsection provides that the

25 separate agreement, the motor vehicle sales contract, and any and all other conditions

26 o f  the purchase will be void if any o f  the terms contained in the separate agreement arc

27 changed by cither the motor vehicle dealer or the financing institution as a condition

28 o f  sale or final financing approval.

29 * Sec. 4. AS 45.25.610 is amended by adding a new subsection to read:

30 ( 0  In addition to the other requirements o f  this section, if  a motor vehicle

31 dealer sells a used motor vehicle and a lender other than the motor vehicle dealer will

HB 383 -2-
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1 provide the buyer's financing for the purchase, the motor vehicle dealer shall disclose,

2 if  applicable, in a written statement, that the motor vehicle dealer will receive a

3 portion o f  the finance charge the buyer will pay to the lender and the total amount the

4 motor vehicle dealer will receive. In addition to any other signature required, the buyer

5 shall separately sign the statement or portion o f  the statement that contains this

6 disclosure.

• * 24-LS1287\Y
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CS FOR HOUSF. BILL NO. 383( )

IN T H E  LEG ISLA TU R E OF THE STA TE O F  ALA SK A  

T W E N T Y -FO U R T H  LEGISLATU RE - SE C O N D  SESSION

B Y

O ffe re d :

R eferred:

Sponsor(s): R E P R E S E N T A T IV E  G A R A

A BILL 

FOR AN ACT ENTITLED  

"An Act relating to motor vehicle dealer charges for fees and costs; relating to the 

disclosures required for certain motor vehicle transactions; and relating to Finance 

charges paid to a motor vehicle dealer by a financing institution on the sale of a used 

motor vehicle."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE O F ALASKA;

* Section 1. The uncodificd law o f  the State of Alaska is am ended by adding a new section 

to read:

LEGISLATIV E INTENT. The intent of this Act is to clarify existing law relating to 

m otor vehicle dealer charges for fees and costs, the disclosures required for certain motor 

vehicle transactions, and the disclosure o f finance charges paid to a m otor vehicle dealer by a 

financing institution on the sale o f  a used motor vehicle.

* Sec. 2. AS 45.25.440 is am ended to read:

Sec. 45.25.440. Additional fees and costs [ADVERTISED PRICE], (a) A 

[W H EN  SELLING A M O T O R  VEHICLE, A] n itor vehicle dealer may not charge

-I- CSHB 383( )
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(DEALER] fees or costs in add ition  to the  a d v e r t ise d  o r  n ego tia ted  p r i c e , except 

for fees actually paid to a state agency for licensing, registration, or title transfers, 

unless the  m o to r  vehicle dea le r  discloses in w ri t in g  to the  b u y e r  b e fo ie  a  sales 

c o n tra c t  u n d e r  AS 45.25.610 is en tered  in to  th a t  the  b u y e r  m ay  n ego tia te

H i  the c h a rg in g  of the fees o r  costs in ad d i t io n  to [ARE INCLLIDED 

IN] the advertised o r  negotia ted  price; o r

(2) the  a m o u n t  of the  fees o r  costs  c h a r g e d .

(b) In this section "(DEALER 1 fees or costs" includes dealer preparation fees, 

document preparation fees, surcharges, and o ther (D EA LER -IM PO SED ] fees and 

costs.

* Sec. 3. AS 45.25.610 (c ' is amended to read:

(c) If a motor vehicle dealer arranges financing for a buyer, the m otor vehicle 

dealer may deliver the motor vehicle to the buyer before final approval by the 

financing entity if

(1) the buyer and seller sign an agreement separate from the motor 

vehicle installment contract on an 8 1/2 x II inch sheet of paper that clearly and 

conspicuously informs the buyer that final financing arrangements have not yet been 

approved and that clearly sets out the am ount that will be financed, the annual 

percentage rate o f  the finance charge, the am ount of the finance charge, the number 

and frequency o f  payments, and the amount o f  each payment;

(2) the separate agreement in (1) o f  th is  subsec tion  clearly and 

conspicuously informs the buyer that accepting delivery of the vehicle before final 

financing approval obligates the buyer to terms o f  the m otor vehicle sales contract if 

the terms on the separate agreement arc identical to the terms finally approved by the 

financing entity; (AND]

(3) the  m o to r  vehicle d e a le r  com plies  with the d isc losure  

r e q u ire m e n ts  o f  (f) o f  th is  section; and

i i i  the separate agreement in (1) o f  th is  subsec tion  provides that the 

separate agreement, the motor vehicle sales contract, and any and all other conditions 

of the purchase will be void if any o f the terms contained in the separate agreement are 

changed by either the motor vehicle dealer or the financing institution as a condition

383( ) -2-
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of sale o r  final financing approval.

* Sec. 4. AS 45.25 .610  is amended by adding a new subsection to read:

(f) In addition lo the other requirements of this section, it' a m otor vehicle 

dealer sells a used motor vehicle and a lender other than the motor vehicle dealer will 

provide the buyer's financing for the purchase, the motor vehicle dealer m ay not 

receive a portion of the finance charge the buyer will pay to the lender unless the 

m otor vehicle dealer discloses in writing to the buyer before a sales contract is entered 

into that the buyer may negotiate whether the motor vehicle dealer will receive a 

port 'on  o f  the finance charge and that the total amount the m otor vehicle dealer will 

receive will be disclosed on request. In addition to any other signature required, the 

buyer shall separately sign the statement or portion of the statement that contains this 

disclosure.
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CS FOR HOUSE BILL NO. 383( )

IN T H E  LEG ISLA TU R E O F T H E  S TA TE O F  ALA SK A

TW EN TY -FO U R TH  LEG ISLA TU RE - SE C O N D  SESSION

BY

Offered:
Referred:

Sponsor(s): REPRESENTATIVE GARA

A BILL 

FOR AN ACT ENTITLED  

"An Act relating to motor vehicle dealer charges for fees and costs; relating to the 

disclosures required for certain motor vehicle transactions; and relating to finance 

charges paid to a motor vehicle dealer by a financing institution on the sale ol a used 

motor vehicle."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section  1. The uncodified law o f  the State of Alaska is am ended by adding a new section 

to read:

LEGISLATIV E INTENT. The intent of this Act is to clarify existing law relating to 

m otor vehicle dealer charges for fees and costs, the disclosures required for certain motor 

vehicle transactions, and the disclosure of finance charges paid to a m otor vehicle dealer by a 

financing institution on the sale o f  a used motor vehicle.

* Sec. 2. AS 45.25.440 is am ended to read:

Sec. 45.25.440. Additional fees and costs [ADVERTISED PRICE], (a) A 

[W HEN SELLING A M O T O R  VEHICLE, A] motor vehicle dealer may not charge

-1-
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1 || [DEALER] fees or costs in add ition  to the  a d v e r t ise d  o r  negotia ted  p r i c e , except

2 || for fees actually paid to a state agency for licensing, registration, or title transfers,

3 || unless the  m o to r  vehicle dea le r  discloses in w ri t in g  to th e  b u y er  befo re  a  sales

4 || co n trac t  u n d e r  AS 45.25.610 is em red in to  th a t  the  b u y e r  m ay negotia te

5 || (1) the c h a rg in g  o f  the  fees or costs in ad d i t io n  to [ARE INC LU D ED

6 || INI the advertised o r  negotia ted  p n e e ; o r

7 || (2) the  a m o u n t  of the  fees o r  costs  c h a rg e d .

8 || (b) In this section, "[DEALER] fees or costs" includes dealer preparation fees,

9 || document preparation fees, surcharges, and o ther [DEA LER-IM POSED] fees and

10 || costs.

* Sec. 3. AS 45.25.610(c) is am ended to read:

(c) If a motor vehicle dealer arranges financing for a buyer, the m otor vehicle 

dealer may deliver the motor vehicle to the buyer before final approval by the 

financing entity if

(1) the buyer and seller sign an agreement separate from the motor 

vehicle installment contract on an 8 1/2 x 11 inch sheet of i per that clearly and 

conspicuously informs the buyer that final financing arrangements have not yet been

approved and that clearly sets out the amount that will be financed, the annual

percentage rate o f  the finance charge, the nount of the finance charge, the num ber 

and frequency o f payments, and the amount of each payment;

(2) the separate agreement in (1) o f  th is subsection  clearly and 

conspicuously informs the buyer that accepting delivery of the vehicle before final 

financing approval obligates the buyer to terms o f  the motor vehicle sales contract if 

the terms on the separate agreement arc identical to the terms finally approved by the 

financing entity; [AND]

(3) the  m o to r  vehicle d e a le r  com plies with the  d isc lo su re  

re o u ire m e n ts  o f  (f) o f  th is  section; an d

0 2  the separate agreement in (1) o f  th is  subsec tion  provides that the 

separate agreement, the motor vehicle sales contract, and any and all other conditions 

of the purchase will be void if any o f the terms contained in the separate agreement arc 

changed by either the motor vehicle dealer or the financing institution as a condition

CSI1B 383( ) -2-
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o f  sale or final financing approval.

* Sec. 4. AS 45.25 .610  is amended by adding a new subsection to read:

( 0  In addition to the other requirements of this section, if a m otor vehicle 

dealer sells a used motor vehicle and a lender o ther than the m otor vehicle dealer will 

provide the buyer's financing for the purchase, the motor vehicle dealer may not 

receive a portion o f the finance charge the buyer will pay to the lender unless the 

m otor vehicle dealer discloses in writing to the buyer before a sales contract is entered 

into that the buyer may negotiate whether the motor vehicle dealer will receive a 

portion o f  the finance charge and that the total amount the m otor vehicle dealer will 

receive will be disclosed on request. In addition to any other signature required, the 

buyer shall separately sign the statement or portion of the statement that contains this 

disclosure.

-3-
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Cody Rice
From: Rick Morrison [rick.morrison@morrisonautogroup.com]
Sent: Friday, February 03, 2006 11:48 AM
To: Cody Rice
Subject: FW: In the interest of increasing consumer awareness, the National Automobile Dealers

Association encour

In the interest of increasing consumer awareness, the National Automobile Dealers 
Association encourages and supports a clear written disclosure to consumers:

(1) that the annual percentage rate (APR) for the installment sale of an automobile may 
be negotiated with the dealership; and

(2) that the dealership may receive some portion of the finance charge or receive other 
compensation for providing the financing.

mailto:rick.morrison@morrisonautogroup.com
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Alaska Stale Legislature 
Representative Carl Gallo

600 F Railroad Ave* Wasilla. Alaska 99654 * Phone 907-376-3725 •  Fax 907-465-2381

Facsimile Cover Sheet

From: Cody Rice
To: Rick Momson
Company: Morrison Auto Group
Phone: 907-272-5522
Fax: 907-277-3026

Date: 02/03/06

N um ber o f  pages (including cover): 4

This fax is for Rick Morrison. Rep. Gatto has scheduled a hearing on HB 383 -  “An Act 
relating to motor vehicle charges.” I have attached the Transportation Committee substitute we 
will introduce. Please let me know ASAP if you have any questions, comments, or concerns. 
The hearing will be Tuesday, February 7lh at 1:30pm. Thanks for your help and information.

Cody Rice

Co-Chair -  House Transportation Committee 
Vice-Chair -  House HESS Committee 

Vice-Chair -  House Labor and Commerce Committee
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CS FOR HOUSE BILL NO. 383( )

IN T H E  LEGISLATU RE O F T H E  STATE O F A LA SK A  

TW EN TY -FO U R TH  LE G ISL A T U R E  - SECON D SESSION

BY

I
 Offered:

Referred:

Sponsor(s): R E P R E S E N T A T IV E  G A R A

A BILL 

FOR AN A CT  ENTITLED  

"An Act relating to motor vehicle dealer charges for fees and costs; relating to the 

disclosures required for certain motor vehicle transactions; and relating to Finance 

charges paid to a motor vehicle dealer by a financing institution on the sale of a used 

motor vehicle."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The uncodified law of the State o f  Alaska is amended by adding a new section 

to read:

LEG ISLA TIV E INTENT. The intent o f  this Act is to clarify existing law relating to 

motor vehicle dealer charges for fees and costs, the disclosures required for certain motor 

vehicle transactions, and the disclosure o f  finance charges paid to a motor vehicle dealer by a 

financing institution on the sale of a used m otor vehicle.

