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Preface

Like many people I have a mortgage. Last year I bought a new fridge
freezer and it made sense to take the interest-free repayment option
and leave the money earning interest in the bank, rather than paying
for it there and then. The last time I bought a car there was no dis-
count for cash like the good old days, but if I had taken the company’s
motor finance plan then they would have cut me a deal. When I do my
grocery shopping I use the credit card supplied by the supermarket to
gain the extra loyalty points on offer, and I'll even use my credit card
to buy a 50 pence newspaper if I go to the newsagent and find I don't
have any cash. I'm a typical individual living in a world where credit is
prevalent across almost every aspect of consumer society.

Was credit always so pervasive? Between 1985 and 2004 the amount of
personal debt in the UK more than quadrupled in real terms, and today
more people use more credit in more ways than ever before. Yet credit is
not just a modern phenomenon, and the nature of the credit we use
today is little different in principle from that used by the Babylonians,
Greeks and Romans thousands of years ago. What has changed is the
speed, sophistication and convenience of the credit experience brought
about through the application of modern technology.

Is credit a good thing? The arguments about the pros and cons of
credit have raged since antiquity, with references to its use and misuse
in many ancient texts including the Bible, the Qu'ran and the Torah.
Aristotle argued against the unnatural nature of interest-bearing credit
while others, such as the eighteenth-century philosopher and social
commentator Jeremy Bentham, argued for the right of each person of
sound mind to borrow under whatever terms they saw fit without
undue restriction or legislation - an argument widely accepted by
modern economists.

Today, there is often an undercurrent of ‘us versus them.” The con-
sumer is represented by the media as the underdog, enslaved to debt by
the financial services industry in its never ending drive for profit. Yet it
is difficult to see how western societies, particularly the UK and US,
could manage without consumer credit in something resembling its
current form.

We live in a state of tension. On the one hand credit provides the
ability to buy goods and services when we want them, and provides a

xii



Preface xiii

cushioning effect against short-term economic downturns, allowing
spending to continue until conditions improve. On the other hand,
debt has caused a huge amount of misery and unhappiness. Around
5 percent of the UK population has been taken to court at some point
in their lives by unpaid creditors, and every year tens of thousands of
people are forced to leave their homes as their properties are repos-
sessed or they become bankrupt as a final desperate answer to their
debt problems. The issue that we need to address as a society lies in
balancing these opposing forces. The benefits of a liberal financial ser-
vices framework need to be weighed against the protections required to
safeguard the well-being and livelihoods of the populace in a manner
we have come to expect in a modern civilized society.

Despite the widespread use of credit and almost daily coverage in the
media, the literature relating to consumer credit issues is patchy, and
there is much ignorance about one of the world’s largest industries.
What material does exist is often specialized and focussed towards
specific aspects of the subject. There is very little that comprehensively
introduces consumer credit in something approaching its entirety.
Therefore, this book has been written to fill what I perceive as a gap.
My objective has been to provide a broad contextual and cross-discipli-
nary introduction to consumer credit, covering its history, the types of
credit available, how credit is granted and managed, the legal frame-
work within which commercial lenders must operate, as well as con-
sumer and ethical issues. I have also tried to provide a text that, while
having been written from a UK perspective, contains much that is rele-
vant to consumer credit markets around the world. This is a tall order,
but I hope I have been able to provide sufficient information for it to
be of worth to anyone with an interest in the subject.

Steven Finlay, May 2005
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1

Introduction

This book has been written to provide a broad introduction to con-
sumer credit. It is intended for those with a professional or academic
interest in the subject, including those who are new to the field as well
as experienced professionals wishing to explore the subject beyond
their immediate domain of expertise.

The book’s chapters broadly fall into three parts. The first three chap-
ters introduce the concept of consumer credit, discuss the history of
credit and the different types of credit available. Chapters 4 through 7
cover the mechanics of credit granting and credit management as under-
taken by the major providers of commercial credit such as the high street
banks and building societies. Chapters 8 and 9 focus on ethical and legal
aspects of debt. Each chapter concludes with a brief summary of the
main points and suggested sources of further information.

With its broad intent the book makes few assumptions regarding the
reader’s prior knowledge of the subject, and although some aspects of
consumer credit require a mathematical grounding (such as the meth-
ods used in credit scoring) all mathematical techniques are confined to
the appendices or appropriate references made within the text.

While the book has been written primarily from a UK perspective,
much of the material has international relevance. Where it has been
considered appropriate differences between the UK, other countries
and other jurisdictions have been highlighted, particularly in relation
to the US consumer credit market and Islamic lending practices.

1.1 The rise and rise of consumer credit

For many people in modern society credit has become an integral part
of everyday life. Every day dozens of adverts for credit appear in the

1
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2 Consumer Credit Fundamentals

media and millions of mail shots are delivered to our doors. Every
broadsheet newspaper has its weekly ‘best buy’ credit tables and reports
on credit issues on a frequent basis. Today there are very few goods or
services that can’t be bought on credit terms or retailers who don’t
cater for credit facilities. In 2004, £121 billion of new credit was
extended to the UK population by commercial lending institutions,
bringing the total outstanding debt owing to these institutions to
£1,058 billion. Of this figure, £875 billion was accounted for by mort-
gages and other lending secured against property. The remaining £183
billion was mainly in the form of credit cards, personal loans and hire-
purchase agreements (Bank of England 2005).

To put these figures in perspective, in 2004 the entire gross domestic
product of the UK was £1,158 billion. The average adult owed over
£18,900 on their mortgage and £3,900 on credit cards, personal loans
and other forms of commercial credit. If all new borrowing were sus-
pended tomorrow the impact on the economy would be immense.
Retail spending would reduce dramatically and the country would be
plunged into a recession the likes of which has not been witnessed for

Figure 1.1 Outstanding Personal Debt Owing to Commercial Lending
Institutions in the UK
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Introduction 3

many years. As shown in Figure 1.1, outstanding personal debt owing to
commercial lending institutions in the UK has been rising steadily in
real terms (with the odd blip) since the 1980s and more than doubled in
the period 1993-2004. A similar pattern of growth has been witnessed
in the US, parts of Europe, South America and many other regions.

However, the consumer credit phenomena has not been entirely
global. In many developed countries, including parts of Europe, the
growth in the use of consumer credit has been less pronounced, par-
ticularly in the credit card market. For the estimated one billion
members of the Islamic community, while credit is permitted, the
charging of interest is forbidden. Consequently, the products available
and the patterns of credit usage within this population differ from
those of the typical western consumer.

1.2 Consumer credit defined

A credit-debt relationship can be defined as ‘that which is owed by one
entity to another’ where an entity can be an individual, company, gov-
ernment or any other type of institution or organization. Credit and
debt represent flip sides of the same coin. Credit is that which is pro-
vided, debt that which is owed. If money is viewed as a medium of
exchange, facilitating trade in goods and services at a point in time,
then monetary credit-debt relationships can be viewed as money across
time. Credit is future money, made available in the present; debt is past
money to be repaid in the future. The effort (cost) required to transport
money through time is incorporated into the cost of credit provision,
represented in the form of interest rates, fees or other charges made by
credit providers. The longer the time required to repay the debt, the
further into the future one must go in order to obtain funds and hence
the greater the cost involved.

Credit need not necessarily be based on formal monetary systems.
The credit concept can be applied in barter economies based on the
direct exchange of goods and services, and some would go so far as to
suggest that the true nature of money is best described as a representa-
tion of the credit-debt relationships that exist in wider society, rather
than as a medium of exchange or ‘neutral veil’ across trading relation-
ships, as is commonly accepted by many economists (Ingham 2004
pp- 12-9). As Ingham points out, all modern currencies are based on a
guarantee of repayment (a debt) made by the currency issuer and one
is reminded of this relationship by the phrase printed on all UK bank-
notes: ‘I promise to pay the bearer on demand the sum of...’
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Consumer credit represents one area in which credit-debt relation-
ships exist and is defined as ‘money, goods or services provided to an
individual in lieu of payment.” While commercial lending to indi-
viduals in the form of credit cards, loans, mortgages and so on, are
perhaps the most obvious forms of consumer credit and the ones that
are the primary focus of this book, consumer credit in its broadest
sense also encompasses government, not-for-profit and informal credit-
debt relationships such as government lending to people receiving
state benefits, student loans and money lent between friends and relat-
ives. Many people pay utility and telecoms bills in arrears and these
too can be considered as forms of consumer credit.

While institutional borrowing is not considered in this book, a grey
area is that occupied by sole traders and small businesses. Is someone
who is self-employed and who borrows to fund their livelihood a com-
mercial or personal borrower? One might begin by considering the
amount borrowed, with commercial lending defined by larger amounts,
but this is quickly seen as untenable once some typical lending situ-
ations are considered. A £250,000 residential mortgage is not uncom-
mon, but a £250,000 overdraft facility would be considered substantial
for many companies with a six, or even seven-figure turnover. The
purpose for which credit has been obtained could also be considered,
but again it can be demonstrated that this is not ideal. Consider the
self-employed consultant who obtains a loan to purchase a portable PC
and an executive car, but also uses the equipment for domestic pur-
poses, such as surfing the internet or taking the kids to school. Is this a
commercial or personal transaction?

A better approach is to consider where the responsibility for debt
lies. For the consultant, if the loan is taken out in their own name and
they are responsible for making repayments, then this is consumer
credit. If however, the consultant creates a limited company (a com-
mon practice that costs less than £100 to facilitate) and borrows in the
company name, the company is liable and not the consultant.
Therefore, if an individual is personally liable for debt,! the debt can be
classified as consumer credit, regardless of purpose or value. If the
responsibility lies with an organization, such as a limited company,
public utility, cooperative or charity, then this is institutional borrow-
ing, and therefore not consumer credit.

While this book adopts a broad definition of consumer credit encom-
passing the Bank of England’s definition of ‘lending to individuals’ it is
worth noting that ‘consumer credit’ is sometimes used in a narrower
context, particularly with regard to residential mortgage lending which
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is often treated as a separate category from other types of individual
borrowing. This is because credit provided for a house purchase is
viewed as a long-term investment with the potential to yield a return
for the borrower, rather than credit acquired to support immediate
consumption. While it is often sensible to distinguish between mort-
gages and other types of individual borrowing due to the size, nature
and the peculiarities of the mortgage market, it is included within the
definition presented here for a number of reasons. First, many of
the issues and problems relating to credit and debt, and the mechanics
of credit operations are similar (although not identical) regardless of
the form in which credit is provided. Second, equity withdrawal —
where an individual extends the mortgage secured against their home
to acquire funds for immediate consumptive purposes — is common.
This was a particularly pronounced feature of the UK mortgage market
in the period 1999-2004 when house prices rose rapidly and equity
withdrawal was responsible for a considerable proportion of the
growth in retail spending that occurred during this period. Bank of
England figures estimated the value of new mortgage lending attrib-
utable to equity withdrawal in 2003 to be £57 billion, equivalent to
21 percent of all new mortgage lending that year (Bank of England
2004a). Third, it can be argued that many people live in bigger houses
than they need (Mathiason 2004) and this is consumptive because the
extra space is used for non-essential activities, such as hobbies and
entertaining, or to demonstrate one’s status in society. Finally, there
are a range of financial products available, such as ‘The One Account’
from the Royal Bank of Scotland, that combine different kinds of
saving and borrowing into a single financial package providing bank-
ing and short term credit facilities in conjunction with mortgage bor-
rowing. It therefore makes sense to consider these components
together rather than separately.

As the remainder of the book deals primarily with consumer credit
the terms ‘credit’ and ‘consumer credit’ will be used interchangeably
from now on.

1.3 Boon or bane?

Credit is generally viewed as beneficial to economic growth and empir-
ical evidence would tend to support this view. In those economies
where credit has been widely utilized, such as in the UK and US, eco-
nomic growth has been strong in comparison to many other first world
economies where credit is less prevalent. From an economic perspect-
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ive it can be argued that credit allows goods and services to be pur-
chased in times when the economy is weak to be repaid when the
economy is strong, thus damping the potentially damaging effects of
the economic cycle. Other reasons for the relationship between eco-
nomic growth and credit may be psychological, with people who
borrow believing they are borrowing against a better future and are
driven to realize their ambitions - the very embodiment of the
American dream.

Credit can mean flexibility and choice. In the short term it enables
people to purchase essential items if they run short of funds before
payday and it allows flexibility in household budget planning as
expenditure in one week or month can be offset against income in
another. Longer term it means that if an unexpected event occurs,
such as the car breaking down or the roof starting to leak, these can be
dealt with quickly, whereas if the individual has no ready cash it could
be a considerable period of time before the repair could be afforded.
The growth in the volume and diversity of consumer credit products
has also resulted in a thriving consumer credit industry providing
employment for tens of thousands of people in the UK alone.

Like almost anything, credit also has its negative aspects which
should not be forgotten or understated. A survey undertaken on behalf
of the UK Government Taskforce on Over-indebtedness reported that
18 percent of households had experienced some type of financial
difficulty within the previous 12 months, with 10 percent in arrears
with one or more credit commitments (Kempson 2002 p. 28). These
figures are not from a period of economic recession, but a time when
the economy had been growing consistently for several years, with
interest rates and unemployment low by modern standards.

Every year, hundreds of thousands of court orders are made against
individuals for unpaid debts and some tens of thousands have their
homes repossessed or are declared bankrupt (personally insolvent)
because they are unable to maintain debt repayments. As Jacoby (2002)
reported in a review of the research into the relationship between
health and debt, a number of studies have concluded that debt causes
stress and can be a contributory factor in causing depression and other
forms of mental and physical illness.

Figure 1.2 shows the historical trend in the number of personal
insolvencies and home repossessions in the UK.

In the years up to and including 2004, Figure 1.2 paints a somewhat
mixed picture. Between the recession of the early 1990s and the end of
2004, the trend in the number of home repossessions was consistently
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Figure 1.2 Personal Insolvencies and Home Repossessions

80,000
»

70,000 P

60,000 F<

50,000 : ]

! *
Number ;4 500 i
of Cases . L /
S2ANEENE
30,000 N
b : ~N——1

20,000 o B N

10,000 T g i = S
('—_I—/ -

0
O A MTUON OO T AN NITOLONDVDDD OT—AN MO
W VOWOVOVOVMAOOWOVDODDAIDDDDDIDDDDINDN OO0 O OO
[N N NN N NN NoNoON NN NoNoNoNoNoONo N leololeolNe Nl
—FrFrrrFrFrrFrFrFrFEFEFIF I rFr - AN AN AN
Year
Personal Insolvencies (England and Wales) - - - -Home Repossessions (UK) |

Sources: Council of Mortgage Lenders, Office of National Statistics.

downward. The trend in personal insolvencies also declined for a
number of years after peaking in the early 1990s, but began to show an
upward trend after 1998 which accelerated in 2003 and 2004.

One interpretation of these figures might be that borrowers and
lenders became more responsible towards issues of debt and delin-
quency in the late 1990s and early 2000s, and with interest rates at his-
torically low levels in the years immediately prior to 2004, debt was
more affordable and less of a burden. It could also be argued that the
rise in bankruptcies in the 2000s was mainly due to changes in the law
which reduced the penalties for bankruptcy, encouraging more people
to accept the bankruptcy solution to their debt problems. An alternative
view is that the dynamics of the UK consumer credit market changed
during this period. At one time, if an individual fell behind with their
repayments on a loan, mortgage or other debt, finding new funds to
cover these debts was relatively difficult. Consequently, the problem
would be brought to a head quickly, with the individual falling into
arrears, debt recovery action taken and legal action initiated to recover
the debt. The whole process, from initial payment difficulty through to
court action, could occur in a matter of months. Today, if borrowers
find themselves unable to meet one of their credit commitments, they
can simply draw cash against one of their credit cards, apply for a con-
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solidation loan or take out another credit card and transfer some of
their existing debts to the new card. Some debt collection departments
will even accept payment by credit card, resulting in the arrears being
cleared with one lender, but leaving the debt owing to another.

The dramatic rise in house prices witnessed between 1996 and 2004
must also be considered because it allowed many home owners to repay
their other debts by extending their mortgages. The existence of equity
withdrawal and balance transfer facilities means there is potentially a
lag of years, or even decades, between borrowers’ credit commitments
exceeding their ability to repay and default occurring. Debt is repeatedly
transferred between an ever increasing number of lenders, all of whom
are eager for new customers in a highly competitive market. It is only
the lender at the end of the line, when all credit facilities have been
used to their full, who will be left holding the debt. Examples of this
type of behaviour have been reported in the press, with individuals
finding themselves with unsecured debts equal to many times their
salaries and repayment burdens beyond all hope of ever being met, but
which were sustained for a considerable period of time before coming to
light (Carter 2004; Knight 2004). Therefore, it may be many years before
the full effects of the credit boom experienced at the start of the twenty-
first century fully manifest themselves in the form of home reposses-
sions, court actions and personal insolvencies.

While for some people the problem is one of over-indebtedness and
an inability to service their debts, for a significant number the problem
is obtaining affordable credit in the first place — standard credit facil-
ities are simply not available because the major credit granting institu-
tions are unwilling to provide them. There is no ‘right to credit’ and if
a credit provider does not wish to deal with an individual for whatever
reason, there is no compulsion for them to do so. A study undertaken
on behalf of the National Consumer Council reported on research that
found that almost 20 percent of the UK population were denied access
to credit from standard credit providers such as the major high street
banks and building societies (Whyley and Brooker 2004 p. 10). How-
ever, as previous studies have noted, the number of people who tech-
nically do not have access to any type of credit whatsoever is probably
very small (Kempson et al. 2000 p. 42). This can be attributed to the
willingness of some lenders, such as pawnbrokers, to lend against prop-
erty which is kept in their possession for the duration of the loan, or
lenders charging rates of interest which could be considered extortion-
ate. It has been reported that in the early 2000s a number of legally
operating UK lenders were providing door-to-door loans with annual
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equivalent interest rates in excess of 160 percent (Jones 2002). In 2005
Provident Financial, one of the 250 largest companies in the UK, was
advertising loans with APRs of up to 365 percent (Provident Personal
Credit 2005).

1.4 Working with credit

The credit industry is large, forming a significant part of the wider
financial services industry that also covers savings, investment and
insurance. Despite moves by some organizations to locate parts of their
credit operations offshore, large numbers of people remain employed
in customer contact centres (call centres) in the UK, to process applica-
tions, deal with customer account queries and to promote products
and services to existing and prospective customers. At almost every
branch of every bank and building society there will be at least one
trained financial advisor who can advise potential customers about the
benefits, terms and conditions of the credit products offered by their
organization.

For graduates and members of the professional community, con-
sumer credit represents a significant employment area, offering careers
in marketing, accounting and finance, IT, law, credit management,
data analysis and operations management, with many of these roles
associated with strategically important head office functions.

The marketing department will formulate the product look and feel,
develop marketing plans and design customer acquisition and reten-
tion strategies. The credit team makes decisions about which credit
applications to accept, on what terms and how accounts are managed
on an ongoing basis. The operational and IT areas are concerned with
the physical processes and information flows required to ensure smooth
and efficient systems for customer enquiries, account set-up, account
management, collections activity and the production of management
information required by other groups within the organization. Finance
departments deal with the higher level accounting functions and the
strategic flow of funds; for example, ensuring funds are available in
support of the customer demand generated from the operational strat-
egies implemented by the marketing and credit functions. Consid-
erable legal expertise is required to deal with an array of consumer and
corporate issues covering credit and credit-related legislation, such as
the Consumer Credit Act 1974 and data protection legislation.

For external agencies working in conjunction with the financial ser-
vices industry, advertising is a key field. Over £265 million was spent
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on TV and press advertising of credit in 2003, with banks, build-
ing societies and other financial institutions accounting for more than
10 percent of all advertising expenditure in the UK (The Advertising
Association 2004). There are also numerous third party suppliers pro-
viding the credit industry with services such as database marketing,
statistical analysis, management consultancy, computer hardware and
software, legal services, and outsourcing of customer services and IT
functions.

Paralleling the growth of the credit industry, there have been
increasing concerns over issues of debt and over-commitment, as
highlighted by the reports from the UK Government Taskforce on
Over-indebtedness (Consumer Affairs Directorate 2001, 2003). Social
scientists, politicians, civil servants and journalists have expressed
growing levels of interest and concern over credit issues and the
psychology and social impact of debt. Consequently, there has been
increased demand for people with knowledge of consumer credit issues
to work for advice centres, the media and government agencies. From
an academic perspective, there are a number of groups specializing in
personal finance and consumer credit. In the UK these include groups
at Bristol, Edinburgh, Lancaster, Leeds, Nottingham and Southampton
universities.

1.5 Chapter summary

Consumer credit covers the provision of goods and services provided to
individuals in lieu of payment. For many, credit is an integral part of
modern life, provided by a large and established credit industry,
employing significant numbers of people from a variety of back-
grounds and with a wide range of expertise. However, while credit is
widely perceived as bringing benefit to consumers and the wider
economy, the pressures of debt affect a significant proportion of the
population. There are a considerable number of households struggling
financially and in arrears with their credit commitments, and every
year hundreds of thousands of people are taken to court, are declared
bankrupt or have their homes repossessed as a direct consequence of
their debt situation. There is also evidence that the effects of debt are
not just material, but that the psychological effects can have a serious
impact on an individual’s mental and physical health.

Access to credit is not a right. In many countries a significant propor-
tion of the population do not have access to standard forms of credit
that most people take for granted, such as a credit card, mortgage,
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overdraft or a personal loan. In the UK about a fifth of the population
fall into this category. If these people need credit they are generally
forced to seek it on unfavourable terms, from sources that demand
considerably higher interest rates and/or fees for the privilege of
borrowing.

There are two main issues about the availability and use of credit. On
the one hand there is the fear that we are an over-indebted society and
the levels of debt will in the long run be unsustainable and must be
controlled. On the other hand there is concern that affordable credit
facilities, such as those offered by the main high street banks and
building societies, are simply not available to a large number of people
and that efforts should be made to widen access to as much of the pop-
ulation as possible. These two positions are not entirely contradictory,
but providing a framework that encompasses both of them is a chal-
lenge for both the credit industry and society.

1.6 Suggested sources of further information

Ingham, G. (2004). The Nature of Money, 1st edn. Polity Press. Ingham writes
from a viewpoint straddling the social sciences, challenging the conventional
economic orthodoxy of money as a medium of exchange. He argues for an
alternative model for the operation of monetary systems, describing money in
terms of the credit-debt relationships that exist between individuals, institu-
tions and other organizational entities that constitute society.

Kempson, E. (2002). Over-indebtedness in Britain. Department of Trade and
Industry. This report was produced on behalf of the UK government as input
into the government’s second report on over-indebtedness. It is based on a
survey of UK households and reports on the types of credit used and the
amount of debt reported by the individuals questioned in the survey. The
main focus of the report is on the identification of those individuals who can
be said to be over-indebted and struggling to meet their existing credit com-
mitments. The report can be downloaded from the Department of Trade and
Industry website. http://www.dti.gov.uk



2
The History of Credit

2.1 Ancient origins

While it is easy to think of credit as a modern phenomena based
around a culture of mortgages, credit cards, personal loans and so on,
credit granting has existed since pre-historic times. It ranks alongside
prostitution and brewing as one of the ‘oldest professions’ and over the
ages has probably generated as much controversy and debate as either.
It is easy to imagine the concept of ‘I'll pay you tomorrow!’ developing
almost as soon as barter and trade evolved and it is likely that credit in
a rudimentary form existed prior to the introduction of formal mone-
tary systems. It is also possible that one factor in the development of
currency was a need to express debt in a standardized form (Einzig
1966 pp. 362-6). The idea of lending on interest or usury! as it was tra-
ditionally known has origins of a similar age. Loans would be granted
in the form of grain or livestock which had a propensity to reproduce
and increase over time, and the lender naturally came to expect some
share of the increase when the loan was repaid.

The earliest documentary evidence of interest-bearing credit agree-
ments is to be found in Sumerian documents dating from around
3000 B.C. (Homer and Sylla 1996 p. 17). The first comprehensive legis-
lation concerning the management of credit agreements was issued in
the Mesopotamian city of Babylon under the Code of Hammurabi circa
1760 B.C., a copy of which is inscribed on a black stone monolith more
than two meters tall, preserved at the Louvre in Paris. It contains 282
rulings concerning issues of governance and trade, a number of which
deals with credit and the charging of interest (Gelpi and Julien-
Labruyere 2000 p. 3). The code included the interest rates that could be
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charged for various goods, and the penalties for lenders who exceeded
these amounts. For example, the maximum permissible interest rate for
loans of silver was 20 percent, and 33.3 percent for loans of barley. The
code required loan agreements to be formalized in writing and wit-
nessed by an official, and as with credit agreements today, without
a formal record of the agreement the loan was void and could not
be enforced. Women were often required as joint signatories and a
woman'’s property rights were protected so that her husband could not
pledge her assets against the loan without her consent. Other strictures
protected the peasant borrower, requiring creditors not to press for
payment until the harvest had been gathered and allowing relief from
capital and interest payments in times of hardship, such as drought or
famine and crucially, what action lenders could take in order to
recover monies owed should the debt remain unpaid. It was, for
example, allowable to take a man or a member of his family into
slavery for unpaid debts, but the code limited the period of slavery to
three years and forbade the mistreatment of the debtor during the
period of slavery (Homer and Sylla 1996 pp. 26-7).

From the existence of the code and other documents dating from a
similar period, it can be concluded that a well-developed credit indus-
try existed as part of mainstream Babylonian society. What is also
worth noting is that law of such a precise and detailed nature does not
tend to arise on a whim. It is constructed to address some specific need,
concern, injustice or threat, either to the populace to which it is
applied or the authority that decrees it. The existence of the code
would suggest that the misuse of credit and/or abuse of borrowers by
creditors prior to 1760 B.C. was widespread within Babylonian society.

2.2 The Greek experience

By the seventh century B.C. the Greeks had developed a commercial
economic system where there was extensive borrowing on interest, par-
ticularly to fund maritime merchant ventures (Homer and Sylla 1996
p- 34). Mortgages were commonplace with loans secured against land
or property and many of the Greek temples acted as moneylenders,
obtaining a considerable share of their income from it. Yet the penal-
ties for non-payment of debts were severe, with it being accepted that
unpaid debt invariably led to the debtor, their family and property
becoming forfeit in lieu of payment. Thus unpaid debt could lead to
poverty and slavery and this was a common fate for many farmers and
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other members of the lower orders of Greek society. With such severe
penalties for the defaulter, it can be imagined that borrowing was not
entered into lightly, but for many there was probably little choice
when crops failed or some other emergency arose. By the end of the
sixth century B.C. debt was causing major problems within Greek
society and the pawning of goods and the mortgaging of land was
widespread. Thankfully for the indebted Greek, relief came in the form
of progressive new legislation introduced by the poet-magistrate Solon
in 594 B.C. that redefined the relationship between lender and bor-
rower. Solon’s reforms were revolutionary and wide-reaching. Those
who had been enslaved for debts were pardoned and it became illegal
to secure debt against one’s own person, thus protecting individuals
from the threat of slavery. The state even went so far as to buy back
debtors sold abroad for their debts. However, Solon recognized the
importance of credit within Greek society and he also relaxed some of
the existing lending laws, including the removal of interest rate ceil-
ings. This more lenient and civilized attitude contributed to the growth
in the use of commercial credit, used in support of the expanding mer-
chant empire of the fourth and fifth centuries B.C.

Despite Solon’s reforms, the provision of credit on interest was not
without its objectors. In the fourth century B.C. both Plato and Aristotle
argued vehemently against the use of credit, believing it to be a major
source of society’s ills which, given past experience, was not without
some justification. Aristotle’s argument, presented in ‘The Politics’
(Everson 1988 p. 15) was particularly important because it was used as a
core tenet by those who opposed the concept of usury for over 2000
years. It was based on the idea of natural law, in which only things
from the natural world should reproduce themselves. That which was
man-made, either physical items, ideas, philosophies or the rule of law,
by their very nature were sterile and therefore should not reproduce.?
Money fell within this definition, being nothing more than a man-
made convention by which goods and services were exchanged. This is
perhaps not an unreasonable position to take; even today in this age of
technological marvels, there are few human originated things, thoughts
or processes which can be said to reproduce themselves in a lifelike
manner. Therefore, as Aristotle might have argued, while it was natural
for two pigs to breed to make a third, the idea that someone could earn
a living by lending money to someone else and then ‘reaping’ the inter-
est that resulted from the transaction went against the natural order of
things.



The History of Credit 15

2.3 The Roman Empire

Like the Greeks the Romans made extensive use of credit, but unlike
the Greeks they sought to regulate the market through various laws
and the capping of interest rates. For most of the Roman era prior to 88
B.C. the legal maximum was around 8.3 percent, although at certain
periods this was largely unenforced. Two years following state bank-
ruptcy in 90 B.C. the rate was raised to 12 percent and more rigorously
enforced for a time. This limit remained in place until 325A.D., a
period of interest rate stability lasting more than 400 years, although
actual market rates dropped as low as 4 percent at times. For much of
early Roman history, debt was an accepted feature at the very highest
levels of society. In the first and second centuries B.C., towards the end
of the republican era, those who wished political success, particularly
in the Senate, would spend enormous sums on bribery, coercion and
public displays. The sponsoring of sporting events and great feasts were
seen as routine and necessary items of expenditure to ensure public
support. Although many were rich in terms of land and property, few
had the available assets required to fund such activities and thus
resorted to borrowing to support their political manoeuvrings (Finley
1973 p. 53). The prevalence of assets in the form of land rather than
ready cash is perhaps no surprise given that much of Roman wealth
and power was founded on the spoils of conquest rather than the
pursuit of commerce or industry, which had been more common
amongst the Babylonians and Greeks. Debt was even used by repres-
entatives of the state to extract revenues from those whom Rome had
conquered. Loans were deliberately advanced at high rates of interest
to drain them of their wealth, leading to their eventual ruin and sale
into slavery (Holland 2004 p. 41).

Set such examples by their leaders, it is no surprise that the average
Roman felt borrowing to be a normal and acceptable part of life, even
though it was not without its darker side should one fail to repay what
was owed.

Apart from the sheer scale of borrowing within Roman society, two
things stand out. First, the Romans made a clear distinction between
productive credit, used to fund commercial or state ventures, and con-
sumptive credit to support one’s living and lifestyle (Mandell 1990
p. 13). Second, Romans from the second century B.C. recognized the
concept of limited liability in the form of joint stock companies as a dis-
tinctly separate entity to the individual, a similar concept to what we
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would term a limited company today. However, such organizations
were generally discouraged by Roman law from engaging in commercial
ventures and were more widely associated with the finance and man-
agement of public projects, and these companies were at times con-
tracted to undertake the construction of public works and tax collecting
activities on behalf of the state (Homer and Sylla 1996 pp. 46-7).

2.4 The early Church to late Middle Ages

In examining the usury practices of the first two millennium A.D. it is
important to appreciate the religious context within which individuals
and governments operated. From the fifth century A.D. until after the
Protestant reformation of the sixteenth century, the teachings of the
Roman Catholic Church were the dominant moral and political force
in European politics. The power of the Church and individual nation
states were often intertwined. Church law affected every aspect of
secular life and few dared to openly challenge the edicts of the Church.
Consequently, the Church’s attitude to usury strongly influenced
European lending practices for a period of well over a thousand years.

The early Church emerged in contradiction to the excesses of a
declining Roman Empire in which usury was rife, as was the misery
and ruin that often accompanied it. By the fourth century A.D. the
Church had a well established position against usury practices. What
was to change over the coming millennium was the definition of usury
and the severity with which transgressors would be dealt.

In support of their condemnation of usury the Church fathers had
recourse to several biblical sources, as well as the arguments of the
ancient scholars, in particular that of Aristotle as to the sterility of
money. In the Old Testament the book of Exodus, chapter 22, verse 25
states: ‘If you lend money to any of my people, to any poor man among
you, you must not play the usurer with him: You must not demand
interest from him.” And the book of Deuteronomy, chapter 23, verse
19 states: ‘You must not lend on interest to your brother, whether the
loan be of money or food or anything else that may earn interest.’
Although no fixed date exists for the creation of these texts, they are
thought to have their origins in an oral tradition dating from between
the thirteenth and eleventh centuries B.C. Their written forms are
thought to have been completed around 400 B.C. (Brown and Collins
1995 p. 1038). There are also a number of other references to credit in
the Old Testament including the books of Leviticus, Psalms and
Proverbs.
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From the New Testament, some took the Lord’s Prayer in Matthew’s
Gospel (Matthew, chapter 6, verse 12) to be translated literally as:
‘Forgive us our debts as we forgive our debtors’ (Gelpi and Julien-
Labruyere 2000 p. 19) and indeed many modern translations from the
original Greek, in which it was first recorded in written form, use
‘debt’, not trespass or sin. However, regarding this verse, there is broad
agreement among modern biblical scholars that debt is a metaphor for
sin, and that the central meaning of the verse is not to do with debt as
such, but with forgiveness of sin in general (Houlden 1992 p. 361;
Viviano 1995). Chilton (2000 pp. 79-80) claims that for Jesus, debt as
metaphor for sin, had its roots in the socio-economic structures of the
time and that most of the Jews in his home area would have lived their
whole lives as poor tenants in debt to wealthy landowners. Thus the
associations his hearers and the early Church would have made
between debt and sin might be quite different to the associations
made by a westerner today.

While the Church publicly condemned usury, lending on interest no
doubt took place in Catholic nations and was sometimes even sup-
ported or engaged in by bishops, princes and other senior figures in
society, evolving as an underground activity which was widely prac-
ticed but rarely mentioned. It is therefore probable that the extent of
these illegal activities is under-represented in the historical records that
have survived to the present day.

In the eighth and ninth centuries A.D. the Church’s attitudes to
usury became increasingly strict. During the reign of the emperor
Charlemagne at the start of the ninth century usury was banned out-
right, with it even being declared a form of robbery and a sin against
the seventh commandment: ‘Thou shalt not steal.” In 850 A.D. money-
lenders in Pavia Italy, were excommunicated (Homer and Sylla 1996
p- 70) which was considered by the Church as the worst of all fates in
denying the guilty a Christian burial and condemning them to an
afterlife of eternal damnation.

Although usury was forbidden, other routes for borrowing did exist
and were widely practiced. Lending in the form of a joint venture, with
part of the profits used to repay the loan was acceptable. So, for
example, funds might be provided to a merchant to purchase trade
goods from overseas with the profits from the venture being propor-
tioned between the merchant and the moneylender. However, if the
ship carrying the merchant’s goods was lost then the merchant would
owe the moneylender nothing. Given that the lender could lose every-
thing on what was potentially a very risky venture, high rates of return
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could be demanded. Interest-free lending was also acceptable and in its
pure form was viewed by the Church as a charitable act — lending to
one’s brother in times of need. However, moneylenders often took
advantage of this position, advancing funds without charge, but
imposing penalties for late payment or a further fee to extend the loan
beyond its agreed term.

By the beginning of the twelfth century attitudes had begun to
soften and the term ‘interest’ had come into common use. While usury
was a charge made by a lender to secure a profit from the borrower —
money made from money - interest was compensation for loss of the
use of funds during the period of the loan. If the moneylender had not
lent the money, they could have reaped a profit from its productive or
commercial use elsewhere and should therefore receive recompense for
their loss (Homer and Sylla 1996 p. 73). Lending on interest once again
became widely practised, particularly in support of expanding interna-
tional trade, and helped support the resurgence of the medieval
economy in the eleventh and twelfth centuries. However, the Catholic
Church remained suspicious of lending on interest and firmly against
usurious lending rates, a position that was officially sustained until
1950. Consequently, lenders had to be careful as to the rates they
charged, lest they were accused of acting usuriously.

2.5 The Reformation

The Protestant Reformation of the sixteenth century saw religious strife
across much of Europe which was accompanied by a polarization of
positions on many issues depending on whether one fell into Catholic
or Reformist camps. For the traditionalist there was little tolerance for
the alternative views of the new churches and consequently the
Catholic Church reasserted its position as to the evil and sinful nature
of usury.

In theory the fundamental teachings of the new churches on usury
were little different from the Catholic view. However, they had a more
pragmatic approach to lending on interest. The Calvinists were the first
Christian group to consider good economy, hard work and the capital-
ist ideal (achieved through hard work rather than idle accumulation) as
a virtue in the eyes of God (Gelpi and Julien-Labruyere 2000 pp. 50-1).
To the Calvinist, lending in the right circumstances — in support of
good and productive economy — was a wholesome and worthwhile
activity. Calvin acknowledged the difference between the biblical pro-
hibitions against ‘biting usury’ of the Old Testament, where money
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was lent without conscience, regardless of purpose or consequence and
‘fenory’ which is analogous to the gain reaped at the time of harvest
over and above that which was sown (Kerridge 2002 pp. 25-6). Fenory
could be said to embody a conscious desire to increase the overall well-
being of both borrower and lender and therefore not evil in its intent.
In part, this could be taken to differentiate between consumptive and
productive lending, a distinction recognized by the pre-Christian
Romans. However, Calvinism was never more than a minor influence
on wider Christian teaching and Calvin’s general position on usury
was not that different in practice from those of Martin Luther and
other reformers; that is, that usury was only permissible under strict
conditions, where the lender truly believed that in extending credit the
borrower would also benefit from the transaction.

Newly Protestant England led the way in removing the barriers to
interest-bearing credit. In 1545 Henry VIII repealed existing legislation
against usury and interest was permitted at a maximum rate of
10 percent. While there was a temporary reinstatement of the bans on
usury by Edward VI in 1551, in 1571 under Elizabeth I, England
returned to regulating lending practices as originally decreed by her
father, Henry VIII. After this time lending on interest was never again
outlawed in England and over the course of the next few decades many
European countries followed the English example.

Although by the end of the sixteenth century the practice of lending
on interest had become a legalized, regulated and well-practised activ-
ity in England, it remained much derided by the general populace.
Both the Catholic and Protestant Churches continued to preach
against the evils of usury and there are many examples in the record of
the contempt and ridicule expressed against moneylenders and the
usurious rates they often (illegally) charged. A measure of the force of
this feeling is captured in the foreword to John Blaxton’s 1634 text:
‘The English Usurer’ (Blaxton 1974):

The covetous Wretch, to what may we compare,
Better than Swine: Both of one nature are,

One grumbles, the other grunts: Both grosse and dull,
Hungry, still feeding, and yet never full...

...Nor differ they in death, The Brawne nought yields
till cut in collers, into cheekes and shields,

Like him the usurer, however fed,

Profits none living, till himself be dead...
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What this passage also displays is the direction in which the anger
against lending took (and to some extent still takes today). While a bor-
rower might be portrayed as acting foolishly, or as a spendthrift borrow-
ing for immediate gain or pleasure, it was the moneylender who was
always viewed as the transgressor, taking advantage of the poor, the
stupid and the naive — a view famously represented by the character of
Shylock - the greedy and spiteful moneylender in Shakespeare’s ‘The
Merchant of Venice’. However, despite continued opposition to money
lending from a variety of sources, the use of various forms of credit con-
tinued to be exploited in England and parts of Europe in ever increasing
amounts by an ever increasing proportion of the population.

2.6 A modern philosophy of credit

The eighteenth century saw huge social upheavals, with great strides
made in the areas of economics, philosophy, science and industry,
which drove the change from an agricultural society to an industrial
one. As part of this revolution new ideas were being formed as to the
appropriateness of usury and the laws that controlled it. In 1776 Adam
Smith published his most famous work ‘An Enquiry into the Nature
and Causes of the Wealth of Nations’ in which he argued that expens-
ive credit led to the impoverishment of the agricultural worker (Jones
and Skinner 1992 p. 207), which today could be interpreted as apply-
ing to the general working man or woman. Smith also believed that
excessive profits (such as the charging of high interest rates on loans)
damaged the economy by taking away valuable resources that could
otherwise be applied productively to improve the lot of individuals and
wider society.