* Sec. 2. AS 45.25.440 is amended to read:

Sec. 45.25.440. Additional fees and costs [ADVERTISED PRICE], (a) A 

[W H EN  SELLING A MOTOR VEHICLE, A] motor vehicle dealer m ay not charge

-1- CSHB 383( )
New Text Underlined IDELETED TEXT BRACKETED]



11

i :

12

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

WORK DRAFT WORK DRAFT 24-LS1287U

[DEALER] fees or costs in addition to the advertised or negotiated price, except 

for fees actually paid to a state agency for licensing, registration, or title transfers, 

unless the motor vehicle dealer discloses in writing to the buyer before a sales 

contract under AS 45.25.610 is entered into that the buyer may negotiate

(1) the charging of the fees or costs in addition to [A R E INCLUDED IN] the 

advertised or negotiated price; or

(2) the amount of the fees or costs charged.

(b) In this section, "[DEALER] fees or costs” includes dealer preparation fees, 

document preparation fees, surcharges, and other [DEA LER-IM POSEDJ fees and 

costs.

* Sec. 3. AS 45.25.610(c) is am ended to read:

(c) If a motor vehicle dealer arranges financing for a buyer, the motor vehicle 

dealer may deliver the m otor vehicle to the buyer before final approval by the 

financing entity if

(1) the buyer and seller sign an agreement separate from the motor 

vehicle installment contract on an 8 1/2 x 11 inch sheet o f  paper that clearly and 

conspicuously informs the buyer that final financing arrangements have not yet been 

approved and that clearly sets out the amount that will be financed, the annual 

percentage rate of the finance charge, the amount o f  the finance charge, the number 

and frequency of payments, and the amount of each payment:

(2) the separate agreement in (1) of this subsection clearly and 

conspicuously informs the buyer that accepting delivery o f  the vehicle before final 

financing approval obligates the buyer to terms of the motor vehicle sales contract if 

the terms on the separate agreement are identical to the terms finally approved by the 

financing entity; [AND]

(3) the motor vehicle dealer complies with the disclosure 

requirements of (f) of this section; and

M l the separate agreement in (1) of this subsection provides that the 

separate agreement, the m otor vehicle sales contract, and any and all other conditions 

o f  the purchase will be void if any of the terms contained in the separate agreement are 

changed by either the m otor vehicle dealer or the financing institution as a condition

383( ) -2-
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1 o f  sale or final financing approval.

2 * Sec. 4. AS 45.25.610 is am ended by adding a new subsection to read:

3 ( 0  In addition to the other requirements o f  this section, if a m otor vehicle

4 dealer sells a used m otor vehicle and a lender o ther than the m otor vehicle dealer will

5 provide the buyer's financing for the purchase, the m otor vehicle dealer may not

6 receive a portion o f  the finance charge the buyer will pay to the lender unless the

7 motor vehicle dealer discloses in writing to the buyer before a sales contract is entered

8 into that the buyer m ay negotiate whether the m otor vehicle dealer will receive a

9 portion o f  the finance charge a d  the total am ount the m otor vehicle dealer will

10 receive. In addition to any o ther signature required, the buyer shall separately sign the

11 II statement or portion o f  the statement that contains this disclosure.
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FTC Releases Staff Report on Mortgage Broker Compensation Disclo. . http://wwv.ftc.gov/opa/2004/02/rnortgagerpt.htni
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FTC Releases Staff Report on Mortgage Broker Compensation 
Disclosures
On October 28,2002, the Foderal Trade Commission staff submitted comments to the Department 
of Housing and Urban Development (HUD) on its July 2002 Real Estate Settlement Procedures Act 
(RESPA) reform proposal. The FTC staff generally supported the RESPA reform proposal, Including 
rules that would permit the packaging of settlement services; make the Good Faith Estimate 
disclosure form more understandable and easier to use for consumerr; and increase the certainty of 
settlement cost estimates given to consumers The FTC staff raised concerns, however, about the 
requirement that mortgage brokers (but not other mortgage providers) must disclose certain types of 
compensation
The FTC's Bureau of Economics today released a staff report titled “The Effect of Mortgage Broker 
Compensation Disclosures on Consumers and Competition: A Controlled Experiment." The report 
presents the results of a study that examines the mortgage broker compensation disclosure 
proposed by HUD, as well as two alternative versions. The study finds that the disclosures are likely 
to confuse consumers, cause a significant number of consumers to choose loans that are more 
expensive than the available alternatives, and create a substantial consumer bias against broker 
loans, even when the broker loans cost the same or less than direct lender loans.
The study notes that a major part of mortgage broker compensation, and the focus of the proposed 
disclosure, is any yield spread premium (YSP) paid by the lender lor a loan originated at an 
above-par (premium) interest rate. The YSP reflects the additional value to the lender of a loan 
originated at tne higher interest rate. Lenders making loans directly to conr jmers may charge the 
same interest rate and earn the same compensation as a mortgage broker but would not be required 
to make the same disclosure under the proposed policy.
The study examines the disclosures in a controlled experiment with more than 500 recent mortgage 
customers. Participants were shown cost information about two hypothetical mortgage loans and 
asked to identify which loan was less expensive ana which loan they would choose if they were 
shopping for a mortgage. Participants were divided into five groups. A broker compensation 
disclosure was included in the cost information shown to three of the groups, with the format and 
wordm j  of the disclosure varying across the groups. In each of the groups, one loan was treated as 
a broke jan and one as a direct lender loan. The broker loan disclosed a YSP amount but the 
direct lender loan did not, following the policy proposed by HUD. A broker compensation disclosure 
was not included in the cost information shown to the other two groups.
In the two groups shown cost information without a broker compensation disclosure, about 90 
percent of the respondents in each group correctly identified the less expensive loan, and 85 percent 
and 94 percent identified the less expensive loan as the one they would choose if they were 
shopping for a mortgage. Only 3 percent of the respondents in one of the groups identified the more 
expensive loan as the one they would choose if shopping. Others said they would choose either, 
neither, or did not know.
In contrast, in the three groups shown cost information that included a broker compensation 
disclosure, only 63 percent to 72 percent of the respondents correctly identified the less expensive 
loan, and only 60 percent to 70 percent identified the less expensive loan as the one they would 
choose if they were shopping for a mortgage; 16 percent to 27 percent identified the more expensive 
loan as the one they would choose if shopping. The study concludes that the consumer confusion 
and mistaken loan choices arising frorn the compensation disclosure are likely to increase mortgage 
costs for many consumers
The study also included tests in which both loans cost the same. In the two groups shown cost 
information without a broker compensation disclosure, 95 percent and 99 percent of the respondents 
correctly recognized that both loans cost the same, nd 78 percent and 83 percent said they would 
choose “either loan, both cost the same” if they were shopping for a mortgage. The few responder,'s 
who chose one of the two loans split fairly evenly between the two.
In contrast, in the three groups shown cost information that included a broker compensation 
disclosure, 40 percent to 50 percent ol the respondents mistakenly believed that one loan was less 
expensive than the other, and of these, 75 percent to 90 percent believed that the direct lender loan 
(that did not disclose a YSP) was less expensive than the broker loan (that did disclose a YSP).

Related Documents:
The Effect of Mortgage Broker 
Compensation Disclosures on 
Consumers and Competition: A 
Controlled Experiment
A Bureau of Economics Staff 
Report (January 2004)

a Full Report (PDF 2.9M|
•  Executive Summary [PDF 

261K]
e Text of the Report [PDF 1.1 M] 
e Appendices [PDF 1.14M] 
e Request Mailed Copy ot Report

gw Adobe 
toadtr
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Similar results, with an even larger bias against the broker loan, were found when these respondents 
were asked which loan they would choose it shopping for a mortgage. The study concludes that the 
bias againt.1 broker loans arising from the asymmetric compensation disclosure may harm 
competition ir the mortgage market and result in higher mortgage costs for consumers
The study concludes that a better way to help consumers obtain less expensive mortgages would be 
to encouiage and facilitate comparison shopping on loan costs. This approach is incorporated in 
other components of HUD's RESPA reform proposal and would be far more beneficial for 
consumers. Implementation of these policies, along with appropnate lefinements to ensure that 
consumers easily understand the disclosures, would provide benefits to consumers without the 
adverse effects that are likely to arise from the compensation disclosure
Copies of the report are available on the FTC's Web site at www ftc.gov and also from Ihe FTC's 
Bureau of Economics at 202-326-2361, or requests can be e-mailed to troundtree© ftc.gov. The 
‘T C  works for the consumer to prevent fraudulent, deceptive and unfair business practices in Ihe 
marketplace and to provide information to help consumers spot, stop and avoid them. To file a 
complaint, or to get free information on any of 150 consumer topics, call toll-free, 1-877-FTC-HELP 
(1-877-382-4357), or use the complaint form at http://www.ftc.gov. The FTC enters Internet, 
telemarketing, identity theft and other fraud-related complaints into Consumer Sentinel, a secure, 
online database available to hundreds of civil and criminal law enforcement agencies in the U.S. and 
abroad.
•The report's authors are James M. Lacko and Janis K. Pappalardo of the FTC's Bureau of 
Economics. The views expressed in the report are those of the authors and do not necessarily 
represent the views of the Federal Trade Commission or any individual Commissioner.
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Jennifer Schwartzman 
Office of Public Affairs 
202-326-2674 orjschwartzman@ftc.gov
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Pauline M Ippolito 
Bureau of Economics 
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CS FOR HOUSE BILL NO. 383( )

IN TH E LEGISLATU RE O F T H E  STA TE OF ALA SK A  

TW EN TY -FO U RTH  LE G ISL A T U R E  - SECON D SESSIO N

BV

Ottered:
Referred:

Sponsor(s): R E P R E S E N T A T IV E  G A R A

WORK DRAFT WORK DRAFT WORK DRAFT

A BILL

FOR AN ACT ENTITLED  

"An Act limiting motor vehicle dealer charges for fees and costs; relating to the 

disclosures required for certain motor vehicle transactions; and relating to the financing 

f U5*d motor vehicle purchases."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 45.25.440 is amended to read:

Sec. 45.25.440. Additional fees and costs [ADVERTISED PRICE), (a)

When selling a motor vehicle, a m otor vehicle dealer may not charge any [DEALER] 

fees or costs in addition to the advertised or negotiated price, except for fees 

a c tu a ry  paid to a state agency for licensing, registration, or title transfers [, UNLESS 

T H E  FEES OR COSTS ARE IN C LU D ED  IN T H E  A D V ER TISED  PRICE],

(b) In this section, "[DEALER] fees or costs" includes dealer preparation fees, 

document preparation fees, surcharges, and other [D EA LER -IM PO SED ] fees and 

costs.

* Sec. 2. AS 45.25.610(c) is amended to read:

-1- CSHB 383( )
New Text Underlined [DELETED TEXT BRACKETED]
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(c) If a motor vehicle dealer arranges financing for a buyer, the motor vehicle 

dealer may deliver the m otor vehicle to the buyer before final approval by the 

financing entity if

(1) the buyer and seller sign an agreement separate from the motor 

vehicle installment contract on an 8 1/2 x 11 inch sheet o f  paper that clearly and 

conspicuously informs the ouyer that final financing arrangements have noi yet been 

approved a n d ^ h ^ c l e a r l y  sets out the amount k^Tinanced , the annual 

percentage rate of the finance charge, the amount o f  the finance charge, the number 

and frequency of payments, and the amount of each payment;

(2) the separate agreement in (1) o f  th is  subsec tion  clearly and 

conspicuously informs the buyer that accepting delivery o f  the vehicle before final 

financing approval obligates the buyer to terms o f the m otor vehicle sales contract if 

the terms on the separate agreement arc identical to the terms finally approved by the 

financing entity; [ANDJ

(3) the m o to r  vehicle d e a le r  com plies w ith  the disclosure 

req u irem en ts  of (f) o f  this section ; and

H I  the separate agreement in (1) o f  this subsec tion  provides that the 

separate agreement, the m otor vehicle sales contract, and any and all other conditions 

of the purchase will be void if any of the terms contained in the separate agreement are 

changed by cither the motor vehicle dealer or the financing institution as a condition 

o f sale or final financing approval.

* Sec. 3. AS 45.25.610 is am ended by adding a new subsection to read:

(0  In addition to the other requirements o f  this section, if a motor vehicle 

dealer sells a used tootor vehicle and a lender other than the motor vehicle dealer will 

provide the buyer's financing for the purchase, the motor vehicle dealer shall disclose,

f if applicable, in ^ w r i t t e n  statement, that the interest rate offered by the motor vehicle 

dealer may not be the lowest interest rate available. In addition to any other signature 

required, the buyer shall separately sign the statement or portion o f the statement that 

contains this disclosure.

CSHB 383( ) -2-
New Tex t Under 1. 1 I DELETED TEXT BRACKETED)



A L /  S K A  S T A T E  L E G I S L A T U R E

R E P R E S E N T A T IV E  L E S G A R A

M E M O R A N D U M

DATE: January 20, 2006

TO: Rep. Carl Gatto, Co-Chair
Rep. Jim Elkins, Co-Chair 
House Transportation Committee

FROM : Rep. Les Gara

RE: Hearing Request forcpfB 383, M otor Vehicle Transactions

I respectfully request that House Bill 383, relating to fees charged to consumers by 
m otor vehicle dealers, be scheduled for a hearing in the H ouse Transportation 
Committee. Please feel free to contact me, or m y aide Emily M cCoy, with 
questions or thoughts at 465-2647.

Attached you will find a background packet for HB 383. This includes the current 
version o f  the bill, a sponso r’s statement, and backup materials.

Thank you for your consideration.

January -M ay: State C ap ito l •  Juneau, A K  99801-1182 •  (907) 4 6 5-26 47  •  Fax (907) 465-3518
June-D ecem ber: 716  W. 4 th  A venue •  A nchorage, AK 99501* (907) 269-0106*  Fax (907) 269-0109

R epresenta tive_L es_G ara@ leg is.sta te .ak .us

mailto:Representative_Les_Gara@legis.state.ak.us


A L A S K A  S T A T E  L E G I S L A T U R E

REPRESENTATIVE LES GARA

HB 383: Regulating Unfair Auto D ealer Practices 
Sponsor Statem ent

H ouse Bill 383 c la rifies  ex istin g  law  to protect A laskan  consu m ers from  un fair p ractices by m otor 
veh icle  dealers. T h e  bill p rov id es full, honest d isclosure  to c a r  buyers w ho a re  som etim es m isled into paying  
add itional interest and  “ fees." T h e  first p rov ision  o f  the bill c lo ses a loopho le  that ex ists in current law , w hich 
a llow s car dea le rsh ip s to charge  docum en tation  o r “d o c” fees on top o f  the n ego tia ted  sales price. T hese  fees 
are no t fees paid  to any  sta te  agency , but rather fees charged  to cov er certa in  dea lersh ip  costs unrelated  to the 
sale o f  the ca r such as rent o r u tility  bills.

A loophole  ex ists in AS 45 .2 5 .440  that a llow s dealers to  add these  “ doc fees” xick into the sales price 
i f  the negotiated  p rice  is less than the advertised  price. HB 383 req u ires that i f  a d ea le r is going to charge 
“doc fees,” they m ust be included  in the advertised  o r n eg o tia ted  p rice. T he  con su m er w ill be aw are that the 
negotiated  price  is the  final price they  w ill be required  to pay.

The second p rov ision  o f  HB 383 lim its the p ractice by  ca r dea le rs  o f  c ha rg in g  a “dea le r reserve .” T his 
issue w as brought to light by  an a rtic le  in the A nchorage D aily N ew s this sum m er. A dea ler reserve is a 
percen tage  o f  the finance charge  that w ill be received  by  the c a r  dea le rsh ip  instead  o f  by the bank o r lender. 
For exam ple, a bank  m ay tell the dea lersh ip  that the low est in terest rate a b u y er qualifies for is 4% . The 
dea lersh ip  m ay then charge  the b uy er c% , taking 1% for them selves. U n der cu rren t law. dealers are not 
requ ired  to d isclose  this info rm ation  to the buyer.

The bill a lso  add resses the p ractice  m any ca r dealers cu rren tly  engage  in o f  charg ing  consum ers a 
h idden “dealer reserv e"  fee. T h is issue w as brought to the pub lic  a tten tion  in the new spaper last fall w hen a 
w om an sued L ith ia  o f  A n ch orage  for failing to tell her th ey  w e re  rece iv in g  a po rtion  o f  the interest rate she 
w as o ffered  on  a loan. ( h iir> .7A vw w .adn.com /new s/alaska/v-printcr/storv-7()05773n-697049Sc.htm l)

The buyer, on A nchorage  w om an, was o ffered  3 interest rates by  the d ea le rsh ip  w hen purchasing  a 
used Toyota T aco m a, the low est o f  w hich  w as 5 .95% . She la ter d iscov ered  that the bank, Denali A laskan 
Federal C redit U nion , had o ffered  a 4 .5%  interest rale to the dealer. T h e  d ea le rsh ip  received  the additional 
percen tage, tak ing  o v er $800  w ithou t the b uyer’s know ledge.

HB 383 w ould  requ ire  that i f  a d ea ler is receiv ing  a d ea le r reserve , it m ust be exp lic itly  sta led  in a 
sep ara te  portion o f  the  agreem en t. It m ust also state how  m uch Ihe d ea le r is rece iv in g  and how  m uch is the 
actual bank in terest rate. I  he b uyer w ould have to separa te ly  sign  this po rtion  o f  the  agreem ent.

D ealers be lieve  that padd ing  the interest rate to m ake a profit is part o f  the  business. We believe  that 
A laskan  consum ers deserve  to be fully  inform ed o f  w here the ir m oney  is going . T hey  should  not be m isled 
into believ ing  that the  in terest rate th e y ’ve agreed  to is the in terest rate  the bank  has offered  when that is not 
the case.

Jan uary -M ay: S tate C apito l •  Juneau, AK 99801-1182 •  (907) 46 5 -2 6 4 7  •  Fax (907) 465-3518
June-D ecem ber: 716 W . 4 th  A venue •  A nchorage, AK 99501* (90 7) 26 9-0106* Fax (907) 269-0109

R epresen tative_L es_G ara@ Ieg is.state .ak .us

mailto:Representative_Les_Gara@Iegis.state.ak.us


A L A S K A  S T A T E  L E G I S L A T U R E

REPRESENTATIVE LES GARA

HB 383: R egulating U nfair A uto D ealer Practices 
Sectional Analysis

S e c tio n  1.

L e g is la tiv e  In ten t -  s ta te s  tha t in te n t is tij c la rify  e x is tin g  law  
d ea le rs .

S e c tio n  2.

a rd in g  d isc lo su re s  b y  c a r

C la r if ie s  law  to s ta te  tha t fees a n d  c o s ts  n o t p a id  to a s ta te  a g e n c y  m a y  no t be  cha rg ed  
u n le ss  in c lu d e d  in a d v e rtise d  o r n e g o tia te d  p rice .

S e c tio n  3.

R eq u ire s  th a t i f  a d e a le r  is c h a rg in g  a “d e a le r  re se rv e ”  fee , it m u s t b e  d isc lo sed  and  the 
c o n s u m e r  m u st ag ree  to  it b y  s ig n in g  a se p a ra te  s ta tem en t.

January -M ay: State C ap ito l •  Juneau , A K  99801-1182 •  (907) 46 5 -2 6 4 7  •  Fax (907) 465-3518
Ju ne-D eccm ber: 716  W . 4 th  A venue •  A nchorage, A K  99501* (90 7) 269-0106* Fax (907) 269-0109

R epresentative_L es_G ara@ leg is. state, ak. us
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From: Ed Sniffen [Ed_Sniffen@law.state.ak.us]
Sent: Thursday, January 19, 2006 8:57 AM
To: Emily McCoy
Subject: Auto Legislation

Hey Emily. Thanks for faxing a copy o f Les' Bill regarding motor vehicle fees and costs. Here’s the short 
explanatiun of how auto dealers are getting around the documentation fees ("doc fees") restriction currently 
found in AS 45.25.440. The current version of the statute requires all doc fees to be included in the advertised 
price. Here's what happens:

Dealer advertises a vehicle for $29,999. This advertised price includes all doc fees. Customer goes to dealer 
and negotiates a lower price — let’s «•*y $27,000. The salesman says "great, we have a deal." Then, when all 
the paperwork is filled out, the $199 t_jc fee is added to the $27,000 price. The current statute allows this 
because the dealer included the doc fee in the advertised price. But as soon as negotiations start and the 
advertised price is no longer on the table for negotiation, dealers can add it back in.

Doc fees are particularly troublesome because consumers believe they are fees paid to the state. In fact, these 
fees are nothing more than overhead (like rent, utility bills, or janitorial service). Les' bill solves this problem by 
requiring that all fees and costs must be included in the adve, jsed or "negotiated" price.

Hope that helps!

ED

1/19/2006

mailto:Ed_Sniffen@law.state.ak.us
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adn.com
Anchorage Daily News

Buyer sues dealer over finance charges
Dealership offered woman higher loan rate, kept part as profit
By PAULA DOBBYN 
Anchorage Da ily News
(Published: October 9, 2005)

Erica Hobson bought her d ream  p ickup  truck  a t the rig h t price. O r so she 
th ough t.

But tha  Anchorage wom an Is in co u rt now , try in g  to  end a practice tha t 
the  Consum er Federation o f Am erica  es tim a tes costs car buyers 
na tionw ide  hundreds o f m illions o f dollars, in e x tra  finance costs. Hobson's 
e /peH ence  is a cau tionary ta le  fo r  anyone p lanning to buy a car.

Hobson, 27, spo tted  a sh iny Toyo ta  Tacoma p ickup in a M idtown 
Anchorage dea ler's lo t du ring  her lunch hour. Later tha t day in June 2004, 
she te s t-d ro ve  the used s ilve r-co lo red  truck , made a down paym en t, 
signed loan papers fo r $23 ,797 and d rove  the vehic le home.

" I was rea lly  exc ited ," Hobson reca lled. " I  though t, 'I 'l l  have th is Toyota 
fo r  the  nex t 15 y e a rs . '"

H e r e la tion  tu rned  to d isbe lie ' when Hobson's b ro the r inspected the  2003 tru ck  a week la te r. The professiona l 
au to  p a in te r noticed te ll- ta le  signs th a t the  truck  hod been w recked: He noticed it had been repa in ted and 
pa rts  had been replaced.

Hobson, a para lega l, is suing the dea le r, L ith ia o f Anchorage, fo r tr ip le  damages, which her a tto rne y  
es tim a ted  a t $99 ,265 .68 .

L ith ia 's  a tto rn e y , June Rohlf, would no t com m en t, saying the com pany does not discuss pending litig a tio n . In  
co u rt filings , L ith ia acknow ledged se lling  Hobson a vehic le th a t had susta ined damage w ith o u t revea ling  th a t 
to  her. Bu t the  com pany did no t engage in deceptive practices o r in tend to  m islead Hobson abou t the  car, 
R oh lf said in cou rt papers.

The law su it has evo lved from  a case abou t fa ilu re  to disclose dam age to a veh ic le  to one tha t takes on a 
w idespread bu t litt le  known aspect o f au to  financ ing . Hobson cla im s th a t L ith ia  deceived her abou t the  loan 
in te res t ra te  fo r which she qua lified , ra is ing her m on th ly  loan paym ents and g iv ing  L ith ia a secre t extra  
paym en t.

I f  Hobson w ins, she hopes her case w ill end in A laska a practice among car dealers 3nd banks called "dea ler 
rese rve ." I t 's  a practice tha t can add hundreds, o r thousands, o f do lla rs in h idden costs to  car buyers.

"You go in to  these dea lerships th in k ing  you can tru s t tha t what they rep resen t to you is accura te . W hile you 
m ig h t expec t to d icker, you come to find o u t tha t the  system  is designed to take advan tage  o f you any way it 
can ," Hobson said recen tly .

Dealers say the re 's  no th ing  illega l a bou t padding a litt le  extra  on to the  in te res t ra te . I t 's  a way o f 
com pensating them se lves fo r a rrang ing  the financ ing , saving people tim e  and som etim es securing the 
custom er a b e tte r ra te than  they cou ld have go tten  on th e ir own.

lo n su m e r in te res t groups like Public C itizen say hogwash.
Utp://w w w .adn.com /new s/alaska/v-printer/story/7065773p-6970498c.htinl 10/11/2005
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Erica Hobson's lawsuit against Lithia 
of Anchorage began after her 

brother noticed signs that her truck 
had been wrecked before, a fact that 
wasn't made known to her. (Photo 
by BILL ROTH /  Anchorage Daily 

News)

http://www.adn.com/news/alaska/v-printer/story/7065773p-6970498c.htinl
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"Car-dealer fraud Is plaguing our v ntry. The tactics being used are so i  (hat even informed consumers 
who do their homework are being taken for hundreds, and often thousands, of dollars," said Public Citizen 
when It issued a 2003 report titled "Rip-off Nation: Auto Dealers' Swindling of America."