Smith’s views did not in themselves bring anything new to the usury
debate, with similar ideas having been expressed by the French Finance
Minister, Colbert, more than 80 years before (Homer and Sylla 1996
p- 123). What is important about the ‘The Wealth of Nations’ is that it
provided the impetus for perhaps the most intelligent and perceptive
discourse in favour of unrestricted lending practices to that time and
arguably to date. In 1787 Jeremy Bentham published his ‘Defence of
Usury’ (Stark 1952) in part as a reply to Smith’s views on usury.
Bentham presented a coherent and logical argument, without recourse
to religious teaching, for treating lending on interest as a normal and
not unnatural practice. As such, it was a practice that should not be
constrained by interest rate ceilings or other terms which restricted the
lender and borrower from striking a mutually acceptable bargain. At
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the core of Bentham's argument was that it was each person’s responsi-
bility to negotiate credit on the best terms they could. If the borrower
felt they had borrowed at an uncompetitive rate, then all they had to
do was borrow from a more competitive lender and repay the original
debt. Bentham was also aware of the lessons of history and was of the
opinion that whenever restrictive laws on usury were imposed, human
ingenuity always found clever ways of circumventing those laws.
Hence it was of little benefit to have them in the first place and a waste
of resources which could be better applied elsewhere.

The impact of Bentham’s work cannot be underestimated. While
laws on usury and interest rates have remained, it represents a turning
point from which lending laws in many countries would be grounded
in secular argument rather than religious doctrine, and the basic argu-
ments put forward by Bentham still form the basis of credit policies in
many countries today.

2.7 From Victorian necessity to the First World War

Although there were a number of changes to English credit laws in the
234-year period between the reigns of Elizabeth I and Victoria, most
were minor, relating to the maximum legal interest rate and the regula-
tion of pawnbroking. UK credit legislation was overhauled with the
Bills of Sale Act 1854 which abolished the restrictions on interest rates
and paved the way for consumer credit to become a standard feature of
the Victorian era.? In contrast, legal limits on interest rates remained in
many US states until 1981, and even today some states retain tight
interest rate controls for some types of lending. However, after a court
ruling allowing national lenders to charge common interest rates
across all states, federal regulation now takes precedence over state law
in most situations (U.S. Supreme Court 1978). Where state laws
remain, many local lenders circumvent these by entering into agree-
ments with federal banks whose registered offices are located outside
the state (Peterson 2004 p. 12). Therefore, for all practical purposes,
state interest rate limits no longer apply. In many other countries
however, including France, Germany and Holland, legal limits on
interest rates remain. If one takes a wide historical perspective, then
the uncapped rates that exist today in the UK (and effectively in the
US) can be considered an aberration, rather than the norm.

Prior to the nineteenth century, formalized lending agreements had
mainly been the domain of the well-to-do in the form of loans or mort-
gages secured against land or property. The early nineteenth century
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saw a shift towards borrowing by the working and lower-middle classes,
who used credit in a number of different forms. While men were the
wage earners, it was women who were generally responsible for manag-
ing the household budget. It is therefore not surprising that the major-
ity of working class credit was sought by women (Tebbutt 1983 p. 47).

The tallymen (or peddlers) were travelling salesmen who worked
door-to-door providing goods which were then paid for weekly, and
were most common in London, Scotland and Northeast England
(Johnson 19835 p. 154). Retail credit worked through the relationship of
local shops and their regular customers who would put items ‘on the
slate’ or ‘on tick’ and settle their debts at week or month end. There
was also a large trade in small scale, short term money lending, much
of it remaining unlicensed after the money lending act of 1900 which
required moneylenders to be registered by law. However, the most
widely used form of credit was pawning (or pledging) which remained
popular in the UK until the Second World War. The laws governing the
licensing and operation of pawnbrokers were revised in 1800 and again
in 1872, and by the 1870s pawnbroking had become a huge industry.

The majority of the population lived week-to-week with little or no
savings and employers offered no sick or holiday pay. Many people
were employed in irregular or erratic occupations such as agriculture or
dock work. Pawning provided a convenient way to cover short term
drops in income or periods without pay. Consequently, most pawning
consisted of low value, short term lending. It was not uncommon to
take clothes or other items to pawn on a Monday, redeem them on
Friday and then pawn them again the following Monday. The family’s
‘Sunday best’ which were of no use during the week, were often used to
provide this type of pledge and clothing was the most commonly
pledged item. The pledging of jewellery and other valuables, which is
perhaps most commonly associated with pawning today, was rare as
the only jewellery of any worth owned by most people was their
wedding ring with which they were loathe to part except in the most
dire of circumstances.

The scale of the UK pawnbroking industry by the end of the nine-
teenth century was immense. Johnson (1985 p. 168) quotes figures for
1870, when there were estimated to be around 150 million pawn loans
issued in the UK, which had risen to 230 million by its peak in 1914,
equivalent to an average of between five and six loans for every person
in the country. In the US pawning was also widespread, but to a lesser
extent than in the UK.
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The modern day residential mortgage had its roots in the Victorian
era, arising from the building society movement. The idea of mortgag-
ing one’s assets to obtain credit was not new, but what the building
societies did was to turn the mortgage principle on its head. Instead of
using property as the security against which credit was obtained, the
building societies offered the credit to buy the property in the first
place. The first building societies appeared in the UK in the 1770s, and
were originally set up as small temporary cooperatives whose members
provided the money, time and labour needed to build each member a
house in turn. When a house had been constructed for every society
member the society was disbanded. In the 1840s a new breed of society
appeared, with the aim of providing funds for members to buy prop-
erty rather than building it for themselves. Many of the new societies
allowed new members to join on an ongoing basis and also provided
saving accounts to people who did not necessarily want to buy a prop-
erty. These became ‘permanent’ societies that were never disbanded,
and were sustained by a continual stream of new members.

The 1880s also saw the introduction of cheque trading in the UK.
Independent companies would sell a customer cheques under credit
terms, that could then be redeemed against goods at a range of associ-
ated stores. The stores would then be reimbursed for the value of the
cheques by the chequing company (Johnson 1985 p. 152). The chequ-
ing companies would make a return from the merchant in the form of
a commission and from interest charged to the customer. In some ways
these chequing facilities can be seen as the forerunner to the credit
card accounts we know today.

While the British could be said to have driven much of the develop-
ment of credit between the sixteenth and nineteenth centuries, new
innovations in the US saw an increasing appetite for consumer credit
at the end of the nineteenth century. The modern hire-purchase and
installment loan agreements had their origins in the mid-nineteenth
century and early forms of retail installment credit were being used on
a small scale in the US soon after 1800 for the sale of clocks and furni-
ture (Emmet and Jeuck 1950 p. 2635). As the nineteenth century drew
to a close an increasing number of shops and particularly the new
department stores, with their large floor area and wide range of diverse
goods, had developed the concepts of hire-purchase and installment
credit as standard mediums for the purchase of clothing and the many
new consumer durables that appeared as a result of Victorian techno-
logical innovation.
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Charge accounts were also popular. However, large department stores
and retail chains comprising many different outlets, dealt with a far
larger customer base than the small local stores that preceded them.
Consequently, the customer was no longer someone who was known
to the merchant. This led to some stores to issue charge plates to their
customers — small metal plates containing the customer’s details. The
customer could then present the charge plate in any store and goods
would be charged to the customer’s account with some assurance that
the customer was who they claimed to be. This was another develop-
ment on the road towards the modern credit card.

The nineteenth century also saw the birth of the mail order cata-
logue companies. Improvements in rail and road transportation meant
that goods could be dispatched to almost any location with ease and
delivery could be guaranteed within a few days. Although some small
scale operations had existed since the 1830s, the first full mail order
catalogue in the US was launched by Montgomery Ward in 1872 and
was aimed primarily at the large and isolated farming community
where access to a diverse range of goods was limited by geography
(Emmet and Jeuck 1950 pp. 18-9). By the end of the nineteenth
century the company was offering more than 10,000 different goods in
its catalogue and was competing with the most famous of American
merchants, Sears, Roebuck and Company. However, as Calder (1999
p-200) points out, Sears did not offer credit terms until 1911 and
Montgomery Ward until 1921-2.

The original UK mail order catalogue company, Empire Stores, was
founded in 1831, selling jewellery and fine goods. Initially it offered
interest-free credit to ‘customers of good standing’ but soon began
looking for ways to offer interest-free credit to working class people
and did so by organizing a system of ‘watch clubs.” Each week club
members paid a contribution towards the purchase of a pocket watch,
which at the time was a much sought after item of new technology
that the average working class person could not afford to purchase out-
right. The clubs were popular and quickly expanded to cover a wider
range of goods. By the early 1870s, due to many clubs being distant
from the physical stores, catalogues displaying goods were being pro-
duced and distributed to the clubs. Goods were then ordered, delivered
and paid for by post. Full installment credit terms were being offered
by the company some time prior to 1907 (Beaver 1981 pp.32-45). The
second innovation that can be said to have originated with Empire
Stores is the ‘agency’ model for mail order retailing. The agent (who
presumably began as the named representative of the watch club)
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would act as the contact between the company and a number of ‘cus-
tomers’ who were typically family, friends and neighbours. The agent
would manage the relationship with the company, purchasing goods
on behalf of themselves and their customers and collecting and
making payments to the company. In return they received either a dis-
count on their own purchases or a small commission payment. This
model was adopted by all large mail order catalogue retailers in the UK
and although in decline, the use of agents still accounted for the
majority of UK mail order catalogue credit sales at the end of 2004.

2.8 Between the wars

While retail installment credit and hire-purchase had been popular since
the 1880s, it was the interwar period of 1918-39 that saw these two
types of credit rise to prominence. By 1935 it was estimated that in the
UK 80 percent of cars, 90 percent of sewing machines and more than
75 percent of furniture was being purchased under hire-purchase agree-
ments (Johnson 1985 p. 157). In the US, with its geographically distrib-
uted population, the motor car was by far the biggest single factor in the
growth of installment credit and in 1939 accounted for 34 percent of all
new installment lending in that year (Klein 1971 pp. 69 & 77). Hire-
purchase, although similar in the method of payment to a personal loan,
was attractive to lenders because it offered a secured medium, with goods
legally remaining the property of the lender until the agreement was
fully paid up. Therefore, with cars and other modern goods in great
demand, there was always the option to recoup funds through reposses-
sion and resale should repayments fall behind schedule. Consequently,
agreements could be entered into on a far more relaxed basis from the
lenders’ perspective. In support of the growth in the number of motor
cars, the US also saw a number of oil companies offering charge accounts
linked to their own-brand chain of gas stations as a means of encourag-
ing loyalty in the fiercely competitive gasoline market.

At this time the possession of a car, washing machine, or any of the
other consumer durables that had become widely available, was very
much a middle class aspiration and consequently the use of install-
ment loans and hire-purchase agreements were very much a middle
class activity (Calder 1999 pp. 202-3). As Calder notes in relation to
the US experience, this represented a marked shift in the popular per-
ception of installment credit from the end of the nineteenth century
when it was viewed as an occupation of the lower classes and even
described by some to be one of the lowest forms of credit available.
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While pawning entered a period of decline after the First World War,
for the working classes it remained a popular medium in the UK until
the 1950s. Local shop credit and small scale money lending also
declined during this period, albeit to a lesser extent. The big growth in
retail consumer credit in the UK came from the mail order catalogues
which became a major source of unsecured credit in the UK during the
1960s and 1970s.

2.9 The modern age

Arguably the biggest change in recent history in the way people
borrow occurred in 1949 when three friends sat round a restaurant
table in New York and thought up the idea of the universal credit card
(Mandell 1990 p. 1). The concept was revolutionary but simple, as so
many important innovations prove to be. People would become
members of a club. When club members went into a store or restaurant
which recognized the club, they would not be required to pay for
goods or services there and then, but would charge the goods to the
club. The club would honour the debt and deal with the bothersome
task of obtaining monies from the customer. In return for this guaran-
tee of payment the merchant would pay a fee, of around 7 percent, to
cover the club’s costs. In addition, the club would charge members a
fee for the privilege. To identify themselves, club members would carry
a paper card, not dissimilar in principle to the charge plates some mer-
chants had begun issuing to their credit customers some 50 years
before. The name of this club was The Diners Club, and so the first
credit card was born.

What differentiated the Diners Club from other forms of lending
such as store or gas station credit was the fact that it was not confined
to a single store or chain of stores, and once the initial agreement had
been made, customers could (up to a point) continue to spend again
and again without further authorization. The card could be accepted
by any type of merchant for any type of good or service. The card
company was effectively a middleman providing easy access to credit
for the individual and security for the merchant. Therefore, a merchant
could sell goods and services to a complete stranger safe in the know-
ledge that the credit card company would pay the bill.

For a number of years the Diners Club had the card market almost
entirely to itself. However, as with all good commercial ideas competi-
tion eventually arrived, and it arrived in force. In 1958 both American
Express and Carte Blanche entered the market, shortly followed by the
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two largest banks in America at that time, The Bank of America and
Chase Manhattan. As the card market grew, The Bank of America
offered its card services to other banks, allowing them to use its card
processing infrastructure. This formed the basis of what became the
VISA network in 1976 and all cards that use it carry the VISA logo. In
response to Bank of America’s growing domination of the card market,
a number of other leading banks cooperatively set up their own card
network which was re-branded as MasterCard in 1980.

While installment lending and mail order retained a significant
market share in the unsecured lending market, by the end of the 1960s
credit cards were becoming a common feature in the American con-
sumer’s wallet, with around 26 million cards in circulation by 1970
(Mandell 1990 p. 35) — a phenomenal achievement in a period of just
12 years.

The rise of credit cards brought their own problems. Card companies
would often mail customers out of the blue with a fully authorized
credit card. If the card went missing or was misused, the card compa-
nies would pursue the individual for the debt, even if the card had
never reached the customer in the first place. In the US the Fair Credit
Reporting Act 1970 addressed many of these issues placing the burden
of proof on the card companies to prove misuse, rather than the previ-
ous situation where the individual was forced to prove their innocence
in what could be a costly and time-consuming exercise. In the UK, the
Consumer Credit Act 1974 replaced the hotchpotch of previous
consumer credit legislation and provided similar protection for UK
consumers.

With the arrival of the credit card — the most prominent of consumer
credit tokens - individuals could buy what they wanted where they
wanted without the need to have the money to pay for it. The credit
card gave consumers a whole new dimension to their purchasing
power.

The power to purchase whenever and whatever was only one of the
impacts of credit cards. For the first time credit was visible, personal
and said something about who and what an individual represented.
For much of history debt had carried with it a stigma. To be identified
as a borrower was something shameful and secret. Today the type of
credit card you carry and the credit limit you command is a status
symbol. As Morgan Stanley told us in their 2002/3 advertising cam-
paign: ‘Only 7 percent of communication is verbal’ implying that your
credit card says a lot about you, your attitudes and values. The trend
for promoting prestige cards as status symbols came to prominence in
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1981 when MasterCard launched its gold card to target what it saw as
the most lucrative sections of the market, and for many people today
the question is whether their plastic is silver, gold, platinum, green,
black or blue. By the late 1980s affinity marketing had also become
widespread, with card companies branding their cards with the logos
of other companies, sports teams or famous people. There has even
been a Star Trek card carrying a picture of the USS Enterprise, presum-
ably with the goal of assisting the customer to boldly spend where they
have never spent before!

The post-war years saw the UK credit industry fall some way behind
the accelerating US credit industry. While credit cards were introduced
to the UK in 1966 in the form of Barclaycard, the number of compet-
ing cards was small and the working classes were generally excluded
from possession of a card either through choice or the conservative
nature of the UK banking industry. Not surprisingly, the take-up of
credit cards was slower in the UK than the US. Consequently, it was
the mail order catalogue retailers which expanded to service the retail
credit needs of the UK population. By 1981 it was estimated that
20 million people purchased via mail order every year, with up to half
a million orders being placed each day (Taylor 2002 p. 116). It was not
until the late 1980s and early 1990s that the UK credit card market
really took off, and this can be attributed, at least in part, to American
companies such as MBNA, Capital One and Morgan Stanley setting up
operations in the UK. These companies offered a range of new and
competitive products often with lower interest rates than previously
available and often without an annual fee.

As credit cards became more widely available in the UK, traditional
mail order credit entered a period of decline and the industry looked to
consolidate its position through various mergers and acquisitions. This
was not a surprising development as a credit card generally offers the
customer the ability to purchase more goods, at a wider range of stores,
often at a lower price than that offered by a mail order catalogue. To
some extent mail order has become the shopping medium for a much
narrower range of customers; principally, those with limited access to
stores or the internet, those who struggle to obtain credit from other
sources and older customers who have remained loyal to the catalogue
ideal through long association, and who enjoy the familiarity of the
catalogue experience.

The final push towards what could be considered as the modern
lending environment came with the deregulation that occurred in the
US and UK in the late 1970s and 1980s. In the US, with the implemen-
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tation of the Depository Institutions Deregulation and Monetary
Control Act 1980, most states either removed usury laws or raised the
maximum interest rates that could be charged, leading to a more open
lending environment in which competition could flourish. In the UK
the deregulation of the financial services market occurred with two acts
of Parliament; the Building Society Act 1986 and the Banking Act 1987.
Prior to these acts, banks and building societies focussed on specific
elements of the credit market, with building societies dominating the
mortgage market while banks focussed on bank accounts, overdrafts
and personal loans. Following the new legislation, banks and building
societies were able to offer more or less identical products and services,
resulting in much increased competition within the consumer credit
market, which was further fuelled by the arrival of the US credit
companies.

2.10 The impact of technology

Technology has had a dramatic impact on the speed and sophistication
of consumer credit markets in terms of the way credit is granted,
managed and marketed. The industrial revolution provided the trans-
port infrastructure to facilitate mail order catalogue retailing and the
technological innovations which led to the development of so many of
the consumer durables that customers ended up buying on installment
credit or hire-purchase terms.

The IT revolution in credit started in the mid-1960s when the first
banks and credit reference agencies computerized their customer data-
bases and information processing systems, resulting in a huge increase
in the amount of information lenders held about their customers. This
allowed more subtle distinctions to be made between customers across
all areas of the customer relationship, from marketing segmentation
and product differentiation, via the application process, through to
collections and debt recovery operations. The newly computerized sys-
tems facilitated more complex and efficient processing of this informa-
tion, allowing financial organizations to apply mathematical and
statistical models in real time to assess the creditworthiness of credit
applications in seconds, where previously it could have taken days or
weeks to process a credit application manually.

The other technological development of note was the rise of the
internet in the mid-1990s. In one sense the internet did not offer any-
thing new in terms of the types of credit available to the consumer.
However, the lower costs associated with internet only operation,
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without the requirement for a branch network or many other physical
overheads, helped to stimulate competition with some lenders offering
far more attractive credit terms than their traditionally branch-based
rivals. The internet has also provided another channel for customer
communication, and for many people it has proved to be the medium
of choice, allowing credit applications and account management facil-
ities to be accessed in the borrower’s own home, at any time of day or
night, at their own convenience.

2.11  Chapter summary

The concept of credit and lending on interest is not a modern phe-
nomenon. Credit and interest have existed for thousands of years and
the basic principles under which credit is granted and the types of
credit available have hardly changed since Babylonian times, and the
extent and sophistication of ancient credit markets should not be
underestimated.

Throughout much of its history, credit has been defined largely by
the prevailing moral climate and the resulting legislation to address the
problems resulting from its use and misuse. However, what must also
be remembered is that although much of the historical record relates to
the laws and restrictions on lending and the operation of legalized
credit markets, the status of illegal and unregulated lending practices is
less well recorded. It is very likely that the role that this type of credit
has played in society has been underestimated, particularly during
periods of history when lending on interest was highly regulated or
banned altogether.

The technological advances made since the middle of the nineteenth
century has significantly changed the way in which credit is marketed,
granted and managed. Part of this change has been to facilitate new
mediums of credit such as mail order and credit cards, but another
aspect is the desire of the consumer to acquire a larger and larger
number of the ever-increasing range of consumer durables on offer. A
final observation is that limitations on interest rates have existed
throughout most of history with relatively few exceptions. In a histor-
ical context, the relatively unrestricted nature of credit markets in the
UK and US at the start of the twenty-first century — where interest rate
limits apply in only a very limited set of circumstances — is arguably the
exception rather than the rule. Given past history, it is not inconceiv-
able that interest rate controls will again be applied at some point in
the future in one or both of these countries, should the problems asso-
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ciated with credit once again reach a level deemed unacceptable by
society at large.

2.12 Suggested sources of further information

Homer, S. and Sylla, R. (1996). A History of Interest Rates, 3rd edn. Rutgers. After
more than 40 years since its original publication, this remains a central text
on the development of commercial and consumer credit markets around the
world. The first ten chapters provide an abundance of information with
regard to the history of consumer credit up to and including the Reformation.

Gelpi, R. and Julien-Labruyere, F. (2000). The History of Consumer Credit:
Doctrines and Practice, 1st edn. St. Martin’s Press. This is an excellent text
which charts the development of consumer credit from earliest times to the
present day with a strong focus on the development of consumer credit
markets in Western Europe. At the time of writing, it is perhaps the only book
devoted to the history of consumer credit in its entirety, as distinct from com-
mercial credit or other areas of economics or financial services.

Calder, L. (1999). Financing the American Dream, 1st edn. Princeton University
Press. Calder describes in great detail the development of credit in the US,
focussing primarily on the period 1840-1940. An interesting, informative and
well researched read.

Mandell, L. (1990). The Credit Card Industry: A History. Twayne Publishers. Lewis
provides a detailed account of the development of the credit card industry,
primarily from a US perspective, but with some details regarding the intro-
duction of credit cards in the UK and other countries.
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Products and Providers

In this chapter the different types of consumer credit are presented,
together with the different commercial and non-commercial institu-
tions that provide credit. First however, it is worthwhile considering
the features that can be used to differentiate between different types of
credit agreements.

3.1 The features of credit agreements

3.1.1 Secured or unsecured credit

Credit is said to be secured if, when the customer breaks the terms of
the credit agreement, specific assets named in the agreement can be
possessed by the lender in lieu of the debt; for example, the borrower’s
home or car. Credit that is not secured against a specific asset is said to
be unsecured.

3.1.2 Amortized or balloon credit

Credit is amortized if the debt is repaid gradually over time. The bor-
rower makes a number of repayments that cover both interest and
capital, so that by the end of the agreement the debt has been repaid.
Balloon credit is where funds are advanced for an agreed period of
time, after which the debt is repaid in full. Interest may be paid at
regular intervals throughout the agreement or as a single payment
at the end of the agreement. The term balloon credit is also sometimes
used in cases where irregular repayments are made as and when funds
become available (Butler et al. 1997 p. 25) or where the final payment
is larger than all other payments (Collin 2003 p. 28).
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3.1.3 Fixed sum or running account credit

A fixed sum credit agreement is where a pre-determined amount is bor-
rowed, usually for a fixed period of time (which is referred to as the term
of the agreement). When the repayment schedule is complete the agree-
ment is terminated. Where the precise amount to be borrowed is un-
known, but a credit facility is made available, a running account credit
agreement is said to exist. The size of the debt is allowed to fluctuate as
further credit is advanced and repayments made. Running account credit
agreements usually have a maximum stated spending limit, termed the
credit limit or credit line, against which funds can be drawn. Running
account agreements are also known as open ended credit agreements
or revolving credit agreements.

3.1.4 Unrestricted or restricted credit

Unrestricted credit is where the borrower is free to decide how the
credit will be used. This almost always means that funds are provided
in monetary form as cash, a cheque or as funds paid into a bank
account. Restricted credit is where the credit can only be used to buy
certain goods or services. In this case, no money passes through the
hands of the borrower.

Where credit is provided on a restricted basis to buy goods, then if
they are bought under a credit sale agreement the goods become the
immediate property of the customer. If there is subsequently a breach
of the terms of the credit agreement, the lender can only pursue the
borrower for the outstanding debt, not the return of the goods. How-
ever, if credit is provided on a conditional sale basis, then the goods
only become the property of the borrower after an agreed number of
payments have been made, or some other condition specified in the
credit agreement has been met. Therefore, the lender can move to
repossesses the goods, should the terms of the agreement be broken.

3.1.5 Two party or three party credit agreement

A two party credit agreement exists where only one debtor and one
creditor are involved (known as a Debtor-Creditor or DC agreement in
the UK). A three party credit agreement (known as a Debtor-
Creditor-Supplier or DCS agreement in the UK) is said to exist when
an individual purchases goods or services from a merchant,! with
credit provided by a third party. The individual is then indebted to the
third party, not the merchant.
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For UK borrowers the distinction between a DC and DCS agreement
becomes important when there is some dispute over the goods pur-
chased. With a DCS agreement, the supplier of credit has joint liability
for the goods or services provided. So if an individual purchases a
holiday from a travel agent using a credit card, then a DCS agreement
will exist because it is the card issuer, not the travel agent, that is pro-
viding the credit. If the customer subsequently can’t go on holiday
because the travel agent goes out of business, the credit card company
will be liable to compensate the customer for their loss.

In the UK, all restricted credit agreements regulated by the Consumer
Credit Act 1974 are defined as DCS agreements in law, even if the
credit provider and the supplier of the goods are one and the same
(Dobson 1996 p. 285).

3.1.6 The cost of credit

The cost of credit is the additional amount over and above the amount
borrowed that the borrower has to pay. It includes interest, arrange-
ment fees and any other charges. Some costs will be mandatory,
required by the lender as an integral part of the credit agreement.
Other costs, such as those for credit insurance, may be optional, with
the borrower choosing whether or not they are included as part of the
agreement.

Interest is a charge made in proportion to the amount and term of
the loan, expressed as a percentage of the total sum borrowed per unit
time. The unit of time may be a day, month, year or some other
period. For example, for a sum of £1,000 borrowed for 5 years and then
repaid in full, if the interest charge was 7 percent per annum, the inter-
est payable would be £350 (£1,000 * 7% * 5).2

In other circumstances, lenders levy charges to carry out certain tasks
or in response to customer behaviour. For example, arrangement fees
are common with some types of lending and many lenders charge a
penalty fee if a loan repayment is missed or late.

Lenders present interest and other charges in a variety of different
ways, but under the UK Consumer Credit Act 1974 they are also
required to quote all mandatory charges in the form of an Annual
Percentage Rate of Charge (APR). The goal of the APR calculation is
to promote ‘truth in lending’ so as to give potential borrowers a clear
measure of the true cost of borrowing and to allow a comparison to be
made between competing products. The APR is a representation of
interest and all other mandatory charges in the form of an interest rate,
and is derived from the pattern of advances and repayments made
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during the agreement. The following is a simple example illustrating
how the APR reflects charges other than just interest.

Consider a personal loan of £1,000 that is borrowed for a year and
then repaid in full at the end of the year. Interest is charged at a rate of
6 percent per annum resulting in an interest charge of £60. An arrange-
ment fee of £30 is also payable. In this situation, the total charge for
credit would be £90 (£30 + £60): £90 as a percentage of £1,000 is
9 percent, so the APR is 9 percent. While the lender may state that they
charge interest at 6 percent per annum, they would be legally obliged
to state that the APR is 9 percent.

One of the problems with the use of APR is that while it is intended
to give a standardized measure of the cost of credit, in practice it is
possible to make certain assumptions and to calculate credit charges in
different ways. The result is that two lenders who charge the same
amount could have two different APRs. Conversely, they could quote
the same APR, but charge very different amounts. This does not tend to
result in large differences in the APR calculation for fixed sum credit,
but for revolving credit, where the concept of a repayment schedule is
somewhat arbitrary and the actual term and amount borrowed is not
known at the outset, large discrepancies can result. A report by the UK
Government noted that up to ten different methods of calculating
interest (and hence the APR) were employed by UK credit card
providers and the actual charges levied by lenders quoting identical
APRs varied by as much as 76 percent (House of Commons Treasury
Committee 2003 p. 24).

Details of the methods for calculating interest and the APR, and the
reasons why the interest (and hence APR) calculation for revolving
credit products can vary so much between different lenders, are dis-
cussed in Appendix A.

3.2 Credit products
3.2.1 Mortgages

A mortgage is a loan used to purchase a fixed asset such as land or
buildings, with the loan secured against the asset. In most cases this
will be the borrower’s home. A standard mortgage is offered as a fixed
term agreement. In the UK this is commonly 20 or 25 years; in the US
15 or 30 years and in Japan, terms as long as 50 years are not unusual,
with the debt being passed on to the next of kin if the original bor-
rower dies. When a mortgage has been fully repaid it is said to have
been redeemed.
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With a repayment mortgage the borrower makes fixed repayments
at regular intervals, usually each month or year. Repayments cover both
interest and capital, resulting in the debt being paid off by the end of
the agreement. In banking circles a repayment mortgage is referred to as
an amortizing mortgage. With an interest only mortgage (sometimes
referred to as a non-amortizing or balloon mortgage) monthly pay-
ments only cover the interest so that the amount owing remains con-
stant over time. At the end of the agreement the borrower is responsible
for repaying the full value of the original loan. This is usually via some
form of investment trust or endowment policy that runs in parallel with
the mortgage, but which is technically a separate financial product and
can be cashed in or sold independently. Although some mortgage
providers will advance up to 100 percent of the value of the property
(and a few even more than that), most will limit their exposure to mort-
gages secured against 90 or 95 percent of the property value. The bor-
rower is required to fund the difference via a deposit. If the value of the
secured property is less than the value of the outstanding loan then a
state of negative equity is said to exist.

In the US fixed rate mortgages are the norm, with a single interest
rate applying for a period of 10 years or more, and possibly for the
entire life of the mortgage. In the UK variable rate mortgages or short
term fixed rate mortgages, of between 2 and 7 years, are prevalent. A
variable rate means that the interest rate can vary over the lifetime of
the loan, resulting in changes to the payments made by the borrower.
There are no fixed criteria as to when or how a lender varies their inter-
est rates, but most changes track the base rate set by the central bank of
the country in which the mortgage is granted. For example, most UK
mortgage rates remain between 1 and 2 percent above the base rate set
by The Bank of England. In the US the equivalent body is The Federal
Reserve Board and within the Euro zone, The Central European Bank.

A re-mortgage (re-financing) is where the borrower renegotiates the
mortgage or switches to a different lender. This occurs either to secure
more attractive repayment terms or for equity withdrawal to obtain
funds that can then be used for purposes such as debt consolidation,
buying a new car, or general consumer expenditure.

When someone with a mortgage moves home, the mortgage on their
existing property is redeemed at the same time as a new mortgage
agreement is created for the new property. A bridging (bridge) loan is
used when a buyer is ready to proceed with a property purchase but
has not yet sold their existing property. The bridging loan is intended
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as a short-term loan to cover the purchase of the new property before
the mortgage on the old property is redeemed.

There are a number of variations on the standard mortgage. A flex-
ible mortgage allows the borrower to make variable repayments, thus
allowing reduced payments when household budgets are stretched or
overpayments when spare funds are available. Given that repayments
can vary, this type of mortgage agreement does not necessarily have a
fixed repayment period. The most sophisticated types of mortgage on
the market today are offset or account based mortgages, combining
the mortgage with a current account, savings and other credit facilities.
Each month the borrower’s salary is paid into their account, offsetting
a proportion of their mortgage debt. Over the course of the month the
debt rises as interest accrues and the customer spends to cover things
such as household bills, travel and entertainment. The borrower is also
permitted to draw new funds from the account up to an agreed limit;
for example, to fund the purchase of a new car or a holiday. In the US,
a Home Equity Line of Credit (HELOC) can be considered broadly
equivalent to an offset mortgage offered in the UK.

Given their size, term and security, mortgages usually represent the
cheapest form of credit available to an individual.

3.2.2 Personal loans (installment loans)

An unsecured personal loan is a loan advanced with no guaranteed
security in the case of default. However, as with other forms of borrow-
ing, the lender may be able to recover unpaid debts via a court order,
possibly leading to possession of the borrower’s assets. The purpose to
which a personal loan is put is generally unrestricted,® and although a
lender will sometimes enquire as to the purpose of the loan during the
application process, the borrower is not usually required to guarantee
that funds will be spent for the purpose specified. A student loan is a
specific type of unsecured personal loan where repayments are deferred
until sometime after the period of study has been completed.

A secured personal loan is secured against the borrower’s assets,
most commonly their home. Therefore, it is little different in principle
to a mortgage and an individual may have both a mortgage and one or
more other loans secured against their home. In the US there are exam-
ples of these types of loan being secured against insurance policies,
motor vehicles or other property and are sometimes referred to as a
title loan. Being secured, this type of credit is often accompanied by a
relatively attractive rate of interest.



38 Consumer Credit Fundamentals

A consolidation loan is a secured or unsecured personal loan that is
used to repay existing debts — the rationale being that the repayment
terms of the consolidation loan are better for the borrower than those
of their existing credit agreements.

Personal loans are usually (but not always) amortizing in nature.
Repayments cover both capital and interest, with the debt having been
repaid in full by the end of the agreement. While personal loan is the
common term in the UK, installment loan is widely used in the US.

3.2.3 Retail credit (retail loans)

A retail credit agreement (sometimes referred to as a retail loan) is
taken out to cover the purchase of specific consumer durable(s) such as
a sofa, washing machine or a television. The key difference from a per-
sonal loan is that no cash is advanced to the customer - the credit is
restricted. The customer signs an agreement, receives the goods and
then makes regular repayments until the debt is satisfied. In some cases
a deposit will be required in order to limit the overall exposure of the
lender, with 10 or 20 percent a common amount. In the UK most retail
credit agreements are undertaken on a credit sale basis — with the
goods becoming the immediate property of the customer. In the US it
is more common for retail credit to be provided on a conditional sale
basis.

In the US retail loans are often referred to as retail installment loans
or retail installment credit.

3.2.4 Hire-purchase

From a customer’s perspective, a hire-purchase (HP) agreement oper-
ates in an almost identical manner to a retail loan made on a condi-
tional sale basis — the credit is restricted and the goods legally remain
the property of the loan company until all, or an agreed proportion
of the loan, has been repaid. The key difference is that until transfer of
ownership occurs, the borrower is technically hiring the goods, not
purchasing them. In order to qualify as a hire-purchase agreement
under UK law, the borrower must have the option to buy the goods at
some point (or to return the goods and terminate the agreement). With
most hire-purchase agreements the option to buy is exercised automat-
ically when the final repayment is made. To put it another way, if the
borrower decides to terminate the agreement before they have paid all
of the installments then it is taken that the option to buy has not been
exercised and the goods remain the property of the lender. With a con-
ditional sale, the borrower agrees when the agreement is made to pur-
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chase the goods - there is no option for them to change their mind at a
later date.

As the goods remain the property of the lender, this allows them to
repossess the goods should the terms of the agreement be breached
(under UK law if the borrower has paid more than a third of the price
of the goods then a court order is required to do this).

A personal contract purchase is a form of hire-purchase that is
partly amortized and partly balloon in nature, and is generally associ-
ated with motor finance. Over the term of the agreement the borrower
pays regular installments covering interest and some of the capital, so
that when the agreement ends a proportion of the original debt
remains outstanding. The borrower then has the option to purchase
the car by paying the outstanding amount in full or returning the car
to the credit provider. These types of agreement enable a consumer to
obtain a new car at regular intervals without the need to bother about
disposing off their old car. When one credit agreement ends, they
return the old car and take out another agreement for a new one.

3.2.5 Card accounts

A credit card account allows a customer to purchase goods and ser-
vices from any merchant who has entered into an arrangement with
the card issuer. The card issuer acts as a third party, guaranteeing
payment to the merchant and recovering the resulting debt directly
from the borrower. In return for this payment guarantee, the merchant
pays a fee, usually between 1 and 4 percent of the value of the goods.
The card issuer allocates each borrower a maximum credit facility, or
credit line, up to which they can spend without the need for further
negotiation.

Credit card accounts represent one of the most complex forms of
consumer credit agreement, and the details of their operation is not
well understood by a large proportion of users. This is mainly because
of subtle differences in the way different lenders calculate interest and
apply charges, with different rates and charges applied to different
parts of the balance depending on whether it originated from a balance
transfer, retail purchase, cash withdrawal or some other type of trans-
action (See Appendix A for more details of the different ways in which
interest can be calculated and applied). However, one of the most
popular models applied by card issuers to the operation of credit card
accounts is as follows.

On a regular, usually monthly, basis the borrower will receive a
statement of account detailing any outstanding balance carried for-
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ward from the previous statement and all purchases, payments and
other transactions that have occurred since the previous statement was
issued. This period is termed the statement period. The date of issue of
the statement is called the statement date or the account cycle point.
The borrower then has a fixed time after the statement date to repay
some or all of the outstanding balance by the due date. If only a
portion of the balance is paid by the due date, interest is charged on
the entire statement balance. For example, if the borrower receives a
statement showing an account balance of £500 and pays £499, interest
will be charged on the £500, not on the outstanding £1. Any resulting
interest charge will then appear as a transaction on the next statement.
The interest-free period is the time between a transaction occurring
and the due date quoted on the statement on which the transaction
appears, and only applies if the outstanding balance is paid in full. The
maximum interest-free period, which is commonly quoted in promo-
tional literature, is equal to the time between the statement date of the
current statement and the due date on the next statement. Figure 3.1
illustrates the relationship between statement dates, due dates and the
interest-free period.

Account providers usually specify the minimum repayment to be
made by the due date as the larger of a fixed minimum amount or a
percentage of the outstanding balance. Common minimum payment
terms are the larger of £5 or 5 percent, or £5 or 3 percent. Any out-
standing balance that is not paid by the due date is said to revolve and

Figure 3.1 Key Dates for Credit Card Accounts
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is carried over to the next statement. It is from this principle the term
‘revolving credit’ originates.

Most credit cards permit cash withdrawals via automated teller
machines. In the UK cash withdrawals incur a fee, usually between
1.25 and 2.5 percent of the amount withdrawn. In the US fees of
between 3 and 4 percent are more common. Cash withdrawals also
differ from retail purchases in that there is no interest-free period.
Interest begins to accrue as soon as a cash withdrawal occurs, regardless
of whether or not the balance is paid in full by the due date.

A credit card is an example of a multiple credit agreement, provid-
ing both restricted and unrestricted use credit. Credit cards provide
restricted credit because only a limited number of merchants accept
credit cards (even though the number of merchants may be very large).
However, most credit cards can also be used to make cash withdrawals
—an unrestricted form of credit (Dobson 1996 p. 285).

Credit card cheques are a marketing tool used to encourage large
expenditures to be made against an account. The cheques are similar in
appearance to those offered as part of a standard bank chequing facil-
ity. They are attractive in some situations because they can be paid
directly into a bank account, which means that whoever receives the
cheque does not need to have any prior agreement with the card
provider or to have the facilities necessary to process credit card trans-
actions. Like cash withdrawals, there is usually a fee of between 1.25
and 2.5 percent and there is no interest-free period, with interest
beginning to accrue as soon as a cheque is used.

The actual card carried by the account holder is a credit token,
acting primarily as a means by which they can be identified by a mer-
chant when making a transaction. The physical card is not an intrinsic
requirement for the operation of a card account, which is demon-
strated by the fact that customers can use their account to purchase
goods or services remotely via the phone or the internet.

The majority of credit card transactions are processed by one of the
two main networks, VISA and MasterCard. The relationship between
individual card issuers and merchants is managed via a third party
organization known as a merchant acquirer. This frees merchants
from having to deal with each card issuer on an individual basis. The
relationships between these organizations are discussed in more detail
in Chapter 4. Own brand cards such as American Express and Discover
operate their own card processing networks.

Most credit card accounts represent an unsecured form of credit.
However, some lenders, particularly in the US, will offer high-risk cus-
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tomers credit cards secured against cash deposited in an account con-
trolled by the credit card issuer. The credit line on the card is then set
to be equal to the value of the deposited funds. After the customer has
demonstrated good repayment behaviour for a period of time, the
issuer may allow the account to transfer to an unsecured status with
the credit limit increased beyond the value of the secured funds.