THE DEAL

Hobson says he r experience has ta u g h t he r th a t financ ing te rm s  on ca r loans are ju s t  as nego tiab le  as the 
sales p rice , and tha t by ge tting  buye rs to  accep t h ighe r in te res t ra tes dea le rs can boost th e ir  p ro fits .

But th a t know ledge came pa in fu lly .

L ith ia quo ted  Hobson th ree  d if fe re n t in te res t ra tes before she agreed to  accep t the  lowest one o ffe red : 5 .95 
percent.

The loan cam e from  Denali A laskan Federal C red it Union.

But 5 .95 pe rcen t w asn 't the low es t in te re s t ra te  th a t Denali said Hofcson qua lified  for. Denali quoted to Lith ia 
a ra te  o f 4 .5  percent, accord ing to  co u rt filings.

"A t no t im e  did L ith ia advise p la in t if f  th a t Denali had o ffe red a 4 .5  pe rcen t In te res t ra te  on the  loan, o r tha t 
L ith ia  was going to  o r d id  increase the  loan in te re s t ra te  an add itiona l 1 .45 pe rcen t in o rde r to  earn a 'dea ler 
reserve ' p aym en t from  Dena li," Hobson 's a tto rne ys  said In co u rt papers.

By s ign ing  up fo r the 5 .95  percen t In te re s t ra te , Hobson in e ffe c t agreed to  pay an ex tra  $1 ,100  ove r the life
o f her s ix -ye a r loan.

Den3li paid L ith ia $836 .64  fo r s ign ing  up Hobson a t the h igher in te res t ra te , accord ing to  paperwork
Hobson ’s law yers acquired th rough  legal d iscovery.

In  her answ e r to Hobson's com p la in t, Roh lf defended the  p rac tice  o f dea le r reserves.

"Many cou rts  th a t have considered th is  issue agree tha t the re  is no th ing  illega l, deceptive o r un fa ir about 
'dea le r rese rve ' p ractices, and th a t th e re  is no ob liga tion  to d isclose the  in fo rm a tio n  to custom ers," Rohlf 
w ro te  in c o u rt papers.

A ll financ ia l in s titu ti >ns th a t w o rk  w ith  car dea lersh ips use dea le r reserves, said Denali A laskan spokesman 
Keith Fernandez on Friday.

While peop le can gene ra lly  ge t b e tte r ra tes If they come in to  a branch and a rrange  financ ing themselves,
Denali A laskan "does v iew  ind ire c t lend ing as a service to  m em bers who d on ’t w an t to run back and fo rth  
between the  in s titu tion  and a dea le r to  buy a ca r," Fernandez said.

Several spokespersons fo r  A laska banks and c red it un ions said th e ir bus inesses no longer engage in dealer 
reserves o r never did.

THE WAY IT  WORKS
Lawyers and consum er advoca tes who have s tud ied au to -lend ing  practices say the dea le r reserve fo rm ula  is 
fa ir ly  s tanda rd  and goes som e th ing  like  th is :

Car dea lers and lenders fo rm  a lliances. The bank o r c red it union agrees to  buy car loans from  the  dea ler a t a 
range o f in te re s t ra tes based on the  purchase r's  c red itw o rth iness . The lowest one the  car buyer qua lifies fo r 
is called the "buy ra te ."

I f  the loan is made a t the  buy ra te , the  dea le r doesn 't ge t any com m iss ion .
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However, If the dealer gets the pu .aser to accept a higher Interest rat^, ..ie difference between the buy 
rate and the agreed-on rate is called the spread premium. This premium -- which critics call a kickback and 
others call a reserve -- is usually split Detween the car dealer and the lender. Usually the dealer gets a bigger 
slice, according to consumer advocates.

Dealers ra re ly  d isc lose th is  a rra n g em en t because they  are no t requ ired  to  do so, c r itic s  say.

"These h idden finance k ickbacks typ ic a lly  add a t least $1 ,000  to  th e  cost o f an au to  loan, and are costing 
consum ers as much as one b illio n  do lla rs  annua lly ," S tephen Brobeck, e xe cu tive  d ire c to r o f the  Consum er 
Federa tion o f Am erica , said las t ye a r w hen  his o rgan iza tion  issued a re po rt on th e  sub jec t.

IS  IT  FAIR?
Dealers gene ra lly  say the  reserves they  rece ive are paym en t fo r a usefu l se rv ice  they  p rov ide  to custom ers. 
They save people the  hassle o f fin d ing  th e ir  own financing. They com p le te  a lo t o f pape rw ork so all people 
have to do  is sign on the  bo ttom  line.

Because o f th e ir  re la tionsh ips  w ith  lenders , dea le rs also say they  can o fte n  ge t loans fo r people who 
o the rw ise  w ou ld n 't q ua lify , o r they can ge t them  b e tte r in te res t ra tes.

"A lo t o f t im es  it 's  no t a bad th ing  because w ith  ou r buying power we can o ften  ge t a cheape r in te res t ra te ," 
said Ca lv in W orth ing ton  Jr. o f W o rth ing ton  Ford, a large auto dea ler in A nchorage . "We o ften  know  about 
bank specia ls th a t are pub lished on ly  to  dea le rs and are not made known to  the  genera l pub lic ."

But dea lers c learly feel unde r a tta ck  by recen t h igh -p ro file  media cove rage  abou t dea le r reserves, nam ely 
"60 M inu tes" and "D a te line " p ieces.

"Dea le r financ ing  is g e ttin g  a bad rap. A recen t wave o f negative media repo rts  has focused a tte n tio n  on 
vocal c r itic s  o f dea ler m a rkups  who have ca lled fo r leg is la tion th a t w ou ld  im pose e ith e r a fla t fee o r a cap on 
dea le r com pensa tion  fo r  ob ta in ing  c re d it fo r  car buye rs ," said Charley S m ith , cha irm an  o f the National 
A u tom ob ile  Dealers Assoc ia tion , in a speech last year.

Sm ith  said dea lers shou ldn 't h ide  unde r th e ir  desks bu t respond by educa ting  peop le abou t au to  financ ing , he 
said. The assoc ia tion ’s board vo ted  to  suppo rt d isclosing to custom ers th a t the  finance  ra te  is negotiab le  and 
th a t the  dea le r may re ta in  p a rt o f the  finance charges as com pensation fo r he lp ing  the buyer secure a loan.

SEEKING RELIEF
Consum er educa tion  by au to  dea lers is fine , bu t Hobson wants re lie f fo r w ha t she w en t th rough .

She con tinues to d rive  a p ickup th a t was w recked and worries abou t he r sa fe ty  i f  she ge ts in to  a crash. I f  she 
tried  to  sell i t  and p rope rly  d isclosed the  prev ious dam age, Hobson es tim a tes  she could g e t ba re ly ha lf o f 
w ha t she paid fo r it.

Besides g e tt in g  her m oney back and poss ib ly damages, Hobson rea lly w an ts  o th e r people to  avo id her 
experience.

One o f her a tto rneys , Chris Bata ille , said A laska 's consum er p ro tection  law is s trong  and th a t bodes w e " fo r 
h is c lien t.

"O u r unde rs tand ing  o f the  law is th a t businesses shou ldn 't engage in p rac tices th a t m islead consum ers,"
Bata ille  said.

L ith ia 's  a tto rn e y  said in c o u rt papers th a t no th ing  m islead ing took place and th a t Hobson was no t requ ired to 
accept the  5 .95  percen t in te re s t ra te  i f  she d id n 't w an t to.

ittp ://w w w .adn.com /new s/alaska/v-printer/story/7065773p-6970498c.htm l 10/11/2005
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% significant fill pro vements fn the availability and accuracy o f  financial 
new waysofxaising funds have made the market for automobile loans 
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, the interest rate charged on
p o p u la r  3 6 -m o n th  a n d  4 8 -m o n th  lo a n s  fo r n e w  c a rs , a h e r  ta k in g  account o f  th e  h ig h e r n e t lo ss 
rate“5n ' auf<y Toans, h a s  faTTerTcompared to  th e  risk  a d ju s te d  3(Vyeac fixed ra te  c o n v e n tio n a l 
m o rtg ag e . S u ch  a  d e c lin e  is h ig h ly  in d ica tiv e  o f  th e  fac t th a t c o n su m e rs  a re  g e ttin g  a fa ir  deal 
w hen  tak in g  ou t a n  a u to  loan . T h is  r isk -a d ju s te d  c o m p e tit iv e  p r ic in g  o f  loan s e x is ts  w h e th e r  the  
loan  is w ritte n  at a  fran c h ise d  a u to  d e a le r  o r  a t a  f in an c ia l in s titu tio n .

G ains for C onsum ers

In creased  c o m p e tit io n  in the  c o n su m e r len d in g  in d u s try  a n d  im p ro v ed  in fo rm a tio n  a v a ila b le  to  
b o rro w ers  h a v e  in c rea se d  the  a v a ila b ility  o f  c re d it to  c o n s u m e rs  a n d  a lso  d riv en  d o w n  th e  p ro fit 
m a rg in s  o f  le n d e rs  o v e r  th e  last th irty  - fo rty  y ea rs . T h e  U .S . C o n g re ss  p asse d  a n d  the  P re sid en t 
s ig n e d  in to  la w  th e  C o n su m e r C re d it P ro te c tio n  A c t o f  1968 . w u ic h  m an d a ted  th a t all len d e rs  
d is c lo se  e ffe c tiv e  c o s ts  to  p o ten tia l b o rro w ers  b e fo re  they  s ig n  a  loan  a g re em en t. In c lu d ed  in 
th ese  d is c lo su re s  a re  su ch  item s a s  the  to ta l a m o u n t o f  d o lla r  p ay m en ts  n eed ed  to  be m a d e  on  the 
loan , the  m o n th ly  p a y m e n t n ee d ed  to  be  m ad e  ( in c lu d in g  a ll fees a n d  o th e r  cha rg es), th e  to tal 
f in a n ce  c h a rg es  ( in c lu d in g  all in te re s t o r  in te re s t-e q u iv a le n t i te m s), and  th e  e ffec tiv e  ann u a l 
p e rcen tag e  ra te  b e in g  c h a rg ed . T h e  F edera l R eserv e  B o ard  issu e s  reg u la tio n s  a n d  sp e c if ie s  the  
“ T ru th  in T e n d in g ”  fo rm s tha t len d ers  m u s t g iv e  to  p ro sp e c tiv e  b o rro w e rs  befo re  they  s ig n  a loan 
a g reem en t. T h is  g iv e s  th e  p ro sp ec tiv e  b o rro w e r  a  c h a n c e  to  re v ie w  the  te rm s  o f  th e  lo a n  and 
d e c id e , b e fo re  s ig n in g  a n y  loan  a g re e m e n t, w h e th e r  o r  no t th e  e ffe c tiv e  in te re s t ra te  b e in g  
c h a rg ed  is to o  h igh . In o th e r  w o rd s , a p ro sp e c tiv e  b o rro w e r  leg a lly  g e ts  a  m a jo r  p art o f  the  
in fo rm a tio n  n e c essa ry  to  m ak e  an  in fo rm ed  d e c is io n  o n  w h e th e r  o r  n o t he  o r  sh e  is g e ttin g  a  fa ir
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interest rate on a loan. This law and the accompanying regulations apply to all lending 
operations, including loans made by automobile dealers.

With increased competition from lending institutions operating in all credit markets, information 
has becom e cheaper, i.e., easier to find, regarding the effective interest rates paid on loans from 
alternative lenders. This development has followed a competitive path similar to that o f  
mortgage lending for residential housing, where information on loan terms has becom e more 
available and the costs o f  acquiring such information for potential borrowers has fallen 
significantly, just as they have for someone examining options for financing the purchase o f  a 
home or the refinancing o f  an existing mortgage. Today, a prospective automobile buyer - in the 
space o f  30 - 60 minutes - can gather adequate information on the costs o f  auto loans from 
alternative lenders to determine whether or not a prospective interest rate being offered by an 
automobile dealer is competitive or not. This information is obtained by calling various financial 
institutions, reading brochures, talking to officers at local banks, or researching on the Internet.

Consumers have also benefited from an increase in the number o f  sources for financing 
automobile purchases. Thirty or forty years ago, consumers either obtained financing for an 
automobile purchase through a dealer or through a bank or finance company. Today, automobile 
loans are also a\ ailable from the large and growing credit union sector, savings banks (formerly 
savings and loans, which used to be restricted to mortgage lending only), loans from stock 
brokerage firms, and more recently through the use o f  home equity loans, the interest on which 
may often be tax deductible. This additional competition, particularly from home equity loans, 
has forced those lending in the automobile sector to cut their profit margins on such loans, at 
least to those who have better credit ratings and v. ho have better personal balance sheets with 
greater net worth.

Because o f  changes in other federal laws, consumers now have ready access to their credit rating 
- which means that they have the ability to know how they will be judged by potential lenders 
before they apply for a loan. Such information includes payment histories on loans for a long 
time period as well as credit card and other debt outstanding. A person can then know that if  
they have a good credit rating, they should he able to obtain an auto loan at an interest rate with a 
fairly low  risk premium - that is, at an interest rate low enough to rnfiect their good credit 
standing. Those with poor credit ratings - and a poorer likelihood jpaying an auto loan - 
would naturally have lo pay a higher interest rate because o f  the greater chance that they might 
default on the loan, thus necessitating a costly repossession action on the part o f  the lender that 
held a security interest in the vehicle.

Consumers are now more financially astute than they were forty years ago, and they actively shop 
around to obtain the best terms on loans. According to a study published in the July 2003  
Federal Reserve Bulletin entitled “Household Financial Management; The Connection between 
Knowledge and Behavior,” (a survey o f  consumers was taken in November and December o f  
2001), 58 percent o f  the respondents reviewed their credit reports. Such behavior indicates that 
many potential borrowers are paying attention to their credit situation and are likely to investigate 
credit options before making a decision to borrow. And according to Richard Hynes and Eric A.



Posner (“The Law and Economics o f  Consumer Finance,” Working Paper No. 117 o f  the John 
M. Olin I^w  and Econom ics program at the University o f  Chicago Law School - Feb., 2001 - 
available for download at http://www.law.uchicago.edu/Publications/W orkintt/index.html), i f  
enough consumers compare loans before borrowing, no lender could make a profit by lending 
only to those who did not compare. However, by shopping the informed consumers effectively
■onfer a positive externality on the uninformed ” (Referenced article, p. 6). What this means
is that a relatively large number o f  consumers who shop around for the best loan rates are 
sufficient to bring down rates for all borrowers, including those who do not investigate the costs 
o f  auto loan credit outside o f  the dealer selling the vehicle. Thus, the greater the number o f  
informed consumers who investigate alternative sources o f  financing before buying a car, the 
more likely that even the financially ignorant will benefit by getting a lower interest rate loan.

Lenders Get More Efficient

Increased competition among all lenders has brought about increased efficiencies in providing 
automobile loans to borrowers, thus enabling lenders to provide loans to borrowers at a much 
lower markup - or spread - over their cost o f  funds.

First o f  all, the availability o f  credit information on piospective borrowers - generated by the 
mortgage lending sector and the credit card sector- has made it much easier and less costly for 
other lenders - automobile loans, and personal loans from finance companies - to gauge a 
prospective borrower's credit worthiness. This has helped to reduce the spread on auto loans - 
that is, it has lowered the gross margin required over the cost o f  funds. Even under som e bad 
cases, consumer credit - via credit card ,r>ans - is available to a borrower with a poor credit 
history at interest rates approaching 20-24%. Loans with an automobile as security generally 
would never likely equal, let alone exceed, such unsecured credits. And for an auto loan issuer - 
whether dealer, bank, or other financial institution - to charge such an effective rate to a borrower 
would be a direct indication o f  the borrower’s extremely poor credit rating.

And with infomiation on interest rates so readily available, no lender can afford to alienate 
potential customers by trying to charge excessive spreads over their cost o f  funds. Inter-dealer 
competition for car sales also assures that dealers w ill not charge higher than market rates for 
auto loans.

Dealers have actively promoted the use o f  low-cost manufacturer financing. Following strict 
credit worthiness guidelines set up by the manufacturer’s financing subsidiary, dealers pass on to 
customers this lower-cost financing. The manufacturer's financing subsidiary - with tremendous 
borrowing power - can acquire large amounts funds on capital markets by selling short- to 
intermediate-term bonds that are backed by the auto loans, and hence, by the cars themselves.
This securitization o f  auto loans - standardizing the terms so as to package them into groups that 
can be used to back the bonds issued by the manufacturer’s finance subsidiary - have brought 
down the markup, or margins, over the cost o f  the funds and have thus made loans relatively less 
expensive for consumers when borrowing from a dealer.

3

http://www.law.uchicago.edu/Publications/Workintt/index.html


Banks and other finance companies arc also able to securitize the auto loans that are on their 
books. They do this, as do other lenders, by setting up uniform credit scoring standards for 
prospective auto loan customers, regardless o f  what part o f  the country they live in. This makes 
it easier for credit rating agencies to rate notes and bonds backed by auto loans, an important 
factor in making such notes and bonds attractive to investors. This securitization, whether by 
banks and finance companies or by the financial subsidiaries o f  automobile manufacturers, 
allows funds to flow more readily into automobile loans, bringing down the interest rate charged 
to borrowers because more investors are interested in purchasing the notes backed by high 
quality auto loans.

Simply put. securitization o f  auto loans is similar to what has taken place in the mortgage lending 
seuor over the last thirty - forty years where mortgage originators sell their mortgages to such 
organizations as Fannie Mae and Freddie Mac, who then sell securities to large institutional 
investors such as insurance companies, pension funds, mutual funds and wealthier private 
investors. These securities sold are backed by the original mortgages, which have been 
assembled into a package that matches the maturity and interest rate o f  the bonds they have sold.

The market for securitized auto loans is immense. According to the Bond Market Association  
(http://www.bondinarkets.com/research), at the end o f  the first quarter o f  2004, outstanding 
bonds securitized by auto loans totaled over $238 billion, and this represented 13.6% o f  all asset- 
backed securities issued in the United States. Organizations that issue notes backed by 
automobile loans include Bank One, Americredit, the Associates, Household International, Chase 
Manhattan (predecessor o f  J.P. Morgan Chase), BMW , Daimlcr-Chrysler, Ford Credit, Honda. 
Nissan, Onyx Acceptance, SSB. Capital One, General Motors Acceptance Corporation (GMAC), 
and others. And savers - whether at a lower income level or a higher income level - can now  
earn higher interest rates by channeling their funds into savings instruments backed by auto 
loans. Lower income saveis can do so by purchasing mutual funds, whereas higher-income 
savers can often purchase such notes and bonds directly from their brokers.

The Evidence

Interest rates charged on different types o f  loans - including bond issues - reflect the length o f  the 
loan or term o f  the bond and the risk that the specific borrower or issuer o f  the bond v. i'l go 
bankrupt and not be able to pay the interest and/or repay the principle. Normally, inteiuo^ rates 
charged on short-term loans or notes are the lowest, w'ith long-term loans or Ixmd issues getting 
the highest interest rate or yield. This situation is often referred to as representing a normal yield 
curve. The longer the term to maturity, the greater the risk the borrower might default or that the 
bond holder would have to sell the security (or for a bank to find som e other bank or financial 
institution to buy the loan) at a loss because interest rates could rise in the future. Even U.S. 
Treasury securities, which have no risk o f  default, are subject to the risk o f  capital loss i f  interest 
rates rise, and this is particularly true as the maturity o f  the security gels longer.

U.S. government securities have another general advantage over privately-issued bonds and 
loans, and that is that the Federal Reserve - the nation's central bank - would buy up large

http://www.bondinarkets.com/research


amounts o f  these securities in the event o f  a financial panic to prevent a recession or depression. 
Just as important, the Federal Reserve on a daily basis purchases and sells the shorter-term 
Treasury notes to manage the nation's money and credit supplies. Over time, these two 
advantages - no default risk and the actions o f  the Federal Reserve in buying U.S. government 
securities lo expand the money and credit supplies - g ives the U .S. government a significant 
advantage in terms o f  interest costs over privately-issued notes and bonds.

An example o f  the yield curve for U.S. Treasury securities can be seen in Chart 1, which depicts 
the yields on various maturities for July 16, 2004. Given the observations o f  actual interest rates, 
which have been adjusted to indicate what they would be for a given maturity, it is possible to 
draw a line between those observations to get an idea o f  what the yield curve looked like on that 
date.

Chart 2 is similar to Chart 1 in that it shows the same yield curve for U.S. 1 reasury securities, but 
it also depicts interest rates charged on prime new car loans, both for the 36 and 48 month terms, 
as reported by bankrate.com, a subsidiary o f  Dow Jones, the publisher o f  The Wall Street 
Journal. The interest rate on prime new car loans represents the rate charged to borrowers with 
the highest credit rating. Auto loan interest rates are not subsidized in any way by the federal 
government, so the rate shown is unsubsidized. Chart 2 also shows the rate on the 30-year 
conventional fixed rate mortgage, as reported weekly by the Federal Reserve Board, and this rate 
was 6% on July 16,2004.

One area in which mortgages have an advantage compared to auto loans is that the federal 
government subsidizes the moitgage market by giving special privileges to the Federal National 
Mortgage Association (known as Fannie Mae) and the Federal Home Loan Mortgage 
Corporation (now  known formally as Freddie Mac), all wilh the goal o f  promoting home 
ownership.

These organizations promote home ownership by selling bonds and using the proceeds to buy 
mortgages from mortgage banks and other financial institutions that make mortgage loans. 
According to a May 2001 study by the U.S. Congressional Budget O ffice (CBO) entitled 
“Federal Subsidies and the Housing G SE’s” (government sponsored enterprises), the federal 
government chartered these institutions (w w w .cbo.uov/show doc.cfm ?index=2841 & sequence=0). 
While both are stock companies, the federal government has provided a significant cost break 

for these entities by exempting them from state and local income taxes and by exempting them 
from registering securities with the Securities and Exchange Com mission (SEC) and from paying 
the associated SEC fees. They can also use the Federal Reserve as their fiscal agent - meaning 
that they can use the Federal Reserve to manage payments on their bonds.

The federal government has a significant influence on their day to day operations, and this is in 
the form o f  picking certain senior officials (in the case o f  Fannie Mae) or in the more important 
area o f  providing an implicit bail-out o f  these com panies’ bonds i f  they should ever be on the 
verge o f  defaulting. It is this bail-out subsidy that has in part cut the interest rates that they have 
to pay on the bonds they issue, since most investors believe that the Treasury would provide

5

http://www.cbo.uov/showdoc.cfm?index=2841


loans to either o f  these so that they would not default on their bonds. The subsidy consists o f  the 
following: the U.S. Treasury can lend up to $2.25 billion to Fannie Mae and Freddie Mac 
(investors probably assum e an open-ended subsidy beyond the amount specified). Debt issued by 
these government-sponsored enterprises is eligible for use as collateral for public deposits, for 
unlimited investment by federally chartered banks and thrifts, and for purchase by the Federal 
Reserve in open market operations (that is, the Fed could buy these securities, just like it buys 
U.S. Treasury bills and notes, to expand the money and credit supplies). This latter provision o f  
allow ing the Federal Reserve to buy these securities is the other major part o f  the federal subsidy.

The CBO in May 1996 estimated that these various direct and indirect government subsidies to 
Fannie Mae, Freddie Mac, and the Federal Home Loan Bank Board
(ww w .cbo.gov/dhow doc c fm ?index=13& sequence=0) enabled them to cut the interest rates that 
they paid on their bonds by 25 - 60 basis points (a basis point is 1/100th o f a percentage point), 
with an estimated midpoint value o f  almost 43 basis points, or 0.43 percentage point. Without 
this subsidy, the mortgage rate shown on Chart 2 at 6.00% might have been anywhere from 0.25 
- 0 .6 percentage points higher, or between 6.25 - 6.60%. Using the midpoint, that would raise the 
subsidy-removed rate on the 30-year fixed rate conventional mortgage to an estimate 6.43%.
And because Fannie Mae and Freddie Mac are such m assive players in the overall mortgage 
market, one can safely assum e that the mortgage market (home buyers) receives a subsidy o f  
a*>out 0.43 percentage points.