A store card is very similar to a credit card in principle, but is gener-
ally issued by a single merchant (or sometimes a group of merchants).
Use of a store card is restricted to the issuing merchant’s stores and in
general does not permit cash withdrawals, which means that all credit
is provided on a restricted basis. The credit account is sometimes
managed directly by the store itself, but more commonly the credit
operation is contracted out to a third party.

In the US, the term ‘credit card’ is generally used to refer to both
credit cards and store cards. The term bank card is used to refer expli-
citly to what in the UK would be termed a credit card.

A charge card is a credit token used in conjunction with a charge
account (see section 3.2.6) and operates in a similar manner to a credit
or store card. However, a charge account requires the balance to be
paid in full by the due date. Therefore, there is no facility for the
balance to revolve from one statement to the next.

3.2.6 Charge accounts

A charge account is where credit is granted, usually interest-free, for a
fixed period of time after which the full amount owing becomes due.
At one time this type of credit was common in convenience and
grocery stores with people settling their bills at the end of the week or
month. Where charge accounts are still used in a retail environment
they are usually managed via the use of a charge card, as discussed
previously.

Today, charge accounts are most widely found in the telecoms and
household utility sectors with people billed in arrears for their gas,
water, electricity and phone bills on a monthly or quarterly basis.

3.2.7 Revolving loans

A revolving loan, sometimes called a flexiloan or a budget account, is
a form of revolving credit. A borrower agrees to make a fixed monthly
payment and in return has the ability to draw cash up to a maximum
limit, which is a multiple of the monthly payment amount. For
example, an account with a 15 times multiplier will allow a customer
who agrees to pay £100 a month to draw funds up to a maximum of
£1,500. In the UK, this type of credit is most commonly offered by
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credit unions operating on a not-for-profit basis, although a few banks
and building societies also offer these types of loan. There are also a
small number of store card providers who operate their card accounts
on this basis with the customer making a fixed payment each month,
rather than a percentage of the outstanding balance.

3.2.8 Mail order catalogue accounts

Mail order catalogue accounts operate on the basis of the borrower
selecting goods from the company’s catalogue and then paying for
them over a number of weeks or months. Traditionally, goods were
paid for on a weekly basis and many UK catalogue companies still
quote weekly repayment terms. However, customers today usually
manage their accounts on a monthly or four-weekly basis.

Once an account has been opened, the customer is given a credit
limit up to which they can make further purchases from the catalogue
and receives regular statements detailing the transactions that have
occurred, the outstanding balance and the minimum payment which
must be made by the due date. In this respect, the operation of the
account is almost identical to that of a store card. Some mail order
accounts operate on an interest-bearing basis, with interest accruing on
unpaid balances at the due date. Others operate a principle of bundl-
ing interest, offering interest-free payment terms for goods sold at
prices that are not competitive with general retailers. The cost of pro-
viding credit is factored into the retail price of the goods (this is also a
feature of zero interest retail credit offers).

There have traditionally been two types of mail order credit account
- direct and agency. With a direct mail order account there is a
straightforward one-to-one relationship between the customer and the
retailer. With an agency account, the customer, termed an ‘agent,’ has
the option to buy goods on behalf of friends, relatives or neighbours,
with the agent receiving a commission of around 10 percent for their
trouble. Therefore, the agent can effectively operate as a small business,
generating income from the purchases of their customers. The agent is
solely responsible for managing the account and in most cases the mail
order company knows little or nothing about the agent’s customers.
Although in decline, the majority of UK mail order credit sales in 2004
were still based on the agency account model.

3.2.9 Overdrafts

A current account that permits a borrower to spend beyond the funds in
their account is said to provide an overdraft facility. When the overdraft
facility is used, resulting in a negative account balance, the account is
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said to be overdrawn. Overdrafts operate in one of two modes. An
authorized overdraft is where the overdraft facility has been agreed
with the lender in advance. An unauthorized overdraft is where the
lender permits the account to become overdrawn without a formal
agreement to do so. Unauthorized overdrafts usually incur penalty fees
and/or higher interest charges than other popular forms of credit.
Overdrafts are usually associated with short term lending, particularly at
month-end prior to a salary being paid into an individual’s account.

3.2.10 Pawning (pledging)

The pawning (pledging) of goods is where a cash loan is secured
against property, with the property retained by the lender until the
loan is repaid. An individual will deposit items they own, often jewel-
lery, with a registered pawnbroker who will advance funds to the indi-
vidual based on a discounted value of the items. The borrower then has
a period of time within which to redeem the items upon repayment of
the original loan plus interest. If by the end of the agreement the bor-
rower has not returned and redeemed the goods, the pawnbroker is
permitted to sell the items in order to satisfy the debt. Pawning is
therefore a form of secured credit that is balloon in nature.

The APRs charged on pawn loans tend to be significantly higher than
many other forms of borrowing, often in the region of 40-85 percent
per annum (Kempson and Whyley 1999 p. 11). This can mainly be
attributed to the overheads associated with small scale lending opera-
tions, the cost of secure storage of items during the loan period and the
relatively short term and low value of a typical pawn agreement.

Pawning is sometimes frowned upon as a socially undesirable activ-
ity, due to the technically high APR and the traditional association
with the poor and working classes. However, there a number of fea-
tures of pawn credit which can make it attractive in some circum-
stances, particularly when the borrower is seeking a low value, short
term credit facility. Unlike many forms of credit, such as a credit card
or personal loan, the customer’s financial exposure is limited to the
goods against which the pledge is secured. There is no danger of inter-
est spiralling out of control or court action if the debt remains unpaid.

Typical pawn loans are for a few hundred pounds, but many pawn-
brokers will lend sums as small as £10. For small sums borrowed over a
period of a few days or weeks, the fees can be comparable to those
charged by some banks for overdrafts, or the cash withdrawal fees of
some credit cards. Pawn agreements are also comparatively transpar-
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ent; there is little small print and no hidden charges, with all costs
clearly stated when the agreement is made. A further advantage is that
there is no requirement for individuals to undergo credit vetting pro-
cedures, which are undertaken by most high street lenders. Conse-
quently, there are very few circumstances where a pawnbroker will
decline to offer credit.

3.2.11 Payday loans and cheque cashing services

A payday loan is a short-term loan to cover a borrower until they
receive their next pay cheque, at which time the loan is repaid in full
with interest. The term of the loan is usually no longer than a few days
or weeks. This type of lending is often associated with cheque cashing
services where funds are advanced on a post-dated cheque. The bor-
rower will write a cheque payable to the cheque cashing company and
receive cash for the value of the cheque, less the fee charged by the
company. Payday loans and cheque cashing are generally associated
with sections of the market where credit is sought to cover immediate
personal need by individuals who cannot obtain credit elsewhere.

3.3 Productive and consumptive credit

Credit is often described as being either productive or consumptive in
nature. Productive credit is where the money lent is invested in some
way, providing the potential to generate a return for the borrower,
although if the investment is a poor one the investor may be left with
less than they started with. Consumptive credit is where the money
borrowed is used for immediate personal need or gratification. The dif-
ferentiation between consumptive and productive credit is not always
as clear cut as it might seem, and it cannot be assumed that any single
type of credit is inherently productive or consumptive. As noted in
Chapter 1, just because credit is secured against an asset, such as mort-
gage secured on a home, it does not mean that these funds are then
used in a productive manner. Most consolidation loans are secured
against property, but are then used to refinance consumptive expendit-
ures incurred using credit cards, mail order accounts, personal loans
and so forth. Alternatively, a holiday bought using a credit card would
normally be considered consumptive with no productive potential. Yet
it could be argued that in taking a holiday and getting away from their
work for a while, an individual comes back refreshed and energized
and so able to be more productive in their employment.
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3.4 Credit products permitted under Islamic (Shari'ah) law

While this book’s primary focus is on traditional western forms of
credit, it is worth considering the principles that guide Islamic lending
practices and the credit products that are acceptable in Islamic society.

An underlying principle of Islamic finance is that money is not a
commodity that can be traded, but is merely a mechanism by which
goods and services are exchanged. Money has no inherent use or utility
in itself and therefore, there is no rationale for making a profit from
the exchange of money (Usmani 2002 pp. xiv-xv). This does not mean
that credit cannot be provided with the intent of generating a profit for
the lender, but that the charging mechanism must be such that it
reflects a tangible product or service which is sold to a purchaser.
Charging interest (or riba as it is traditionally known) on a credit trans-
action is forbidden because it explicitly implies the generation of
money from money.

Trade and commerce on the other hand are encouraged as activities
which benefit the community, and so selling a product or service at a
profit is acceptable. It is also acceptable to sell an item on a deferred
payment basis, with the borrower making one or more payments over
a period of time as long as no interest is charged. One way the lender
can be compensated for agreeing to a deferred payment agreement is
through charging a higher price for the product than would otherwise
have been paid if the good had been purchased outright when the sale
was agreed (which is termed murabahah meaning ‘mark-up’). There-
fore, a retailer who is selling a washing machine for say £500, may
agree to sell it for £600 if the buyer pays for it in 12 monthly install-
ments of £50. From a practical perspective, this might seem very
similar to an interest-bearing credit agreement, but from an Islamic
perspective the differentiation between an agreement made on the
basis of a trading relationship and one based on interest is an import-
ant one.

So what type of credit products or services are available to those
wishing to comply with Islamic (Shari’ah) law? It can be argued that tra-
ditional credit cards and store cards are permissible if balances are paid
in full by the due date so that no interest is paid. However, most credit
card providers will insist on a signed credit agreement in which the bor-
rower agrees to pay interest if the balance is not paid in full and there-
fore, the validity of these products is questionable. A better alternative is
a charge card because interest does not form an inherent part of the
product and the charging of a fixed annual fee to pay for the services
provided by the card is acceptable. There also exists a range of card
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products, such as the Bank Islam MasterCard, designed especially for
the Islamic market. These can be used in the same way as a standard
MasterCard credit card and include a revolving credit facility, but
charge no interest. The bank earns an income by charging an annual fee
and a transaction charge each time the customer uses the card. Fees are
also charged if a borrower is late with a payment or otherwise breaches
the terms of the account, but on the understanding that charges reflect
the extra cost incurred by the card issuer and that no profit results. The
borrower is effectively paying for the simplicity and security provided
by the card rather than the credit the card makes available.

Personal loans are acceptable, as long as no increase (interest) results
from the agreement. This means that in most cases personal loans are
only provided on a charitable basis as they make no profit for the
lender. An overdraft as part of a bank account is also acceptable, if the
overdraft is interest-free. Retail loans and mail order accounts are gen-
erally acceptable, if arranged in a murabahah compliant fashion.

The financing of larger assets such as a house or a car, are usually
undertaken using a form of hire-purchase or rent/buy agreement (termed
diminishing musharakah® which means decreasing participation/
ownership). The asset will initially be purchased and owned outright by
the organization providing the finance (or an approved agent) who
divides the asset into a number of shares. The client then agrees to
makes regular payments — part of which is a rent or leasing charge for use
of the asset, and the rest is used to purchase shares in the asset. As the
agreement progresses the client owns an increasing share of the asset and
rents a decreasing proportion of it from the finance company. The agree-
ment ends when the asset is entirely owned by the client.

3.5 Credit providers

3.5.1 Banks

A bank is an organization licensed to take deposits and extend loans.
In the UK the operation of banks is regulated under the 1979 and 1987
Banking Acts which are overseen by the Financial Services Authority.
Banks that focus on providing personal banking and consumer credit
services, and which typically maintain large branch networks are
described as commercial or retail banks, whereas merchant banks
tend to be more involved with corporate and international finance.
Traditionally, retail banks tended to focus on obtaining funds via
deposits and current accounts that were then used to fund commercial
lending to business. The granting of personal loans and overdrafts did
occur, but was not common (Cole and Mishler 1998 p. 82). Since the
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1980s UK banks have expanded their commercial operations to cover a
broader spectrum of lending activities. Many banks now offer mort-
gages, secured and unsecured personal loans and credit cards as a
central part of their banking operations.

3.5.2 Building societies (savings and loan companies)

Building societies are profit-making organizations owned by their
members, who are the individuals who have either savings accounts or
loan agreements with the society. In the UK, building societies are
regulated by the Building Societies Act 1986 which is overseen by the
Financial Services Authority. Traditionally, building societies had a
narrow focus of operation, funding mortgage lending via the savings
deposited by their members. After the implementation of the 1986 Act,
building societies were in a position to offer the same range of con-
sumer services as banks. From a consumer perspective the difference
between a bank and a building society is virtually non-existent, with
both offering a broadly similar range of credit products. In the US,
savings and loan companies can be considered broadly equivalent to
UK building societies.

3.5.3 Finance houses

Finance house is a general term, used to describe a broad range of
lending institutions licensed to provide consumer credit. They do not
tend to provide savings or deposit accounts; rather they obtain funds
to support their lending activities through commercial loans obtained
from merchant banks or other large financial institutions. Finance
houses mainly provide credit in the form of secured and unsecured per-
sonal loans, hire-purchase agreements and card accounts. They are not
generally involved in mortgage lending, although a few do provide
mortgage products. Large finance houses commonly act as third party
credit providers, acting on behalf of retailers and merchants for the
provision of store cards and retail credit. In the UK most finance
houses are members of the Finance and Leasing Association which pro-
vides industry representation to the media and regulatory authorities.

3.5.4 Credit unions

Credit unions first appeared in Germany in 1849 and operate as mutu-
ally owned financial cooperatives. They have became widely popular in
many countries; for example, in the US around 30 percent of the adult
population belong to a credit union and in Ireland the figure is approx-
imately 45 percent. Credit unions share many of the features tradition-
ally associated with building societies and savings and loan companies
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in that they are member-owned, and funds contributed by members
are used to provide credit services to other members. Credit unions are
often created around specific interest groups sharing some ‘common
bond,’ such as those working within one profession, or located within
a certain geographical area, such as teachers or residents of a town or
city. US credit unions offer a wide range of credit products including
mortgages, personal loans and credit cards and are known for offering
competitive credit terms because they are run on a not-for-profit basis
and enjoy a tax exempt status.

Credit unions are very much minor players in the UK credit market,
with around 463,000 members of whom about a third are borrowers at
any one time. However, credit unions have witnessed steady growth in
recent years with membership and outstanding loans increasing four-
fold during the period 1993 to 2003 (ABCUL 2005).

UK credit unions tend to be more limited in the services they
provide compared to some of their overseas counterparts, offering
savings accounts and small cash loans, and usually only lending to
individuals with whom they also have a savings relationship. The
revolving loan concept, where borrowers can draw cash up to some
multiple of their regular payment, is common. They do not generally
offer credit cards, although there is no legal reason for them not to do
so. They can also apply to the Financial Services Authority for permis-
sion to grant mortgages, although again, this is not common.

UK credit unions are generally associated with lending to individuals
who would otherwise have difficulty obtaining credit from the major
banks and building societies. This may be due to a poor credit record or
because they only require small loans that other lenders consider too
small to be worth dealing with. Consequently, credit terms tend to be
somewhat less attractive than the best rates offered by the high street
lenders, reflecting the greater costs and levels of risk associated with
the markets they serve. However, under the Credit Union Act 1979, the
maximum interest rate that can be charged to members of a credit
union is 1 percent per month (12.68 percent per annum). As with
banks and building societies, credit unions are regulated by the
Financial Services Authority.

3.5.5 Utility companies

Although credit is not the main concern of utility companies, most
utility supplies (water, gas, electricity and telecoms) are provided on a
credit basis, with bills being issued in arrears at regular intervals,
usually monthly or quarterly. Credit is usually provided interest-free
and penalties are not charged for late or reduced payment. However,
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collections activity for late or unpaid bills forms a significant part of
the administrative function of utility providers. While UK legislation
limits the actions utility companies can take to recover sums owing,
the ultimate sanction of disconnection of supply is probably a suffi-
cient incentive for customers to make payments if they are in a posi-
tion to do so.

3.5.6 Pawnbrokers

Pawnbrokers have existed since ancient times, offering short term
credit secured against the borrower’s possessions. In recent years many
pawnbroking operations have diversified into payday lending and
cheque cashing services.

While pawnbroking is much less prevalent than it once was, and
almost disappeared entirely from the UK in the 1970s, there has been
something of a revival since the 1980s. In 2004 there were estimated to
be over 800 pawnbrokers operating in the UK, with a customer base
numbering several hundred thousand.® The UK pawnbroking industry
is represented by the National Pawnbrokers Association and is regu-
lated under the Consumer Credit Act 1974.

3.5.7 Government agencies

The UK government provides credit in a number of circumstances.
This includes student loans, and for those in receipt of certain state
benefits, cash loans via the social fund. Social fund loans are unsecured
and interest-free, and are provided for the purchase of essential items,
such as a bed, cooker or children’s clothing. Loan repayments are
deducted directly from future benefit payments.

3.5.8 Licensed moneylenders (home credit companies)

Any individual or organization who has obtained a credit license can
be described as a licensed moneylender. However, the term is usually
associated with individuals and organizations specializing in the provi-
sion of small unsecured cash loans. Although a few of the larger pro-
viders maintain branch networks, most operate on a door-to-door
basis, visiting households weekly to collect repayments. While most
moneylenders operate on a relatively small scale, the largest UK com-
panies, such as Provident Financial, Cattles and London and Scottish
Bank, have turnovers of hundreds of millions pounds per annum. The
individual amounts borrowed are usually no more than a few hundred
pounds repaid over a few weeks or months. Interest rates vary depend-
ing upon the amount borrowed and the term of the loan, but are typic-
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ally in excess of 100 percent per annum. Licensed moneylenders are
also known as home credit companies and doorstep lenders. It has
been estimated that about 10 percent of the UK population have bor-
rowed from a licensed moneylender at some point in their lives and
that about 5 percent have done so within the last 12 months (Whyley
and Brooker 2004 p. 16).

3.5.9 Unlicensed moneylenders

Unlicensed moneylenders, or loan sharks, have operated alongside
licensed lenders for as long as regulated credit markets have existed,
with references to loan sharking to be found in Greek texts dating to
the second and third centuries B.C. (Homer and Sylla 1996 p. 38). The
market is characterized by very high rates of interest, often for small
amounts, for short periods of time. Loans of less than £100 are com-
mon, payable over a few weeks, with annualized rates of interest of
100 percent or more being the norm and 1,000 percent not unheard
of. Given its illegal or semi-legal status, the exact size of this market is
difficult to ascertain. However, Kempson et al. (2000 p. 43) estimated
that in the city of Glasgow in Scotland (with a population of around
600,000) approximately 100 illegal moneylenders were operating, serv-
ing an estimated 5,000 customers. Applying these figures nationally
would lead to an estimate of around 500,000 users of unlicensed credit
in the UK.

3.6 Prime and sub-prime lending, mainstream and
non-mainstream lenders

The terms prime and sub-prime lending are widely used within the
financial services industry. The prime market represents those sections
of the population where the risk of defaulting on a credit agreement is
low and hence these people have access to the best credit deals on offer
from the major, mainstream, credit providers such as high street
banks and building societies.

Sub-prime (or non-status) refers to the rest of the population who,
due to previous repayment problems or their current socio-economic
profile (such as being unemployed or having a low income) are
regarded by lenders either as high risk prospects who have a high
probability of defaulting on any credit provided to them, or who are
deemed unlikely to be profitable for some other reason. Consequently,
these people experience difficulty obtaining credit on standard terms
from mainstream credit providers.
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There are no widely accepted definitions of prime and sub-prime,
and there are many gradations between those the industry identifies as
the ‘best’ and ‘worst’ segments of the population. However, the prime
market probably consists of between 65 and 75 percent of the UK adult
population.

Traditionally, the sub-prime market has been serviced by organizations
that are collectively referred to as non-mainstream, sub-prime or non-
status lenders. The credit facilities provided by these organizations are
relatively expensive and in some cases extortionate. In the UK arrange-
ment fees are common and interest rates of well over 100 percent per
annum are legally charged for certain types of unsecured credit. In recent
years, some mainstream lenders have entered the upper end of the sub-
prime market and now offer a range of products and services geared
towards those who have experienced some slight to moderate financial
difficulties in the past. At the extreme end of the scale, the sub-prime
market is serviced by pawnbrokers, home credit companies and un-
licensed loan sharks.

3.7 The demographics of credit in the UK

3.7.1 Credit usage

Survey work carried out by Kempson (2002 p. 9) reported that 75 percent
of UK households had some type of credit facility at their disposal.
41 percent of households had a mortgage and 53 percent had at least
one non-mortgage credit commitment such as a credit card, personal
loan or overdraft.

28 percent of households had some sort of non-mortgage credit facil-
ity, such as a credit card or an overdraft, but did not maintain an out-
standing credit balance. Other findings from the Kempson survey were
that credit was predominately used by people in their twenties and par-
ticularly by those with young families and those setting up home.
Home owners and those in work were also found to be heavier than
average users of most forms of popular credit. The exception was in the
mail order market, which was the most common form of credit used by
low income householders, single parents, older retired people and
those who were unemployed or not working due to illness or disability.

Of the 25 percent with no credit facilities, some had chosen to be in
this situation because they were opposed to the principle of credit or
simply didn’t need a credit facility. Kempson estimated that about
8 percent of the population fell into this category, thus implying that
about 17 percent of the UK population desired a credit facility, but had
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been unable to obtain one on terms that would be acceptable to them.
Another interesting point which can be drawn from comparing
Kempson'’s figures with a previous survey from 1989 (Berthoud and
Kempson 1992) is that while the number of people who have access to
credit has increased, the number of people in debt has remained pro-
portionally the same. To put this another way, the more than doubling
of consumer debt witnessed between 1989 and 2002 was due to the
same number of people borrowing more, rather than more people bor-
rowing the same amount.

Table 3.1 provides details of the value of total outstanding personal
debt in the UK in 2003.

There is no freely accessible national database in the UK (or to the
author’s knowledge in any other country) which accurately records full
details of the types of credit granted, to whom it is granted or how it is
used. Consequently, to construct Table 3.1, it has been necessary to
compile data from across sources — some based on actual figures pro-
vided by lenders or national institutions such as the Bank of England,
and others from consumer surveys, which by their nature include a

Table 3.1 UK Debt (2003)
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Table 3.1 UK Debt (2003) contd.
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Notes:

1. Based on estimate of 46.2 million adults aged 18 + in the UK in 2003 (Government
Actuaries Department 2005).

2. Bank of England figures for December 2003 (Bank of England 2004b).

3. Extrapolation of figures from Kempson (2002).

4. Based on Bank of England figure of £170,546m total unsecured lending in December
2003 minus credit card, store card, overdrafts, mail order and unsecured lending by
licensed money lenders.

5. Office of Fair Trading (2004).

6. Student Loan Company Annual Report 2003 (Student Loan Company 2004).

7. Based on OFWAT figure of outstanding water debts of £781 million in 2003 (Cox 2003).
Figures for gas and electricity debt were not available. Therefore, the same level of debt as
for water was assumed for gas and electricity. Author’s estimate of 20 percent of adult
population living in communal or other accommodation for which they have no direct
responsibility for these debts — leading to a figure of 36.9 million users.

8. Whyley and Brooker (2004 pp. 16 and 55).

9. Financial Services Authority figures as at 30 September 2003.

10. Based on individuals having estimated outstanding pawn loan(s) of £250, with each of
the UK’s estimated 800 pawnbrokers having an estimated 1,000 customers (Kempson et al.
2000).

11. Extrapolation based on figures quoted by Kempson et al. (2000) which estimated that
5,000 people had loans provided by illegal moneylenders in the city of Glasgow with a
population of 600,000. A figure of £100 has been assumed for the average outstanding
loan value.

12. Annual report on the Social Fund 2002/3 (Department for Social Development 2003).
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margin of error. It has also been necessary to make a number of
assumptions and inferences, especially with regard to minority lenders.
Therefore, many figures should be taken as estimates rather than actual
figures. In addition, although Table 3.1 covers most types of debt,
figures for council tax, telecoms, and informal lending agreements are
not included due to the difficulty in obtaining reliable figures.

Borrowing against a home represents the largest volume of outstand-
ing debt by a considerable margin, followed by personal and retail
loans, hire-purchase and credit cards. All other commercial lending
accounts for less than 2 percent of total personal debt in the UK,
although in terms of number of users the proportion is somewhat
larger. Table 3.1 also demonstrates the importance of the UK housing
market in relation to debt, as the vast majority of the population’s bor-
rowing is secured against their homes. Consequently, rising house
prices allows more debt to be extended against this asset and falling
house prices potentially leads to financial difficulties if the value of
outstanding debt exceeds the value of the property. This was a feature
of the UK recession of the early 1990s when house prices fell dramatic-
ally leading many into a negative equity situation.

3.7.2 Credit provision

Within the financial services industry, where credit is advanced with
the aim of making a return on the money lent, banks are responsible
for around two-thirds of the total credit market. Building societies and
finance houses account for about 15 and 17 percent of the market
respectively (Bank of England 2004c). Other lenders, such as mail order
companies, pawnbrokers and door-to-door moneylenders account for
only about 2 percent of the market, although these types of lenders
tend to focus on low value lending and in terms of users, they are
probably utilized by anything up to 20 percent of the adult population.

The UK government provides a significant volume of credit, particu-
larly in the form of student loans, with over £10 billion of outstanding
debt in 2003. This figure is set to rise significantly over the next dec-
ade, as more graduates leave university with larger debts due to rises in
tuition fees and other expenditure, funded mainly via credit.

In utility markets, gas, electricity and water bills are generally paid
for in arrears and at any one time several billion pounds are owed to
utility providers. So although this type of debt is not usually consid-
ered along with traditional definitions of consumer credit, it represents
a financial commitment that is owed, and which can be associated
with many of the same issues that accompany commercial lending.
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3.8 Chapter summary

Credit comes in a variety of forms and can be characterized by six key
characteristics:

o Whether credit is provided on a secured or unsecured basis. Credit is
secured if there are specific items named in the agreement that can
be claimed by the lender should the terms of the agreement be
breached.

e Whether credit is amortizing or balloon in nature; that is, whether
debt is repaid gradually over the course of the agreement or as a
lump sum at the end.

e Whether the credit agreement is fixed sum or running account.

e Whether the purpose for which credit is obtained is restricted or
unrestricted. If credit is restricted, then whether credit is provided
on a credit sale or conditional sale basis.

e Whether there is a two party (creditor-debtor) or three party (creditor-
debtor-supplier) relationship.

e The cost of borrowing. The APR is a standardized way of represent-
ing mandatory charges that are applied to a credit agreement.

A key point to note is that conceptually the APR is not the same as the
interest rate charged by a lender. The APR is a representation of the
total cost of credit presented in the form of an interest rate. It includes
interest and other mandatory charges such as arrangement fees, valu-
ation charges, product guarantees and brokers’ fees. Optional charges,
that the borrower can choose not to pay, are not included in the APR
calculation. The main types of credit that individuals can obtain are:

e Mortgages

e Personal loans

e Retail loans

e Hire-purchase agreements
e Card accounts

e Charge accounts

e Revolving loans

e Mail order accounts

e Payday loans

e Pawn loans



Products and Providers 57
The different organizations that provide credit include:

e Banks

e Building societies

e Finance houses

e Mail order catalogue companies
e Credit unions

e Utility companies

e The government

e Pawnbrokers

e Licensed moneylenders

e Unlicensed moneylenders

The vast majority of credit in the UK is supplied by banks, building
societies and finance houses. Mail order companies, credit unions,
pawnbrokers and moneylenders represent only a very small sector of
the market — one that tends to be utilized by people who have diffi-
culty obtaining credit on standard terms from mainstream providers.

3.9 Suggested sources of further information

Collin, P.H. (2003). Dictionary of Banking & Finance, 3rd edn. Bloomsbury.
Provides short concise explanations of common terms used in the credit
industry as well as other areas of banking and finance.

Evans, D. and Schmalensee, R. (2005). Paying With Plastic. The Digital Revolution
in Buying and Borrowing, 2nd edn. The MIT Press. Details the workings of the
credit card and charge card market. While the book has a mainly US focus,
much of the material is relevant to card operations around the world.

Usmani, M. T. (2002). An Introduction to Islamic Finance, 1st edn. Kluwer Law
International. This book provides a comprehensive introduction to the prin-
ciples of Islamic finance. It is particularly useful for those wishing to contrast
traditional western and Islamic views on the role of monetary credit in trade
and commerce.

Collard, S. and Kempson, E. (2005). Affordable credit. The way forward. The Policy
Press. This report describes the types of credit available to those who are
unable to secure credit from mainstream sources. It also discusses a number of
ways in which affordable credit could be made more available to people on
low incomes, or who are otherwise unable to obtain credit on reasonable
terms.

Bank of England website. http://www.bankofengland.co.uk. Provides historical
data on consumer credit trends in the UK which can be downloaded for
analysis into common computer packages such as Microsoft Excel.
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The Economics of Credit and its
Marketing

At its simplest, economics can be described as the science of produc-
tion and consumption. It is concerned with the analysis of the demand
and supply of goods and services, how these goods are produced,
priced, sold and utilized, and the interactions and interdependencies
that arise between different goods and services. Economics is a hugely
diverse subject covering the financial management of nation states,
companies, households and a host of other areas, and it can sometimes
be unclear where economics as a subject ends and other disciplines
begin, or even whether these subjects are merely sub-specialisms
within the wider economics field.

The study of economics is often sub-divided into macro economics
and micro economics. Macro economics relates to factors having a
global or national impact and that can be seen to affect society at large.
Micro economics is concerned with more local issues operating at a
personal or organizational level. From a credit perspective, a reasonable
example of the difference is demonstrated by the effect of interest
rates. The base rate of interest in the UK (the cost of borrowing from
the Bank of England) is a macro economic factor. The interest rate
charged by an individual lender for its credit products is a micro eco-
nomic one. A change in the UK base rate will affect just about every-
one in the country in one way or another, with knock-on effects to
house prices, manufacturing output, inflation and other national eco-
nomic indicators. A change in a single lender’s interest rate will only
directly affect that lender and its customers. There may be some sec-
ondary effects seen in relation to the lender’s immediate competitors if
as a result of the rate change customers switch lenders. However, the
effect of unilateral action by one lender will not generally result in any
significant consequences in wider society.

58
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While acknowledging the importance of the macro economic envir-
onment, the focus here is primarily on micro economic factors affect-
ing individual lenders and their customers; that is, the costs and
revenues associated with the provision and use of credit products and
their contribution to profits. The complexities of the supply and
demand of credit within the wider economy and its impact on the eco-
nomic cycle will not be considered here.

The credit industry is highly competitive and highly diverse. There-
fore, the reader is drawn to two caveats about the figures presented in
this chapter. First, where industry costs/revenues are in the public
domain, these have been quoted with references. Where they are not,
figures provided are based on the author’s general industry experience
and they do not reflect the activities or experience of any one organiza-
tion. Second, each and every lender operates differently, has different
fixed and marginal costs, particularly across different markets and
products. Therefore, quoted figures should only be taken as indicative
of typical industry values.

The term marketing has a dual meaning. To the person on the street
it usually has narrow connotations and is synonymous with ‘advertis-
ing’ or ‘product promotion.’ Marketing in its true sense is the science
of sales, covering the full product cycle involved in the generation of
those sales. This includes issues of production, pricing and distribution
as well as promotional activity to stimulate demand. Therefore, these
aspects also need to be considered in any discussion regarding the eco-
nomics of credit provision.

The rest of this chapter is broadly split into four parts. The first two
parts describe the ways lenders earn an income from the credit they
provide and the costs that they incur in doing so. Part three discusses
the advertising and promotion of credit and part four presents a
worked example of the finances of a fictional UK credit card provider.

4.1 Sources of income

4.1.1 Arrangement and account management fees

Some lenders charge arrangement fees, often advertised as an admin-
istrative fee or documentation fee, to cover the cost of setting up a
new credit agreement. In the UK such fees are most commonly associ-
ated with mortgage and other secured lending agreements, or with
some sub-prime agreements. This is because these types of credit agree-
ments are considered to be more labour intensive than other forms of
borrowing due to the need to consider details of the secured asset, such
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as reviewing survey reports on the property being purchased, or acquir-
ing personal references in support of a credit application. While there
is a cost associated with the creation of any credit agreement, there is
no legal requirement that fees are representative of costs. Therefore,
the fees charged can bear little relation to the true cost of account set-
up or account management. For example, fees charged by mainstream
UK mortgage providers in 2005 ranged from zero to well over £1,000,
with an average of around £500.

Annual fees are associated with card accounts and serve two pur-
poses. First, they are a source of revenue. Second, they encourage dor-
mant account holders who no longer make use of their account, to
close it. Dormant accounts are loss making because they do not gener-
ate revenue, but incur the operational costs required to maintain the
account’s details. Annual fees for credit cards have become less
common in the UK in the 2000s, but where charged are usually around
£10-£20. Charge cards tend to attract higher annual fees; some charge
as little as £35, but the more exclusive cards can command fees in
excess of £250.

For card accounts, fees are routinely charged on a transaction basis
for cash advances and credit card cheques. In the UK fees usually range
between 1.5 and 2.5 percent of the value of the cash or cheque, subject
to a minimum fee of between £1.50 and £3.00. This is in addition to
interest which usually begins to accrue as soon as a transaction occurs.
Figures from the Financial Services Pocket Book 2003 (World Adver-
tising Research Center 2002) suggest that in an average year, about
10 percent of credit card turnover (MasterCard and VISA) is due to cash
withdrawals.

Cash withdrawals in a currency other than that in which the account
is held usually incur higher fees, often around 2.75 percent of the trans-
action value.

4.1.2 Interest charges

As defined in Chapter 3, interest is the charge associated with borrow-
ing, proportional to the amount and term of the agreement. In theory,
the calculation of interest is not difficult. In practice, interest can be
calculated in a number of different ways and these are discussed in
Appendix A.

For most revolving credit products, interest is only charged if the cus-
tomer does not pay off the outstanding balance in full each month.
Kempson (2002 p. 4) reports figures from the Credit Card Research
Group in the UK, that between 1995 and 2001 between 72 and 77 per-
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cent of credit card customers revolved their balances. More recent figures
suggested that only 32 percent of UK customers tended to maintain a
revolving credit balance (MORI Market Dynamics 2004). Evans and
Schmalensee (2005 pp. 217-8) reported that in the US in the early 2000s
about 56 percent of customers revolved their balances, which is some-
what lower than their previous estimate of 60-75 percent from 1998
(Evans and Schmalensee 1999 p. 211). The reason for the large differ-
ences between these figures may be due to the method of reporting. If
figures include those who have not used their cards in the last month or
who keep a card just in case of emergencies, then a lower figure will
result than considering only those who use their cards on a regular basis.
Many lenders will consider a card account to be ‘active’ for several years
after account activity has ceased because it is easier and cheaper for them
to try and reactivate a dormant account than recruiting a new customer
from scratch. It is questionable whether a customer who has not used a
credit card for many months (and who may have destroyed the card
when it was no longer of any use to them) would agree with this
definition.

A second issue is whether figures relate to people, accounts or bal-
ances. The statement balance on accounts that revolve tends to be
higher than for those that do not. Therefore, the proportion of bal-
ances that revolve will always be higher than the proportion of
accounts that revolve. It is also important to differentiate between the
proportion of people who maintain a revolving credit balance and the
proportion of people’s accounts that revolve. If everyone has an
average of say four credit cards, and each person maintains a revolving
credit balance on just one card, then the proportion of people main-
taining a revolving credit balance is 100 percent. However the propor-
tion of accounts that revolve will be only 25 percent.

4.1.3 Late payment fees, penalty charges and early redemption fees

When a borrower fails to make a scheduled repayment, most credit
providers will charge a late payment fee, in theory to cover the
administrative costs of dealing with delinquent cases. However, when a
payment has not been received by the due date, many lenders will wait
for a number of days before taking any action, such as issuing a
reminder letter. Therefore, if the borrower is only a few days late with
a payment, a lender may take no action whatsoever, yet still charge the
customer the late payment fee. In most cases these fees are applied
automatically within a lender’s systems, requiring no manual interven-
tion and costing almost nothing. Even if action is taken, with a letter
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being issued as part of an automatic account management process, the
cost will only be a few pence. In 2005, UK lenders routinely charged
late payment fees of £15-£25.

Human involvement in arrears processing only tends to occur in
cases where the account reaches a state of serious delinquency (pay-
ment is 60 + days past the due date) or where the customer is deemed
to be high risk due to a history of arrears. However, even in these cases,
a typical reminder call or customized letter will only incur a cost of
around £2—-£3. For a lender operating a modern and efficient account
management system, collections and debt recovery costs only become
significant after multiple attempts to contact the customer have been
made and/or the account reaches a status such that legislative action or
the use of third party debt collectors is required. On this basis, many
collections and debt recovery functions are seen as profit centres,
although most lenders would dispute this, arguing that their fees are
representative of their costs. While debt collection costs within the
credit industry are not generally available, an interesting insight into
the true cost of debt recovery action is given in figures produced by
OFWAT, the UK water regulator. This reported that the average cost of
debt collection action taken against households in arrears with water
bills in 2002/3 was only £2.38 (Cox 2003 pp. 2-3).

Figures reported by Kempson (2002 pp. 9 and 28) indicate that
8 percent of people with access to a credit facility are in arrears at any
one time! and the author’s experience of credit card and mail order
companies would support this figure. A further observation from
Kempson'’s figures is that arrears tends to be lower for fixed term credit
commitments, such as mortgages and personal loans, than for revolving
credit products such as credit cards. Figures for the number who are
charged other types of fees and charges, for things such as cancelling
cheques or exceeding the credit limit, are difficult to obtain, but prob-
ably occur at a relatively low level compared to the number of late
payment fees charged, perhaps affecting no more than 1 or 2 percent of
accounts each month. Taking these figures together, it could be inferred
that on average between 8 and 10 percent of credit accounts are subject
to some type of late payment fee or penalty charge each month.

Many lenders charge an early settlement fee (early redemption fee)
for repaying a loan before the date specified within the credit agree-
ment. In the UK since May 2005, all new credit agreements that are
regulated by the Consumer Credit Act are subject to the Consumer
Credit (Early Settlement) Regulations 2004 (2004b). These limit the
amount of any settlement fee to roughly 1 month’s interest charge and
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replaces the previous ‘Rule of 78’ method of calculating the outstand-
ing interest to be paid, which is still applied in some countries.
Mortgage lenders have more leeway in the redemption penalties they
can charge because mortgages are excluded from the early settlement
regulations. Redemption penalties are commonly applied to discount
and fixed rate mortgages based on a percentage of the amount repaid
and the length of time since the agreement was made. So for someone
who takes out a mortgage with a fixed rate of interest for 3 years, the
penalty charge may be structured to be 4 percent of the amount bor-
rowed if the mortgage is redeemed in the first year of the agreement,
3 percent in the second year and 2 percent in the third. After the end of
the third year the borrower can redeem the mortgage without penalty.

4.1.4 Insurance

Payment protection insurance is sold to borrowers to cover credit
repayments if, due to a change in circumstances, they are no longer
in a position to repay their debt. Although the terms and conditions
of individual policies vary, most cover repayments if the borrower
becomes unemployed through illness and/or redundancy. For personal
loans, insurance premiums are usually added to the initial amount bor-
rowed and then paid as part of the regular repayment. For revolving
credit products, such as credit cards and mail order accounts, a fee is
charged each month based on the value of the outstanding balance.
Insurance for mortgage products usually comes in the form of income
protection insurance or critical illness cover. This is arranged inde-
pendently of the mortgage and is designed to provide a fixed income
for the borrower, who then decides how to spend it. This enables the
insurance policy to be continued as old mortgages are redeemed and
new mortgages taken out, or even to continue when the mortgage has
been repaid in full.