After removing the subsidy given to the mortgage market, there is a major change in the spread 
between the rates charged on new car loans and mortgages and the respective default risk-free 
U.S. Treasury securities. The prevailing rate for a 36-month auto loan reported by bankrate.com 
was 5.75% on July 16, 2004. For a 48-month auto loan, the reported rate was 5.90%. (Note that 
these are for prime auto loans, the ones with the lowest risk o f  borrower default.) When 
compared to the U.S. Treasury yield curve, the 36-month auto loan had a spread o f  2.76% (the 
yield on a 3-year note reporti d by the Federal Reserve Board was 2.99% on July 16, 2004) over 
the comparable maturity Treasury note; the 48-month auto loan had a spread o f  roughly 2.65%  
over what a Treasury security with 4 years remaining until maturity would have yielded (the 
Federal Reserve Board does not report a yield for a Treasury security with 4 years remaining until 
maturity - this estimate is based upon use o f  the yield curve line on the chart). Note that the 30- 
year fixed rate conventional mortgage is compared to the 10-year Treasury bond, which is a 
benchmark used by the financial sector to set rates on the 30-year mortgage. This spread is only 
1.53% over the yield on the 10-year Treasury bond. But after removing the subsidy provided by 
the federal government, this spread widens to 1.96 percentage points above the 10-year Treasury 
bond yield. While this is still smaller than the spread on car loans over comparable maturity U.S. 
Treasury notes, one other major adjustment needs to be made to make the rates comparable, and 
that adjustment is for the risk o f  default.

The risk o f  default is priced into the interest rates charged on all non-federal securities (even state 
and municipal bonds have a default risk premium incorporated in the interest rates paid). What 
exactly is this default risk premium? Simply stated, it is an additional interest charge that takes 
account o f  the chances that a borrower will default on a loan, thus necessitating a potentially
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costly repossession or foreclosure action. Repossession actions on the part o f  the vehicle title 
holder - the lender - are quite expensive and an som etimes require expensive detective services 
to track down the borrower and reclaim the vehicle. While a foreclosure on a mortgage may be 
more expensive dollar wise, as a percentage o f  the total value o f  the property in question, it could 
well be less than the comparable cost o f  a vehicle repossession. As a result, all the risks and 
expected costs o f  repossessions and foreclosures are factored into the interest rates charged on 
i uto loans and home mortgages.

Getting estimates o f  the risk premium that is included in the interest rate charged on auto loans is 
now a much easier task given the advent o f  a huge market for auto loan-backed bonds. Bond 
rating firms regularly track loan losses. One recent study (June 2 0 0 4 ) , by Chris O'Connell o f  the 
Dom inion Bond Rating Service (www.dbrs.c om/web/sentry?COM P=2900& Docld= 14441). 
provided estimates o f  the gross loss rate on auto loans that have been securitized and also the 
recovery rates on those loans. O ’Connell did this for both prime auto loans and sub-prime auto 
loans, with sub-prime auto loans generally having a very high risk o f  default by borrowers.
Using data from O 'Connell’s charts for three-year loans for the years 1998, 1999, and 2000 (the 
years for which complete 3-year repayment data were available), one could estimate cumulative 
gross losses on prime auto loans o f  an average o f  2.24%. After taking account o f  a recoveiy rate 
o f  37.5%, the net loss on such bonds would be 1.4% (or the 2.24%  default risk multiplied by 1 
minus the 37.5% recovery rate, or 2.24% multiplied by 0.625). This 1.4% net loss rate might 
w ell overstate the losses, depending upon how much o f  the value o f  the loan on repossessed 
vehicles was subsequently recovered.

In his analysis o f  the loan versus collateral value o f  an autom obile over the course o f  hypothetical 
48- and 72- month auto loans. O ’Connell showed how the value o f  the car loan exceeded, by a 
signiticant margin, the value o f  the car because o f  rapid depreciation o f  a new car over its early 
life; that is, the w holesale value o f  a car falls more rapidly than the loan value does in the early 
part o f the loan term. Only in the later stages o f  a car loan - i f  all principle and interest payments 
have been made on time - does the wholesale value o f  the vehicle finally exceed the loan value.
If a loan is o f  a very short term and if  the denvn payment is quite high (a 40-60 percent or higher 
dowrn payment), then the wholesale value o f  a car would likely exceed the value o f  the loan. 
Otherwise, the loan holder has what is known as “negative equity’’ in the vehicle for much o f  the 
loan life. ITiercfore, a 1.4% default risk premium that is added into the interest rate charged on 
prime auto loans is not an unreasonable assumption, whether for the 36- or 48- month auto loan.

To estimate a prime auto loan interest rate from which the default risk premium has been 
eliminated, one would simply subtract the estimated net loan loss rate o f  1.4% from the auto loan 
rates charged. For the 36-month auto loan rate o f  5.75%, subtracting an estimated 1.4% default 
risk premium would result in an estimated default risk-free interest rate o f  about 4.35%. For the 
48-month loan rate o f  5.9%. subtracting the same 1.4% default risk premium would result in an 
estimated default risk-free interest rate o f  about 4.5%. These risk-adjusted (or risk removed) 
rates .ire shown on Chart 3 and compared to the default risk-free U.S. Treasury securities yield 
curve.
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Let us now  examine the 30-year fixed rate conventional mortgage loan and try to find out what 
kind o f  a default risk premium is included by lenders. According to the Mortgage Bankers 
Association o f  America (www,m baa.oru/news/2003/pr0620a.html). the actual foreclosure rate on 
prime conventional mortgages was 0.56 percentage points (or 56 basis points) in the first quarter 
o f 2003. And this foreclosure rate does not represent the actual net loss rate by financial 
institutions on mortgage loans. Because o f  higher down payments % 0 percent minimum for a 
prime mortgage for which the borrower does not pay an additional amount for mortgage 
insurance) and the fact that homes do not depreciate as quickly ( i f  at all) compared to 
automobiles, the 0.56% default risk premium is probably a very high estimate o f  the actual net 
losses on conventional prime mortgages. Subsequent auctions o f  foreclosed homes often yield 
proceeds that exceed the value o f  the loan.

In any case, let us use this estimated 0.56% as a loss rate on conventional mortgages. While that 
rate is not strictly comparable tim e-wise (meaning the time at which ihe respective estimates ol' 
default risk were estimated) with the 1.4% net default loss rate on prime new car loans, it is not 
an unreasonable number to use. Subtracting this 0.56% default risk premium from the 6.43%  
“unsubsidized” conventional mortgage rate gives an estimated 5.87% default risk-free mortgage 
rate.

As stated above, Chart 3 depicts the interest rates on auto loans and on the 30-year fixed rate 
conventional mortgage after all subsidies and default risks have been removed. N ow  they can be 
compared to each other and to comparable maturity U.S. Treasury securities. The 36 - and 48 - 
month auto loans, on a risk adjusted basis, had the following estimated spreads above Treasury 
yields: 1) for the 36 - month loan, the spread was 4.35%  - 2.99%, or an estimated spread o f  
1.36%; 2) for the 48 - month loan, the spread was 4.50%  - approximately 3.25%, or an estimated 
spread o f  about 1.25%. The 30-year fixed rate conventional mortgage, after removing the federal 
subsidy and the estimated default risk, had a spread o f  5.87% - 4.47% , or about 1.4%. The 
similarities o f  these spreads indicate that after adjusting for risk o f  default, auto loan rates are no 
higher than mortgage rates.

Using the same subsidy and risk adjustment rates applied above for a longer time series o f  data 
shows (in Chart 4) that the risk-adjusted rates on auto loans (for the 36 - and 48 - month auto 
loans, which are generally below the rate on the conventional mortgage in the chart) has declined 
relative to the subsidy- and risk-adjusted rate on the 30-year conventional mortgage. While some 
o f  that m ove may be accounted for by the relative strength in the demand for housing, a 
significant part o f  this change had to do with recognition by investors that securitized auto loans 
offered an attractive risk-adjusted rate o f  return, even compared to mortgage-backed securities.

Additional evidence o f  the competitive nature o f  automobile loans com es from the interest rates 
charged by the finance subsidiaries o f  automobile manufacturers and banks as compared to the 
computed yield on a Treasury' note or bond with 48 months remaining until maturity. Chart 5 
shows this comparison, rhe highest rate on the chart is that charged by banks for a 48-month 
auto loan. Beneath that line, but closely tracking the yield on a 48-month Treasury note (which is 
generally the lowest line on the chart), is the rate charged by auto company financing



subsidiaries, as reported by the Federal Reserve Board. The significant difference between the 
cost o f  a car loan obtained at a bank versus a loan obtained from auto finance companies is that 
these subsidiaries o f  the automobile manufacturers have a policy o f  subsidizing interest rates on 
new car loans to stimulate sales. In effect, the auto companies are picking up the cost o f  defaults 
on auto loans - that is. not charging a risk premium on auto loans in order to increase sales.

But there is a limit to how much incentive financing auto manufacturers can offer. If there were 
no limit, banks and other financial institutions would not be competing profitably in the auto loan 
business.

The Bottom Line

Credit markets are much larger and more sophisticated than they were 30 or 40 years ago, and 
innovations in financial instruments and advances in information available on the quality and 
availability o f  credit have improved the econom ic efficiency o f  all credit markets, including the 
one for auto loans. What this means is that various loans reflect much more accurately the cost 
o f  credit. Loan markups - o r : preads over the cost o f  funds, no longer can be excessive due to 
intense competition and the free flow  o f  funds around the world in the search o f  the best possible 
yield. This also reflects the far4 that lenders cannot get away with charging excessive interest 
rates to credit-worthy borrowers. To do so would be to chase away potential customers.

The estimates used in the above analysis strongly support the contention that banks, finance 
companies, or auto dealers do not charge interest rates that are excessive on prime auto loans 
when compared to the 30 year fixed rate mortgage after properly taking account o f  subsidies and 
risks. And note that when compared to U.S. Treasury securities, both auto loans and mortgage 
loans still have considerable risk, basically because the Federal Reserve, on a day to day basis, 
does not buy and sell either bonds securitized by auto loans or bonds securitized by mortgages. 
After accounting for all risks and subsidies, this as well as the m assive size and breadth o f  the 
U.S. government security markci explains the spreads between auto loans and mortgages and 
U.S. Treasury securities.

Sub-prime loans, whether in the area o f  auto loans or home mortgages, will always cost more 
since the risks o f  default are much higher than for loans to borrowers with superior credit ratings.

Thus, the econom ic evidence refutes the claims o f  those who state that auto dealers arc charging 
excessive interest rates on loans.
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Chart 1 -  US Treasury Securities Yield Curve 
(in percentage points) - July 16, 2004



Chart 2-Comparison of Interest Rates with Subsidy Removed 
vs Treasury security Yields - July 16, 2004-Note: 30-Yr 
Conventional mortgages are based on 10-Yr. Treasury Yields
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Chart 3-Comparison of Interest Rates -  Default Risk and 
Subsidy Removed - July 16, 2004-Note: 30-Yr Conventional 
mortgages are based on 10-Yr. Treasury Yields
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Chart 5 - Auto Loan Rates vs Comparable Treasury Note Yield
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C o m p e t i t i o n  i n  A u t o  F i n a n c i n g  

E x e c u t i v e  S u m m a r y

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 o f  establishing, on a broad basis, whether that 
marketplace is competitive. This paper conducts such an analysis o f  the auto financing 
marketplace and finds it to be very competitive.

Section A. presents criteria for assessing what nakes a marketplace competitive. 
Although few  industries fit the requirements o f  perfect competition, economists and 
anti-trust experts agree that industries are reasonably com petitive if  thoir 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 o f  poten, al competition from new products and market 
players.

Section B. explains that the auto financing marketplace satisfies all these criteria. There 
is a huge number o f  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 o f  clear information that almost every auto buyer can understand is 
available through dealer finance professionals, Truth in Tending disclosures, 
advertisements, and the Internet. And even after concluding a deal and beginning 
payments on a credit agreement, an auto buyer w ho 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 loweied their maximum caps on dealer finance income to 300 basis 
points (bp) and in some cases 250 bp. Auto dealers generally maintain relationships 
w'ith 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 o f  total auto 
financing and credit unions would not have to work as hard as they do to compete with 
them.



COM PETITION IN AUTO FINANCING

Introduction

What is the best way to determine whether consumers arc likely to be treated fairly in a given 
marketplace? By examining how all the different players in the market interact with one another 
tor the purpose o f establishing, on a broaJ basis, whether that marketplace is competitive. This 
paper conducts such an analysis o f 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 o f Economics Emeritus at MIT, and William D. Nordhaus 
Professor o f  Economics at Yale, in the famous textbook Economics, Fnteenth 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 o f 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.1

Imperfect competition is a condition in which perfect competition does not hold because at least 
e seller (or buyer) is large enough to affect the market price and therefore faces a downward- 

sloping demand curve (or supply curve). Common types o f imperfect competition include 
monopoly and oligopoly. A monopoly is a market structure in which a commodity or product is 
supplied by a single firm. An oligopoly is a situation o f  imperfect competition in which an 
industry is dominated by a small number o f suppliers.

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

' Sam uelson. Paul A. and W illiam D. Nordhaus. Economics, New York: M cGraw Hill, Inc., 1995, pp 129-143.



•  Perfect information. Buyers and sellers each know the price and quality o f  the product.
•  Market determination o f 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.

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

•  Perfect divisibility o f output. The amount o f  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.2

Professors Carlton and Perloff observe that even though few industries fit the requirements o f  
perfect competition, econom ists often speak o f  certain types o f  industries as being reasonably 
com petitive i f  their characteristics include independent price setting, many firms, and free entry 
and exit.

Phillip E. A reeda late Professor o f  I^iw, Harvard University; Herbert Hovenkamp, Professor o f  
Law, University o f  Iowa; and John L. Solow , Associate Professor o f  Econom ics, University o f  
Iowa, in a widely used. 20-volum e text and reference book. Antitrust Law, are consistent with the 
econom ists cited above in their slightly more detailed description o f  perfect competition. Their 
criteria are as follows:

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

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

•  All productive resources are freely m obile among markets; there are no barriers to entry 
or exit.

•  All sellers aed buyers have sufficient knowledge o f  all production techniques, input costs, 
prices, and other relevant market facts.

•  Producers make input-output decisions solely to m aximize return on capital —  that is, 
they seek minimum-cost production techniques and nct-revenuc-maximizing levels o f  
output.

• There are no “externalities.” Produc ~s pay all social costs incurred in the production o f  
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 o f  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.

'  Carlton. Dennis W. and Jeffrey M. Perloff, Modern Industrial Organization, G lenview, IL: Scott Foresman/Little. 
Brown H igher Education. 1990. p66.
’ Areeda, Phillip, Herbert Hovenkanip and John L. Solow, Antitrust Law An Analysis o f  Antitrust Principles and 
Their Application, New York: Aspen Law & Business, 2002, Volume 11 A, p 4.
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The purpose o f  market definition in antitrust is not an end in itself, argue Robert G. Harris, 
Professor o f  Business Administration, University o f  California, Berkeley and Thomas M. Jorde, 
Profcsor o f  Law, Boalt Hall School o f  I,aw, University ofC alifom a, Berkeley. They explain that 
the purpose o f  defining a market is to help measuie a firm’s power over price and output, or its 
power to foreclose markets. If it were possible to prove such power directly, definition o f  the 
relevant market would not be necessary. Theoretically, at least, market power could be proved 
solely by evidence o f  predatory conduct, excessive profits, price-cost margins, price 
discrimination, and elasticities o f  supply and demand. However. Professors Harris and Jordc 
note that practical problems o f  acquiring and presenting proof o f  these alternative indicators o f  
market power have caused litigants and courts alike generally to abandon such efforts. Instead 
the courts have adopted a market structure method o f  analysis. First, the court defined a relevant 
market in terms o f  product and geographic space. The court then measures individual firm shares 
and industry concentration levels in that market.4

In assessing market power, Ira Horow itz, Professor o f  Business, University o f  Florida, explains 
that the courts are concerned with several factors, most notably market share, the number and 
relative size o f  firms in the market, conditions o f  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 o f  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 o f  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 m inim ize bias toward any party or 
group.5

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

1. Bargaining pow’er o f  customers
2. Bargaining power o f  suppliers
3. Threat o f  new entrants
4. Threat o f  substitute products
5. Intensity o f  competitive rivalry, as evidenced by factors such as:

a. large number o f  firms
b. slow  market growth
c. low switching costs
d. low levels o f  product differentiationh

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 o f  Economics and 
Business, Autumn 1982, pp 23-42.
*’ Porter, M ichel E., Competitive Strategy: Techniques fo r  Analyzing Industries and Competitors, New York: The 
Free Press, 1980,
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Although Porter built his model primarily to help corporations develop competitive strategies, 
that model also can be used to assess the com petitiveness o f  a market. If all five forces are in 
play, the market must be com petitive.7

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

1. Number o f  buyers and sellers; number o f  consumer choices
2. Bargaining power o f  customers and suppliers
3. Nature o f  products -  commodity vs. specialized
4. Level o f  information available on alternative choices
5. Market determination o f  price
6. Consumer's ease in understanding, shopping, and choosing among alternatives
7. Market power o f  competitors

a. Market concentration
b. Market shares o f  competitors
c. Competitors’ power over price
d. Competitors’ power to exclude other competitors
e. Idle ability o f  one firm or a few firms to raise prices above com petitive levels and

restrict the entry o f  competitors
Threat o f  potential competition

a. N ew  products
b. Easily substituted products
c. Competitors from different geographic markets
d. New categories o f  market players

9. Barriers to entry8

B. H ow the V ehicle F inancing M arketplace Satisfies the C riteria for C om petitiveness

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

Number o f buyers ami sellers; number o f  consumer choices

Auto financing is a market o f  many buyers and sellers. Am ong 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 o f  those dealers assist customers in obtaining financing, and 
most o f  them deal with 5 to 10 lenders so as to have alternative choices to suit a wide 
range o f  consumers.

7 Also, force number five, the intensity o f competitive rivalry, is a function o f forces one through four: bargaining 
power o f customers, bargaining power o f suppliers, threat o f new entrants, and threat o f substitute products.
Alpert, Geraldine, "Is Market Structure Proof o f Market Power?”  Mergers A Acquisitions, Summer 1984. Ms. 

Alpert notes that i f  a market is not protected by entry barriers, no seller has long-run market power.
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Auto manufacturers' captive finance companies - All the major brands, international and 
domestic, have captive finance companies that provide auto financing through dealers.

Banks - A s o f  2002, there were 7,887 banks in the United States.9 A large portion o f  
bank auto financing is done indirectly through dealers. Indirect financing banks compete 
for the business o f  auto dealers. Indirect financing banks also lend directly to consumers, 
but mainly as an accommodation to customers with established relationships.

Creait unions - A total o f  9,542 credit unions belong to the Credit Union National 
Association (C U N A ), and about 85 million Americans belong to credit unions. O f these, 
a total o f  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, V ice President, F.conomics & 
Statistics at C U N A , notes that credit unions arc formidable competitors because they 
offer two advantages over the manufacturers’ captive credit arms: a lower cost o f  funds 
because they do not pay federal income taxes, and the ability to offer members a full 
range o f  financial services.

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

Credit unions have had a significant, though fluctuating, share o f  this market for decades. 
An August 1984 article in Credit Union Magazine noted that credit unions in recent years 
had been holding about 20% o f  the auto financing market.10 But then a June 1986 article 
in the same magazine reported me credit union market share o f  auto financing had 
sFpped 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.11 The 
credit union community has been engaged to this day in strong marketing efforts to 
increase its share o f  auto financing, as discussed further in a later section o f  this paper.

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

11 U.S Departm ent o f  C om m erce Statistical Abstracts 2003.
10 “Some New Twists in Auto Lending, ’ Credit Unit n Magazine, August 1984. plO.
11 Condon, M ark. “Auto Loans: Boost Your M arket Share," Credit LJnion Magazine, Novem ber 1986. p 46.
i: Harris. Donna, “Credit Unions to Court Dealers at NADA Bash,” Automotive News, O ctober 27, 2003, p 30.
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with dealers, according to figures from CUNA. By 2002 ,15%  o f  credit unions —  mostly 
large ones — representing 42% o f  credit union members had indirect financing 
arrangements.

Internet providers -  The market share o f  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 o f  which have been generated through 
direct channels such as the Internet.13 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 com plexity o f  an auto financing 
transaction.

Perhaps more important than the market share o f  web-based lenders is the way the 
Internet helps consumers do their homework before visiting dealer showrooms and helps 
them become more savvy.14 Information available for car buyers over the Internet is 
discussed in a later section o f  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 o f  10,710 credit 
unions have w ebsites.15 Members o f  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 o f  the mobility o f  their members.

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

Bargaining power o f  customers and suppliers

A s explained elsewhere in this paper, consumers have the ability to compare auto loan 
alternatives from numerous sources. A i *he same time, the proliferation o f  lenders restricts their 
ability to raise rates at will; hence, they do not have substantial bargaining pow'cr.

Nature o f product

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

11 Hoover 's Company Profiles, November 3, 2004.
14 McElhinny. Brad “ Autos On-line: Websites A llow  Customers to Shop from Home.”  Charleston Gazette, October 
4. 2004. p ID.
15 Forster, Stacy, “ Credit Unions Get Comp.-titive in Online Banking,”  Wall Street Journal, May 15, 2002, pD(3j.
16 Dalton. Gregory-, “ Bank Swaps Stakes in Web Lenders, Information Week, August 30. 1999, p28.
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based primarily on interest rate and maturity, although level o f  service and convenience and 
finding the finance source best suited to the buyer also are important factors.

Level o f  information

A high level o f  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 o f  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 G oogle will find 
thousands o f  w ebsites with the more useful loan and related serv;ce providers appearing early on 
the list. Those websites quoic rates, provide calculators to help the buyer determine 
affordability, provide other helpful information on buying and financing a car, and in som e cases 
accept applications for financing online.

According to data from J.D. Power & Associates, 60% o f  auto purchasers went on-line for 
information in 2 0 0 2 .17 J.D. Power also reports that 80% o f  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% o f  
dealers have interactive websites, two-thirds o f  which allow buyers to submit credit applications 
over the Internet. Forrester says that 5% o f  all Internet searches are related to research for a car 
purchase. Auto sites are receiving an incredible 60 million hits a m onth.Ix A study by Wirthlin 
Worldwide com m issioned by Automotive Retailing Today, an industry consortium, reported that 
50% o f  887 consumers interviewed, all o f  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 'o research financing alternatives. Seventy-one percent o f  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 o f  price

The price o f  auto financing is determined by a large com petitive market o f  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 o f  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

1 Senecal, Denise and B ill 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 I, 2004, www.creditunions.com.
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understanding. APR is a summary measure o f  the price o f  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 o f  consumer 
financial awareness.

Further, consumers them selves report that they have sufficient information to make informed 
decisions. In the Wirthlin study for Automotive Retailing Today, 87% o f  non-minority and 78% 
o f 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 o f  
non-minority and 78% o f  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 o f  the United States, 
published by the U.S. Department o f  Commerce, provide some indirect evidence o f  the financial 
and computer literacy o f  the U.S. population as a whole:

• 84.1% o f  the U.S. population had a high school diploma and 26.7% have a college
degree.

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

•  60 m illion households in the US have persona! computers and 50.7 million have access to 
the Internet.

•  53.5%  o f  employed people in the U.S. use computers in their work.lv 

Market power o f  competitors

Because o f  the large number o f  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% o f  the market is still represented by 
privately owned dealers. " Thus, the dealership market is not concentrated.

IV To be sure, some consumers are noi at ease with the mathematics and technicalities o f 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 w ill 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 fu lly as possible, to explore vehicle alternatives that might be affordable, .and to search for all possible 
credit sources, inc'uding financial institutions with an appetite for sub-prime credits.