The profitability of credit insurance products is potentially huge. In
the UK in 2005, typical market rates for credit card payment pro-
tection insurance were between 70 and 80 pence per £100 of the
account balance each month. This may sound like a small amount,
but for a customer maintaining a £5,000 balance over the course of
a year and paying 70 pence for £100 of cover, the cost will be £420 a
year (12 * £0.70 * £5000/100). This is equivalent to an additional
8.4 percent on the interest rate, and for a low rate card can represent a
more than doubling of the revenue generated from interest charges
alone. For personal loans, payment protection insurance will add
around 10-20 percent to the repayments of a typical loan.
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A feature in The Guardian newspaper in 2004 alleged that for
Barclays, one of the UK'’s largest banks with substantial commercial as
well as consumer interests, 10 percent of its entire worldwide profits
were accounted for by credit insurance charged to just two million of its
personal customers on consumer credit products. It also claimed that
while Barclays’ customers paid around £350 million in insurance pre-
miums, only around £90 million was paid out (Cotell 2004). Even
accounting for overheads, this represents a huge profit margin.? As the
article also went on to say, the Barclays’ situation was not atypical.
Other UK lenders make similar profit margins on their insurance prod-
ucts and a later article in The Guardian reported a similar situation for
insurance products offered by HSBC (Levene 2004). This level of margin
is not restricted to the UK. Peterson (2004 pp. 183-8) reports that in the
US the loss ratio (the proportion of premiums paid by customers that
are then paid out to meet insurance claims) for the credit insurance
market was only 34.2 percent in 2000. This compared to car, health and
life insurance where average loss ratios were in excess of 65 percent, and
in some cases as high as 90 percent.

Another complaint is that many insurance policies are not compre-
hensive, and that the limitations on insurance claims are not ade-
quately advertised when they are promoted to the customer. Payment
protection plans are often limited in the time over which they cover
repayments, with 12 months the norm, which in many cases will leave
some, or even most, of the debt outstanding. Many also exclude
certain medical conditions (lower back pain for example) or only pay
out for a defined list of ‘critical illnesses.” Cover for those in non-
standard employment is also patchy, with some policies excluding
those on temporary contracts or who are self-employed.

Another form of insurance is card protection. This protects the
account holder from loss should their card(s) be lost, stolen or fraudu-
lently used. While these types of policies tend to offer some protection
and peace of mind, those without insurance generally have only lim-
ited liability against malicious use, as long as they report that the
security of the account has been compromised as soon as they become
aware of it. Card protection insurance is typically charged as an annual
fixed fee and a single policy can cover all of the card products main-
tained by an individual. In 2005, fees of between £10 and £20 per
annum were common.

In the UK mortgage market, lenders often insist borrowers take out
a Mortgage Indemnity Guarantee (MIG) if the mortgage represents
more than a certain percentage of the property value. A MIG insures
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that in the event that a property is repossessed, the lender recovers
the full amount owing. One feature of MIGs is that although they are
paid for by the borrower, they only benefit the lender. If the borrower
has their home repossessed and the revenue from the sale of the prop-
erty does not cover the outstanding debt in full, the insurer will cover
the loss incurred by the lender and then pursue the borrower for the
difference.

The MIG fee is calculated as a percentage of the mortgage above the
MIG threshold, which is usually defined as a percentage of the prop-
erty value. If the MIG threshold was 90 percent of the property value
and the MIG fee was 7.5 percent, then for a property valued at
£200,000 with a £190,000 mortgage the MIG fee would be calculated
as:

Amount above MIG threshold = £190,000 — (£200,000 * 90%)
=£10,000

MIG fee =£10,000 * 7.5%
=£750

4.1.5 Merchant and interchange fees

Merchant fees and interchange fees are generated from card trans-
actions. For cards belonging to the VISA and MasterCard networks, a
merchant who accepts a credit card as payment does not have a direct
relationship with the card issuer. As shown in Figure 4.1, a third party
bank, referred to as a merchant acquirer, acts as an intermediary
between merchants and card issuers.

When a customer presents a merchant with a credit or charge card as
a means of payment, the merchant passes details of the card and the
proposed transaction to the merchant acquirer, who passes the details
to the customer’s card issuer via the VISA or MasterCard computer net-
work. If the card issuer confirms that the customer’s account is satis-
factory, then the transaction is authorized, and the merchant is
notified that the transaction can proceed.

After the transaction has been completed, the card issuer pays the
merchant acquirer the cost of the transaction, less the interchange fee.
The merchant acquirer in turn pays the merchant less the merchant
fee. Therefore, in order for the merchant acquirer to make a profit, the
merchant fee must be greater than the interchange fee. The VISA and
MasterCard computer networks act as intermediaries for these pro-
cesses, managing the flow of information between merchant acquirers
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Figure 4.1 The Relationship Between Customers, Merchants and Card Issuers
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Note: Full arrows represent activities that occur during a credit card transaction.
Dotted arrows represent activities that occur sometime after the transaction has
occurred.

and card issuers, as well as the transfer of funds once transactions have
occurred.

If a merchant wishes to accept cards from one of the card networks
they will enter into an agreement with a merchant acquirer. In return
for the merchant fee, the merchant acquirer will provide the necessary
equipment to process card payments and manage the relationship
between the network and the different card issuers, and guarantees
payment to the merchant.? This protects the merchant from losses due
to fraud or the customer who, for whatever reason, refuses to pay. In
addition, the merchant will receive payment promptly, usually within
one or two working days of the transaction occurring.
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In theory a merchant acquirer can negotiate the interchange fee
individually with each of the card issuers using the VISA and
MasterCard networks. In practice, a standard fee is charged across each
network and in many cases banks act in a dual capacity as card issuers
and merchant acquirers, and it is in their interest for interchange fees
to be as high as possible. Interchange fees are country specific, but for
VISA and MasterCard were typically between 0.7 and 1.1 percent in
2005. However, there is pressure for interchange fees to be reduced and
in a number of countries they have been the subject of debate as to
whether they breach anti-competition legislation. In the UK, inter-
change fees have been referred to the Office of Fair Trading (Office of
Fair Trading 2003). In Australia, a report by the Reserve Bank of
Australia concluded that the charging structure for interchange fees
stifled competition and acted against the public interest (Reserve Bank
of Australia 2001 pp. 115-6). In the US, merchants have successfully
taken legal action, leading to reductions in the charges levied by the
major card networks (Morbin 2003).

The merchant fee is negotiated between individual merchants and
merchant acquirers, and averages between 1.5 and 2.0 percent for the
two main networks (Evans and Schmalensee 2005 p. 260). However,
large merchants such as supermarkets or retail chains, tend to be able
to negotiate fees as low as 1 percent, while small merchants can pay as
much as 4 percent.

VISA and MasterCard are both managed as joint ventures, controlled
by representatives elected by member organizations who are either
merchant acquirers, card issuers or both. Both networks are supported
by membership fees that are used to maintain and promote the
network. Figures provided by Evans and Schmalensee (2005 p. 260)
suggest that membership fees are equivalent to between 0.05-0.10
percent of the value of each card transaction that occurs. Membership
fees are paid by merchant acquirers and card issuers, therefore the total
fee paid to the card network is equal to between 0.1 and 0.2 percent of
the value of each transaction.

For single card networks such as American Express, the card issuer
negotiates directly with merchants, and there is no need for a separate
merchant acquirer. This provides advantages in that there is a lower
processing (and hence cost) overhead and transactions can move more
quickly around the system. The disadvantage is that the merchant can
only negotiate with a single issuer.
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4.2 Costs of credit provision

4.2.1 Cost of funds

In some respects, a credit product can be thought of in the same terms
as any other manufactured product; albeit one without physical form.
Lenders need to obtain raw funds and then process it into neat pack-
ages of personal loans, credit cards, mortgages and so on, that can then
be provided to the consumer. The raw material is money and like any
raw material a supply needs to be established before it can be worked
into the finished product. The cost of funds is the cost of obtaining
this money.

There are generally two sources of funds available to lenders. Deposits
held in current accounts and savings accounts, and the money markets
(also known as the interbank market) which facilitate commercial
lending between banks and other large financial organizations. Both
sources of funds have inherent costs associated with them. Account
holders expect to receive interest on their deposits and money bor-
rowed from a commercial lender attracts interest. The cost of funds
acquired through the interbank market is typically at or close to the
base rate of interest set by the central bank. However, due to the specu-
lative nature of commercial money markets, the actual rates charged
for commercial loans depends very much on the term of the loan and
how the market believes the supply and demand for money will change
over time. If it is believed that the money supply will increase or
decrease in relation to future demand, then lending rates will tend to
change in line with this expectation. The interest paid to account
holders is usually lower than interest charged for commercial loans,
but the administrative costs of dealing with a large number of indi-
vidual accounts incurs a significant overhead which must be factored
into the overall cost. In practice, many financial institutions acquire
funds from both individual savers and the money markets to varying
degrees.

Figures provided by Evans and Schmalensee (2005 p. 224) suggested
that for credit cards in the US in the early 2000s, the cost of funds
represented around 30 percent of the total cost of credit provision. UK
interest rates were somewhat higher than those in the US during this
period and consequently, the cost of funds for UK credit providers as a
proportion of their total costs are likely to have been somewhat higher
than for their US counterparts.
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4.2.2 Bad debt and write-off (charge-off)

When a customer fails to repay and all available routes for recovering
monies owed have been exhausted, the funds are classified as bad
debt. The debt will then be sold to a third party debt collector for a
fraction of its nominal value, or written-off (charged-off). The assets
of the organization will be reduced (written down) by the amount of
the bad debt, appearing as a loss within the profit and loss account. In
the UK in the early 2000s, about 3 percent of outstanding credit card
debt was written-off each year and for other types of unsecured lending
the write-off rate was about 2 percent. For mortgages, average write-off
rates were a fraction of 1 percent (Bank of England 2004b p. 10). Write-
off rates for mortgages tend to be much lower than for other types of
borrowing because the lender can normally recover the debt through
the sale of the property against which it is secured.

The amount of write-off experienced by an individual lender can
vary enormously. For low risk personal loans and credit cards, where
perhaps 50 percent or more of applicants are declined, bad debt can
be lower than 1 percent. For organizations operating at the more risky
end of the market write-off levels can be as high as 15 percent, and
even higher write-off rates are associated with some sub-prime lending
operations.

Figures provided by Evans and Schmalensee (2005 p. 224) for VISA
credit card issuers in the US, indicated that bad debt (including provi-
sion) accounted on average for 37 percent of the cost of supplying
credit in the early 2000s. The amount of bad debt written-off by US
credit card issuers in this period was in the region of 4.5-5.5 percent
(The Federal Reserve Board 2005) which is considerably higher than
the 3 percent figure quoted previously for the UK.

4.2.3 Provision

Write-off is a historical event, occurring after default has occurred,
appearing in an organization’s accounts at the end of the financial year
as a loss. However, some of the debts on an organization’s books,
although not currently classified as bad debt, will default at some point
in the future and be written-off. Therefore, lenders also make an estim-
ate of future write-off based on the current status of their portfolios.
Provision is the expected write-off that will occur in the future,
accounted for in the present. In some respects the idea of provision is
analogous to that of depreciation, which is a representation of the loss
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in value that occurs as an asset, such as a computer or a car, decreases
in worth over time (Wood and Sangster 1999 p. 213).

Provision is important because it gives an estimate of the spare capital
needed to be put aside in order to cover future bad debt. If the provision
estimate is vague or uncertain, more capital will need to be put aside
just in case the actual level of debt is higher than expected. The more
accurate the provision estimate, the lower the spare capital required,
allowing funds to be freed up for other, more productive purposes.

At its most simple, a provision estimate can just be a percentage of
the total portfolio value. If last year 2 percent of the debts at the begin-
ning of the year ended up as bad debt by the end of the year, then the
provision estimate for the coming year will be 2 percent of current
debts. Therefore, if the total outstanding debt at the end of the year
were, say £500 million, the provision estimate appearing in the profit
and loss account would be £10 million (£500m * 2%).

A simple extension to this basic provision estimate is to calculate
provision on the basis of the relationship between delinquency status
and future write-off. The delinquency status of accounts in the past are
examined in order to see what percentage at each status eventually
defaulted. These percentages can then be applied to accounts today, as
shown in Table 4.1.

For example, for accounts at delinquency status 5 (121-150 days past
due) in Table 4.1, the lender has looked at the status of accounts at the
start of last year and seen that by the end of the year 75.5 percent of
the debt owing on these accounts had been written-off. The lender then

Table 4.1 Using Previous Write-off to Estimate Future Provision

Delinquency status % of debt Current debts Provision
written-off £m estimate
last year £m

0 (Up-to-date) 0.70% 2,109 14.76

1 (1-30 days past due) 5.50% 195 10.73

2 (31-60 days past due) 12.50% 70 8.75

3 (61-90) days past due 30.90% 22 6.80

4 (91-120 days past due) 50.30% 12 6.04

5 (121-150 days past due) 75.50% 7 5.29

6 + (151 + days past due) 80.00% 4 3.20

Total 2,419 55.57
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Table 4.2 Write-off by Age of Account

Age of account % of debt Current debts Provision
(Months) written-off £m estimate
last year £m
0-2 6.25% 164 10.25
3-5 5.45% 151 8.23
6-8 3.76% 162 6.09
9-11 3.21% 155 4.98
12-14 2.56% 151 3.87
15-17 1.98% 170 3.37
18-20 1.67% 167 2.79
21-23 1.43% 164 2.35
24-26 1.21% 140 1.69
27-29 1.01% 145 1.46
30-32 0.92% 153 1.41
33-35 0.86% 198 1.70
36 + 0.84% 499 4.19
Total 2,419 52.38

makes the assumption that the same proportion of accounts currently
121-150 days past due will be written-off by the end of next year,
giving a provision estimate for this group of £5.29m (£7m * 75.5%).

Another approach is to profile accounts by the length of time since
the account was opened versus future write-off, as shown in Table 4.2.

Table 4.2 shows that historically, a proportionally high volume of
write-off resulted from young accounts, which is a common feature of
consumer credit markets. After an account has been operating satisfact-
orily for a period of time, the likelihood of default tends to diminish.
Therefore, it can be inferred that a large recruitment drive in one year
will result in a large increase in write-off in the short term, as new
accounts default and are written-off in proportionally higher numbers
than established accounts. In the author’s experience failure to accu-
rately estimate provision has been one of the major causes of over-
estimating the profitability of new product launches and/or recruitment
campaigns.

One thing to point out from Tables 4.1 and 4.2 is that the provision
figures are different. This is because the figures are only estimates, and
different estimation methods are likely to generate different values.
Consequently, managerial expertise is required to decide the best
method for estimating provision for any given credit product.
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A good strategy for estimating provision is to combine age and delin-
quency analysis, because the provision profile of young accounts at
each delinquency status is often different from that of older, more
established accounts. A separate delinquency analysis is performed for
accounts of different ages and the results are combined to provide an
overall provision figure.

Many organizations are increasingly looking to variations on credit
scoring, as discussed in Chapter 5, to generate their provision estim-
ates. This is because credit scoring models combine many different
factors to forecast the likelihood of future default, and so tend to
produce more accurate estimates than can be obtained from consider-
ing only one or two factors in isolation - as with the case of Tables 4.1
and 4.2. Credit scoring methods can also be applied to meet the
requirements of the BASEL II accord. This is an international agree-
ment that requires banking institutions* worldwide, to measure the
value of consumer (as well as commercial) loans at different levels of
risk. This is to ensure that they have sufficient capital available to cover
potential bad debt, thus reducing the risk of banking failures and
threats to national and international banking infrastructures. The
accord is due to come into force in 2007.

4.2.4 Fraud

Fraud is a high profile issue, particularly in card and retail credit mar-
kets. Common types of credit-related fraud include:

o Identity theft: Where an individual uses another person’s details to
obtain credit.

o First party fraud: When the applicant applies for credit in their
own name, but falsifies some of the information requested. For
example, their age or income.

e Security compromization: When an unauthorized individual
obtains access to account details and/or passwords and uses these
to draw funds on an existing credit account. The most common
manifestation of this type of fraud is the theft and use of credit
card details.

One problem is that some types of fraud are difficult to detect, espe-
cially if there is no victim to highlight the crime, as is the case with
first party fraud. In these cases, there is a reasonable chance that the
fraud will not come to light and the account, if it becomes delinquent,
will be processed by the organization’s normal debt recovery proced-
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ures, finishing up as a case of bad debt. This means that while figures
for total bad debt can be known precisely, the specific proportion due
to fraud can only ever be estimated. Card fraud in the UK (which
includes debit and cash cards as well as credit, store and charge cards)
was estimated to be £402 million in 2003, representing 0.13 percent of
all card transactions (APACS 2004). While this figure represents a relat-
ively small component of the overall cost of operating a credit busi-
ness, if considerable time and effort were not spent countering
fraudulent activity, losses due to fraud could be expected to be consid-
erably greater.

4.2.5 Infrastructure and overheads

Infrastructure covers the fixed systems, processes and resources that
need to be in place to allow an organization to function as intended. If
a new credit provider was planning to set up operations next year, the
infrastructure would be all those things that needed to be in place
before it could begin trading. This would include customer contact
systems to manage communications to/from customers, the mechan-
isms for processing new credit applications, systems for the manage-
ment of accounts once an account has been opened, and a collections
and debt recovery function. There will also be head office functions to
support general business operation, such as marketing, IT, personnel,
accounting and finance and legal. For retail credit and mail order, there
will also be a need to integrate credit and retail operations to insure
that appropriate credit account processing takes place when a retail
transaction occurs. For example, the account management system will
need to be matched with the stock and pricing databases, so that when
a purchase takes place the correct amount is credited to the account
and details of the purchased item(s) appear on the customer’s state-
ment. Infrastructure and overheads can generally be described as fall-
ing into one of the following categories:

e Capital expenditure: The cost of major items, such as land or
buildings, which have the potential to retain a proportion of their
value over time.

e Depreciation: This represents the loss in value of assets as they
age and wear out. Depreciation usually applies to things such as
buildings, vehicles, IT and so on; that is, things that were pur-
chased as a capital expenditure.

e Operational expenditure: Covering day-to-day expenses and run-
ning costs, such as utility bills, rent, salaries, stationery and so on.
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When an individual applies for credit, there is an initial cost associated
with processing the application, which in most cases will include pur-
chasing a credit report from a credit reference agency. If an application
is rejected, then the processing required to make that decision also
carries a cost. Once an application has been accepted in principle, a
variety of tasks must be undertaken which incur further costs.
Documentation, including a credit agreement, must be produced and
delivered to the customer. If the credit has been arranged remotely,
there is a need to process and store returned agreements signed by the
customer, and for contacting customers if they fail to return the agree-
ment within a certain timeframe. For card accounts, cards and PIN
numbers need to be produced and dispatched, usually separately for
security reasons. The card holder is then required to activate the card
before it can be used, requiring further contact with the lender.

Ideally, these costs would be allocated at an individual account level
and differentiation made between fixed and variable costs. While some
organizations do attempt to do this, many find it difficult to do so -
they simply do not maintain the necessary level of accounting detail.
Alternatively, the internal political situation may make it difficult to
allocate the true costs to the appropriate departments and processes.
On this basis, working on an average cost per account basis is a sens-
ible option.

For unsecured products processed without face-to-face contact (via
mail, the phone or the internet) application processing costs are prob-
ably in the range of £5-£15 for each new customer. If a personal con-
sultation is required, which is common for loans processed through
branch networks or retail credit arranged in store, then these costs can
be significantly higher, perhaps of the order of £20-£50 per applica-
tion. For mortgage lending there are additional costs for liaising with
third parties, such as solicitors and surveyors, which can result in
typical costs of £100-£200 for each new mortgage.

Once an account has been opened it needs to be managed and mon-
itored on an ongoing basis. The account management costs for opera-
tionally simple products such as a personal loan tends to be low,
perhaps less than £10 per customer per annum. Once an account has
been opened there is little to do except process payments, issue an
annual statement of account and chase late payers.

For more complex products, such as card or mail order accounts,
costs will be higher. Transactions can occur many times a month and
there may be frequent customer contact via monthly statements and
customer queries over balances, purchases and other transactions,
requiring large numbers of people, IT and other resources to facilitate.
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Account management costs probably average between £20 and £30 per
account per annum for a typical revolving credit portfolio comprising
1-2 million active customer accounts.

4.3 Advertising and promotion

Most lenders promote their products to potential customers in the
belief that they can convince them their product is the best one for
them and to persuade them to apply for it. To do this they utilize a
range of promotional mechanisms.

Mass media communicate with general populations, using broad
channels such as TV advertising, billboards, internet pop-ups, news-
paper adverts and magazine inserts to get the message across. Direct
marketing aims to contact specific households or individuals on a
one-to-one basis. This is often a mailing, but can also be a telephone
call, e-mail, text message or home visit.

Target marketing is the science/art of matching promotional activ-
ity to the audiences to which the product is best suited and which will
yield the greatest returns. With mass media, a successful target market-
ing campaign will need to identify the types of people to whom the
product will appeal and the types of media that these people en-
counter. For example, a company planning a TV advertising campaign,
which has established that its product appeals mainly to the over-
fifties, might look to identify TV shows that the over-fifties watch, and
position their adverts in the commercial breaks of these shows.

The most common approach to direct marketing is the use of data-
base marketing techniques. Marketers will trawl through their organ-
ization’s customer databases, publicly available data, and privately
purchased databases in order to identify desirable individuals who are
likely to respond to promotional activity and be profitable customers.

The response rate is the proportion of people who respond to pro-
motional activity by applying for the product. Response rates to mass
media promotions are typically between 0.01 and 0.05 percent and for
direct marketing between 1 and 2 percent (Tapp 2004 p. 303).

For all types of marketing campaign, there will be costs associated
with the planning of the campaign strategy, which can involve a
significant number of people, both internally within the lender’s organ-
ization and externally via third party advertising agencies. Other func-
tions, such as IT and customer contact centres also need to be involved
to ensue sufficient resources are in place to deal with the demand gener-
ated. For a mass media campaign, other costs will include the produc-
tion of the advert(s) and the purchasing of advertising space/time. For
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target marketing, the main costs are the production of the list of cus-
tomers to contact and the cost of contacting those customers via the
chosen channel(s).

The actual costs of these activities varies enormously by lender,
product and target audience, but to put them in perspective, consider
the following examples of two different marketing campaigns.

Example 1. A company has decided to undertake a TV advertising
campaign for a credit card, costing a total of £280,000 to create, pro-
duce and air, reaching a total audience of 20 million adults. With a
response rate of 0.025 percent, 5,000 people can be expected to apply
for the card. Of those that apply, a significant proportion will be
declined because they are not considered to be desirable customers on
the grounds of low expected profitability or high likelihood of default.
For this example, it will be assumed that 20 percent will be declined (in
practice, this figure varies from less than 10 percent to more than
60 percent depending on the lender, the product and the target audi-
ence) resulting in 4,000 new customers. Therefore, the average promo-
tional costs for each new customer is £70 (£280,000/4,000).

Example 2. Consider a direct mailing campaign for a personal loan in
which 500,000 individuals are selected and mailed. Campaign manage-
ment costs are £65,000 and the cost per mailing is 50 pence, resulting
in a total campaign cost of £315,000. In this case the average response
rate is 2 percent, resulting in 10,000 responses. A lower reject rate than
that of Example 1 can be assumed, because marketers can usually iden-
tify many of those who are likely to be declined and therefore they can
be excluded from the mailing. With a 10 percent rejection rate, 9,000
new customers will be accepted for the product. In this case, the
average promotional cost per customer is £35 (£315,000/9,000).

In practice, most organizations use a combination of promotional activ-
ities, utilizing mass media to raise general product awareness and brand
affinity, followed by targeted campaigns to encourage individual appli-
cations. Tapp (2004 p. 303) estimates that the average cost of recruiting
a new customer from direct mailing campaigns to be between £30 and
£70 per customer. Tapp also quotes figures for a major (un-named)
provider of personal loans for which recruitment costs varied from £12
to over £600 for a single customer, with an average cost of £250. Figures
provided by Evans and Schmalensee suggest that for US credit card
providers the average solicitation cost is only US$25 (Evans and



Table 4.3 Response Rate Analysis

Population Description Number Number of Response Cost per

segment mailed responders rate response

1 Single females earning 980 31 3.16% £15.81
>£40,000 and aged <40

2 Male home owners earning 2,553 49 1.92% £26.05
>£35,000 and aged <45

3 Single or cohabiting 16,874 212 1.26% £39.80
without children

4 Inner city renters aged 22-44 6,521 65 1.00% £50.16
and earning £25,000-£35,000

5 Aged 22-44 and earning 11,004 96 0.87% £57.31
£17,500-£24,999

6 Aged 22-44 and earning <£17,500 15,778 83 0.53% £95.05

7 Aged >=55 19,765 101 0.51% £97.85

8 Male students aged <22 2,509 11 0.44% £114.05

9 Female students aged <22 2,450 8 0.33% £153.13

10 All others segments 21,566 44 0.20% £245.07

Total 100,000 700 0.70% £71.43

Note: Cost of each mailing is assumed to be £0.50. Therefore, cost per response is calculated as number mailed * £0.50 / number of responders.

17
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Schmalensee 2005 p.225). One reason that these costs can vary so
much is that the response rates for different groups within the popula-
tion can vary enormously. Another reason is the way in which costs are
allocated between different business functions and the accounting prac-
tices being used within different organizations.

A common task for a marketer is to determine the response rates for
different population segments based on test mailings. Consider a credit
card company that has decided to offer a card targeted towards the
‘sexy young professional’ to be marketed via a direct mail campaign. A
mailing list containing personal details of 100,000 individuals, selected
at random, is used in an experimental mailing. Of those that were
mailed 700 respond — a response rate of 0.7 percent. Statistical analysis
is then undertaken to determine the type of individuals that were most
likely to respond (the methods employed in this type of analysis are
similar to those applied in credit scoring, which are described in
Appendix B) leading to the results shown in Table 4.3.

If it is deemed that the maximum cost for which a customer can be
recruited profitably is say £75, then from Table 4.3 only segments one
through five should be targeted. If sufficient funds are available, all
individuals in these segments can be targeted. In practice, most organ-
izations have a fixed marketing budget, allowing them to target a fixed
number of people. In this case, the ideal would be to mail only those
falling into the highest response/lowest cost segment, which in this
case is segment one - single females, aged less than 40 and earning
more than £40,000. However, if there are insufficient numbers avail-
able in this group then they will also target the second segment, then
the third and so on, until their budget has been exhausted, or no
further profitable cases can be identified.

At one time a marketing department may have worked in isolation
and based much of its activity solely on the basis of response rates and
recruitment costs. In today’s well run organization, marketers work in
conjunction with credit and finance professionals to consider other
dimensions of customer behaviour such as the risk of default and the
estimated revenues that different customer groups are likely to generate.
Returning to the example of Table 4.3, if the results from the test
mailing also included the revenues and costs generated by the respon-
ders — allowing a measure of each account’s contribution to profits to be
calculated - then the table could be adapted to that shown in Table 4.4.

From Table 4.4 a different picture now emerges. The most desirable
groups are now 2, 4, 5 and 6; that is, those where the average contribu-
tion is positive.



Table 4.4 Contribution Analysis by Population Segment

Pop. seg. Description Number Number of Response Cost per Average
mailed responders rate response contribution
per response
1 Single females earning
>£40,000 and aged <40 980 31 3.16% £15.81 £-20.11
2 Male home owners earning
>£35,000 and aged <45 2,553 49 1.92% £26.05 £15.76
3 Single or cohabiting without
children 16,874 212 1.26% £39.80 £-12.12
4 Inner city renters aged 22-44
and earning £25,000-£35,000 6,521 65 1.00% £50.16 £66.31
5 Aged 22-44 and earning
£17,500-£24,999 11,004 96 0.87% £57.31 £41.56
6 Aged 22-44 and earning
<£17,500 15,778 83 0.53% £95.05 £21.65
7 Aged >=55 19,765 101 0.51% £97.85 £-10.33
8 Male students aged <22 2,509 11 0.44% £114.05 £-10.73
9 Female students aged <22 2,450 8 0.33% £153.13 £-78.33
10 All others segments 21,566 44 0.20% £245.07 £-205.05
Total 100,000 700 0.70% £71.43

6/
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There is a problem with producing this type of analysis. The time
taken to determine the response rate to a test mailing is usually of the
order of 1-2 months. All that is required is to send out the mailing,
wait and see how many are returned. However, determining the contri-
bution from these responses is dependent on the time horizon over
which the organization measures customer contribution, which can be
anything up to 5 years or more. Therefore, it would be necessary to
wait this length of time after responses had been received before pro-
ducing actual contribution figures. In practice, revenue, bad debt and
other components of contribution are estimated. If the credit provider
has a well-established business it can use estimates based on similar
accounts that have been on its books for a number of years. For new
entrants to the market, figures may be based either on ‘best guess’ by
industry experts or information purchased from third party data
providers, such as credit reference agencies.

4.3.1 The special case of mail order catalogues

For traditional mail order catalogue businesses, customer recruitment is
a two stage process. In the first stage promotional activity is under-
taken to encourage individuals to apply for a copy of the company’s
catalogue. Having received a catalogue, there is no obligation for the
individual to then order anything from it. Therefore, in the second
stage, promotional activity is targeted at those who have received the
catalogue in order to encourage them to place an order.

With some catalogues having in excess of 1,000 colour pages, cata-
logue production costs are not trivial. If only 20 percent of catalogues
lead to an order being placed and an account opened, and each cata-
logue costs £5 to produce, the additional catalogue cost for one new
account will be £25 (£5/20%). One might expect goods ordered via a
mail order catalogue to be cheaper than corresponding items on sale in
a retail outlet, given the reduced overheads that result from not having
physical stores. However, the total cost of recruiting individuals who
typically spend only a few tens or hundreds of pounds, is one reason
why goods purchased via mail order can be relatively expensive.

4.3.2 Offers and incentives

Many credit products come with ‘promotional wrappers’ — features and
offers that are ancillary to the credit being provided but designed to
differentiate it from its competitors and to tempt people into becoming
customers.
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For revolving credit products where the amount of credit advanced is
not set when the credit facility is granted, rewards to encourage spend-
ing and/or the establishment of a revolving (and hence interest-
bearing) account balance is the goal. Cash back rewards customers for
spending by returning to them a percentage of what they have spent,
usually by making a payment to the account each month. So for a cus-
tomer who spends £500 on a credit card with a 1 percent cash back
incentive, the card issuer will credit the card account with £5.

A related scheme is the use of loyalty points. Points are awarded each
time the customer spends, which can then be exchanged for certain
goods or services. Loyalty point schemes are less attractive to customers
than equivalent value cash back schemes because points can only be
exchanged for a limited range of goods. On the other hand, they have
the advantage that the monetary value of the goods exchanged for
reward points is usually less than the cost of the goods paid for by the
card issuer. For example, in 2005, nectar points earned by Barclaycard
customers in the UK had a monetary value that could be used towards
the purchase of goods at Sainsbury’s supermarkets and Debenhams
department stores. The cost of these goods to these retailers would have
been somewhat lower than that paid by the customer, with the differ-
ence representing overheads and profit margin. Therefore, the cost of
offering loyalty points, are in theory, lower than that for equivalent
cash back schemes.

Many card providers offer customers an introductory interest rate
for a number of months, with zero rate offers having become popular
during the early 2000s. Balance transfers, where a borrower transfers
debt from one credit product to another, can be attractive for both
card issuers and their customers. For the customer, they allow debt
from another credit agreement to be transferred automatically to the
new product, allowing them to obtain more favourable terms for
repaying their debt. For the card issuer, a balance transfer is a fast way
for the customer to establish a sizable balance, which if it revolves will
generate a significant income stream.

One side effect of the widespread use of low or zero rate introductory
rates in conjunction with balance transfer facilities, is the practice of
card surfing where a borrower will look to acquire a new card every
time the introductory rate expires. In this way they can maintain a
credit balance at little or no cost for a considerable period of time. Not
surprisingly, credit providers do not tend to make money from these
types of customers.
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Payment holidays are offered for a variety of credit products
including mortgages, loans and credit cards. A payment holiday
allows the customer to miss one or more repayments without becom-
ing delinquent. Sometimes payment holidays are built into the origi-
nal credit offer, with the customer able to take one or more holidays
at a time of their own choosing. In other situations they may be
offered by the lender from time to time on an ad-hoc basis to encour-
age customer loyalty. In the short term a payment holiday will have a
negative impact on cash flow due to repayments being delayed.
However, taking a long term view, most lenders continue to charge
interest over the term of the payment holiday and therefore a pay-
ment holiday will increase the total revenue generated over the life of
the credit agreement.

Buy Now Pay Later (BNPL) is a feature of retail credit and mail order
and can be considered analogous to a zero rate introductory credit card
offer. Credit repayments are deferred for a number of months after
which the customer begins paying as normal. A somewhat controver-
sial alternative to BNPL is Buy Now Charge Later (BNCL). During the
period of deferment, interest accrues even though the customer is
making no payments (similar to a payment holiday). Therefore, the
customer’s balance may have grown significantly before loan repay-
ments commence. The cost of BNPL and BNCL is represented in the
cost of funds. If the cost of funds is 6 percent per year and the BNPL
period is 4 months, then the cost of funds to provide the BNPL facility
will be 2 percent of the value of the goods (6% * 4/12).

A further promotional lever for store card providers and mail order
retailers is the offer of a discount on the first purchase. This is often
around 10 percent of the purchase price for cards and between 10 and
20 percent for mail order. In some situations, a free gift, such as a
toaster, kettle or MP3 player may be offered instead of, or as an altern-
ative to, a discount.

4.3.3 Retention and attrition

Customers are not particularly loyal in credit markets. If a better offer
comes along, most have no qualms about taking up the new product at
the expense of their existing ones — the customer is said to attrite.
Attrition is a particularly pronounced feature in card and mail order
markets, but is also prevalent in the UK mortgage market, where short
term fixed and discount rate offers are prolific.

The problem of attrition is often understated and overshadowed by
the drive to acquire new customers. However, retaining profitable cus-
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tomers and preventing attrition can have big impacts on an organiza-
tion'’s profitability. Reichheld (2001 p. 36) quotes figures for the credit
card industry where increasing retention rates by 5 percent, from say
90 to 95 percent per annum, leads to a 75 percent increase in profit
over the lifetime of accounts. There are a number of reasons why
increasing retention can have such a pronounced effect. First, the
credit provider already has a relationship with the customer, with
knowledge of their past behaviour when using the product. Therefore,
marketing activity can be much more effectively targeted towards
specific customer behaviours and the customer is much more likely to
be interested in the lender’s offers than the population at large.
Second, the recruitment cost has already been expended when the cus-
tomer was first recruited. Therefore, if a customer can be retained, this
saves the lender the cost of recruiting a new customer from scratch.
Third, customers of long standing who have not fallen into arrears or
defaulted, are much less likely to do so in the future than a new cus-
tomer. Therefore, the costs associated with bad debt and write-off are
much reduced. Finally, long serving customers tend to generate higher
revenues than new customers, either because they have built up large
interest-bearing balances, or because they have moved to the lender’s
standard terms which are much more profitable than the introductory
terms provided to new customers.

To reduce attrition, a lender will have in place a customer contact
strategy based on actual and predicted customer behaviours. They will
know from past experience the types of behaviour that indicate a cus-
tomer may soon attrite and the actions that will prevent it. Profitable
customers who they believe are more likely to attrite will be targeted
with beneficial terms or special offers designed to keep them loyal. For
example, if customer spending on a credit card is seen to reduce over
time, then this may indicate that the customer is making greater use of
a rival product. Therefore, the lender may have a policy in place to
reduce the interest rate on the card for a period of time, and this could
be communicated via the next statement or as a one-off communica-
tion such as an e-mail or telephone call. In this case the contact with
the customer could also be used to promote any other products and
services on offer.

Smart lenders will also know which customer groups are loss making
and will actually encourage attrition for these types of customer. There
are a number of ways of doing this, such as increasing the interest rate
or other charges made for running the account or by excluding indi-
viduals from benefits offered across the wider customer base.



84 Consumer Credit Fundamentals

4.3.4 Cross-selling and up-selling

Most credit providers offer a range of financial products and services,
and many credit users have more than one credit product. However,
customers typically apply for credit on a piecemeal basis, perhaps
applying for a credit card one month, a personal loan the next. Conse-
quently, one goal for credit providers is to secure the largest possible
‘share of wallet’ from each customer; that is, to be the provider for as
many of the customer’s credit requirements as possible.

Cross-selling is where a customer who applies for one product is tar-
geted for another one that they may also be interested in. Perhaps the
most common example of cross-selling is the offer of a credit card to a
personal loan or mortgage customer.

Up-selling is where it is believed that a better version of the product
could be provided. For example, a customer with a high income and
who is a good credit risk may apply for a standard credit card, when
the lender would be quite willing to offer them a prestigious platinum
card with a far higher credit limit. Another example would be to offer a
customer who applied for a personal loan of say, £8,000 to buy a new
car, a loan for a higher amount, say £10,000, by tempting them to
spend on the next model up, or to use the additional funds to purchase
something else such as a holiday.

4.4 A credit card example

To put the cost and revenue figures discussed earlier in the chapter in
context, the profit and loss (P&L) account of a fictional UK credit card
provider, Blueberry Bank PLC, is presented. A P&L account is one type
of financial report that all limited companies are required to produce
under UK law. Its purpose is to show the profit that the company has
made, by considering all income and expenditure that has occurred
over the course of the year.

The bank is a specialist lender focussing solely on the provision of
credit cards, and does not maintain a branch network. All of its opera-
tions are carried out at its head office function located in central
England, where it employs around a thousand people. The company
engages in a mixture of mass media and direct marketing, with cus-
tomers recruited via direct mail, telephone or the internet. The general
features of the bank’s operations are as follows:
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e The bank has 2 million active credit card accounts.

e 65 percent of accounts revolve generating interest. A variety of dif-
ferent interest rates are charged for different account types, but the
average rate charged across all accounts is 10.9 percent.

e Total outstanding debt (net outstandings) is constant at £2.4
billion - an average of £1,200 per account. However, the average
balance for accounts that revolve is somewhat higher at £1,700.

e The total value of card transactions over the last year totalled
£5.0 billion, an average of £2,500 per card.

e 8 percent of accounts incur a late payment/penalty fee of £15 each
month.

e 10 percent of customer spending is via cash withdrawal or credit card
cheque, incurring a fee of 1.5 percent of the amount withdrawn.

e The net interchange fee charged on each transaction is 0.925 percent.
This is based on a gross fee of 1 percent and a membership fee paid to
the card network of 0.075 percent.

e 20 percent of customers pay insurance at a rate of 70 pence per
£100 per month, on the average revolving credit balance of
£1,700. After costs, 70 percent of payment protection income con-
tributes towards profits.

e The bank obtains its funds through the interbank market at a cost
of 4.75 percent per annum.

e In the current year the bank recruited 0.5 million new customers,
replacing a similar volume of old accounts that closed or became
dormant.

e The average marketing expenditure for each new account opened
is £60.

e The average application processing cost for each new account
opened is £15.

e 2.5 percent of outstanding debt was written-off due to bad debt
and fraud.

e A 1.25 percent provision is made against future write-offs.

e The operational overheads of running the business on a day-to-day
basis are estimated to average £25 per account per year.

e Depreciation on buildings, equipment and other assets is £5m a year.

Total income and expenditure figures have been generated from this
information as follows:
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Income (positive contribution to profit)

A. Interest revenue of £240.89m (65% * 2m * £1,700 * 10.9%).

B. Late fees and penalty charges of £28.80m (8% * 2m * 12 * £15).

C. Cash withdrawal and credit card cheque fees of £7.50m (10% *
1.5% * £5,000m).

D. Net interchange fees of £46.25m (0.925% * £5,000m).

E. Net payment protection insurance of £39.98m (12 * 70% * 2m *
20% * £0.70 * £1,700/100).

Expenditure (negative contribution to profit)

Cost of funds of £114m (4.75% * £2,400m).

Marketing costs of £30m (£60 * 0.5m).

New account processing costs of £7.5m (0.5m * £15).

Debt written-off of £60m (2.50% * £2,400m).