However, the fact that some consumers may have d ifficu lty navigating the system does not affect its 
competitiveness. As explained in the text, the fact remains that the majority o f shoppers can understand and handle 
the process easily. And it is this feature that evidences the degree o f competition presen'. 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 o f  Franchised Auto Dealers, Merrill Lynch, 
Global Securities Research & economics Group, April 19. 2004, p4.
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The same cau be said o f  captive finance companies, banks, and credit unions. Numerous large 
banks and credit unions com pete on a regional or nationwide basis as indirect lenders. The 
number o f  captive finance companies is far smaller, but a recent sample o f  AutoCount market 
share figures indicates that no individual captive generally accounts for more than about 12-13%  
o f  a given geographic market, that the market shares o f  other finance sources drop o ff  sharply, 
and that the total number o f  lenders in a state is in the thousands.21 Because o f  the large number 
o f  players, both auto dealers and fin. ice companies, that interact and com pete with each other 
and set their prices independently, competitive pressure allow s little opportunity for any player 
or group o f  players to achieve pricing power, to form cartels, to collude, or to exclude 
competitors.

Threat o f  potential competition

The auto financing industry is continually subject to the threat o f  new entrants and the threat o f  
substitute products. Auto dealers face constant competition from other dealers in their markets, 
and financing is one o f  the factors on which dealers compete. One dealer may put together a 
better assortment o f  finance sources than another Joes, 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 o f  potential competition from different kinds o f  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 som e o f  those 
franchises are long established, there still are opportunities for som eone who wants to enter the 
dealership business. There are no restrictions on entry o f  dealers into the used car business. 
Similarly, even the ugh it is consolidating, banking remains a crowded business, and new  
community banks are opening continually to challenge the allegedly less personal service o f  
large regional and nationwide banks. There arc no significant barriers to prevent the 
establishment o fa  n3w credit union or Internet loan provider, or to prevent any bank from 
competing in the financing business in any geographic region. A s already mentioned, Internet 
providers and man) arge credit unions operate nationwide without any geographic barriers. A 
1998 change in law nelped the growth o f  credit unions by expanding the definition o f  
“community,” thereby liberalizing credit unions’ criteria for accepting new members.

' 1 In Florida during  the month o f  May 2004, for exam ple, 118,117 auto loans were m ade by 3.624 lenders. The top 
200 lenders m ade 101.878 loans, accounting for 86.3%  o f  the volume. W ithin the top 200, the market share o f  20 
captives was 33.9% , 53 banks 26.3% , and 5 1 credit unions 16.6%. The top six lenders w ere SunTrust with 6,754 
loans (5.72%  m arket share), G M AC with 6,739 loans (5.71% ), D aim lerChrysler Financial Services with 4,723 loans 
(4.00% ), Am erican Honda Finance with 4,645 loans (3.93% ), Nissan Infiniti Financia' Services with 2,911 loans 
(2.46% ), and Bank o f  America with 2,590 loans (2.19% ).
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The existing system o f  vehicle financing offers one additional feature that virtually no other 
market has and that contributes mightil) to the system ’s level o f  com petith eness. 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 o f  the buyer’s ownership 
period.

One reason why a consumer might '"finance 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 o f  di lining interest rate market that w e saw during the past 
several years. In fact, there were hundreds o f  thousands o f  auto refinancings each year during 
that period. In September 20 o ,  CNW  Marketing Research, Inc.. an (  regon firm that provides 
consumer spending data for automakers and other consumer product com panies, estimated that 
the number o f  auto refinancings would climb to 565.000 by the end o f  2003, up from about
468,000 in 2002 and less than 300,000 in 2 0 0 1.22

Dealers are also aware that a customer who f in ’s better terms for reasons other than declining  
interest rates —  such as a financing rate as originally extended that was above the going market- 
rompetitive rate —  can refinance as well. Every time a refinancing occurs, any unearned finance 
charge is lost, thereby wasting much o f  the dealer finance department’s efforts in extending the 
financing. But, i f  the refinancing occurs because the buyer concludes that the derler 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 
o f  the customer 'and his or her family and friends) for future transactions also wi'l be 
compromised i f  not entirely destroyed. This market reality is well known to dealers, disciplines 
their behavior, and drives them to charge market-competitive rates.'1

Conclusion

Auto financing fits the definition o f  a highly competitive marketplace. There is a huge number 
o f  competitors from various types o f  financing institutions and there are no barriers to prevent 
the entry o f  new competitors. No single competitor or group o f  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 o f  dealer 
finance people and financial institutions, the mathematics and technicalities o f  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.

Refinancing option

"  Kim, Jane J., “ D on’t Overlook Auto R financings,” rhe Hull Street Journal, Septem ber 10, 2003, pD2.
‘ ’ It is significant in this regard that, while there exists a very real refinance market, one does not see significant 
amounts o f  advertising by lenders to refinance the auto financing extended by dealers. I f  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 consum ers. The absence o f  such m arketing efibrts suggests that com petitive forces are 
working, and that dealers are charging market-com petitive rates.



C. Existing Market Information Confirms that the Auto Financing i larket is 
Competitive

Available market nformation 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 
ftnan i» sources

Excessively high interest rates for consumers appear to be rare today. Captive finance 
com panies have lowered their caps on deal 'r finance income in recent years. By 2003, three 
percentage points (or 300 basis points (bp)) h. d become the industry-standard cap, and some 
major finance sources recently lowered their caps to 250 bp.24 Furthermore, market forces have 
resulted in dealer finance income that is generally well below these caps and even lower in the 
case o f  special- or subvened-ratc financing.

The retail financing rales 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 „ orai^h. Indirect auto financing — making auto financing available through dealers 
—  is a huge business for large banks such as Bank o f  America, BB&T, JP Morgan Chase, 
Wachovia, and W ells Fargo. Those banks focus their marketing efforts on dealer relationships. 
They com pete 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 o f  indirect 
auto financing through dealers is significantly higher than its volum e o f  direct auto loans to 
consumers. Similarly, according to Pete Davenport, Executive Vice President, Sales & Finance 
Department o f  BB&T Corporation, his bank's auto financing portfolio is 90% indirect and 10% 
direct, fie  thinks it w'ould 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 o f  Wachovia 
believes that any bank with a dealer financial servicer group such as W achovia’s would originate 
the great majority o f  its automobile financing in such a group. It would be difficult for a bank lo 
originate auto financing through a branch stn cture at anywhere near the same cost as that o f  a 
dealer financial services group with an operations center dedicated entirely to "to financing that

:4 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.



processes hundreds o f  thousands o f  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 o f  50 to 100 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 o f  buy-rate sheets sent by indirect auto financing banks and 
retail auto financing rates offered by the same banks in the sam e geographic areas through their 
branches, as quoted in the Greenbook Lender's Guide and the Roberts Report 2' 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 i f  they were not competitive

Dealers could not achieve and retain a high market share o f  auto financing, competing with 
banks, credit unions, and Internet pror iders, i f  they were not competitive. Dealers we 
interviewed finance 55% to 90% o f  the cars they sell, with most in the (>0% to 70% range. A 
sample o f  data from AutoCount taken for North Carolina and Florida the month o f  May from 
2000 to 2004 shows both the amount o f  competition in the auto financing business and the 
consistent market shares maintained b) dealers. (AutoCount captures every auto financing in 42 
states based on department o f  motor vehicle data ) In each o f  the months sampled, more than 
2,500 different parses in North Carolina *nd more than 3,000 parties in Florida provided auto 
financing. Am ong the top 200 lenders for the sampled months for each state, the market share o f  
captives' financing provideu through dealers ranged from 34% to 38% for Florida and 21% to 
3: % for North Carolina. The n.uiket share among the top 200 lenders o f  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 marl el share figures do not take into account cars that are financed with home equity 
loans. For auto dealer and DM V purposes, cars financed through home equity loans are 
considered to be financed with cash.

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

Numerous articles in credit union trade m agazines 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 o f  one- 
stop shopping at the dealership, they arc also attributable to a significant degree to credit pricing. 
In fact, when promoting direct auto loans to consumers, credit unions recognize they olte.. 
cannot com pete based on interest rate and therefore em phasize 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

25 The Greenbook Lender's Guide, published by Reid Com m unications, Inc., Elgin, Illinois, is a m onthly reference 
book that lists various auto lenders’ rates and term s for a given state, arranged alphabetically by city and lender. It is 
sold state-by-state on a subscription basis. The Roberts Report, published m onthly by The Roberts Report, Phoenix, 
Arizona, provides sim ilar information as well as other reference inform ation useful to auto buyers, also on a 
subscription basis.
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dealership, and therefore offer financing as part o f  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 o f  tax-deductible home equity loans for auto purchases as a 
basis upon which to compete with auto dealer financing.

Examples o f  credit union marketing pro^am s that focus on differentiators other than price 
include the following:

•  Patelco Credit I ’nion (F.ai Francisco, California) works with Esurance. a dircct-to- 
consui icr personal auto insurance provider, to provide one-stop shopping for both auto 
insur ance and auto loans.26

•  Amt rican Airlines Employees Federal Credit I Inion (Dallas. Texas), with 193,000
r id . bers, has a comprehensive member education program called CAARS that provides 
oui geting advice and information on car safety and reliability issues.

•  T :gital Federal Credit Union (Maynard, Massachusetts) has a member education program 
called StreetWisc 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 o f  its
168.000 members.27

•  vtlantic Credit Union (Newtown Squau , Pennsylvania) increased its auto loans in 2001 
when overall auto lending v as 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 o f  getting a loan once a member was in 
the dealership, so it restructured its marketing efforts and integrated all o f  its auto 
services into one car-buying service, including discount purchasing, pre-approved 
Jinancin» with credit sales or leases, extended warranty coverage, and Carfax used car 
reports. Regular contact w ith members was considered an essential element o f  this
m irkcting reorientation.

•  An article in ( "redil Union Magazine notes that a relatively small percentage o f  credit 
unions offer leasing or balloon auto loans, and that credit unions could increase their auto

• in
financing market share by offering those alternatives.

• Recognizing that it could not match subvened rales 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 C'redit Union uses an 
adjustable-rate auto loan to bring interest raics down to levels approaching those o f  the 
captives.30

•  An article in Credit Union Management argues that credit unions are at little risk o f  
losing members to cyber-lenders i f  they offer their own on-line lending options. Credit 
unions that connect car-shopping members with auto-buying services, reference sites, and 
options t( purchase insurance along with on-line auto loans are building member loyalty 
through one-stop shopping. ' 1

‘h “ Esurance is One-Stop Shop for Aulo Loans, Insurance." Best's Review, November 2001. p 133 
77 Sutton. Remar. “ A Mission o f Member Service,”  Credit Union Magazine, July 2001, p36.

Zenker. Gary, “ Time Out!’’ Credit Union Management, December 2001, p20.
7" Mink, Man.', “ Leasing Could Bolster Credit Union Auto Loans." Credit Union Magazine, pi 7. 
0 Merrick, B ill, “ Shifting Auto Loans Out o f Reverse," Credit Union Magazine. May 1999, p48. 
Bankston, Karen, “ Riding the Wave," Credit Union Management, September 1999, 46.
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•  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 o f  indirect 
financing with auto dealers. According to figures from CUNA, in 19 ° 3 , 4% o f  credit unions had 
indirect financing arrangements with dealers. By 2002, 15% o f  credi lions representing 42%  
o f  credit union members had indirect financing arrangements. Callahan & Associates reported in 
August 2003 that in the second quarter o f  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 o f  that growth 
was attributed to indirect financing; 9 o f  those top 10 engage in indirect financing. Alm ost half 
o f  the loans generated by those credit unions were loans arranged at dealerships.

Dealers have incentives lo be competitive

Dealers have important incentives to offer com petitive 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, i f  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 
no* satisfy customers or treat them poorly arc 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

Am ong the other com petitive attributes o f  auto dealers are access to multiple financing sources, 
convenient hours o f  operation, ability to handle all o f  a customer's financing and insurance 
needs, and volume buying power. Dealers w e interviewed cite relationships with from 3 to 10 or 
more finance sources, each o f  which sends rate sheets on a regular basis. Mr. Stevens o f  
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 em ployees 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 o f  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.

Sutton, Rcmar, “Give M em bers a Second C hance,” Credit Union Magazine, July 2002, p20.
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Conclusion

Market information on dealer finance income and dealer market share o f  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 o f  the same banks. Auto dealers’ high market share o f 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 o f  credit unions and other direct 
lenders show that the consumer has choices and that the marketplace ai> a whole is cr ipetitive.
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dealer arranges financing for a proposed buyer, the dealer must d isclose in writing, 

and before the sale is finalized:

( 1) whether the interest rate quoted to the proposed buyer is different 

than the interest rate charged to the dealer, and

(2) the interest rate quoted to the buyer may not be the lowest 

interest rate available.”
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