Provision against future write-off of £30m (1.25% * £2,400m).
Operational overheads of £50m (£25 * 2m).

Depreciation on assets of £5m.

CRTCS DO

Table 4.5 End of Year Profit and Loss Account for Blueberry Bank

For the year ending 31 December £m % contribution/
expenditure

Income

A. Interest 240.89 66.28%

B. Late fees and penalty charges 28.80 7.92%

C. Cash withdrawal and cheque fees 7.50 2.06%

D. Net interchange fees 46.25 12.73%

E. Netincome from protection 39.98 11.00%

insurance charges

Total income 363.42 100.00%

Expenditure

E. Cost of funds 114.00 38.45%

G. Marketing 30.00 10.12%

H. New account processing 7.50 2.53%

I. Debt written-off 60.00 20.23%

J. Provision against future write-off 30.00 10.12%

K. Operational overheads 50.00 16.86%

L. Depreciation on assets 5.00 1.69%

Total expenditure 296.50 100.00%

Income less expenditure (operating profit)  66.92

Note: The operating profit is the profit after general costs have been deducted, but before
tax, dividends and exceptional items have been deducted.
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Table 4.5 shows the profit and loss account for the bank.

Note that in Table 4.5, capital expenditure is excluded. Capital
expenditure features in other financial reports including the cash flow
report, and as a change in the organization’s assets within the balance
sheet. However, in line with standard accounting practice, a figure for
general depreciation of existing assets is included.

The profit margin (operating profit divided by total income) is
18 percent (66.92/363.42). This is probably somewhere in the lower-mid
range of that experienced by large mainstream credit card providers in
the UK in 2003/4. For comparison, for 2003 Barclaycard (Britain’s
largest credit card provider) had a profit margin of 38 percent (Barclays
Plc. 2004 p. 92) and for Egg UK, the internet banking arm of Provincial,
the profit margin was 17 percent (Egg Plc. 2004 p. 26).°

An interesting point to consider is the effect that changes to the
bank’s charging structure would have on profitability. Table 4.6 shows
the impact of making the following changes:

Table 4.6 Revised Profit and Loss Account for Blueberry Bank

For the year ending 31 December

£m £m % contribution/
(Was) (Now) expenditure
(Now)

Income
Interest 240.89 240.89 61.24%
Late fees and penalty charges 28.80 48.00 12.20%
Cash withdrawal and 7.50 12.50 3.18%

cheque fees
Net interchange fees 46.25 46.25 11.76%
Net income from protection

insurance charges 39.98 45.70 11.62%
Total income 363.42 393.34 100.00%
Expenditure
Cost of funds 114.00 114.00 38.45%
Marketing 30.00 30.00 10.12%
New account processing 7.50 7.50 2.53%
Debt written-off 60.00 60.00 20.23%
Provision against future 30.00 30.00 10.12%

write-off
Operational overheads 50.00 50.00 16.86%
Depreciation on assets 5.00 5.00 1.69%
Total expenditure 296.50 296.50 100.00%
Income less expenditure 66.92 96.84

(operating profit)
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e Increasing late fees and other penalty charges from £15 to £25.

e Increasing the cost of cash withdrawal and credit card cheques
from 1.5 to 2.5 percent.

e Increasing the cost of payment protection insurance from £0.7 to
£0.8.

These simple changes, which could be communicated to existing cus-
tomers at virtually no charge via their monthly statements, result in
the operating profit increasing from £66.92 million to £96.84 million —
an increase of more than 44 percent. It would be necessary to raise the
average interest rate by 1.35 percent to achieve a similar increase in
profit from interest rates charges alone. Of course this simple model
assumes like-for-like sales, and in reality they would have some impact
on demand. However, the general industry view is that the focus of
customers is mainly on interest rates and they do not pay much atten-
tion to late fees or insurance costs. This is mainly because when con-
sidering the features of a credit product, most people simply assume
they won'’t be paying late/penalty fees, or that the insurance payment
is either trivial (which it is not) or that the insurance cannot be
obtained cheaper elsewhere from a third party (which it can). Evidence
of this is demonstrated in the best buy tables in the press; few, if any,
display the fees and charges made by card providers other than the
interest rate and the annual fee. Consequently, clever ways to charge
new fees, or ways to increase existing fees, are always being considered
as a means to increase revenues. For example, in 2004, several organ-
izations, including Marks & Spencer Financial Services, Sainsbury’s
Bank and Centrica were promoting personal loans where the customer
could receive funds within 24 hours of making an application. Only in
the small print was it explained that 24 hour ‘delivery’ would incur an
additional ‘courier cost’ of £40 or more. At the same time, Barclaycard
were offering a flat rate insurance fee of £3.75 per month, which
instead of paying off the balance, simply resulted in the balance being
frozen for a maximum period of 12 months if a claim was made. In the
mortgage market it has been reported that between 1999 and 2004,
average arrangement fees doubled from £250 to £500. This enabled
lenders to quote low interest rates to potential customers, the costs of
which were recouped via the increased arrangement fees (Jones 2004).
Perhaps the most widely practiced method for increasing revenue in
the UK in the early 2000s was to reduce minimum payment terms on
revolving credit accounts. Prior to 2000, most card products required
account holders to pay a minimum of £5 or 5 percent of the outstand-
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ing balance. Reducing these terms, even moderately, can have a huge
impact on income because many people simply pay the minimum
amount each month and no more. For an account balance of £1,000,
with interest charged at an annual rate of 14.9 percent, if the customer
pays the minimum repayment of the greater of £5 or 5 percent per
month, it would take just over 7 years to repay the debt, generating
£288 of interest. Changing the terms to £4 or 4 percent, would result
in the loan being repaid in just under 12 years, generating £388 of
interest — an increase of 35 percent. In 2005 monthly repayment terms
on some products were as low as 2.25 percent of the outstanding
balance per month.

4.5 Chapter summary

Credit providers generate revenue from a number of sources, which
include:

e Arrangement and annual fees.
o Interest.
e Interchange fees.
e Insurance products which include:
e Income protection.
e (Critical illness cover.
e Payment protection.
e Card protection.
e Mortgage indemnity insurance.
e Late fees and penalty charges.

While interest is perhaps the cost foremost in the minds of borrowers,
for many credit providers a significant part of their profits comes from
other sources, particularly the selling of insurance and the charging of
late fees and penalty charges. These additional charges tend to feature
less in advertising material than interest rates, and are generally given
little attention by consumers. Therefore, many lenders see increasing
existing charges or introducing new ones as a better way to increase
revenues than increasing interest rates. The major costs incurred by
credit providers in supplying their products are:

e Cost of funds.
e Bad debt (and provision).
e Fraud.
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e Promotion and advertising, including the costs of incentives such
as loyalty points, interest-free periods and discount offers. This
also includes targeting existing customers to retain their business
and thus reduce the incidence of attrition.

e Application processing.

e Infrastructure costs comprising, capital expenditure, depreciation
and day-to-day running costs.

Of these costs, the two most significant by far are the cost of funds and
the cost of bad debt. Between them they can account for more than
70 percent of the total cost of credit provision for some credit products.

4.6 Suggested sources of further information

Evans, D. and Schmalensee R. (2005). Paying With Plastic. The Digital Revolution
in Buying and Borrowing, 2nd edn. The MIT Press. This book provides a lot of
information about the cost structure for card accounts and the economics of
operating credit card and charge card accounts in the US.

Tapp, A. (2004). Principles of Direct and Database Marketing, 3rd edn. FT Prentice
Hall. Tapp provides a comprehensive introduction to database marketing —
the prospecting technique most widely used by financial service providers.
The book includes many practical examples and case studies, many of which
relate to consumer credit.
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Credit Granting Decisions

In an ideal world, every borrower would repay their debts on time and
every lender would earn a living from the interest or other income
earned over the lifetime of the agreement. In the real world however,
there is an inherent risk that a borrower will not repay the credit
advanced to them. This could be for any one of a number of reasons,
ranging from poor financial management or loss of employment, to
family breakdown or death. A credit business will only be profitable if
the return from those that repay their debts exceeds the losses where
default has occurred.

In this chapter the methods used by commercial lending organiza-
tions to evaluate the creditworthiness of individuals are presented,
with particular emphasis on the use of credit scoring. The chapter
begins by describing how creditworthiness is defined and discusses the
methods that were used to make credit granting decisions prior to
credit scoring’s rise to prominence during the 1970s and 1980s.

5.1 The creditworthy customer

In the insurance market it is impossible to determine categorically
whether the property or life insured will result in a claim. An actuary
will make an estimate of the likelihood of a claim being made based
on their experience of a large number of past claims. The same prin-
ciple applies to credit. Presented with a single person’s details, it is
impossible to say with certainty whether or not they will repay any
credit advanced to them. Therefore, credit managers attempt to estim-
ate the likelihood of repayment. Applications from people who have a
good chance of repaying the loan, and hence make a positive contribu-
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tion to profits, are accepted. Those deemed to be too high a risk are
declined and are of no further interest at that point in time.

The decision to grant credit (or insurance) can be viewed as a fore-
casting problem, no different in principle from predicting what the
weather will be like tomorrow or the level of interest rates this time
next year. In the case of weather forecasting, meteorologists gather
and analyse historical information about air pressure, wind patterns,
temperature and so on, in order to establish how conditions on one
day affect conditions on another. They then use information about
these types of relationships to forecast the weather tomorrow or
next week, based on the readings taken today. In the credit granting
case, credit managers gather information about the demographics of
individuals, their current financial situation and previous credit
history and use this to make predictions about future repayment
behaviour.

In credit granting the term risk is used to refer to the relationship
between the expected return from customers who repay the credit
advanced to them and the losses that result from those that do not.
Acceptable risk is where the overall expected return is positive; that is,
the expected return from those that repay their debts outweighs losses
from those that default. Consider the case of a bank offering personal
loans. If a loan is repaid in full the bank makes a return on its invest-
ment equal to 8 percent of the original loan amount. Should a bor-
rower default, the bank incurs a 100 percent loss — the entire loan is
written-off.! Imagine that someone applies to the bank for a loan of
£10,000. If they repay the loan, then the bank will make a return on its
investment equal to:

£10,000 * 8% = £800.

but if they default then the loss incurred by the bank will be equal
to:

£10,000 * 100% = £10,000.

Should the bank grant the loan in this situation? Assume that by using
information that is known about the applicant the bank can estimate
that the risk or odds that the individual will default on the loan is say
19:1; that is, out of 20 similar individuals 19 would be expected to
repay the loan and one would be expected to default. In this case, the
return that the bank can expect to make can be calculated as:
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£800 * 19 =£15,200 - (Total expected return)
£10,000 *1 =£10,000 (Total expected loss)
= £5,200
£5,200/ (19 +1) = £260 (Average expected return per loan)

So for a single loan of £10,000 the bank will either make £800 or
lose £10,000, but averaged over a large number of similar loans, the
expected return will be £260 per loan. Being a positive amount the risk
is acceptable — the bank should grant the loan. But what if the odds
calculated by the bank were lower than 19:1? Obviously, there will be a
level below which the bank will not expect to make a return on their
investment, and in these situations any loan applications should be
declined. The break even or cut-off odds are the odds where the
expected return will be zero. If the odds of the applicant defaulting are
less than the cut-off odds then the expected return will be negative and
the application should be declined. If the odds are higher than the cut-
off odds then the expected return will be positive and the application
should be accepted. The cut-off odds for the loan example are given by:

Expected loss (from a customer who defaults)
Cut-off odds =
Expected return (from a customer who repays)

=£10,000 / £800 =12.5:1

So the bank should accept loan applications where the odds are above
12.5:1 and reject applications where the odds are below 12.5:1.
Although all mainstream lenders use similar information in the deci-
sion making process, such as the applicant’s occupational status, type
of residence, income and so on, each has their own method of calculat-
ing the associated odds, with some being better at it than others.
Different organizations also operate at different levels of profitability,
have different cost bases and different management and accounting
practices. Therefore, for any one individual, the assessment of the odds
and expected return will vary between lenders and even between dif-
ferent products offered by the same lender. This is why some people
find that they can obtain credit from one lender, but not from another.
When a lender talks about whether or not someone is creditworthy,
what they mean is that the odds of default that they have calculated
for that individual are above or below the cut-off odds that they use to
make lending decisions.

In practice, the cut-off odds used by different lenders range from less
than 2:1 in the sub-prime sections of the market, to over 20:1 for the
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choicest credit cards and personal loans. Although it is difficult to
quote precise figures, the average cut-off odds in the unsecured lending
market are probably in the region of 10:1. What this means is that for
any individuals in a group where the average odds are below this level,
say 8:1, eight potential customers who would have repaid the loan
profitably will be rejected for every one default case that’s rejected.
From a lender’s point of view this is a reasonable policy because they
will lose money if they accept applications with odds at this level.
From a societal perspective, this is a major reason that while only
about 5 percent of the UK population has a proven record of serious
arrears or default (Experian 2005), almost 20 percent are denied credit
by mainstream lending institutions (Whyley and Brooker 2004 p. 10).

5.2 The application for credit

In order to be able to make any quantifiable assessment of risk, a
lender needs to obtain information about the applicant, just as weather
forecasters require meteorological data to make their predictions. The
primary source of this information comes from the answers given by
the applicant during the application process. This can come from a
variety of channels, such as the internet or a paper application form,
but regardless of its source, the applicant generally provides the lender
with the same information. Part of a typical paper-based personal loan
application form is shown in Figure 5.1.

Beyond the basic details required to open and run the account, such
as name, address, loan amount requested and so on, the majority of
the other questions are asked because they are useful for assessing the
applicant’s risk. From a marketing perspective the key objective is to
provide the most seamless interface possible between the applicant’s
desire for the product and the credit agreement being signed - the less
questions asked the better. On the other hand, a credit professional
will always be interested in asking additional questions that will pro-
vide a better estimate of the applicant’s risk. Therefore, in many organ-
izations there exists a balance of forces between the credit and
marketing functions in determining the number and type of questions
presented to the applicant.

What is perhaps surprising is how constant and homogeneous the
questions asked by lenders have remained over time, across products
and countries. An underwriter from 1950s America would find many
common features with the application forms of their time and those
used today in the UK and many other countries. Of course there have
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Figure 5.1 A Personal Loan Application Form

Blueberry Bank
Personal Loan Application Form

Please tell us about yourself

First name: | ] Home phone number: | ]
Surname: [ ] Work phone number: | |
Address: Mobile: | ]

e-mail address: [ @ ]
Date of Birth: | 7 7 | Nationality: | ]
(DD/MM/YYYY)
What is your residential status? ~ Owner I:l Private tenant |:| Councel tenant |:| Living with parents/relatives |:l
If you own your own home, what is the approximate value of your Outstanding mortgage
home?
Time living at current address (YY/MM) Previous address if

less than 3 years

Time living at previous address if less
than 3 years at current address (YY/MM)

Are you: Married I:l Single I:l Widowed I:I Cohabiting I:I Divorced/Separated I:l

I:l How many cars are there in your household? |:l Total annual mileage (HPDTUX):l

Please tell us about your employment and financial status

Employment status: Full-ime ] Parttime | Unemployed[ | Retired [ | Homemaker[ |  Student[ |

Are you: Self employed I:l In temporary employment I:l In permanent employment |:l

Employer's name: [ | Employer’s phone number: [

Employer’s address: Time in current /
Employment (YY/MM)

Postcode Gross annual income:

(Including overtime and bonuses)

Your occupation: [ | Partners annual income: ~ [£
(including overtime and bonuses)

How much do you pay each month for your mortage/rent/board? £
How much council tax do you pay each month? £

How much do you pay for utilities each month (gas, electricity and water)? [£

]

]

]

]

|

|

1

Do you have a bank account (Y/N) [T How long have you had one (YY/MM)?

Do you have a credit card (Y/N) [ How many do you have?
Loan details
Amount of loan requested [£ | Term of loan (YY/MM)

Signature of applicant

X
/ /

Date of Signature (DD/MM/YYYY)

Your right to cancel.Once you have signed this agreement, you will have for a short time a right to cancel it. Exact details
of how and when you can do this will be sent to you by post by us

For and on behalf of Blueberry Bank Limited |

been some changes and lenders do ask product specific questions.
However, one could speculate that although there have been huge
strides in the marketing, diversity and complexity of credit products,



96 Consumer Credit Fundamentals

the characteristics of the borrower which are predictive of risk have
remained relatively static and are not necessarily specific to a particular
credit product or country.

Having obtained some information about the customer and their cir-
cumstances, there are two broad approaches to evaluating the risk of a
credit application; judgemental decision making and credit scoring.

5.3 Judgemental decision making

Until the early 1980s the majority of lending decisions where made
judgementally on a case-by-case basis by human underwriters, trained
to assess the creditworthiness of individuals applying for credit. For
high value credit agreements such as a mortgage or an unsecured fixed
term loan, this could involve a lengthy face-to-face meeting between
the applicant and a representative of the lender, qualified in an under-
writing capacity, such as the local branch manager. In the banking
sector it was not uncommon for the bank’s representative to actually
know the borrower and to have a personal knowledge of their accounts,
employment, family situation and so on. Where an application was
made by post, such as for a mail order account, the application would
be assessed by a member of the organization’s underwriting team. In
each case the aim of the underwriter was to come to a somewhat sub-
jective view as to whether or not the individual was creditworthy.

Decisions were made on the basis of the underwriter’s personal
assessment of the likelihood of the applicant repaying the debt. At the
core of the decision making process was the concept of the ‘Cs’ of
credit as described by Savery (1977):

e Capital and Collateral. The assets, such as a home or car, available
to be offered as security against the debt.

e Capacity. The ability to meet the agreed loan repayments, taking
into account the applicant’s existing income and expenditure.

e Character. The intent to repay and general ‘respectability’ of the
applicant.

e Conditions. The general market conditions at the time. This would
include the general economic climate as well as the specific condi-
tions of the industry within which an individual was employed.

To establish if each of the Cs were satisfied, an underwriter would
examine the information supplied by the applicant, which might then
be combined with a credit report from a credit reference agency detail-
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ing the applicant’s repayment record with other lenders. They would
then use their intuition and experience to make a decision.

As credit organizations developed, it was common practice for the accu-
mulated wisdom of the senior underwriters to be distilled into a formal
statement of lending practice. The policy would contain, in the form of a
document or manual, the rules underwriters should follow when making
lending decisions. Typical policy rules would be along the following lines:

e Do not lend to anyone under 21, unless they have been employed
for at least 2 years with the same employer OR they can provide the
guarantee of a parent or guardian.

e Accept all applications from individuals who have obtained credit
from the company in the past and whose repayment record was
satisfactory.

e The maximum allowable loan for someone earning a salary of
between £30,000 and £40,000 is £10,000.

In some organizations the policy would be a simple list of absolutes,
such as those applicants who should never be granted credit under any
circumstances, and this list might be contained on a single sheet of
paper. In others, the policy would be very detailed, running to hun-
dreds of rules dealing with almost any conceivable situation. Although
these policy documents lent a certain level of consistency to the prac-
tice of underwriting compared to what went before, they tended to be
difficult to manage and had a tendency to grow over time as new rules
where added, and contradictions between different rules was not
unknown. In branch-based networks there were often issues of consist-
ency with some branches using different versions of the policy or inter-
preting certain aspects of policy in different ways.

The balance between the use of the policy and the underwriters’ own
judgement would vary enormously between different institutions. In
some the underwriter was king and the decision would be entirely
theirs based on their expert opinion. In others, they would act in little
more than an administrative capacity, ensuring the policy was fol-
lowed to the letter and only referring applications to senior under-
writers in unusual or ambiguous cases.

5.4 Credit scoring

The later stages of the twentieth century saw the rise of credit scoring
as the major decision making tool in consumer credit markets. Today,
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all major financial institutions in the developed world use credit scor-
ing to make the vast majority of their consumer lending decisions,
with only small or specialized lenders maintaining a majority judge-
mental decision making capability (Hand and Henley 1997).

Credit scoring can be defined as: ‘any quantitative method, tech-
nique or practice used in the granting, management or recovery of
consumer credit.” As such, credit scoring is not a singular technique,
nor is it represented by a single objective. Rather, it is the application
of a range of analytical techniques concerned with the analysis of large
and complex data sets, customized to the specific set of conditions
found in the consumer credit environment.

Under the above definition, there is an argument that the rules con-
tained within an organization’s underwriting policy do in fact consti-
tute a credit scoring system that could be implemented within some
type of computerized rule base. However, the real power and impact of
credit scoring is that whereas judgemental decision making involves
making qualitative assessments of credit risk, credit scoring methods
use and generate quantitative measures; that is, a numerical representa-
tion that can be directly interpreted as a measure of the likelihood of
default, or some other aspect of consumer behaviour. This leads to
systems that can be readily automated in a computerized environment
resulting in the removal of human involvement from the day-to-day
decision making processes. It is the automated nature of credit scoring
systems, together with their ability to provide improved estimates of
individual risk, that has had the biggest impact on the way in which
credit is granted since information technology was first introduced
within financial institutions in the 1960s.

The first investigation into the use of statistical techniques for credit
assessment was undertaken by Durand (1941) for the National Bureau
of Economic Research in the US, and the first reported commercial use
of credit scoring was at the General Finance Corporation in Chicago in
1945, where a system was developed to assess the creditworthiness of
personal loan applicants (Wonderlic 1952). However, it took the finan-
cial services industry a significant period of time to adopt credit scoring
as their major decision making tool and until the early 1960s credit
scoring models were not widely used (Myers and Forgy 1963). At the US
Senate hearing on redlining (financial exclusion based on address) in
1979, it was estimated by William Fair, president of Fair Isaac & Co.,
that 20-30 percent of lending decisions in the US made use of credit
scoring (U.S. Senate 1979). A 1990 survey reported a figure of 82 percent
(Rosenberg and Glait 1994), indicating the major growth period in the
use of credit scoring systems in the US occurred during the 1980s.
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Credit scoring models (often referred to as credit scorecards) are
used to generate forecasts of future customer behaviour. Given what is
known about the customer today, how will they behave in the future?
In this respect the objective of a credit scorecard is no different from
the judgemental case in that it is based on the same information about
the applicant and has the same goal of identifying only those indi-
viduals who are likely to be profitable. The critical difference is that
whereas an underwriter’s decision is based on a somewhat subjective
view and can take into account aspects of the applicant such as their
‘character,” credit scoring is based on mathematical relationships and
demonstrates consistent behaviour. Given the same information twice,
a credit scoring system will always generate the same estimate of risk
on both occasions. In general, this cannot be said to be true for the
judgemental method.

Figure 5.2 Example of a Credit Scorecard

Constant + 900
Age of applicant Number of dependents
18-21 - 54 0 0
22-25 -33 1-2 +5
26—29 -7 3+ 0
30-34 0
35-39 +5 Employment status
40-55 +15 Full-time employed 0
56 + +27 Part-time employed -23
Self employed -11
Residential status Homemaker - 21
Home owner + 46 Studen: B gg
Renting 12 Unemployed -
living with parents 0
Time in current employment
Time at current address <1 year - 68
<1 year - 70 1-2 years -19
1-2 years —25 34 years 0
3-5 years -9 5-6 years 0
6-9 years 0 7-10 years 0
10+ years +10 11-15 years +7
16+ years +12
i Not in employment 0
Marital status
Married +12 .
Cohabiting +9 Do you have a credit card?
Single 0 Yes +13
Divorced -29 No -39

Widowed 0
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Although the methods for generating scorecards can be complex and
require a certain level of mathematical grounding (which are described
in more detail in Appendix B), the scorecards generated by most credit
scoring techniques are in a form that can be readily interpreted by the
layperson. In fact, this is an explicit design feature adopted by many
early credit scoring practitioners to enable them to explain their results
to a senior management that did not necessarily have the technical
background required to understand them. An example of a typical
scorecard is shown in Figure 5.2.

The basic principle is to assign some rating or score to an individual
based on the information available during the application process. The
score is then taken as being indicative of the future behaviour of
the applicant; that is, the likelihood that over the course of some
outcome period the applicant will prove to be an acceptable risk. The
higher the score the lower the risk and the greater the likelihood of
the applicant being profitable.

For the scorecard of Figure 5.2, the points are assigned by taking the
constant as the base score, then adding or subtracting the scores for
each attribute. Consider an applicant with the following characteristics:

e 38 years old.

e Home owner who has lived at their present address for 3 years.
e Married with two children.

o Self-employed for the last 2 years.

e Has a credit card.

The initial score would be 900, as represented by the constant. 5 points
would then be added for the applicant’s age, 46 added for being a
home owner, 9 points deducted for the time at current address and so
on, to give a final score of 956. What is important to note is that the
score is not reliant on any one attribute but represents the overall con-
tribution from each aspect of the applicant’s profile. Therefore, a low
score with one attribute (such as being 18-21 years old) can be offset
by another (being a home owner for example).

5.4.1 Using the score to make decisions

A sensible question to ask at this point is, what does a score such as
956 actually mean? The usual approach is to observe accounts for a
period of time and then to classify them as being either ‘good’ or ‘bad’
credit risks, based on their behaviour over that period. The UK industry
guide to credit scoring defines a ‘good’ account as ‘an account where
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the record of repayment is such that the credit granter would choose to
accept the applicant again’ (Finance and Leasing Association 2000),
which can be taken to mean that good accounts are those that the
lender believes generated a positive contribution to profits, bad those
that incurred a loss. In practice, every lender has their own definition
of good/bad due to differing products, overheads and operational pro-
cedures, as well as the subjective views of individual credit managers as
to what constitutes a good or bad account. However, most definitions
of good and bad are along the following lines:

e Good: An account that has been on the books for a reasonable
period of time, is currently up-to-date with repayments and has a
record of repayment to the repayment schedule. Most lenders will
also classify accounts that have missed the odd payment, but which
have never been seriously in arrears as good.

e Bad: An account where the customer has defaulted or is in a state
of serious arrears, where serious is usually taken to be three
months or more behind with repayments. Why three months?
Because accounts that are this far behind with their repayments
will nearly always continue to experience repayment problems and
will often end up as a default case eventually.

Earlier in this chapter the odds of a customer defaulting were defined
as the ratio of non-default cases to default cases. The good:bad odds
are a similar measure, defined as the ratio of good accounts to bad
accounts within a population:

(Number of good cases in the population)
(Number of bad cases in the population)

Good:bad odds =

The good:bad odds is one of the most common measures used by
credit professionals when assessing consumer credit portfolios. Most
credit scorecards are designed so that each score relates to a specific
value of good:bad odds, and the relationship between score and
good:bad odds is such that the higher the score the higher the odds. So
a score of say 500, may equate to good:bad odds of 2:1 and a score of
say 800, to good:bad odds of 10:1. When a new application is made
and receives a credit score, if the good:bad odds associated with that
score are below that which the lender deems creditworthy the applica-
tion will be declined. The decision as to what this score should be is
termed the acceptance cut-off strategy. To determine what the accept-
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Figure 5.3 Relationship Between the Good:Bad Odds and Credit Score
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ance cut-off strategy should be it is necessary to establish the relation-
ship between the score and good:bad odds. The most common way to
do this is to calculate the credit score for a large sample of existing
accounts for which the good/bad status is already known, and then to
plot the relationship between the credit score and the good:bad odds,
as shown in Figure 5.3.

Returning to the personal loan example of section 5.1 where the cut-
off odds were determined to be 12.5:1, the point where these odds
apply is a score of 880. Therefore, the acceptance cut-off strategy is:

e Decline if applicant scores at or below 879.
e Accept if applicant scores at or above 880.

A further report that is widely used is the score distribution report, as
shown in Table 5.1.

Although the score distribution report of Table 5.1 could contain a
separate row for every individual score, because the range of scores can
be large, scores are usually grouped into several intervals for conven-
ience. The interval odds can then be calculated, as shown in the third
column from the right. The score distribution report is used in addition
to the graph of the score/odds relationship of Figure 5.3 because it pro-
vides additional information, such as the number of accounts at differ-
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Table 5.1 A Score Distribution Report

Score interval: Number Number Interval Total Total
From To of good of bad good:bad number %
accounts accounts odds of accounts

0 425 27,709 22,291 1.24 50,000 10%
426 645 36,671 13,329 2.75 50,000 10%
646 732 42,185 7,815 5.40 50,000 10%
733 789 42,983 7,017 6.13 50,000 10%
790 847 44,521 5,479 8.13 50,000 10%
848 895 46,904 3,096 15.15 50,000 10%
896 945 47,624 2,376 20.04 50,000 10%
946 960 48,228 1,772 27.22 50,000 10%
961 981 48,603 1,397 34.79 50,000 10%
982 999 48,806 1,194 40.88 50,000 10%
Total 434,234 65,766 6.60 500,000 100%

ent scores, which is important operationally for establishing how many
applicants are likely to be accepted from those that apply. It is also
useful where an organization wishes to make decisions regarding the
absolute number of applications accepted, or to accept a fixed propor-
tion of those that apply. For example, if it was desired to operate a
policy of accepting 70 percent of all new applications, then from
Table 5.1 the appropriate action would be to accept all applications
scoring 733 or more and decline all those scoring less than 733. This
type of strategy is common for new products, where the primary
objective is to secure market share. The acceptance of some customer
segments that may be loss making is seen as an acceptable short term
cost in meeting this objective.

5.4.2 Choosing the outcome period

An important question for the developers of credit scoring systems is,
over what outcome period should accounts be observed before the
good/bad classification is applied? The obvious answer is to simply wait
until the end of the credit agreement. However, in many situations this
is not a realistic option. A 20+ year mortgage is common and it is
impractical to wait 20 years before observing whether an account is
good or bad. For revolving credit products such as credit cards and mail
order accounts, there is no fixed end date to the agreement. Accounts
remain active for as long as the customer continues to use them or for
as long as the lender wishes to trade with the customer. Another issue is
that the longer the outcome period the worse any forecast is likely to
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be. Returning to the weather example, tomorrow’s forecast will always
be more reliable than the one for next week. Similarly, estimates of
credit risk are much more robust over timeframes spanning a year or so
compared to those spanning several years. Therefore, the precise choice
of outcome period is something of a compromise. It must be long
enough to capture general patterns of customer behaviour and yet short
enough to be of practical use. In practice, most outcome periods tend to
be in the region of 6-24 months and in the author’s experience 9-15
months is the norm for credit cards, mail order and short term lending,
while for mortgages and personal loans 15-24 months is more widely
applied. While this is not sufficient time to fully evaluate repayment
behaviour over the entire term of most credit agreements, it is generally
sufficient to gain a reasonable picture of an individual’s repayment
behaviour.

5.5 Comparing judgemental lending and credit scoring

Human decision making and credit scoring can be compared in a
number of areas. The original use of credit scoring was supported by
research reporting that a well constructed credit score gave a better
estimate of risk than a judgemental assessment made by an experi-
enced underwriter (Myers and Forgy 1963). Yet there are few, if any,
independent studies which can be said to have compared credit scoring
and judgemental lending in a truly objective manner in an operational
lending environment, for example, by running a credit scoring system
and a manually based underwriting system in parallel, with new appli-
cations randomly allocated to one method or the other.

Another criticism of the comparisons that have been made is that
they have usually been between a newly designed credit scoring system
and an existing underwriting system. A fairer comparison would con-
sider reviewing the underwriting guidelines, as contained in the organ-
ization’s policy, and comparing the revised policy with the new credit
scoring system. However, the accumulated research evidence lends
support to the view that credit scoring out-performs judgemental
lending, and statements made before the US Senate by the Fair Isaac
Corporation, one of the industry’s leading credit scoring suppliers,
asserted that the introduction of a credit scoring system to replace a
judgemental one would lead to an increase in the number of accepted
applications of the order of 20-30 percent with no increase in the
amount of bad debt (Fair Isaac Corporation 2003 p. 5). If true, then for
large organizations booking billions of pounds of business a year this
clearly represents a significant benefit. One way to verify the accuracy
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of this claim might be to question lenders to determine when credit
scoring was introduced within their organizations, and then to exam-
ine their financial accounts before and after credit scoring was intro-
duced to see what changes had occurred.

The other and perhaps most significant impact of credit scoring on
business processes has been the centralization and automation of the
decision making process, particularly for organizations that maintain
large branch networks such as the high street banks. With judgemental
lending it becomes almost impossible to coordinate operational
changes to lending policy. For example, if it is felt that the business
should reduce the overall volume of lending by 10 percent, how is this
communicated and acted upon by individual underwriters (who may
actually be incentivized on the amount of business they underwrite)?
With most credit scoring systems this strategy would be implemented
centrally by simply adjusting the cut-off strategy upwards by the
appropriate amount. In the case of Table 5.1, changing the acceptance
rate from 70 to 60 percent would simply result in the cut-off score
changing from 732 to 789.

The automated nature of credit scoring systems leads to rapid deci-
sion making, allowing a decision about an individual credit application
to made in seconds. A credit application today, can be assessed in real
time in a store, over the phone or via the internet. In the 1970s you
could often expect to wait days or weeks before a decision was made
while your credit application sat in an underwriter’s in-tray. Automa-
tion also leads to lower costs through reduced staffing levels, although
some of these savings are offset against the infrastructure costs associ-
ated with credit scoring systems and the new breed of professionals
required to maintain them.

Credit scoring is consistent and repeatable. For credit practitioners
there is the well known industry tale of the ‘Monday morning, Friday
afternoon’ effect. One lending institution found that their under-
writers consistently granted more loans on a Friday afternoon, when
they were feeling good about the weekend, than on Monday morning
after returning to work. Yet reviews of the loan business found no dif-
ference in the quality of applicants at different times of the week. The
repeatability aspect also means that if a customer wants to know why
they were rejected for credit an objective statement can be given based
on the scores in the scorecard. Returning to the scorecard of Figure 5.2,
people who have been in their current employment less than 12
months are scored negatively and this can be quoted as a contributing
factor for decline, along with any other characteristics that also
resulted in a reduced score.
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Credit scoring is often quoted as being unprejudiced, with no par-
ticular likes or dislikes in terms of race, sex, religion or any other con-
scious or unconscious feeling that may be expressed by a human
assessor. This does not mean that credit scoring does not discriminate
against certain types of people, but that any discrimination is sup-
ported by statistical evidence. There is also the possibility that undesir-
able discrimination occurs via indirect effects. For example, a credit
scorecard may be restricted so as not to allocate different scores based
on the gender of the applicant. However, if people with lower incomes
receive negative scores, then women, who in the UK earn significantly
less than men across almost all occupational groups and industry
sectors (Perfect and Hurrell 2003) will, all other things being equal,
receive lower scores than their male counterparts.

Another point is that there nothing to prevent a scorecard produced
by statistical means being manipulated by individuals within an organ-
ization prior to implementation. For the scorecard in Figure 5.2, if it
was felt that people who described their marital status as ‘cohabiting’
to be undesirable, the score allocated to cohabiting could be changed,
say from + 9 to — 100. Whether this type of manipulation is widespread
or not is unknown, as there have never been any independent audits
of commercial credit scoring systems. However, an example of where
this type of activity was proposed, was when the representative of a
well known lending institution for whom a scorecard was being devel-
oped asked the author (who was responsible for the development) to
ensure that all applications from individuals of a certain nationality
were rejected.?

The main downside of credit scoring is its reliance upon the informa-
tion from which the original credit scoring system was constructed. If
there are certain types of application that were not considered or not
available at the time the system was developed, these cases will not be
assessed in an optimal capacity. Often this will affect small groups
within the population who are overshadowed by the characteristics of
the majority. For example, most credit scoring systems will give low
scores to people who have not lived very long at their address, have
recently started a new job, rent instead of own, or do not have some
previous credit history. While this is a justifiable strategy for the
general population, professional people who have moved to another
country to take up new employment will possess all of these character-
istics and will tend to be declined when they apply for credit due to a
low credit score. This is probably not representative of the true risk
they represent.
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5.6 The case against credit scoring

Although credit scoring is now widely accepted, this was not always the
case, and several different arguments were put forward against its use.
Harter (1974) argued that credit scoring systems were self-perpetuating
and biased, with those being rejected for credit being more likely to be
rejected when making subsequent applications. The counter argument,
presented by Chandler and Coffman (1979), was that one would expect
scoring systems to have less bias than judgemental systems because
there are at least some attempts, via reject inference (the process of
estimating how rejected applications would have behaved if they had
been accepted, which is discussed in more detail in Appendix B) to
adjust for the bias. Empirical evidence shows that lending increased dra-
matically between 1990 and 2000, both in terms of amounts borrowed
and the number of people with access to a credit facility (Kempson 2002
p. 16). Given this was the period in which credit scoring became the
dominant force in credit assessment this would tend to discount
Harter’s arguments.

Capon (1982) argued primarily on moral grounds against the use of
‘brute force empiricism...[which] leads to a treatment of the individual
applicant in a manner that offends against the traditions of our soci-
ety’ while others challenged the theoretical assumptions upon which
the statistical models used in credit scoring were based (Eisenbeis 1977,
1978).

Chandler and Coffman (1979) also discussed the differences between
judgemental decision making and empirically derived scoring systems,
concluding that credit scoring had a number of advantages over judge-
mental decision making and that the arguments against the perform-
ance and use of credit scoring applied equally to judgemental decision
making. The only case they could find for judgemental lending was in
exceptional cases, where the credit decision required consideration of
factors outside the scope of those employed within the empirical sys-
tem; that is, some new or exception case arose that the credit scoring
system was not designed to deal with.

One might surmise from the literature that the real thrust of the
argument was not against the use of statistical and mathematical
methods in themselves, but against automation and the exclusion of
the human element from the decision making process. The arguments
between the supporters of judgemental decision making and credit
scoring have to all intents and purposes, been won by those favouring
credit scoring. However, while credit scoring is the norm, there are
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always some cases that require manual review. There are also some
non-mainstream lenders, particularly in the sub-prime and door-to-
door market, who do not apply credit scoring. Thus the role of the
underwriter remains, albeit in a specialist or minority capacity and is
likely to do so for the foreseeable future. It is also worth noting that
while credit scoring is an accepted practice in many developed coun-
tries, in areas where banking systems are less well developed, judge-
mental decision making is still heavily relied upon.

5.7 Enhancing credit scoring systems with judgemental
decision rules (policy rules)

In general, the accuracy of judgemental forecasts tends to be inferior to
statistical ones. However, combining the best aspects of judgemental
and statistical methods can lead to synergy (Makridakis et al. 1998
pp- 483 and 503). Therefore, while the empirical evidence tends to sup-
port credit scoring as preferable to judgemental decision making - at
least from a lender’s perspective — credit managers often augment the
decisions made by credit scoring models with judgemental decision
rules (often referred to as policy rules or score overrides) (Lewis 1992
p- 89; Leonard 1998; McNab and Wynn 2000 p. 57). In addition, there
are some operational situations where certain actions must be taken in
respect of an application, regardless of the credit score. In some cases
these rules are automatic, leading to some fixed outcome, in others
they result in applications being referred for manual review by a
human underwriter. These policy rules can occur for a number of
reasons which are described in the following sections.

5.7.1 Organizational policy

Many organizations will decide that certain types of credit applications
should be automatically accepted or declined regardless of the risk
profile they represent. A lender may wish to automatically accept all
applications from their own employees, or reject all applicants who are
unemployed on responsible lending grounds. Alternatively, where the
applicant already has the product but applies again, the lender may
want to automatically decline a second or subsequent application.? In
many organizations there is a policy that where the good:bad odds of
an application are marginal, being either just above or just below the
cut-off point, they will refer the case for manual review to ensure that
the ‘best’ decision is made. The reasons for doing this are somewhat
dubious given the demonstrably better performance of credit scoring,
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and in some respects these types of override rules can be considered as
leftovers from the days of judgemental lending and very similar to the
rules that would have been contained within an organization’s policy
document.

5.7.2 Data sufficiency

When insufficient information is available to accurately assess an
application, the application may be held in a pending state while
further information is collected. One of the most common overrides of
this type is to confirm the identity and/or address of the applicant. If
the lender is unable to automatically obtain independent confirmation
of name and address (by consulting a credit reference agency for
example) they will ask the applicant to provide some further evidence
that they are who they say they are, for example, by asking to see a
copy of a recent utility bill or pay slip bearing the applicant’s name
and address. If the applicant is unable to provide this then they are
declined no matter how good their credit score.

5.7.3 Expert knowledge

Credit scoring models are developed based on the known characteris-
tics of existing customers. However, there may be some characteristics
that are believed to be predictive of risk, but which are not possessed
by any of the lender’s existing customers. For example, people who
have recently been declared bankrupt tend to have a very high probab-
ility of defaulting if granted credit again. Therefore, because their appli-
cations are always rejected, there may be no cases of bankruptcy within
the sample used to develop the scorecard, and consequently recent
bankruptcies will not feature within any statistically derived scoring
model. However, a credit professional with wider industry experience
will know that the risk profile of recent bankrupts tends to be very
poor. Therefore, a rule will be implemented to reject all applications
from people who have recently been declared bankrupt, regardless of
their other attributes.

5.7.4 Legal requirements

There are times when a lending decision is made on legal grounds. In
the UK, a lender cannot automatically decline an applicant based on
information obtained from a credit reference agency if the individual
has challenged the accuracy of the information held by registering a
‘notice of correction.” In this case the application must be reviewed
manually. Another case is where an application is made by someone
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who is under 18 years of age. Legally, they cannot be held responsible
for any debts they incur. Therefore, while it is not illegal to advance
funds to them, most lenders will not do so because they cannot take
any action to recover the debt should the account fall into arrears.

5.8 Pricing for risk

This chapter opened with a discussion of acceptable risk and the
breakeven odds above which a customer should be accepted based on
the ratio of expected loss to expected return. In the household and
motor insurance markets, with which credit granting shares many
analogies, the concept of a single cut-off strategy has been superseded
by the concept of pricing for risk. An insurer will establish the price
for insurance after determining the risk associated with the individual.
Consequently, those who are most likely to make a claim pay more for
their insurance. Only in a very few cases, where the risk of a claim is
almost a certainty, will applications be declined. In the consumer
credit market the traditional practice has been the opposite. A lender
sets the interest rate (price) of the product first, and then accepts appli-
cations from those who have a risk profile which suggests that they
will be profitable at that price. The reasons for these differences
between these two risk markets are difficult to fathom, but the fact that
in many countries there is a legal requirement to include interest rate
and repayment information in marketing literature is probably a con-
tributory factor. However, credit markets are changing. American
Express moved to a tiered pricing structure in 1991 (Cate et al. 2003
p-17) and many lenders now operate pricing for risk strategies. The
derivation of pricing for risk strategies can be seen as a natural evolu-
tion of the acceptance cut-off strategies discussed previously in relation
to Figure 5.3 and Table 5.1. Table 5.2 demonstrates how these cut-off
strategies can be adapted to cater for the pricing for risk scenario.

The interest rates quoted in Table 5.2 can be used to illustrate that a
small increase in interest rate can lead to a very large increase in
revenue. If after costs, the profit margin on a loan charging interest
at 8.9 percent is say 1 percent, then increasing the interest rate by
1 percent to 9.9 percent will in theory double the return (assuming
sales volumes are maintained). Applying these figures to our example,
the returns generated from the lowest scoring group where interest
rates are 12.9 percent are in theory 400 percent higher than those
where the interest rate is 8.9 percent. In practice, this gain will be offset
by greater bad debt, but it means that the quality (the good:bad odds)



Table 5.2 Pricing for Risk Strategies

Score interval: Number of Number of bad  Interval Total number Total % Pricing
From To good accounts accounts good:bad of accounts strategy
odds

0 425 27,709 22,291 1.24 50,000 10% Decline

426 645 36,671 13,329 2.75 50,000 10% Offer high

646 732 42,185 7,815 5.40 50,000 10% interest %ate

733 789 42,983 7,017 6.13 50,000 10% (12.9%)

790 847 44,521 5,479 8.13 50,000 10% o

848 895 46,904 3,096 15.15 50,000 10% Offer standard

896 945 47,624 2,376 20.04 50,000 10% interest rate

946 960 48,228 1,772 27.22 50,000 10% (9.9%)

961 981 48,603 1,397 34.79 50,000 10% Offer low

982 999 48,806 1,194 40.88 50,000 10% interest rate
(8.9%)

Total 434,234 65,766 6.60 500,000 100%

LLL
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of applicants that are accepted for the product at an interest rate of
12.9 percent can be many times worse than those where the interest
rate is 8.9 percent. In theory, it should be possible to offer credit to any
group of people on this basis. Even if the chance of default is extremely
high, if the interest rate is high enough it should be possible to make a
return on investment averaged over a large number of similarly risky
individuals. In practice, the rate at which interest would need to be
charged on the most risky groups in society could be 100 percent or
more, where the chance of default could be as high as 1 in 2 or worse
(good/bad odds of 1:1 or less). Most lenders are also aware of their duty
to act as responsible lenders and if it is believed there is a significant
chance of someone defaulting on money you are asked to lend them, it
is hard to argue that granting such a request is a responsible thing to do.

One consequence that can be expected from the wider use of pricing
for risk is an increase in the volume and proportion of bad debt seen
by lenders as they extend credit to more risky sections of the popula-
tion. Consequently, one would also expect to see a corresponding
increase in the number of court cases and bankruptcies as these higher
risk individuals default and are subsequently litigated against to
recover the debt.

5.9 Credit scoring models of profitability

One question that is often raised is, why don’t lenders try to forecast
the expected profitability of each applicant over the outcome period,
rather than using crude measures such as good and bad? One reason,
as highlighted by Hopper and Lewis (1992), is that at a portfolio level
generating measures of profitability for the entire customer base is
relatively straightforward. Given costing and revenue information such
as the revenue received, debt written-off, marketing expenditure and
infrastructure costs, there is usually no problem is determining if a
credit portfolio is profitable. However, at the level of an individual
credit agreement, the analysis becomes more complex, requiring a
much greater level of information to be maintained.

Take the case of a credit card on which there may have been hun-
dreds or even thousands of transactions per annum. Generating an
accurate and precise view of profitability means keeping detailed
records of each transaction, taking into account the different interest
rates charged at different points in time for cash advances as opposed
to retail purchases, account charges and late fees as well as marketing
and operational costs. Historically, lenders did not have the IT or
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reporting infrastructures in place to be able to do this, and while
information systems have improved markedly, many organizations still
struggle to define an accurate and robust definition of the profitable
customer.

Even when full customer account information is available, attempts
to forecast profitability directly have not been proven to give any extra
benefit over that provided by standard credit scoring models of
good/bad behaviour. One reason for this is given by Lucas (2001) who
highlighted the sensitivity of profit measures to the actions that occur
over the course of the outcome period. For example, raising the credit
limit on a credit card will tend to have very little effect on the eventual
good/bad status of the account, but profitability will be highly corre-
lated with the limit increase if the customer makes use of the addi-
tional credit facility. Therefore, the relationship between the customer
profile at the start of the outcome period and the profit generated by
the end of the outcome period will be weak. Taking this argument
further, one could conclude that the more action a lender takes to
control the customer over the outcome period by varying the interest
rate, credit line or other account features, the worse any forecast of cus-
tomer profitability will be.

Lucas also recognized the ‘share of wallet’ issue. A lender’s share of
the customer’s total borrowing requirement (and hence the profit they
make from them) will be very dependent upon the actions taken by
other lenders with whom the customer also has a financial relation-
ship. Given that lenders do not tend to have information about the
marketing or operational strategies of their competitors, any credit
scoring model designed to predict profitability will inevitably generate
poor forecasts due to this lack of information.

5.10 Behavioural scoring

The term application scoring is applied to the sub-set of credit scoring
models used to forecast the behaviour of individuals when applying for
new credit products, with the most common decision being whether to
accept or reject the application based on the estimated good:bad odds.
However, once an applicant is accepted and becomes a customer, the
decision making process is not over and there may be many additional
decision points during the lifetime of the product. The term beha-
vioural scoring encompasses the sub-set of credit scoring models
applied to existing customer accounts in order to change or modify the
terms of a product or the way in which the relationship between the
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lender and borrower is managed. This includes account management
decisions, such as credit line increases, card renewal, pre-screening for
cross-selling and up-selling of products and changes to the APR, as well
as collections and debt recovery scoring applied to delinquent accounts
to determine what action to take to recover the debt.

The basic principles of behavioural scoring remains the same as for
application scoring. Given what is known about the customer today,
how will they behave in future? In practice, the information upon
which forecasts of existing customer behaviour are made is much
richer than for new applications because it includes all the information
held by the lender about the past behaviour of the account, and for
products such as credit cards, even when, where and what type of
expenditures occurred. A common example of the use of behavioural
scoring is the decision to raise a customer’s credit line, either automat-
ically when the account cycles each month or when a line increase is
requested by the customer. The lender will recalculate the good:bad
odds using the additional and more recent data available, and if the
odds look to have improved then an appropriate increase in credit
limit will be granted.

5.11 The impact of credit scoring

The introduction of credit scoring systems to replace judgemental
underwriting has had a major impact on the organizational structure
of many institutions. In providing a centralized decision making capa-
bility, the power of those working in local branches is much dimin-
ished. Looking at the UK situation, the 1980s saw significant job losses
in the banking industry as branch networks were rationalized and indi-
vidual branches moved away from credit assessment and account man-
agement towards a sales and customer services orientation. While
credit scoring was only a part of this process, it was undoubtedly a
significant contributor, particularly when combined with the advances
in computing and deregulation that occurred at that time.

The introduction of credit scoring in the UK faced some opposition
from employees and unions who, with some justification, saw credit
scoring as a threat to their livelihoods. At an individual level many, if
not most, underwriters believed credit scoring was inferior to their own
judgement and would always identify the exception cases where the
credit scoring system was obviously wrong (in their opinion). It is
worth noting that this type of resistance to mechanically derived fore-
casting tools is a general problem and is not restricted to the consumer
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credit situation. Experts in a particular field will always believe that
they can make better forecasts than mechanical approaches, regardless
of the true situation. With hindsight it is no surprise that many early
credit scoring systems failed to deliver the promised benefits because
their operational implementation was too lax, allowing staff to over-
ride any decisions they did not agree with, resulting in a situation little
different from that which existed prior to the introduction of credit
scoring. Ironically, in some systems this level of openness was actually
a design feature, with the intent of facilitating the acceptance of credit
scoring into the workplace by allowing people to retain the ultimate
decision making responsibility.

While credit scoring systems have sometimes been derided for their
cold and ‘inhuman’ approach to customer assessment, there have been
many hidden benefits that have not been as widely publicized as
perhaps they deserve. With organizational change behind them, the
improved decision making capability of credit scoring has meant that
credit granters can be more precise in their estimates of risk and it is
reasonable to conclude that this has been a factor in more people being
in a position to obtain more credit, more quickly and more easily than
ever before.

Credit scoring systems by their mechanically derived nature do not,
if developed properly, demonstrate the prejudices that were undoubt-
edly expressed consciously or unconsciously by some underwriters
against people from certain sections of society. This is not to say that
well designed credit scoring systems don’t display bias, but where dis-
crimination does exist this is not a conscious design feature and is sup-
ported by statistical evidence. Very little research has been conducted
into the bias expressed by credit scoring systems, but what work has
been undertaken has concluded there is not much support for the
argument that discrimination exists (Avery et al. 2000). Another con-
clusion is that even if credit scoring systems do display bias which
might be considered in some way unfair or unethical, it is of a lower
order than what went before.

On the negative side, as Kempson et al. (2000 p. 17) noted, the
greater accuracy and consistency offered by credit scoring systems also
means that those who cannot gain access to credit face greater
financial exclusion. For those that have difficulty obtaining credit the
situation is further exacerbated because one side effect of credit scoring
has been that different lenders now tend to use very similar credit
scoring systems and data. So perhaps in respect of the self-perpetuation
theory, Harter (1974) did have a point after all.
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5.12 Chapter summary

In this chapter the decision making processes used to assess individuals
when they apply for credit have been explored. Lenders attempt to
forecast the likelihood that a potential customer will be a ‘good’ or
‘bad’ risk and make lending decisions based on this prediction, with
good and bad acting as approximations to profitable and non-
profitable respectively. Every lender has different overheads and oper-
ates at a different level of profitability. Therefore, a customer who is
deemed creditworthy by one lender, may be not be considered credit-
worthy by another.

At one time lending decisions were made purely on the basis of an
underwriter’s subjective assessment of an individual’s creditworthiness.
Today, judgemental decision making is very much the exception, with
most lending decisions being based on credit scoring — the application
of mathematically derived forecasts of future repayment behaviour.
While credit scoring is not perfect, it displays a number of benefits over
and above the judgemental alternative:

e [t provides a more accurate assessment of risk.

e The application of credit scoring within automated decision
systems has led to faster and more efficient processing of credit
applications, which can be managed easily via a centralized
control function.

e Credit scoring is consistent and repeatable.

e Credit scoring does not tend to display the unjustified prejudices
that human underwriters sometimes expressed against certain sec-
tions of society.

5.13 Suggested sources of further information

Lewis, E. M. (1992). An Introduction to Credit Scoring, 2nd edn. Athena Press. This
was the first book to describe in detail the principles and practices behind the
development of credit scorecards and is arguably still one of the best books on
the subject. It does not enter into the detailed mathematics of credit scoring,
instead it focuses on the practical issues involved in the development of credit
scoring models, such as data collection, the definition of goods and bads and
the operational issues involved in implementing scorecards within a lender’s
IT systems.

Thomas, L.C., Edelman, D.B. and Crook, J.N. (2002). Credit Scoring and Its
Applications, 1st edn. Siam. This book provides a comprehensive review of the
mathematical theory underpinning the various techniques used in credit
scoring, as well as the practical issues involved in the development of credit
scorecards. It also comprehensively covers all significant academic literature
relating to credit scoring prior to its publication.
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Credit Reference Agencies

The information solicited from an individual when applying for credit
can on its own provide a reasonable assessment of the likelihood that
they will default on the credit they are applying for. However, what
this information does not provide are details of other borrowing, previ-
ous bankruptcies, cases of default and so on. Since the earliest times,
lenders realized that if an individual had a previous record of default
with one lender, there was a good chance they would default on future
loans taken out with another. The converse was also true. Those who
repaid loans in the past, tended to be good customers in the future. It
therefore made sense to follow a ‘you show me yours and I'll show you
mine’ policy, and to share information with other lenders about the
previous repayment behaviour of their customers.

This chapter focuses on the way in which lenders share data amongst
themselves and in particular, the role of credit reference agencies in
this process. It begins by describing the history of credit reference
agencies, before considering the types of information they hold and
how this information is then used by credit granting institutions.

6.1 The evolution of credit reference agencies

A credit reference agency (also known as a credit bureau) can be
defined as ‘an organizational function that collects, owns or controls
access to information about the financial status of individuals or other
entities.” When someone applies for credit the lender will solicit in-
formation from them directly, but will also request a credit report (or
credit reference) from a credit reference agency. The credit reference
agency will interrogate its databases and any information found about
the individual will be returned to the lender who will incorporate it
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within their decision making process. The act of requesting a credit
report is referred to as a credit search.

Gelpi and Julien-Labruyere (2000 p. 158) describe the first use of con-
sumer credit reports as early as 1900 in the US, with the first credit ref-
erence agencies for consumer information being formed around 1920
and becoming computerized in 1965. In the UK, modern credit refer-
ence agencies emerged at the end of the 1970s and grew out of the
internal data sharing systems of the large mail order catalogue com-
panies. Each company managed a number of separate catalogue brands
and it was possible for a single customer to have several different
accounts with each company. These systems allowed data about differ-
ent accounts to be combined, so that the credit policy for a customer
could be coordinated across all of their accounts. Experian, the largest
provider of credit reference data in the UK in 2005, was formed as a
spin-off from GUS Home Shopping - the UK’s leading mail order cata-
logue retailer at the time. The UK arm of Equifax, the American-owned
credit reference agency, originated from the Gratton and Littlewoods
mail order catalogue customer databases.

It might seem surprising that mail order data provided the basis for
UK credit reference agencies, but in the 1970s credit cards and personal
loans were much less common than they are today, and mail order was
the preferred medium of unsecured lending for many people. Conse-
quently, the computer systems of these companies were state of the art
and geared to dealing with millions of customer transactions a year —
ideal as the foundation of a credit reference agency. The UK’s third
credit reference agency, Callcredit, was formed in 2001.

Although the general types of information maintained by most credit
reference agencies around the world is broadly the same, the precise
information held by credit reference agencies in each country can be
quite different, due to the different legislation and industry agreements
that dictate the uses to which information can or cannot be put. The
main discussion will therefore be limited to the operation of credit
reference agencies in the UK. The differences between the UK, US and
other national situations are discussed towards the end of the chapter.

The information available from each of the three UK credit reference
agencies can be defined as falling into one of three categories.

1. Public information, accessible to the general public. For example,
the Electoral Roll can be viewed by anyone at their local library.

2. Private information, collected by the credit reference agencies from
lenders and other sources, which is not generally available to the
general public.
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3. Derived information, that the credit reference agencies have created
from a variety of public and private sources to produce profiles at an
individual, household and postcode level.

Each of these categories is discussed in more detail in the following
sections.

6.2 Public information

6.2.1 County court judgements, bankruptcies and repossessions

Anyone who is taken to the county court and found liable for unpaid
debts will have a county court judgement (CCJ) registered against
them. CCJs and the more serious cases of bankruptcy are publicly avail-
able information, maintained on a national register by Registry Trust
Limited on behalf of the Lord Chancellor’s Department. A copy of the
register is supplied to the credit reference agencies who maintain
records of all CCJs and bankruptcies for a period of 6 years. The
information held covers:

e When the judgement or bankruptcy occurred.

e The value of the judgement or bankruptcy.

e Whether or not the judgement or bankruptcy has been satisfied;
that is, whether or not the debt has been paid in accordance with
the court’s ruling.

The presence of a CCJ or bankruptcy on an individual’s credit record is
one of the strongest indicators of future risk and almost inevitably
leads to an individual being declined credit by mainstream credit
providers, especially if the debt was recent or for a high value.

While repossession of someone’s home does not necessarily result in
a CCJ or bankruptcy, lenders tend to view repossession with a similar
level of caution. The Council of Mortgage Lenders provides details of
all repossessions of residential properties to the credit reference agen-
cies, including cases where voluntary repossession has occurred.

6.2.2 The Electoral Roll

The Electoral Roll contains details of all adults registered to vote in UK
elections. The Roll is captured in full each year, with monthly updates
to allow people who have moved home to remain registered. The
Electoral Roll is published in two forms. The full register is available for
credit vetting and identity verification. The limited version excludes
people who have indicated that they do not wish their details to be
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used for commercial purposes, and is primarily used by commercial
organizations for the production of mailing lists.

Credit reference agencies maintain both current and historical ver-
sions of the Roll as it can be useful for identity verification purposes to
know that someone was registered at their previous address, even if
they do not appear on the Roll at their current address.

6.3 Private information

6.3.1 Shared customer account data

The largest files held by credit reference agencies are those containing cus-
tomer account information. Each month, lenders provide the credit refer-
ence agencies with the following details about their customer accounts:

e Personal details for identity purposes (account number, name, date
of birth, address and so on).

e The type of product (for example, loan, credit card or mortgage).

e The date the credit agreement commenced.

e The term of the credit agreement (if appropriate).

e The credit line (if appropriate).

e The outstanding balance.

e The current arrears status (up-to-date, 30/60/90 days past due and
SO on).

e Historic arrears status for up to 47 months; that is, the balance and
arrears status 1 month, 2 months, 3 months ago and so on.

e A range of indicators to highlight certain situations or special cases.
For example, where the account closed with a good repayment
record, where there is some dispute with the customer, or where the
customer has entered into a payment arrangement with the lender.

When a credit agreement is terminated and the lender stops supplying
account details, information about the account is maintained by the
credit reference agency for up to six years. Therefore, when a credit
search is performed, the status of completed credit agreements can be
reported.

What is important to emphasize is the very limited nature of the
information provided to the credit reference agencies. Detailed trans-
actional information about how customers use a product, what was
bought, where and for how much is not provided. Product features,
such as the interest rate being charged, the length of any interest-free
period and any annual charge or loyalty schemes are also withheld, as
is security information such as pin numbers and card expiry dates.
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The Standing Committee on Reciprocity (SCOR) exists as an indus-
try body comprising representatives from the financial services industry
and the credit reference agencies. The purpose of SCOR is to define the
‘rules of reciprocity’ specifying the information lenders and credit refer-
ence agencies agree to share and the uses to which shared information
can be put. The rules only allow full account information (meaning
information about good paying accounts as well as those that are delin-
quent) to be used for the purposes of identity verification and credit
vetting. Details of good payment performance cannot be used for mar-
keting purposes to target customers from rival organizations; for
example, in a mailing campaign to attract low risk credit card holders
who maintain high balances (and hence a very profitable customer
segment). However, the use of derogatory credit information is allowed
for the purpose of pre-screening mailing lists to de-select those individ-
uals with a history of serious arrears (3 months or more behind in their
payments). This is in line with the concept of responsible lending by
not encouraging further borrowing by individuals who have a proven
record of financial difficulty.

Lenders are not obliged to provide credit reference agencies with
information (unlike in the US) but it is to their advantage to do so as
the reciprocity rules laid down by SCOR dictate that information
provided by one lender is only accessible by other institutions if they
themselves provide the same level of information in return. For exam-
ple, a lender who simply contributes information about the derogatory
accounts in their portfolio will only be allowed access to the derogat-
ory information provided by other lenders, with positive information
about good paying accounts being withheld. If a lender decides not to
contribute any of its customer information at all, they will be denied
access to all shared information contributed by other lenders. How-
ever, they will still be able to perform a credit search to access other
types of information collected from other sources, such as public
information about CCJs, bankruptcies and the Electoral Roll.

6.3.2 Credit searches

Every time a credit search is performed a record of the search is logged
by the credit reference agency. When another search is initiated at a
later date, the new search will report any previous credit searches that
have been made. People for whom there have been many credit
searches in a short period of time (say five or more over a six-month
period) tend to have a more risky profile than average. This is not to
say they are declined automatically, but that the act of seeking a lot of
credit in a short period of time has a negative impact on their overall
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risk rating, as represented by the credit scores used by most lenders. In
some cases this penalizes people who shop around making tentative
applications for a number of products, each one resulting in a credit
search being recorded. At one time this problem was particularly acute
in mortgage lending because two credit searches would often be per-
formed; one when the preliminary application was made and another
when the customer was ready to progress with a property purchase. In
recent years lenders have had the capacity to inform the credit refer-
ence agencies as to what type of search is being performed (enquiry/
identity verification or full search) and only the full searches are
reported when a subsequent credit search is made. However, there have
been reports that multiple searches are still causing problems for mort-
gage customers who are being declined because they have approached
a number of different lenders for mortgage quotes in a short period of
time (Hill 2004).
The information about credit searches is limited to:

e The date the search was performed.

e The type of product applied for (for example, mortgage, personal
loan or credit card).

e The organization that requested the search.

The outcome of the search (whether the application was eventually
accepted or declined) is not recorded by the credit reference agencies.
Search information is updated on at least a daily basis and is held for a
period of at least 12 months.

6.3.3 Credit Industry Fraud Avoidance Scheme (CIFAS)

The Credit Industry Fraud Avoidance Scheme (CIFAS) is an industry-
funded organization that maintains details of known and suspected
cases of fraud reported to it by member organizations, and copies of the
CIFAS database are made available to the credit reference agencies.
When a credit search is undertaken by a CIFAS member, then if the
subject of the credit search has a CIFAS record - indicating that
the individual has previously been suspected of acting fraudulently —
this will be reported as part of the search. It is important to note that
the majority of CIFAS information relates to cases of suspected fraud
that were declined before any fraudulent act was committed, not where
proven cases of fraud have occurred. Therefore, lenders are obliged not
to use CIFAS information as the sole reason to decline an application.
Rather, a CIFAS indicator returned as part of a credit search should lead
to the application being referred for further investigation.
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6.3.4 Gone Away Information Network (GAIN)

The Gone Away Information Network (GAIN), which is also managed
by CIFAS, records cases where people in arrears have moved address
without informing the lender. If at some point in the future the indi-
vidual’s new address comes to light then GAIN will flag up the case and
alert the lender with whom the original default occurred, allowing them
to pursue the individual for the debt. GAIN works by detecting when
the absent borrower inadvertently makes their new address known and
relies upon member organizations providing details of their customers’
addresses and changes of address. Consider the case of an individual
who has a credit card from one lender and a personal loan from
another. When the individual moves address they stop repaying the
loan and fall into arrears. When the loan company makes attempts to
recover the debt, they discover the individual is no longer resident at
the original address and informs GAIN of their ‘gone away’ customer.
Then, if the individual has maintained their relationship with the credit
card company, the credit card company will pass on the change of
address details to GAIN, who in turn informs the loan company.

6.3.5 Notice of correction

The Consumer Credit Act 1974 and the Data Protection Act 1998 give
anyone in the UK the right to receive a copy of any information about
them held by a credit reference agency. If the information is clearly
wrong, then the credit reference agency is legally obliged to correct it.
However, if the information is believed to be correct, an individual still
has the right to record a short ‘notice of correction’ statement against
the item, stating why they disagree with it and/or specifying any
special circumstances they believe should be taken into consideration
if they apply for credit again in the future. If a notice of correction is
present on a credit report a lender must review the application manu-
ally before making a final decision. However, the lender is under no
obligation to make a different decision from the one they would have
made if the notice of correction had not existed.

6.4 Derived information

6.4.1 Geo-demographic and socio-economic data

A large number of public and private surveys are undertaken in the UK
each year, capturing information about individuals’ and households’
behaviours, preferences and lifestyles. Some are undertaken on behalf
of the government, some by well-known institutions such as MORI
and some on behalf of the credit reference agencies. Records of all UK
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directors, incomes by region, census data and an array of other in-
formation is also publicly available. Credit reference agencies have
combined this information with credit data to produce demographic
measures at individual, household and postcode levels. For example,
Experian’s MOSAIC classifies each postcode (representing about 20
households) into one of 60 or so classifications with titles such as
‘sprawling sub-topia’ and ‘middle rung families’ giving information
about the socio-economic profile of the people who live in these areas.
While the primary use of these types of classification tools are for mar-
keting purposes, to identify population segments most amenable to
different products and services, they have also been found to provide
some additional insight into the risk profile of individuals.

6.4.2 Credit scores

In maintaining large and diverse databases about the current and his-
torical behaviour of individuals, credit reference agencies are well-
positioned to construct generic scorecards (also referred to as bureau
scorecards) representing the general risk profile of an individual. The
scores generated by these scorecards are termed bureau scores. An
example of a bureau score would be a score that provides an estimate
of the likelihood of a credit card applicant defaulting, that could be
used by any credit card provider. Due to the amount and diversity of
information held by the credit reference agencies, these scores are
usually more accurate than a credit score that an individual lender
could construct using only their own customer databases, and many
lenders will use them either in conjunction with, or instead of, the
credit scores generated by their own in-house scorecards. Bureau scores
are also of particular worth to lenders in start-up situations where they
do not have sufficient account information available to construct their
own scorecards.

Information about individuals can change daily as updates are made
to the databases maintained by the credit reference agencies. Conse-
quently, bureau scores are not always maintained within a credit ref-
erence database, but generated dynamically as and when a client
organization requests it. One side effect of the dynamic nature of these
scores is that there is no requirement for a credit reference agency to
provide them under data protection legislation, if they only exist at the
point in time that a lender requests them. However, the individual
does have some recourse because lenders who use bureau scores will
tend to store them within their own IT systems and should report
them to the individual upon a request being made under the Data
Protection Act.
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6.5 Performing a credit search: matching applicant and credit
reference data

When a credit search is made, the standard method of enquiry is via a
computerized data link. The applicant’s details will be entered into the
lender’s application processing system, which then transmits the name,
address and date of birth of the applicant electronically to one or more
of the credit reference agencies to commence the search process.

Whereas in countries such as the US and Norway, social security
numbers are widely used to uniquely identify an individual, in the UK
there is no reliable national identity number. The nearest potential
equivalent is the National Insurance Number, which in theory is unique
to every individual. However, there are approximately 21 million more
numbers in circulation than there are people in the population and
these additional numbers are widely used by fraudsters (Watt 1999).
Therefore, when an organization requests a credit search, the search is
based on the name, address and date of birth of the applicant.

The matching algorithms used by the credit reference agencies are
generally very good and are continually refined; however, the match-
ing process can be complex and there can be ambiguities resulting in
incorrect data being associated with an individual. Figure 6.1 demon-
strates the type of differences that can occur.

Common sense would suggest that it is probably the case that all of
these records belong to the same Steven Finlay, but it is impossible to
be 100 percent certain. When dealing with tens or hundreds of mil-
lions of individual records some cases are bound to arise where data
will be incorrectly matched. Mis-matches arise for two reasons. First,
data coming from different sources may be captured in different
formats. Second, data can be incorrectly keyed by data entry staff.
While the number of mis-matches is probably very low in percentage
terms, with around 140 million credit searches being performed each
year in the UK (Callcredit 2001), it only takes a very small percentage
of errors to lead to a significant absolute number of cases being
reported.

Figure 6.1 Differences in Name and Address Data

Mr Steven M Finlay
11 Greenfield Drive
Allerton

Liverpool

L10 4EL

DOB 12/05/1973

Mr Stephen N Finley
11 Greenfield Drive

Liverpool
L10 4EL
DOB 05/12/1973

Mr Steven M Finlay
11a Greenfield Road
Allerton

Liverpool

DOB 05/12/1937
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Cases of people having difficulty obtaining credit or being pursued
for debts that are not theirs due to incorrect name/address matching
are reported from time to time in the press and it is reasonable to
assume that the number of reported cases is only a small proportion of
the actual cases where errors have occurred. This is due to two reasons.
First, it is probable that most disputes over data are resolved without
recourse to the media. Second, people are only likely to become aware
of errors in their credit record when it results in an application for
credit being rejected: there is little incentive to check one’s credit
record if everything is fine. One option for credit reference agencies
would be to tighten their matching criteria. However, if the matching
criteria are too tight, correct information may be discarded because of
minor differences between the information provided by the lender and
that held by the credit reference agency. Credit reference agencies are
therefore always sitting on a knife edge between being too strict and
not reporting data that actually belongs to the individual (and which
may actually improve the individual’s credit rating) and being too
relaxed and matching data which belongs to another individual with
similar details.

Once data has been collated it is returned, usually electronically, to
the lender. The data is then available to be used within the lender’s
decision making systems. The entire search process usually takes only a
few seconds and is completely transparent to the applicant who may
be making an application in real time in a branch, over the phone or
via the internet.

6.5.1 No trace cases

If an individual is not on the Electoral Roll and does not have any pre-
vious history of credit, a credit search will not return any information
about them. There is said to be no trace of the individual at the
address. This probably occurs in 3-5 percent of all credit searches. No
trace cases sometimes lead to further information being sought by the
lender, via some form of manual processing to confirm the applicant’s
address, or to obtain references and then for an underwriter to make an
assessment of the application. Alternatively, the application may be
declined automatically, as some lenders take the view that having no
information about an individual is correlated with a high risk of
default or, do not consider it worth the time and effort (and hence
cost) to sift through these cases manually.
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6.5.2 Previous addresses, linked addresses and joint applications

Credit reference data is matched to an individual on the basis of the
person’s name, address and date of birth. Therefore, if a person moves
home, all existing credit data will become disassociated from the indi-
vidual and will not be reported as part of a credit search undertaken at
the new address. This situation is partly rectified by the individual
informing lenders with whom they have existing credit relationships
of their new address, because each lender will in turn pass the details
on to the credit reference agencies. However, given that institutions
only provide account information on a monthly basis, it could be
several weeks before a credit reference agency records the address
change. There is also the issue of old credit agreements, accounts in
default and county court judgements, which the applicant is unlikely
to inform the lender about and thus remain registered at the old
address. Therefore, a credit search performed shortly after a change of
address (which is common after a house move when people seek to
fund the purchase of new fixtures and fittings) may still not result in a
full credit report being produced. Common practice is to request that
the applicant provides details of their previous address(es) if they have
moved within the last 3 years (3 years is a rather arbitrary, but widely
used period of time) and for credit searches to be performed at these
addresses. The information from all the applicant’s addresses is then
pooled and provided to the lender as a single credit report.

If an individual fails to declare a previous address on the application
form, but has recorded an address change with at least one lender with
whom they have an existing relationship, or have had their Electoral
Roll record updated, the credit reference agency is able to create an
address link. An address link is a record of an address change and the
old and new addresses. Once this link has been established it is then
possible to retrieve all credit data relating to both addresses, even if the
applicant does not disclose their old address as part of a new credit
application.

If a credit application is made in two or more joint names, it is nor-
mal practice to initiate a separate credit search for each applicant and
to consider the joint information returned. It is therefore possible that
for a single application for credit where there are two applicants who
have moved home several times, what on the surface appears to be a
single credit search actually consists of a number of subsidiary searches
which are amalgamated to produce a single credit report. This has cost-
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ing implications as lenders may be charged for each subsidiary search
performed.

6.5.3 Third party data

Data about individuals other than the applicant that is used to make
decisions about the applicant, is termed third party data. At one time
credit reference agencies reported data at a household level. If a person
moved into a house where a current or previous occupant had a poor
credit record, the new resident would be associated with this informa-
tion and would be likely to experience difficulty obtaining credit.
Thankfully, this practice was discontinued many years ago. However,
until 2004 it was still permissible to use information about anyone
with the same surname who lived at the applicant’s address, regardless
of whether a financial association existed between them. While this
might seem reasonable in some cases, such as a husband and wife, it
raised issues about other associations. Should a son or daughter be
disadvantaged when seeking credit because of the parents’ debts, or
indeed vice versa? Or what about the case of two unrelated people with
the same surname renting rooms in the same house? The use of most
third party data was eventually deemed unlawful under the Data
Protection Act 1998 and by October 2004 all organizations should have
discontinued using the majority of third party data within their deci-
sion making systems. Today, the use of third party data is only per-
missible in a limited set of circumstances that can be represented
diagrammatically, as shown in Figure 6.2.

Firstly, following the left hand branch of Figure 6.2, if an individual
applying for credit chooses to ‘opt in’ (for example via a check box on
the application form) the data returned by the credit reference agency
will include data about other individuals living at the applicant’s
address with whom there exists a known financial association; that is,
some current or historic record of a joint credit agreement or a joint
credit application. This is regardless of whether the two people are
related or share the same surname. If two friends buy a house together
and share the mortgage, and one of them applies for a mail order cata-
logue account and opts in, the credit report would also contain the full
credit history of the other person (the associated third party). This will
include not just details of the shared mortgage, but any other credit
commitments they have held, either individually or jointly, at any
time in the past.

If a credit report returns only very limited data about an individual,
the individual is said to have a ‘thin credit file.”! If on the basis of this
limited data the lender would decline the application, the lender is
then permitted to use information about other people with the same
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Figure 6.2 Logic for the Use of Third Party Data

Data provided
by applicant

A

Initiate credit search

Yes No

Opt in
selected?

A 4

Use applicant’s data
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surname living at the applicant’s address, regardless of whether or not
a proven financial association exists; that is, if the lender finds positive
information about other family members living with the applicant,
this can be used to change a preliminary decision to decline the appli-
cation to one to accept it. However, because the information relates to
financially unassociated individuals, it is only allowed to be used in an
amalgamated form, such as a credit score. Lenders are not allowed to
look at the specific details of the unassociated individual’s account
history, only some overall measure of how the information impacts on
the applicant’s risk profile.

If on the other hand, the applicant declines to ‘opt in’ (or a lender
does not ask the question) the logic shown in the right hand branch of
Figure 6.2 is followed. The applicant is asked to confirm that to the
best of their knowledge they are not financially associated with anyone
living at their address who has a previous history of serious arrears,
default or bankruptcy and the lender is only allowed to use informa-
tion relating to the applicant to make their decision. The exception to
this is if the credit reference agency reports that, despite the applicant’s
denial, derogatory information about a financially associated person at
the applicant’s address does exist. In this case, only derogatory in-
formation relating to the associated individual can be used, and again,
only in an amalgamated form such as a credit score. Therefore, given
that in the ‘opt out’ case only derogatory third party data can be used,
it can be assumed lenders will only use this data to override a prelimin-
ary decision to accept an application to one to decline it. Information
relating to other individuals at the address with the same surname,
where no financial association exists, cannot be used in any form if the
opt in option is not selected.

It is worth noting that while it can be argued that the exclusion of
unassociated third party data is a good thing from privacy and civil
liberties perspectives, if an applicant is classified as a no trace case,
knowing that other family members living with the applicant have
good repayment histories is likely to improve the individual’s credit
score and hence their ability to obtain credit.

6.6 The role of credit reference agencies in credit granting
decisions

All credit reference agencies maintain publicly that they act purely as
providers of information, with all decisions about whether an indi-
vidual is accepted or declined for credit being entirely the responsibil-
ity of the lender. While this position is factually correct, it is worth
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pausing to think about the types of information provided by credit ref-
erence agencies. In particular their bureau scores, which provide meas-
ures of an applicant’s likelihood of default.

The constituents of the bureau scores and the details as to what
features of the applicant lead to high or low scores, are determined
entirely by the statistical analysts in the credit reference agency’s
employ. The financial institutions that use bureau scores have no say
about how they are constructed, and all they see is the final score, not
the components that comprise it. Therefore, if certain types of appli-
cant receive very low bureau scores? that are passed on to the lender,
the only logical decision the lender can make is to decline them. One
could argue that those who are heavily reliant upon bureau scores are
only going through the motions of making a decision. In effect, the
decision has been made by the credit reference agency in all but name.

It is also a widely held belief that credit reference agencies maintain
blacklists, with any individual who appears on the list being unable to
obtain credit. Again, in a strict sense this is not true. However, some
items of information are so predictive of bad risk that any individual
who has that characteristic will undoubtedly be declined by any main-
stream lender. For example, in the author’s experience any individual
who has had a county court judgement for more than £500 within the
last 12 months would almost certainly fall into this category.

6.7 Using credit reference data to reevaluate existing customers

Many lenders reassess accounts at the monthly cycle point when cus-
tomer statements are produced, in order to make decisions about
changes to credit lines, interest rates, or the marketing of additional
products and services. Any new offers or account changes can then be
communicated to the customers with their monthly statement letter.
Credit reference data may be incorporated into this decision process,
usually in the form of some sort of credit score. Lenders provide a file
of accounts, on a daily or monthly basis, to which the credit reference
agency attaches relevant information and credit scores. Lenders are
particularly interested in cases where the customer has a good repay-
ment record with them, but where there is evidence of current
payment problems with other lenders. In this situation the lender will
be unlikely to want to offer a customer an increased credit facility or
market new products to them.

Another area where credit reference data is of use is within debt col-
lection departments. If the only debt the customer has is to you, then
there is arguably more scope for taking time to recover overdue pay-
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ments and managing the customer back to being a good and profitable
source of business. On the other hand, if the customer also has other
debts, it may be prudent to try and recover as much money as quickly
as possible before other lenders start making demands, or to tailor the
collections activity in such a way as to make it more appealing for
them to repay your debt rather than that owing to other creditors.

6.8 Infrastructure requirements for credit reference agency
operation

In 2005 Experian UK held more than 400 million separate records
(Experian 2005) covering the UK’s 46+ million adults — an average
of about 9 records per person. However, as noted earlier, the amount of
data actually held in each of these records is relatively low. Even the
records of customer account history contain only a few dozen entries
about the status of month-end balances and arrears. To put it another
way, the average credit report contains less information than is con-
tained in this paragraph. Taking 100 bytes of information to be the
average amount of space required to store a credit record using efficient
storage mechanisms, a credit reference database containing 400 million
records would require around 40 gigabytes® of storage space.

Storage requirements are only one aspect of database design. Other
issues include the volume, frequency and type of transactions being
processed. With around 100 major organizations (and numerous
smaller ones) making around 140 million credit searches a year in the
UK, a credit reference agency with 50 percent of this market would
need to process an average of three requests for credit reports per
second,* with each search resulting in an average of about 900 (9 * 100)
bytes of data being generated and supplied to the lender; although at
peak times, such as mid-afternoon on Saturday or in the run up to
Christmas, demand could be expected to be several times higher. Data
links between lenders and the credit reference agencies can be via a
dedicated communication link, which is common for volume users
making thousands of search requests a day, or through a standard
internet connection.

Updates to credit reference agency databases tend to be instigated as
batch processes on a nightly basis when search demand is low and
spare processing capacity is available, which is common practice for
many operational databases. Most of the data within a credit reference
database is static, and only about a quarter of records on the database
represent active account records that are updated when new balance
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and arrears information is provided each month. Therefore, only about
100 million of the 400 million records in the database will be subject
to change in any given month and these changes will occur through-
out the month, not just at month end.

A credit search facility is seen as critical to the financial services
industry. Therefore, reliability and downtime must be kept to a min-
imum. 24 hour support staffing and dual site disaster recovery capabil-
ity are required, as is monitoring and maintenance of the data links
between the credit reference agency and its clients. In support of its
services, a credit reference agency also requires a data management
function (tape library) to manage and monitor data as it is collated
from different sources and a customer services facility to deal with
sales, the setting up of new client data links, client queries, fault resolu-
tion and to manage queries from the press and general public. A statis-
tical analysis unit is also required to monitor and report upon the data
held by the agency and to develop generic credit scores from the raw
credit data.

6.9 The myth of complexity

Credit reference databases are often represented in the media and by
the credit reference agencies themselves as massive databases contain-
ing an almost infinite quantity of highly detailed personal information
about the entire population. There is no doubt that these databases are
large, and when computerized credit reference databases were origin-
ally developed in the 1960s and 1970s they may well have been
amongst the most massive commercial databases in existence. How-
ever, comparison to databases maintained in other areas suggest that a
credit reference database is several orders of magnitude smaller in size
and complexity than the largest commercial databases in existence
today. Fernandez (2003 p.344) asserts that commercial databases
of 100 gigabytes are common and Hand et al. (2001 p. 19) describe an
11 terabyte® database of retail customer transactions and a telecoms
company database processing 300 million transactions per day.

Where observers may have become confused is in the difference
between the financial information provided for credit assessment, and
other information held by credit reference agencies for other purposes.
Credit reference agencies, by their nature, have IT infrastructures that
are suitable for handling business information from a variety of differ-
ent sources in different formats and database structures. They are used
to dealing with differing types of information and know how to inte-
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grate it in a usable, business friendly format. They have used this tech-
nological pragmatism to amass information relating to a range of other
uses, not directly connected to the consumer credit market. For exam-
ple, both Experian and Equifax hold census data and large quantities of
consumer survey data. This has been used to create profiles of con-
sumer preferences and behaviours for most of the UK population. The
information is then used to provide database marketing services to a
wide range of organizations to enable them to target those individuals
who have a high propensity to use their products and services.
Experian UK also holds details of over 80 million vehicle transactions
from the DVLC that are used to form its car data check service, as well
as maintaining the CUE insurance database containing details of most
car and household insurance claims made against UK insurers.

So while the overall volume of data maintained by these organizations
is growing ever larger, the credit referencing component, while growing
in absolute terms, is becoming an increasingly smaller part of the credit
reference agencies’ wider commercial operations and to some extent the
title ‘credit reference agency’ has become a misnomer - ‘information
conglomerate’ is perhaps a more apt term to describe these organizations
and their activities. Where observers do perhaps have some right to be
concerned is with the moves credit reference agencies have made to inte-
grate and combine information from across their business interests and
the uses to which such information might be put. For UK and other
European nationals there is strong protection in the form of data protec-
tion legislation. However, legislation in other countries varies and can be
weaker and more patchy in the protection it affords.

6.10 The credit reference agency business model

All UK credit reference agencies are run as commercial concerns, but
financial institutions provide information to them at no charge. They
are then charged a fee every time they ask for a credit search to be
carried out. Fees typically range from a few pence per search for vol-
ume users making millions of searches a year, to several pounds for
those making only a few hundred. However, search fees are negotiated
on a one-to-one basis so it is to be expected that two companies
making the same volume of credit searches each year might pay two
very different prices.

In 2001 the UK credit referencing market was estimated to be worth
in excess of £120m per annum (Callcredit 2001) and yet the costs asso-
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ciated with setting up a credit reference agency are only of the order of
£2-£3 million.® The question for many observers must be why there
are not more credit reference agencies competing for a share of the
market, rather than the oligarchy that exists in the UK and many other
countries. As it stands it is hard to believe credit reference agencies
operate at the most economic level for financial institutions and hence
the consumer. The main difficulty for any new player is the market
inertia resulting from the way in which the pooled account data sup-
plied by lending institutions is managed. In order for a new credit ref-
erence agency to be successful all, or almost all, of those who currently
contribute to the established agencies must also agree to contribute
data to the new agency. If even one or two of the larger lenders decline
to provide data then the new agency will be at a significant disadvan-
tage as it will be unable to provide credit reports offering as compre-
hensive a picture of customer behaviour as that supplied by the
established operators.

There are no technical or business reasons for not supplying data to
another credit reference agency and the additional cost of supplying
the few hundred megabytes of customer account data each month, via
internet, DVD or any other medium is negligible. One would think
that lenders would not hesitate to do so believing that greater compe-
tition would lead to lower costs and better service levels. The real
answer is probably more subtle and may be due to the traditionally
conservative nature of the banking and financial services industry
and may explain why in the UK, Callcredit was unable to secure a
significant share of the credit referencing market for some consider-
able period of time, despite apparently offering technically superior
services.

One possible way to open up the credit referencing market would be
for financial institutions to operate the core data sharing task as an
industry joint venture. Credit reference agencies would then be able to
purchase data from a single source that would cover the cost of the
service. They would then be in a position to profit from the provision
of added value services such as alternative representations of the data,
software for the supply and manipulation of data and statistical and
consultancy services around the use of the data. There is precedent for
this type of cooperation between financial institutions. As discussed in
Chapter 4, the VISA and MasterCard networks both operate as joint
ventures, funded by industry contribution and managed by represent-
atives chosen from amongst the member organizations.
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6.11 US credit reference agencies

US credit reference agencies are the oldest and most established in the
world. At one time there were over 2,200 credit reference agencies
operating mainly within individual cities or states; but by 1996 this
had coalesced into the three national agencies in the market today;
Equifax, Experian and Transunion (Cate et al. 2003 p. 3). As in the UK,
all credit reference agencies are managed as commercial concerns.
Many smaller organizations still describe themselves as credit reference
agencies, offering credit referencing services, but these tend to act in an
intermediary capacity, negotiating the collection and supply of data
between lenders and the three main players.

The operation of credit reference agencies is regulated by the Fair
Credit Reporting Act of 1970 (Amended 1996) and the Equal Credit
Opportunity Act 1974 (Amended 1976) which were introduced to deal
with the way in which the credit reference agencies collect, maintain
and report on consumer credit information and the type of data that
can be used in the credit granting process. The information held by the
US agencies is more comprehensive than in any other country. All
major lenders contribute fully to the credit reference agencies and
where organizations have tried to prevent or limit the supply of data,
legislative action has been threatened to force them to do so (Lee
2003). The data held by the credit reference agencies is broadly consist-
ent with that held in the UK in terms of shared data, bankruptcies,
credit searches and so on, but there are also a number of additional
items of data which include:

e Current and previous employer details.

e Salary details.

e Tax liens (A tax demand which lays claim to an individual’s assets
in lieu of unpaid taxes).

e Residential status.

¢ Name of spouse.

e Phone number(s).

e Drivers licence number.

e Social security number.

The presence of a social security number assists in the matching
processes and should in theory reduce the incidents of mis-matched
information which can occur in the UK. With a richer collection of
information available and no limitations on the use of third party data,
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the predictive power of bureau scores tends to be very good and are
relied upon by lenders to a greater extent than in the UK. The most
common of these are the FICO scores developed by the Fair Isaacs
Corporation that are applied across the databases of all the credit refer-
ence agencies.

Account information about individuals is held by the credit reference
agencies for 7 years and details of bankruptcy can be legally held for up
to 10 years.

Unlike the UK there are no restrictions on the use of full credit data
for marketing purposes. Consequently, there is a prevalence of pre-
approved credit offers, with credit providers promoting their products
to customers with the guarantee of acceptance. This is possible because
the information used in credit vetting is the same as that available to
marketers when the pre-approval offer is made. A full credit report is
produced at the time the marketing campaign is instigated and only
those who would be accepted for the product are targeted.

6.12 Other national situations

Credit reference agencies exist in over 70 countries and new ones are
being established every year in regions where they do not currently
exist. Many of these are being set up by Equifax or Experian, who can
be viewed as global information companies. Others are being created
by governments or central banks as publicly managed services. Miller
(2003 pp. 29-33) carried out surveys of public and privately operated
credit reference agencies and reported that of 77 countries which
reported having one or more credit reference agencies, in 41 cases a
public credit reference agency existed and in 44 cases there was at
least one privately owned credit reference agency. In some cases
public and private agencies co-existed, such as in Germany and
Brazil. Miller also observed that public agencies tended to be more
limited in the information they provided. They tended to focus on
arrears or default cases and often excluded details of small loans
below some minimum value. In some cases public agencies only held
details about current account status and no information about the
historical status of accounts. Privately run agencies were reported to
be more likely to maintain detailed account information, including
details of good repayment behaviour. However, in most cases pub-
licly maintained agencies provided their information for free, being
supported in their activities either by general taxation or by industry
contribution.
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In the main, consumer credit markets are less well developed than in
the US or UK and this is reflected in the amount of information that is
maintained by the credit reference agencies and the services they
provide. In some countries, such as Australia, France and Germany,
only ‘negative’ information concerning serious arrears and default
accounts is shared with the agencies, effectively providing a screening
service to enable lenders to identify those with a poor repayment
history, but not allowing more subtle distinctions to be made between
borrowers with a good record of repayment. This restricts the capacity
to apply complex customer segmentation strategies, such as pricing for
risk.

6.13 Secondary uses of credit reference data

The credit reference agencies have come to realize that data initially
used for credit assessment is useful for a variety of other purposes, par-
ticularly those relating to the ‘character’ and identity of individuals.
Identity verification is perhaps the most prominent area where credit
data is proving to be of worth, and in the US credit reference agencies
provide identity verification services in support of the USA Patriot Act
2003, requiring financial services companies to verify the identities of
their customers. For credit card lending in the UK, a separate source of
verification of name and address is a mandatory requirement under
money laundering regulations. At one time this would have meant
providing a recent utility bill, bank statement or similar document, but
today a credit reference agency can provide this verification by match-
ing an applicant’s details to the Electoral Roll or to credit accounts held
by the individual.

Many organizations will ask for a credit report when considering an
individual for a job posting, particularly in the financial services indus-
try where the financial probity of the employees is seen to reflect on
the company. This practice has been established in the US for many
years and is becoming increasingly common in the UK and elsewhere.

In the US insurance market, credit data is routinely used in assessing
the likelihood and magnitude of claims, since there is a proven correla-
tion between the risk of default on a credit product and the risk of
making an insurance claim and/or the size of the claim (Kellison et al.
2003). Why this should be the case is somewhat unclear, but one
might hypothesize that the ‘character’ component of credit assess-
ment, considering the willingness and intent to repay, is closely
aligned with the honesty and care people display in other aspects of
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their lives. For example, they are less careful drivers and have more
accidents, or they make claims against property which has been delib-
erately damaged, or where a real claim has occurred there is a tendency
to inflate the value of the claim. In the UK the use of credit data for
insurance is relatively limited, in part due to the Standing Committee
on Reciprocity agreement which limits the sharing of data to con-
tributing organizations — a limitation not present in the US. However,
public information, such as details of county court judgements and
bankruptcy, are increasingly being used by UK insurers to estimate
measures of risk.

6.14 The impact of credit reference agencies

Credit reference agencies have undoubtedly had a major impact on the
range, diversity and pricing of consumer credit products. For the
lender, they provide a more comprehensive picture of the individual’s
ability to repay debt than would ever be available from the lender’s
own files. Consequently, the volume of bad debt experienced is much
reduced and a wider range of products can be offered to more people.
In particular, lenders can afford to offer credit to individuals with
whom they have had no previous relationship, but with whom they
can establish that a good relationship has existed with another lender.

To quantify the benefit credit reference data provides, Miller (2003
p-52) questioned lenders from a number of different countries and
reported that without access to credit reference data, lenders believed
default levels would be at least 25 percent higher, and that the time
taken to process credit applications would increase considerably. More
quantitative work by Barron and Staten (2000) simulated the difference
in loan acceptance rates between US and Australian lenders for a
4 percent delinquency rate. They concluded that the additional data
available to US lenders, but disallowed through legislation in Australia,
allowed them to acquire 11 percent more business than their Austra-
lian counterparts on a like-for-like basis. However, this does not neces-
sarily translate to an 11 percent increase in profit. The additional
11 percent may represent marginal cases that previously would have
just been declined, but are now just deemed acceptable.

Credit reference data is also very important to new entrants in con-
sumer credit markets, particularly where there is insufficient informa-
tion for them to construct their own credit scores. This means they are
protected to some extent from the increased bad debt that is associated
with a young portfolio after a new product is launched. As Shaffer
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(1998) describes, new credit products tend to attract a disproportionate
number of high risk applications from individuals who have previously
been rejected by other lenders, or who have fraudulent intent, and
who view the new lender as an easy target. Being able to accurately
evaluate individuals in this situation, by reviewing their past behaviour
with other lenders, reduces bad debt and start-up costs and hence eases
the path for new entrants into the market.

For individuals with a good credit history, the improved ability of
lenders to discriminate through the use of credit reference data has had
a positive impact on product pricing. Reduced levels of bad debt means
lenders can operate at lower margins and offer better priced products
than would be the case without full knowledge of the individual’s pre-
vious credit history. However, there is an argument that social and
financial exclusion have become more of a problem, especially when
credit reference data is combined with credit scoring. If credit reference
information about an individual is available, then a lender is in a situ-
ation to evaluate that information, determine the risk and make an
appropriate lending decision. However, if no information is held by a
credit reference agency (the no trace case) lenders will in many cases
decline the application. Thus having a good credit history generally
leads to the ability to obtain further credit, but obtaining credit for the
first time can prove difficult.

6.15 Chapter summary

Credit reference agencies collect and manage information about the
credit histories of individuals and their ability to repay debt. When a
lender assesses a new application for credit, they will usually carry out
a credit search to obtain this information and then use it in conjunc-
tion with their own data to make the lending decision.

The information maintained by credit reference agencies in different
countries depends on local market conditions and national legislation.
However, most credit reference databases contain details of bankrupt-
cies and the current delinquency status of accounts. Those in more
developed markets, such as the US and UK, contain more comprehens-
ive information about individual accounts; for example, credit lines
and an ongoing record of historic repayment behaviour over several
years.

The amount of financial information held by credit reference agen-
cies about individuals, even in the US, is fairly limited. They do not
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supply information about individual financial transactions or purchas-
ing preferences for the purpose of credit vetting.

The information provided by credit reference agencies greatly
improves the ability of lenders to assess the risks associated with both
new and existing customers. Without access to credit reference data,
the volume of delinquency and bad debt suffered by lenders would
undoubtedly be greater than it is, and access to credit by the general
public would be significantly lower and more difficult to obtain.

The commercial organizations that maintain credit reference data
have in the late 1990s and 2000s extended the scope of their opera-
tions to cover almost any commercial purpose requiring personal or
geo-demographic information and the differences between credit data
and other data held by these organizations is becoming increasingly
blurred. In particular, credit reference agencies are providing services to
governments, marketers, insurers and employers for a range of pur-
poses, such as target marketing, employee vetting, insurance assess-
ment and identity verification.

6.16 Suggested sources of further information

Miller, M. J., ed. (2003). Credit Reporting Systems and the International Economy,
1st edn. MIT Press. Miller collates information about public and private credit
reference agencies from around the world, describing the types of information
they hold and the relationships between credit reference agencies, govern-
ments and financial institutions. The book also covers much of the academic
literature about the value and impact of credit reporting systems to financial
organizations and national economies.

Experian (2005). http://experian.magnitude.co.uk/index.htm. This Experian
website provides general consumer information about the different types of
data they and other UK credit reference agencies hold. For a small fee,
Experian will provide members of the public with a credit score and an expla-
nation of any negative factors that contribute to a low score. As Experian
points out, this is not the actual score used by lenders, but one which has
been constructed to give a general indication of an individual’s risk profile.
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Credit Management

Credit management is about the practical day-to-day activities required
to run a modern consumer credit business. In this chapter the activities
of the different business functions responsible for credit management,
and the systems and processes they employ to manage the customer
relationship are introduced within the context of the credit lifecycle.
The credit lifecycle represents the different stages in the life of a credit
product, as shown in Figure 7.1.

Some contact usually occurs between an individual and a lender
prior to a credit agreement being entered into — via promotional activ-
ity or an enquiry from the individual — but the relationship proper
only begins at the recruitment phase when a lender receives a credit
application, decides to accept it, and a credit agreement is signed by
the customer. The lender will then create some form of account record
to maintain details of the current and historical status of the agree-
ment and this will be used as the basis of the account management
phase of the lifecycle as repayments are made, further credit advanced
and other products and services are marketed to the customer. For
some small and sub-prime lenders account records may be paper-based,
but for all major credit granting institutions account records will be
maintained within some sort of computerized system.

If a customer breaches the terms of the agreement, causing their
account to becoming delinquent, collections action will be taken in an
attempt to nurse the account back to a healthy up-to-date status. If this
fails, the account enters debt recovery, where the objective is to recover
as much of the outstanding debt as possible before terminating the
agreement.

The life of a credit product ends in one of two ways. Either the agree-
ment ends naturally when all outstanding debt has been repaid and
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Figure 7.1 The Credit Lifecycle
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the account is closed, or if collections and debt recovery action fail to
bring a delinquent account back into line, the outstanding debt is
written-off or sold to a third party debt collector.

Figure 7.1 shows that there are four major areas of credit manage-
ment that any credit operation must deal with; recruitment of new cus-
tomers, account management, collections and debt recovery. These are
discussed in turn in the next four sections. In the final section the roles
played by different organizational functions in managing credit agree-
ments across the credit lifecycle are discussed.

7.1 Recruitment

In order to convert a credit applicant into a new customer during the
recruitment phase, a number of processes need to be undertaken.
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Figure 7.2 Application Processing System
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Information about the applicant needs to be collected, a lending deci-
sion made and the administrative tasks performed that are required to
finalize the agreement and open an account. For all major lenders an
application processing system, as shown in Figure 7.2, will be at the
heart of their recruitment process.

In Figure 7.2, the data management unit controls the flow of data
between different areas as the application progresses. Data collected
from the applicant by the operational areas will need to be matched to
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the company’s databases of existing customers, pending applications
and completed applications. If a credit report is required, then the data
management unit will manage the process of obtaining one from a
credit reference agency and processing the data returned. New data
fields will also be derived. For example, the applicant’s age will be cal-
culated from their date of birth and the application date to ensure that
credit is not advanced to people who are under 18.

The decision engine is a piece of specialist software that processes
data passed to it by the data management unit and then applies deci-
sion making rules to the application. These decisions are then acted
upon by the operational areas. The decision engine might, for example,
decide that not only should a telephone applicant be accepted because
of their high credit score, but because the credit score is so good, the
customer should be up-sold from a gold to a platinum version of
the product. A decision code would be assigned and passed to the cus-
tomer contact centre, via the data management unit. The telephone
operator’s screen would then be programmed to display a suitable
message prompting the operator to ask the applicant if they would be
interested in the platinum rather than gold version of the product.
Alternatively, the decision engine may identify cases that need to be
assessed manually by the underwriting team, or suspected cases of fraud
that need to be dealt with by the fraud team.

While the decision to lend can be made very quickly in principle,
supporting processes that must be undertaken before funds can be
released to the customer can take a considerable period of time to com-
plete. Therefore, the system caters for applications to be held in a
pending state. For postal, phone and internet applications, a credit
agreement must be sent to the customer to be signed and returned.
This could take several days or weeks and, in some cases, may never be
completed if the applicant decides they no longer want the product
they applied for. If the application is completed, the details of the
application will be archived for future analysis, or used to spot repeat
applications by the same individual in the future. Where the applica-
tion has been accepted and a credit agreement signed, details are
passed to the account management system where an account record is
created and the relationship managed on an on-going basis.

7.1.1  The credit granting decision process

To the customer, the decision to grant credit can appear straight-
forward, often made in real time in a few seconds. However, behind
the scenes the decision granting process is more complex, involving a
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number of separate steps and multiple decision points that are con-
trolled by the logic contained within the decision engine. A typical
credit granting decision process is shown in Figure 7.3.

Once a lender has gathered basic personal information from the
applicant via a customer contact centre or the branch network, it is
matched against the databases of pending and completed applications,

Figure 7.3 The Application Process
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and existing customers, to see if there has been any type of previous
relationship with the customer. The application will then undergo a
preliminary credit scoring process and/or some simple policy rules will
be applied. The decision engine is then in a position to make a prelim-
inary accept/reject decision. Common reasons for rejecting applica-
tions at this stage are that they have a low credit score and/or they fail
one or more of the following policy rules:

e The applicant’s income is below the lender’s minimum threshold.

e The applicant has provided an overseas address (which may put the
applicant outside the jurisdiction of the region in which the organ-
ization operates).

e The applicant has had a previous credit agreement with the lender
that was not repaid satisfactorily.

e The applicant already has the product.

e The applicant is applying for the product again, within a short space
of time. This is often indicative of an attempt to obtain credit frau-
dulently. Therefore, many lenders will automatically decline a new
credit application if insufficient time has elapsed since a previous
application.

e The applicant is under 18 years of age.

e The applicant is not in permanent employment.

If the application is rejected, the details will be archived within the
database of completed applications for subsequent analysis at a later
date. If the application passes the preliminary screen, a credit report
will be sought from a credit reference agency. The application then
undergoes a second decision process that sees the application credit
scored for a second time and further policy rules applied. If necessary
the application will be referred for manual review, otherwise a final
decision to accept or reject the application will be made automatically.
Reasons for rejecting an application at this stage include:

e Alow credit score, based on the applicant’s full details, including those
obtained from a credit report supplied by a credit reference agency.

e The presence of specific items of derogatory data within the credit
report. For example, a bankruptcy or a case of serious delinquency
with another lender within the last 12 months.

e The credit report is blank. The credit reference agency is unable to
find any information about the individual’s previous credit history
and there is no record of them being registered on the Electoral Roll
at their stated address.
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e The applicant’s existing credit commitments are too high.

e The applicant has made many previous applications for credit with
other lenders in a short period of time.

e A case of attempted fraud is suspected, based on information pro-
vided by the credit reference agency.

In some cases, it will be necessary to refer the application, regardless of
the credit score, for review by a human assessor. Common reasons for
referral are suspected fraud, missing information or identity verification.

If the lender decides the application is acceptable, the next stage is to
set the terms of business under which they are willing to enter into an
agreement with the applicant; that is, what interest rate, credit line,
loan amount and so on, to allow the customer. At this point, those
who are believed to be good candidates for cross-sell or up-sell oppor-
tunities for other products and services will also be identified. The
terms of business are then communicated back to the customer. With
the increasing prevalence of pricing for risk policies, these terms may
well be different from the terms previously encountered by the appli-
cant within any promotional material. Therefore, some level of expla-
nation may be required to explain to the applicant why they are being
offered different terms than those they applied for. Alternatively, the
customer may have applied for more credit than the lender is willing
to grant, or desire the agreement to run over a timescale that is unac-
ceptable. If this is the case, it may be necessary for the lender and the
applicant to renegotiate the amount and/or term of the credit to be
advanced.

If the applicant accepts the terms of the agreement then they must
authorize it by physically signing it or, in the case of electronic docu-
ments, providing a suitable electronic signature. The signed agreement
is then returned to the lender. Therefore, if an application has been
made remotely there will be a requirement to send the agreement to the
applicant for signing and await its return. If no response is received
within a reasonable period of time, follow-up activity, such as a
reminder letter, may be initiated to encourage the applicant to sign and
return the agreement. Only when a signed credit agreement has been
received should an account be opened and funds advanced; otherwise,
there is no legal recourse should the borrower default.

Figure 7.3 represents a typical application process applicable for most
types of mainstream credit. In practice, a number of variations to this
process are adopted. Some lenders do not bother with the preliminary
screen, always seeking a full credit report from a credit reference
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agency before making any decision. While this increases costs because
more applicants are credit searched, having full information about all
applications can be valuable for assessing the profile of customers in
future and in particular, for developing more robust credit scoring
models. In addition, having a single data collection and decision point
results in a simpler and more easily managed process that may result in
lower overall costs than a two-stage process.

Others take the view that credit reference data is more important
than personal data captured from an application form, and begin by
only asking the applicant the most basic identify information such as
name, address and date of birth in order to be in a position to ask for a
credit report from a credit reference agency. If the credit score and
policy rules based on the credit report are satisfactory, they proceed to
solicit further information from the applicant, such as their income,
residential status and occupation, before (optionally) scoring the appli-
cation for a second time. This approach has the advantage of reducing
the amount of time spent processing applications from people with
whom the lender is not prepared to deal with on the basis of their pre-
vious credit history, or conversely, speeding up the application process
for individuals who have such a good credit history that their personal
information is deemed unimportant and need not be asked for.

Different recruitment channels may require different processes to be
applied to some applications. For example, if an application results
from a direct mail campaign, where the majority of the applicant’s per-
sonal details are already known, there is little point in having a two
stage process because those who would be declined due to their
income, age, having an overseas address and so on, would have already
been excluded from the mail shot. The lender will proceed directly
with a credit report and then make their decision. However, this logic
may not be applicable for applications received from the internet or in
response to a mass media campaign, where relatively little is known
about the applicant before they apply, requiring a two-stage process to
be undertaken.

For organizations offering a range of different credit products the
application processing system is usually engineered to be able to cope
with the different products on offer. So where an organization offers
both credit cards and personal loans, the system would be configured
to establish at the beginning of the application process the type of
product being applied for and to treat the application appropriately.
Typically, this will mean slight variations in the information provided
by the applicant and the application of different credit scores and
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terms of business within the decision engine. This type of multiple
product capability is also commonly found within the other systems
maintained by lenders, such as those for account management and
debt recovery.

7.1.2 Setting the terms of business

The terms of business allocated within the decision engine usually
involve setting one or more of the following parameters:

e The interest rate(s) the customer will be charged.
e For fixed term credit agreements:
¢ The maximum loan amount.
e The minimum acceptable repayment period.
e The maximum acceptable repayment period.
e The amount of any deposit (for retail loans and hire-purchase).
e For revolving credit agreements:
e The type of account offered (for example gold or platinum).
e The credit line (and shadow limit).
e The time until account renewal.
e Whether or not to charge an annual fee.

In setting the terms of business, lenders usually refer to a number of
different aspects of the credit application, including:

e Credit score(s).

e Personal income.

e Household income.

e Dast credit history.

e Existing credit commitments (number of products and/or balances).

e Existing non-credit commitments (for example, household bills,
rent, local taxes and school fees).

e Whether the customer is new to the lender or an existing customer.

e Those applicants flagged as having a ‘VIP’ status; for example
employees of the lending organization and their families.

However, there is no reason why any other information that is known
about the applicant could not be used to set the terms of business. If it
was decided to allocate different credit lines to individuals based on
their residential status or occupation, for example, this would be poss-
ible. The way in which this data is normally used is within some form
of hierarchical decision tree, with the terms of business set at the root
nodes of the tree, as shown in Figure 7.4.
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In Figure 7.4, if the applicant:

Has a credit score of between 770 and 850 AND
has an income of between £30,000 and £49,999 AND
is an existing customer

then the maximum loan amount would be £15,000 and the interest
rate on the loan would be 10.9 percent. The minimum term over
which the loan would be advanced is 12 months and the maximum
84 months.

A large organization with several different credit products may have
decision trees containing hundreds or even thousands of different
terms of business, and managing these can be a non-trivial and time-
consuming task. The terms can also be determined by the use of for-
mulas, rather than fixed values. Therefore, if a lender uses income
multipliers, which is common for mortgage lending and setting the
credit limits for credit cards, these can also be applied. For example, if
it had been decided that the maximum loan advance should be equal
to 40 percent of gross income, the maximum loan figure of £15,000
could be replaced by the formula:

Gross personal income * 0.4.

So if the applicant earned £30,000 the maximum loan would be
£12,000 and if they earned £49,999 it would be £20,000.

A key question of course is, how is the decision tree and associated
terms of business defined? For a lender offering a new product, without
information about previous customer behaviour, the answer is usually
to define each branch in the tree and the terms of business based on
expert opinion; that is, they will make an educated guess based on
their previous experience, or what has been gleaned about the terms of
business offered by competitors.

Once a credit portfolio is established, the most common strategy to
refine the terms of business is trial and error, based on what is termed
the champion/challenger approach. Within any given group of cus-
tomers, a small percentage are randomly assigned to a challenger sub-
group that is used to test some proposed new terms of business. The
majority of accounts continue to have the existing terms of business
applied to them and are referred to as the champion group. After the
new terms of business have been applied to the challenger group for a
period of time, the performance of the two groups is compared. If the
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challengers outperform the champions, the challenger terms of busi-
ness are then also applied to the champion group. The process is then
repeated with a new challenger. Consider the previous example quoted
in relation to Figure 7.4. A lender may believe that customer profitabil-
ity is being constrained by the £15,000 loan limit imposed on existing
customers earning between £30,000 and £49,999. They decide that
they want to see if a £20,000 limit would be better. A £20,000 limit is
introduced for 5 percent of all new customers in this group, with the
£15,000 limit retained for the remaining 95 percent. After observing
accounts for 12 months the performance of the two groups are evalu-
ated. The average contribution per loan is found to be higher for the
challenger group and therefore, the £20,000 limit to is applied to all
new accounts in future.

One of the obvious drawbacks of the champion/challenger approach is
the time taken to evaluate the challengers. One solution is to have many
challengers running in competition. For example, assigning 80 percent
of cases to the champion and 2.5 percent to each of eight challengers.
Another riskier option is to base performance measures on short out-
come periods — assuming that if the challenger outperforms the cham-
pion in the short term, this will also be the case in the long term.

Another problem is that while the best terms of business found to-
date are being applied to the champion group, it can be expected that
at least some of the time the challenger group(s) will perform less well,
and therefore, the optimal terms are not being applied across the entire
portfolio. Consequently, there is a desire to keep challenger groups as
small as possible.

One would expect statistical forecasting methods to overcome these
problems, allowing the optimal terms of business to be determined by
analysing the historical behaviour of accounts, which can then be
implemented quickly — not dissimilar in principle to the way in which
credit scorecards are developed. While it is believed some organizations
do attempt to do this, the problem of choosing the best terms to offer
customers has proven remarkably resilient to accurate prediction. Some
of the reasons why this might be the case have been discussed in
Chapter 5 with reference to forecasting customer profitability.

7.1.3 Shadow limits

An almost universal strategy adopted by revolving credit providers is
the use of shadow limits. When the terms of business are assigned,
two credit lines are set. The lower credit line is communicated to the
customer as the maximum amount they can borrow. The second credit
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line, the shadow limit, is the actual amount of credit the lender is
willing to grant. The shadow limit is then used in one of two ways.

1. If the customer spends beyond their allotted credit line, they are
allowed to continue spending up to their shadow limit, although
they may incur penalty fees for breaching their formal credit limit.

2. If the customer contacts the lender and requests an increase to their
credit line, the credit line may be extended by any amount up to
the shadow limit without the need to undertake a detailed review of
the current status of the account.

7.1.4 Application fraud

Fraud is a serious concern for many lenders and most large credit
granting institutions will have a dedicated fraud team to deal with
cases of known or suspected fraud that are passed to it by other
employees or which have been flagged automatically by the organiza-
tions’ systems. The most common type of fraud encountered during
application processing is first party fraud, where the applicants falsify
their own details to improve their credit rating and/or the amount of
credit they can obtain. Lenders are able to identify this type of fraud in
one of three ways:

1. Discrepancies in the data supplied by the applicant. A 20-year-old
who reports their time in current employment as 15 years is an
obvious suspect.

2. Inaccuracies in the data supplied, such as an invalid phone number
or bank account number.

3. Discrepancies between data supplied as part of the current credit
application and data supplied as part of a previous application. If
the applicant declares themselves to be 40 years of age, but on a pre-
vious application stated they were only 22, a possible case of fraud
would be indicated. In order to be able to carry out this type of
analysis, it is necessary to maintain detailed records of past applica-
tions, or to obtain information about previous credit applications
from a shared industry resource such as a credit reference agency.

The other major type of fraud that can occur at application is identify
theft, where an individual applies for credit using another person’s
details. In the UK the Credit Industry Fraud Avoidance Scheme (CIFAS)
is a shared industry resource that maintains a database of known or
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suspected fraud cases reported to it by member organizations. CIFAS
information can be obtained as part of a credit report from a credit ref-
erence agency, and if a lender receives an application from someone
whose details match those recorded on the CIFAS database, the appli-
cation will be flagged as a case of suspected fraud. If the application is
subsequently declined the applicant’s details will be added to the
CIFAS database. All the applicant will normally receive is a notification
of rejection from the organization that declined their application. They
will not necessarily be informed that their application was declined as
a case of suspected fraud unless they were contacted as part of the
fraud review process or they subsequently ask the lender for the reason
why they were declined.

These methods of fraud identification are not particularly sophist-
icated and in cases of identify theft, do not stop fraud the first time it
occurs because details can only be added to the CIFAS database after a
suspected case of fraud has been identified. Nevertheless, these meth-
ods are widely quoted as preventing a considerable amount of fraudu-
lent activity, with CIFAS claiming its database services prevented £487
million of fraud in 2003 (CIFAS 2004).

With both identity theft and first party fraud the lender is usually
dealing with cases of suspected, rather than proven fraud. Therefore,
the response that should be made when a suspected case of fraud is
identified is to refer it for review by a fraud specialist, who should then
attempt to confirm the identify and other details of the applicant
before making a final decision about the application. However, in some
organizations there is a tendency to decline any suspected fraud cases,
rather than taking the time to investigate them thoroughly and incur
the costs of investigation.

One of the interesting aspects of credit application fraud is that it is
very unusual for any legal action to be taken against the suspected
fraudster. This is because in detecting an attempted fraud the lender
has not incurred any loss. Therefore there is no financial benefit to
taking legal action via the courts.

7.2 Account management

Once a credit agreement has been created, details of the new agree-
ment are passed to the account management system where an account
record is created and maintained. The structure of a typical account
management system is shown in Figure 7.5.
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Figure 7.5 Account Management System
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As with the application processing system, a central data manage-
ment unit is responsible for matching, merging and updating informa-
tion within the system and supplying it to the relevant operational
areas and associated systems. Account management systems are typic-
ally much more complex than application processing systems due to
the type and volume of processing required to maintain accounts on a
day-to-day basis. This is particularly true for revolving credit products
where there can be many transactions per day and links may be
required with external computer systems such as the VISA and
MasterCard networks.

The database of existing customer accounts is usually updated with
new transactions as part of an overnight process, to process trans-
actions occurring that day. For loan and mortgage systems this is a
relatively simple task of processing monthly repayments, or one-off
changes to the terms of the agreement. For card and mail order systems
the situation is more complex due to the frequency with which differ-
ent transactions can occur.

7.2.1  Account cycling and statement production

At the end of each statement period, the account is said to cycle as pro-
cessing occurs to calculate interest and other charges arising, and to
generate any additional information required to produce customers’
statements of account. When processing is complete, statement details
for all accounts cycling that day are produced and made available to
the organization’s print unit, responsible for the physical printing and
dispatch of statements. For revolving credit products it is usual for
accounts to be passed to a decision engine where credit scoring and
policy rules are applied, possibly resulting in changes to the terms of
business. It is also common to consult a credit reference agency at the
cycle point to ascertain the status of the individual’s credit commit-
ments with other lenders. The types of decision that usually result
from this are:

e To change the credit line and/or shadow limit.
e To change the interest rate(s).

e To issue one or more credit card cheques.

e To offer a payment holiday or other incentive.
e To offer other products or services.
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The application of these decisions is similar to the way in which the
original terms of business were assigned during the application process.
So for a customer who has had a credit card for say 12 months, and
who is still considered a good risk by having a high credit score, but
whose spending has declined and is therefore suspected of making
greater use of a rival product, the decision may be to raise the credit
line and offer them a three-month payment holiday. These changes
can then be communicated with the customer’s statement letter at
little or no additional cost.

For products such as loans and mortgages, there is usually not a great
deal to do once the account has been created other than to look for
cross-sell opportunities. Therefore, there is less justification for regu-
larly rescoring accounts, or for paying for another credit report from a
credit reference agency.

7.2.2 Transaction authorization and transaction fraud

For card systems, transactions are passed to the card issuer by the card
network for authorization. In the vast majority of cases this will be a
simple check to ensure the customer has sufficient funds available and
the card has not been reported lost or stolen. However, there are three
situations where the transaction may be flagged for further attention:

1. Where the account is in serious breach of the terms of the agree-
ment, such as the balance is well above the shadow limit or a state
of serious delinquency exists. In this case the transaction will simply
be declined and the account frozen — possibly leading to some
attempt to contact the customer to try and bring the account back
within the agreed terms.

2. Where things are more borderline, the decision to authorize or
decline the transaction will depend upon the customer’s previous
behaviour. If the customer had previously been a good customer of
long standing, the transaction may be authorized. For customers
with a history of arrears and/or breaching the terms of the agree-
ment, the transaction is more likely to be declined.

3. The transaction is suspected of being fraudulent.

In identifying cases of suspected fraud, modern systems use policy
rules or variations on credit scoring to identify transactions that
display behaviour inconsistent with the historical behaviour of the
account. If the odds of the transaction being fraudulent are higher
than some threshold value (as defined by the fraud cut-off score if a
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fraud score is being used), it will not be authorized and further invest-
igation will be undertaken to establish the true status of the account.

Fraud scores are usually based on information about the location,
frequency, magnitude and type of transaction. If a credit card had been
used occasionally for many years for small value purchases in the UK,
then suddenly used many times in rapid succession to purchase high
value items from jewellery stores in Mexico, this is likely to result in a
high fraud score and flagged as a case of suspected fraud. The transac-
tion will be held in a pending state and referred to a fraud expert who
will attempt to contact the customer to see if the card is still in their
possession, or the merchant to ask them to solicit further proof of
identity from the customer. If contact cannot be established immedi-
ately, the transaction will be declined and the account frozen, prevent-
ing further transactions until the status of the account has been
established.

One of the biggest problems in preventing fraudulent transactions is
the false positive rate. On many occasions cases of suspected fraud turn
out to be valid transactions and customers will find themselves having
their card rejected or end up facing an embarrassing wait in front of a
store full of people while manual authorization occurs. Therefore, relat-
ively high thresholds tend to be set within most fraud systems result-
ing in relatively few referrals. The consequence of this strategy is that
many actual cases of fraud are not identified when they occur because
they are not sufficiently noteworthy or unusual. So if a stolen credit
card was used to buy, for example, a few litres of petrol within a few
miles of the card holder’s address, the fraud would probably not be
detected. However, card companies can hardly be blamed for this strat-
egy as most people object (and hence end up defecting to a rival
product) if they find themselves subject to frequent checks and delays
whenever they attempt a card transaction that deviates slightly from
the norm.

7.2.3 Customer or account level management?

If multiple credit products are managed within one system, or if a
single customer is permitted to have more than one instance of the
same type of product, a customer level identifier may be created within
the account management system to allow all accounts held by a cus-
tomer to be identified. This allows customer level as well as account
level terms of business to be defined. So if a credit card provider offer-
ing both MasterCard and VISA cards decides that a customer is allowed
a maximum credit line of £10,000, then if the customer has just one
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card, a credit line of £10,000 can be assigned. If the customer has both
cards, the £10,000 can be split between the two accounts. Without a
customer level view the lender would have to make the credit line
decision independently on each account, which could result in a sub-
optimal credit line assignment. For example, imagine that the afore-
mentioned credit card provider decides to target all of its customers
with a personal loan offer. If only an account level view is taken, cus-
tomers with both cards will receive two personal loan offers — one for
each of their accounts. This is a waste of a mailing and an annoyance
for the customer. Also, if the customer applies for both loans, it is
possible that only one would be accepted, creating further customer
dissatisfaction.

While customer level management is desirable, it does require a
more complex and hence more costly system because each time a cus-
tomer level decision is made information needs to be accumulated
from across all of the customer’s individual accounts.

7.3 Collections

When an individual fails to repay to the terms of an agreement, the
account is said to be delinquent, in arrears or past due, leading
the lender to initiate action in order to try and bring the account back
to the terms of the agreement. While an account is in a state of mild
delinquency, defined by many lenders as being less than three cycles in
arrears (1-90 days past due) it is subject to collections action. At this
stage a lender is not looking to recover the entire debt, but to collect
the amount of arrears owing so that the agreement is brought back up-
to-date. If collections action fails and an account passes beyond the
point where it is considered worthwhile trying to manage it back to a
good paying status it is transferred to debt recovery, where more spe-
cialist action will be taken to recover as much of the monies owed as
possible before the agreement is terminated.

A typical mainstream provider of unsecured credit in the UK can
expect to write-off between 2 and 4 percent of their loan book, which
for large organizations can equate to tens of millions of pounds a year.
Therefore, any activity that can reduce this figure, even by only a few
percent of the amount owing, can lead to significant improvements in
profitability. Consequently, collections and debt recovery should be
viewed as key operational areas, sufficiently resourced to be able to
carry out substantial collections and debt recovery activity. However,
within many organizations these functions are greatly undervalued
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and viewed as something of an afterthought within the overall design
of the credit management infrastructure (Miller 2002 p.23). This is
probably because collections and debt recovery functions have tradi-
tionally been seen as cost centres rather than as sources of revenue.
However, this view is changing as more organizations have begun to
acknowledge the contribution that can be made by their collections
and debt recovery operations.

In many organizations collections activity is managed routinely and
automatically within the main account management system, with
standard communications being sent to the customer informing them
of the status of their account and the necessity for them to deal with
the situation. With the exception of some situations relating to secured
loans and mortgages, hire-purchase and conditional sales agreements, a
UK lender has no power to force a borrower to pay what they owe or to
seize a borrower’s assets, unless a court order has been obtained.
Therefore, collections action is all about persuading the customer that
it is in their interest to pay - if they are in a position do so. They may
be sent one or more letters, or receive a reminder message printed on
their next statement and possibly a phone call — all of which are relat-
ively low cost activities. It is not normally the case for accounts in the
early stages of delinquency to be singled out for specialist treatment,
referred for manual processing or legal action taken unless the account
falls into a high risk category — such as customers who fail to make a
payment after receiving their first statement on a newly opened
account. The customer may have simply forgotten to pay, but it is
quite likely that this is either a case of fraud, or there has been some
sort of problem setting up the account. Alternatively, the customer
may be ‘trying it on’ to see what they can get away with before a
lender takes action. All of these situations would benefit from prompt
action that may need to be customized to individual cases to a greater
extent than standard cases of mild delinquency.

7.3.1 Collections strategies

Many accounts in a mild state of delinquency are recoverable and can
be persuaded to return to a good paying status, and lenders do not
wish to alienate these customers. Therefore, the objective is to segment
the delinquent population as best as possible into the following two
groups:

1. Those customers with good intent and the financial means to bring
the account back to a good paying status, but who have become
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delinquent for some trivial reason such as forgetting to pay the bill
before they go on holiday, or where their statement was lost or
destroyed unintentionally.
2. Those customers who do not intend to pay what they owe. Within
this group there will be those who can’t pay due to financial diffi-
culty, and those who won't pay unless sufficient pressure is exerted
in order to force them to do so.

Figure 7.6 Collections Strategies and Action Paths

Payment not made by due date

|

Customer’s first statement

NOT customers first statement

[

No other missed payments within the last 90 days

\

Other missed payments within the last 90 days
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High collections score
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Transfer to debt
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Note: The statement date is assumed to be 7 days after the payment due date
and statements issued every 30 days. Therefore statement messages can be
added to statements on day 7, 37, 67 etc.
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In order to segment customers into these two groups, when an account
first becomes delinquent it will be assessed for its likelihood of return-
ing to a good paying status. This assessment will usually be via some
type of credit score, a set of policy rules or a combination of the two.
On the basis of this assessment a collections strategy will be assigned,
defining the actions to be taken while the account remains delinquent.
If by the conclusion of the collections strategy the customer has not
brought the account back into line, the account will be suspended
from normal account management activity and transferred to debt
recovery. An example of a collections strategy is shown in Figure 7.6.

The form and content of the different communications with cus-
tomers in relation to Figure 7.6 are as follows:

e Letter 1. A firm but polite letter, restating the terms of the agree-
ment and requesting prompt payment. The customer is asked to call
to discuss any problems or issues they may have with their account.

o Letter 2. A firm but polite letter, expressing concern over non-
payment, stating further action will be taken if payment is not
received within 7 days.

e Letter 3. A final no-nonsense written communication, requesting
payment within 7 days or the account will be transferred to debt
recovery where legal action may be taken.

o Letter 4. A polite reminder, gently prompting the customer to make
a payment.

e Statement message 1. A short reminder, printed prominently on
the borrower’s monthly statement, stating that the payment date
has been missed, asking the customer to contact the lender if they
are experiencing any problems with their account.

e Statement message 2. Another reminder, using a different form of
words from statement message 1, and warning of possible further
action if payment is not received promptly.

e Statement message 3. A polite reminder message, gently prompting
the customer to make a payment.

e Phone call 1. A specially scripted call where the customer services
representative tries to establish if there is a genuine problem with
the first statement, or if the account should be transferred to debt
recovery.

e Phone call 2. A call designed to establish contact with the cus-
tomer, determine the customer’s situation and to discuss options for
bringing the account back into line.
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e Phone call 3. A final phone call made with the view of threatening
transfer to debt recovery and legal action if the account is not
brought back up-to-date within 7 days.

So, for example, if a customer does not make a payment by the due
date, and if:

e This is not the customer’s first statement AND

e The customer has not missed any other payments within the last
90 days AND

e The customer has a high collections score (a high likelihood of
returning the account to a good paying status)

then from Figure 7.6 they will be assigned to strategy 4, designed for
low risk customers with a good record of paying to the terms of the
account. The first action on the action path is to contact the customer
via a polite statement message printed on the customer’s regular
monthly statement (statement message 3) produced 7 days after the
due date. Given that this is a low risk category, it can be expected that
most customers will pay in response to this request. The lender then
waits until the next statement date 30 days later, at which point the
statement message is repeated for the minority who have still not paid.
If there is still no response, this is followed promptly by a polite
reminder letter (letter 4). If after 67 days payment has still not been
made, activity steps up a gear with a further statement message, fol-
lowed by another letter and finally a phone call, all in quick succes-
sion. If on day 90 the account remains delinquent, it is transferred to
the debt recovery department. The approach taken for someone who
has a low collections score or has missed other payments within the
last 90 days is somewhat different, and they are assigned to strategy 2.
Actions are taken much more quickly with firm demands for payment
being made much earlier, and transfer to debt recovery occurring after
only 60 days if the account remains delinquent.

In practical situations, collections strategies also need to consider a
range of additional factors, such as what to do if a partial payment is
received or if the customer takes the initiative and contacts the lender
before delinquency has actually occurred and wishes to negotiate to
make lower payments or to write-off some of the debt. There will also
be cases where people have died or have become seriously ill and these
need to be identified and treated in an appropriate manner.
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7.3.2 Designing collections strategies and action paths

Collections strategies can be considered analogous to the terms of busi-
ness in the way in which they are created and applied. They are usually
implemented in the form of a decision tree within a decision engine
linked to the account management system, or in some cases a special-
ized collections sub-system. Each collections strategy contains a differ-
ent set of actions which, as with the terms of business, will have
evolved over long experience of testing of many different champion/
challenger strategies to find out which ones have the greatest impact on
customer behaviour. As well as experimentation with the type of collec-
tions action and when it occurs, the text used in statement messages,
telephone scripts and letters will also be varied to see how different
ways of expressing the same information impacts customer response.

7.4 Debt recovery

When an account reaches a more serious state of delinquency, typic-
ally between three and four cycles past the due date (90-120 days past
due), the focus shifts away from managing the account back to health
and towards recovering as much of the debt as possible. The types of
action used in debt recovery are similar to those used in collections,
with a heavy emphasis on the use of letters and phone calls to try and
persuade the customer to pay. However, there is a move away from
‘soft” actions designed not to upset the customer towards ‘harsh’ mes-
sages and threats of legal action. At this point accounts are routinely
frozen and transferred to a specialist debt recovery function staffed by
people trained to deal with delinquent accounts and to identify cases
that may be fraudulent, or ‘goneaways’ where the customer has delib-
erately not informed the lender of a change of address.

Debt recovery is perhaps the most labour intensive area of credit
management, requiring relatively large numbers of people to contact
customers, negotiate repayments and manage the legal process should it
prove necessary. One reason for maintaining a high level of human
involvement is that people are far more effective than machines at
picking out information about people’s character and their ability and
intent to repay from their mannerisms and speech patterns. However,
most debt recovery departments do not have sufficient people available
to pursue all delinquent accounts as fully as possible. Consequently, a
key objective of debt recovery is to concentrate resources on those cases
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where the greatest amount of money is likely to be recovered with the
minimum of effort. To do this, accounts undergo further assessment,
often being ranked by some form of score to predict the likelihood of
recovery, which is then considered along with the size of the debt.
Those customers most likely to repay and with the largest outstanding
debt are given the highest priority by the debt recovery team.

With a high volume of telephone activity, one of the most common
tools employed within debt recovery departments are power dialers.
These sophisticated telecommunications/work flow/computer systems
can be loaded with lists of phone numbers and programmed to call
customers en masse based on known information about customer
behaviour. For example, if in the past a customer had only ever been
available to discuss their debt situation after 6pm, the power dialer
would not attempt to contact the customer until after that time. If the
customer’s phone is answered, the call is transferred to a human opera-
tor and the customer’s details are made available on the operator’s ter-
minal. The tracking and monitoring of accounts can also be integrated
within these systems, as can information from the account manage-
ment system, to provide debt management platforms that allow all
stages of collections and delinquency to be handled within a single
integrated system.

In many organizations the debt recovery function will be branded as
a different legal entity, with its own letter headings, contact details and
office address, giving the impression the debt has been passed to a
third party debt collector. In reality, the debt collection team will be
just another function within the organization, with mail being for-
warded from a PO box or other address. The advantages of doing this
are twofold. First, it provides a clear message to the debtor that their
delinquency has reached a new stage and that it is now being dealt
with as a serious matter by a specialist team. Second, positioning debt
recovery as a separate organization is perceived as isolating the main
part of the lender’s operations from the negative image many people
associate with debt recovery practices.

7.4.1 Write-off, the sale of debt and legal action

If it has proved impossible to persuade a borrower to pay what they
owe, or to come to some negotiated settlement, then only three
options are available:

1. To write-off the debt, taking no further action. This is a common
strategy where the value of debt is small, often £100 or less.
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2. To sell the debt to a third party debt collector. In this case, the
lender will only receive a relatively small proportion of the debt in
payment, often between 10 and 20 pence in the pound. Alternat-
ively, the debt collector may collect on behalf of the lender, receiv-
ing a commission on the funds recovered. Specialist debt collection
agencies often resort to activities which are beyond the resources of
the original lender, such as visiting an individual’s home in an
attempt to persuade the customer to repay the debt.

3. To take formal legal action in an attempt to recover the debt
through the courts, or a petition for bankruptcy in the most serious
cases. Although this often results in the court finding in favour of
the lender, it does not necessarily mean the debt will be recovered.
In a large number of cases, the debtor does not repay what the court
orders them to, and very little action can be taken if the debtor has
no assets to possess in lieu of the debt. In other cases, the court’s
assessment of the debtor’s ability to pay may result in a repayment
schedule that lasts many years or even decades.

Legal issues are discussed in more detail in Chapter 9.

7.5 The business functions responsible for credit management

In order to deliver the services and systems required to run an effective
credit operation across all stages of the credit lifecycle, mainstream
lending organizations are structured around a number of different busi-
ness functions. Each of these functions is tasked with applying a dif-
ferent set of skills and resources to ensure smooth delivery and
management of their organization’s products and services.

7.5.1 Marketing

The marketing department is responsible for acquiring new customers
and maximizing the contribution of existing customers throughout the
credit lifecycle. This includes the following tasks:

o Identifying appropriate customer groups to target for the product.

e Creating the product look and feel, in order to deliver the best poss-
ible brand image to the product’s target audience.

e Formulating promotional campaigns to attract new customers to
apply for the product.

e Formulating customer relationship management (CRM) strategies to
target existing customers with the most appropriate cross-sell and
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up-sell opportunities in order to maximize the revenue generated
from each customer.

e Delivering, tracking and monitoring the organization’s promotional
and CRM strategies in terms of response rates, volume of new cus-
tomers, customer contribution to profits and so on.

Collections and debt recovery activities are not areas that usually come
to mind in relation to marketing activity. However, knowledge of cur-
rent or previous delinquency will impact on decisions about the type of
marketing appropriate for these accounts. It may also be the case that
for customers who are frequently delinquent, another of the company’s
products may be more appropriate, or that the relationship should be
managed in a different way. As Miller (2001 p. 28) notes, marketing has
a role to play in reducing cases of mild delinquency by ensuring prod-
ucts are designed so that payments can be made as easily as possible; for
example, encouraging customers to agree to make payments by direct
debit which has been shown to result in a lower incidence of missed
payments than other means of payment such as cash or cheque.

7.5.2 Credit

The credit department, sometimes referred to as the risk or credit strat-
egy department, is responsible for making decisions about individual
customer relationships on the basis of the risk profile of customers and
their expected contribution to profit. Typical credit activities include:

e Working in conjunction with the marketing department to identify
individuals who are potentially poor credit risks so that they can be
excluded from direct marketing activity.

e Deciding the criteria under which applicants are accepted during
the recruitment phase of the credit lifecycle, usually on the basis of
credit scoring or judgemental decision rules.

e Designing the organization’s credit granting strategy and setting the
terms of business under which credit agreements will operate. For
example, what credit line to grant a customer.

e Managing the terms of business on an on-going basis as part of the
account management phase of the credit lifecycle. For example,
regular review of customers’ credit lines.

e Implementing, tracking and monitoring of the organization’s credit
strategy in terms of revenues, write-offs, provision estimates, overall
contribution to profits and so on.
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e Designing collections and debt recovery action plans to apply to
accounts when they become delinquent. This will be undertaken in
conjunction with the operational team(s) responsible for undertak-
ing collections and debt recovery action.

The objectives of marketing and credit departments overlap consider-
ably and in some organizations, particularly those based in the US,
marketing and credit are a unified function with common business
objectives set by senior management. In other countries this is less
common because marketing activities have traditionally been volume
led, with the goal of recruiting and retaining as many customers as
possible, while the credit department is concerned with accepting and
retaining only those customers who are likely to make a positive con-
tribution to profit. One feature of consumer credit markets is the
risk/response paradox. Those who are most credit hungry and most
likely to respond to a promotional offer are those most likely to default
in future, while those least likely to default are the worst in terms of
response rates. Therefore, many of the individuals that the marketers
judge to be ‘good’ prospects, end up being considered ‘bad’ by the
credit function and vice versa. In practice, the best customers tend to
be those somewhere in the middle; that is, those who have a moderate
risk of defaulting and who also respond moderately well to promo-
tional activity.

One reason why the cooperation between credit and marketing
departments has a reputation for being somewhat better in the US
than other countries is because both groups have access to very similar
information about prospective customers at the time they are targeted
and the time they apply. Therefore, it is possible to exclude from direct
marketing activity potential applicants who would be likely to be
rejected for the offer. In the UK this is not the case because of industry
agreements that prevent the use of some data for marketing purposes.
Therefore, regardless of the level of cooperation between departments,
a significant proportion of those who are targeted for credit are
declined due to the additional information that becomes available at
the time the lending decision is made.

7.5.3 Operations

Operations deals with the physical side of the credit granting process
and is responsible for implementing most of the actions and processes
planned by other functions within the business. This includes:
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e Producing and dispatching promotional materials created by the
marketing department.

e Processing enquires and new applications for credit during the
recruitment stage of the lifecycle.

e Maintaining and updating customer account records as part of the
ongoing account management function. This may include manage-
ment of a manual filing system for paper-based documentation such
as signed credit agreements and customers’ written correspondence.

e Dealing with customer enquiries and complaints.

e Producing and dispatching statements, promotional material and
other communications via letter, e-mail, phone or any other channel.

e Undertaking collections and debt recovery activity to recover funds
from delinquent customers. This will often be managed in conjunc-
tion with the credit department who will have overall responsibility
for managing the volume of bad debt and write-off within the
organization. The credit department will therefore have an interest
in ensuring that the most efficient collections and debt recovery
practices are being applied.

In most large organizations, operational functions are centered around
branch networks and/or customer contact centres (call centres),
dealing with outbound communications initiated by the credit pro-
vider and inbound communications from individuals seeking informa-
tion, or requesting some action to be taken in relation to their
accounts. Much of the communication with customers is carefully
managed and monitored in order to maintain service levels, maximize
revenues and keep costs to a minimum. Consequently, logistics forms a
major part of operations management, ensuring that there are exactly
the right amount of resources available to deal with customer demand
patterns throughout the day, week, month and year. This includes
dealing with fluctuations in demand due to promotional activity initi-
ated by the marketing department and actions taken by the credit team
to change the number or proportion of applicants being accepted for
the product on the basis of their risk profile. Operations also needs to
be flexible and able to respond to unforeseen events that may occur. If
a product suddenly appears in best buy tables of the national press
then a surge in customer enquiries and new applications can be
expected. Alternatively, if there is a postal strike, there may be an
increase in the number of telephone enquiries about the whereabouts
of customer statements.



Credit Management 171

754 1IT

IT plays an essential role in providing appropriate systems to meet the
informational needs of all groups across the organization. Operation-
ally, this covers things such as the account management system to
process transactions and maintain account records, and work flow
systems to match customer contacts with appropriate customer service
staff, while at the same time supplying those members of staff with the
information they require to deal with the customer in an efficient and
timely manner.

From a managerial perspective, IT provides the reporting systems
required to present a coherent view of the status of the business. This
includes operational reporting of things such as daily transaction
volumes, average call waiting times, staff performance levels and so on,
as well as systems for the marketing, credit and finance departments to
produce analysis of the current and historic status of the portfolio in
terms of response rates, spending patterns, balances, payments, bad
debt and the like.

7.5.5 Legal, and accounting and finance

Legal and accounting and finance departments tend not to have a great
deal of involvement in the day-to-day management of individual credit
agreements. Operationally, there may be times when legal advice is
sought about a particular situation, although this will be relatively rare
for well-run organizations where there should be a good working know-
ledge of common legal issues across all departments. The legal team will
generally become involved when new legislation arises, requiring
changes to the organization'’s systems and processes to comply with it.

Accounting and finance departments tend to be concerned with the
cash flow within the business, and the income and expenditure figures
required to produce company accounts, and to provide senior manage-
ment with a coherent view of the financial status of the business.
Accounting and finance departments will therefore liaise with other
areas of the organization to obtain the information they need to do
this. They will also be responsible for managing the supply of funds
needed to meet customer demand generated from the strategies created
by the marketing and credit departments. Therefore, they will look to
these departments to supply forecasts of expected demand for new
credit and the expected income that will be generated from customer
repayments.
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7.6 Chapter summary

Credit management deals with the process of granting and managing
credit throughout the life of a credit agreement. The credit lifecycle can
be described as comprising four distinct stages:

1. Recruitment. When an application for credit is made, leading to the
creation of a new credit agreement. At this stage the individual’s
suitability for the product is assessed, the terms of business under
which credit will be offered are determined and the administrative
duties required to create a new credit account are undertaken.

2. Account management. When a credit agreement already exists and
is being managed on an on-going basis.

3. Collections. When an account enters a state of mild delinquency.
The objective at this stage is to encourage as many accounts as poss-
ible to return to a good paying status.

4. Debt recovery. When an account enters a state of serious delin-
quency. The primary objective when an account reaches this status
is to secure the return of as much of the outstanding debt as poss-
ible, before terminating the agreement.

A number of different organizational functions work together to
deliver the services required to manage customers across these areas.
Marketing focuses on identifying the best products and services to offer
and the best way to present these to the customer. The credit depart-
ment decides with whom to enter into a credit agreement and the
terms of business under which the credit agreement will operate.
Operations has wide over-arching responsibilities to ensure that the
organization has the resources available to physically manage the busi-
ness. The IT department provides computer systems to deal with the
operational day-to-day management of customer accounts, and man-
agement reporting systems upon which the organization’s performance
is measured and new strategies formulated.

7.7 Suggested sources of further information

McNab, H. and Wynn, A. (2000). Principles and Practice of Consumer Credit Risk
Management, 1st edn. Financial World Publishing. Written by two industry
practitioners from the UK to complement The Chartered Institute of Bankers’
Diploma in Financial Services Management. It is practically focussed and well
suited to credit and marketing professionals who are looking to gain a broad
understanding of the practical day-to-day requirements of managing a con-
sumer credit portfolio.
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Bailey, M., ed. (2002). Consumer Collections & Recoveries: Operations and Strategies.
White Box Publishing. This book is aimed at industry practitioners, with each
chapter written by an industry expert. It provides an operational view of
common collections and debt recovery practices employed by mainstream
lending organizations.



8

Ethics in Lending

Ethics is the study of right and wrong. It is concerned with the deci-
sions people make and whether or not these constitute ‘good’ or ‘bad’
behaviour. This chapter begins with a brief discussion as to why ethics
is relevant to the operation of commercially-oriented financial institu-
tions and briefly introduces ethics as a field of study. The discussion
then turns to consider some of the ethical questions that have been
raised about the nature of commercial lending. The objective is not to
give specific guidance as to what does or does not constitute ethical
behaviour, but to discuss some of the issues that should be considered
when evaluating the ethical credentials of credit-debt relationships.

8.1 The role of ethics in financial services

Why consider ethics at all in a commercial setting? One view is that we
live in a dog-eat-dog world where everyone must compete to achieve
what they want in life, and one way to this is by working to maximize
the profitability of the organizations that employ us. Making money is
what commercial organizations are set up to do and what shareholders
expect. Ethical considerations merely get in the way of this objective. It
can also be argued that for an employee of a commercial organization
to do anything other than trying to maximize the profitability of their
employer, such as allowing its resources to be used for charitable pur-
poses, is unethical because it acts against the interest of the share-
holders to whom the employee has a responsibility in return for the
wages they receive — a view espoused by the Nobel Prize winning eco-
nomist Milton Friedman (Chryssides and Kaler 1993 pp. 249-54).
Where controls are needed to protect employees, customers or others
in the community against activities deemed to be unethical, then it is
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the role of government to legislate appropriately on behalf of these
groups. Therefore, any action taken in a commercial setting can be said
to be ethical as long as it complies with the law of the land. Legal com-
pliance is normally a good thing because it is less costly than the legal
fees, fines, imprisonment, loss of sales from bad publicity and so on,
that arises from acting illegally.

One criticism of this argument is that secular laws are at best general-
izations of ethical codes of conduct, representing a majority view of
what does or does not constitute good behaviour. While there is often
an overlap between legal and ethical activities, it does not necessarily
follow that just because an action is legal it is also ethical. In the UK it
is legal to give (but not sell) alcohol to a five-year-old child, yet few
would agree with the ethical nature of this. Another criticism is that
laws are often devised to deal with problems after they arise. It can take
years to implement appropriate legislation due to the process of gov-
ernment and the limitation on resources that leads to some legislation
taking preference over others. Even when ethical laws are passed
quickly or pre-emptively, there are almost always loopholes allowing
the unscrupulous to mistreat individuals within the law whilst ignor-
ing the spirit of the law.

Another consideration is the nature of commercial organizations and
their relationships with individuals. Commercial organizations are arti-
ficial constructs, with no concept of right and wrong in themselves.
They have no inherent respect for persons or human rights. In most
cases they exist with the sole objective of maximizing shareholder
return — all other considerations are subservient to this goal. If a person
behaved in this way, singularly focussed on getting only what they
wanted with no regard for others, the general consensus would be that
at the very least they were selfish, immoral, and arguably, psychopathic.

If businesses only interacted with other businesses then it would be
easier to accept the profit maximization principle. However, we all
interact with commercial enterprise on a daily basis as workers, cus-
tomers or individuals coexisting in a common environment, the
control and management of which we have an understandable interest
in. We should therefore, expect our relationships with business to
mirror our relationships with other individuals, and we should expect
commercial organizations to conform to the same standard of beha-
viour that we would expect when dealing with other people.

A more positive attitude towards corporate behaviour is achieved by
remembering that organizations are controlled by shareholders, direc-
tors and managers, all of whom are human beings who, it would be
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hoped, have some personal ethical orientation. It is possible for share-
holders to define non-monetary objectives within a company’s article
of particulars (the stated aims of a company created at its inception
stating how it will operate) or for management to incorporate ethical
ideals into the strategic objectives of an organization with the support
of shareholders. The Cooperative Bank in the UK has operated an
ethical commercial policy since 1992, formulated after a wide reaching
consultation with its customers. The bank takes its social responsibil-
ities very seriously and the implementation of its ethical policy is
reviewed and reported upon annually by independent auditors
(Cooperative Bank 2004). What is also encouraging is that rather than
restricting its profitability, its ethical position has led to increased
profits because of the positive image it presents. The bank has success-
fully incorporated its ethical stance into its corporate branding, making
it stand out as offering something different from its competitors.

Further support for the value of having an ethical corporate policy
was provided by a study of companies from the FTSE 350, undertaken
by The Institute of Business Ethics. It concluded that those that had a
stated code of ethical behaviour or who commented on ethical issues
in their annual report, outperformed those who did not by a consider-
able margin (Webley and More 2003). The implication is that when
companies act in accordance with some set of principles that take into
account the impact of their actions on their customers, employees and
the wider environment, then all groups benefit.

8.2 Ethics — a theoretical overview

In some circumstances ethics is used to refer to the set of rules by
which individuals should abide. In others, it is viewed as the philo-
sophy of action and consequence and the reasoning about how we, as
human beings, should behave (Singer 1994 p. 4).

Those who judge the rightness or wrongness of actions on the basis
of the outcomes that result are termed consequentialists, while those
whose actions are driven by rules or principles, with little regard for the
consequences are termed non-consequentialists. To demonstrate
the differences between these two perspectives consider the following
question. Is it ethical to kill one person to save the lives of two or more
others? If your answer to this is an unconditional yes, then this conse-
quentialist view could be taken to imply a belief that it is ethical to
carry out a medical experiment which Kkills the test subjects as long as
it leads to the saving of a greater number of lives in the long run. On
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the other hand if your answer is a clear no, on the principle that it con-
travenes basic human rights, then this implies a non-consequentialist
logic to your decision making. This is a very simplistic example and
further arguments can be presented from both perspectives that give
different answers to this question. If it is argued that killing test sub-
jects in medical experiments causes significant harm to wider society,
due to the fear and bad feeling induced by the chance of becoming a
test subject and from the emotional harm incurred by the relatives and
friends of the test subjects, then a consequentialist might decide the
action is unethical under some wider measure of ‘overall public good,’
rather than just considering the consequences for the individuals
directly involved. It might also be argued from a non-consequentialist
viewpoint that the principle of saving many lives overrides that of
protecting a single individual and therefore killing the test subjects is
ethical in some circumstances.

8.2.1 Utilitarianism

Utilitarianism is the best known consequentialist model of ethical
behaviour, encapsulating the idea of ‘the greatest good for the greatest
number.” Its formulation is attributed to the British philosophers
Jeremy Bentham (1748-1832) and John Stuart Mill (1806-73) who
developed the idea of an ethical action as one that maximizes the
happiness and pleasure within the population as a whole. The only
unethical action is the opposite — that which leads to pain or unhappi-
ness. Why maximize happiness and not some other objective? Because
in Bentham'’s view it is the only thing desirable as an end in itself. All
other things are only of value insofar as they lead to that end of
increased happiness (Chryssides and Kaler 1993 pp. 91-2). However, as
some people believe there are things other than happiness and pleasure
that can be considered to be intrinsically good (such as gross domestic
product or life expectancy) there can be consequentialists who are not
utilitarianists (Singer 1994 p. 243).

Utilitarianism tends to assume that the amounts of happiness and
unhappiness can be measured so that alternative actions can be com-
pared, making it possible to say objectively that the consequences of
one action are better than another (Boatright 1999 pp. 53-4). The main
difficulty with formulating a utilitarian policy is how best to make this
calculation. One approach favoured by economists is to represent
levels of happiness and pleasure in terms of utility — allocating a
numerical (often monetary) value to the desirability of each outcome.
The outcome that yields the greatest overall utility is taken to be the
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most ethical. A more qualitative alternative to utility, which to some
extent simplifies the problems associated with measuring outcomes
directly, is to measure the popularity of actions in the belief that
overall happiness and well-being can be represented in terms of
popular approval; that is, when faced with two or more alternatives, to
choose the one that the majority of the population believes will lead to
the most desirable outcome. If more people agree that Action X is
preferable than Action Y, then Action X is taken to be the more ethical
of the two. This is sometimes referred to as rule-based utilitarianism.

8.2.2 Kant's ethical theory

Immanuel Kant (1724-1804) is credited with advancing a non-
consequentialist ethical framework based on duty and respect for
others. Rather than asking what the impact of an action will be, Kant
argued that an action is ethical if it is what a rational being would do
and shows respect for other persons as rational beings (Boatright 1999
pp- 56-7). In other words, one should be motivated to act in good
faith, out of a sense of duty as to what is right and proper, which Kant
termed the categorical imperative. Kant expressed the categorical
imperative as: ‘Act only according to that maxim by which you can at
the same time will that it should become universal law.” The funda-
mental idea encapsulated in this statement is one of universalization.
An ethical rule of behaviour is something that all rational people
would universally agree with. The example given by Boatright (1999
p-57) is the problem of how to choose the best way of dividing a
chocolate cake between a number of people. While everyone might
want the whole cake for themselves, the only consensus (and hence
ethical) decision that can be arrived at is to divide the cake equally
amongst everyone.

Kant also presented a second formulation of the categorical imper-
ative, as a respect for individuals, which can be taken as complement-
ary to the universalist principle; that is, people should not be treated as
objects, but as other sentient beings with the right to their own life
and opinions and should never be used merely as a means to one’s
own ends. This idea is often expressed by what has become known as
the Golden Rule: ‘Do unto others as you would have done unto you.’
However, as Olen and Barry (1989 p. 8) point out, this implies that we
should carry out actions such as giving all our money to complete
strangers because this is what we would want them to do for us.
Consequently, it is the negative version of the Golden Rule that is
often the most insightful: ‘Do not do unto others as we would not have
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done unto us.’ This places the emphasis on what we should do to avoid
inflicting harm, rather than maximizing the well-being of others.

8.2.3 Higher moral authority

Religious teaching forms the basis of many people’s lives, with God-
given law forming the basis of the ethical framework within which
they operate. The fundamental principle is that God is a better judge of
right and wrong than we are. Perhaps the best known example of this
type of law are the ten commandments, given by God to Moses: “Thou
shalt not kill,” “Thou shalt not steal,” and so on, which have the general
support of many religions as well as agnostics and non-believers. How-
ever, no system of religious laws deals with all possible situations that
people encounter in their daily lives and the application of reason is
always required to interpolate and apply what is believed to be God’s
will to specific situations. So while there are no holy scriptures relating
to the application of stem cell research or the use of nuclear weapons,
it is still possible to formulate a theologically derived moral stance on
these issues.

8.2.4 Natural law, virtue and human rights

Aristotle (382-22 B.C.) believed that for everything in nature there was
a right and proper purpose — a natural law to which it should conform
(Crisp 2000 pp. 15 and 23). This principle also applied to human
beings and human activities, with the ultimate purpose being to be
fulfilled in one’s life. This was achieved partly through fulfilling social
responsibilities such as being a good parent or a conscientious worker,
but also as a rational being to be guided by reason so that we control
our emotions, live disciplined lives and do not give into sudden temp-
tation to do foolish or extravagant things. Aristotle called these prin-
ciples ‘virtues’ and concluded that there were inherently virtuous
modes of behaviour beyond any man-made rule or law. Over the next
two millennium this concept evolved into the concept of natural
rights or human rights as we know them today. There are certain
things that an individual has a given right to do, and certain things an
individual cannot be denied, that should be beyond the power of any
individual, government or other power to grant or deny. The role of
government is simply to accept and protect the rights of its citizens.
One of the key figures in formulating these ideas into a modern setting
was John Locke (1632-1714) who espoused the philosophy of the right
to life, liberty and property for all. These ideas were later incorporated
into the American Declaration of Independence in 1776 and the
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French Declaration of the Rights of Man in 1789 (Chryssides and Kaler
1993 pp. 101-2). Today the list of generally accepted human rights has
grown to include concepts such as the right to free speech, free associ-
ation, religious freedom and choice of sexual orientation.

One question that naturally arises is, where do these rights come
from? The traditional view was that they were ‘God given.” Some
modern philosophers find this a difficult position to adopt, and an alter-
native view, formulated by the philosopher John Rawls (1921-2002) is
that we should move beyond the idea that society merely protects the
rights of individuals, to one where we define rights as those that should
be granted by a just society (Olen and Barry 1989 p. 15).

In many ways the concept of human rights can be considered a
natural complement to Kantian ideas of duty and respect for indi-
viduals. So for example, it could be argued that workers have a basic
right to receive a minimum wage for their labour, while employers have
a duty to provide fair wages.

8.2.5 Ethics in practice

Putting ethical theories into practice in the real world can be difficult.
Arguably, all of the ethical frameworks discussed previously can be
found lacking when applied to some real world situations. Pol Pot in
Cambodia and Stalin in Soviet Russia both applied what can arguably
be described as extreme utilitarianist ideals to government policy
during the latter half of the twentieth century, putting the welfare of
the state before that of the individual citizens that comprised the state.
In both cases millions of people were deliberately killed as a direct
result of their policies. The (mis) interpretation of religious teachings
has been used as the excuse for many wars and acts of terrorism
throughout history, and as the justification for applying unjust policies
to some minority groups. It can also be argued that to follow a Kantian
or human rights philosophy entirely can lead to equally poor deci-
sions, and in the extreme can conceivably lead to catastrophes that
could otherwise be avoided. This is because someone does what they
believe should be done, not what avoids some ultimate disaster — a
justification used in the 2000s by the UK and US governments to deny
basic human rights to ‘suspected terrorists’ at Guantanamo Bay in the
US and Belmarsh Prison in the UK.

Another difficulty is that many issues are extremely complex and the
full facts may not be known or are disputed. Also, people may have dif-
ferent value systems, particularly if they are coming from different cul-
tural or religious perspectives. Individuals with a North American or
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Western Europe heritage may consider it unethical to offer a bribe to a
government official to speed up a particular government process. In
countries such as Nigeria and Bangladesh, what westerners would con-
sider a bribe is a widely accepted practice engaged in at all levels of
society, and in some cases things won'’t get done at all unless a suitable
payment is offered. When people hold opposing views it can be
impossible to form a consensus as to whether a particular action is
right or wrong, moral or immoral. Well-known issues such as, abor-
tion, euthanasia, animal rights and capital punishment all fall into this
category, with it being possible to argue a different but convincing case
from many different perspectives.

In life, people naturally adopt ethical frameworks that encompass
both consequentialist and non-consequentialist perspectives to gener-
ate their own individual views of what constitutes good behaviour, and
no two individuals will have exactly the same viewpoint on every
subject and every situation. However, the one assertion that can be
said to apply across all ethical frameworks is the notion that ethics
carries with it the idea of something more important than the indi-
vidual. An ethical action is one which the perpetrator can defend in
terms of more than self-interest (Finlay 2000 p. 75). To act ethically,
one must at the very least consider the impact of one’s actions in
respect of other individuals and society at large.

8.3 The charging of interest

The oldest moral arguments about credit have centred around the use
of interest as an appropriate mechanism by which an income is earned.
From a western perspective, where interest is considered a standard
element of most commercial credit agreements, it is important to
remember that there are alternative methods for earning an income,
and it is certainly feasible to run a profitable credit business without
recourse to interest. Perhaps the best known example is the American
Express charge card, where income is generated almost entirely from
annual fees and merchant fees.

Aristotle opposed interest because it contravened natural laws of
reproduction - an argument few would support today. The Bible,
Qu’ran and Torah all share prohibitions against lending on interest
and historically it is from religious groups that the strongest opposition
to interest has been voiced. For Christians and Jews the blanket bans
against charging interest were originally circumvented by interpreting
the ban as only applying to those of the same faith group. Thus the
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historical association of Jews as moneylenders arose because they were
permitted to lend to non-Jews, while Christians were allowed to
borrow from them. In later times it became acceptable to charge a reas-
onable rate of interest to cover the return that would have been made
if the lender’s money had been invested elsewhere. For Christians and
Jews the debate has moved on to consider where the boundary lies
between reasonable and extortionate (usurious) rates of interest.

In Islam the ban on interest remains. However, the ethical argu-
ments currently used by Islamic scholars in support of the ban are
similar to those put forward by Judaeo-Christian philosophers in the
past. They also have merit from humanist and economic perspectives
and should therefore not be considered as exclusively theological argu-
ments as to why charging interest is wrong. As described by Mills and
Presley (1999 pp. 10-11) different arguments are usually put forward
against charging interest on investment (productive) loans and con-
sumptive loans respectively.

The main argument against charging interest on investment loans is
that it creates an unfair allocation of risk between borrower and lender
should the venture fail. In a competitive market all business ventures
carry with them an inherent risk of failure and it is the borrower who
shoulders the greatest risk. If the venture fails the lender still has claim
on the funds advanced, but the borrower has lost capital and interest,
as well their own time and money. The lender has no concern about
the success of the venture, only in the return of the original loan plus
interest. The converse is also true. If the venture is very successful, then
the borrower will receive a far larger share of the profits than the
lender.

Ethical lending arrangements in compliance with Islamic (Shari’ah)
law are those where risk and return are shared between lender and bor-
rower, creating a joint concern for the venture’s success. The credit-
debt relationship is based on a partnership; one party provides the
finance, the other the expertise to undertake the venture.

Consumptive lending, either to provide immediate necessities or for
personal gratification, generates no returns in which the lender may
share, and can also be argued to break Islamic principles regarding
wealth and property ownership. While increasing one’s personal wealth
is considered a good and wholesome activity, it is something that brings
with it certain responsibilities. One of these is the payment of the Zakat,
an annual tax of 2.5 percent of an individual’s assets. While its primary
purpose is to provide for the poor and needy, the Zakat also acts as a
redistribution mechanism, discouraging the concentration of wealth
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into fewer and fewer hands over time. Another tenet held by Islam is
that wealth, particularly monetary wealth, is not something to be
hoarded. Spare capital should be employed productively for the benefit
of oneself, one’s family and the community. The fact that someone has
money to lend implies an excess (a hoard) and consumptive lending
does not create wealth through productive investment or trade, but
merely results in a transfer of wealth from one part of the community
to another. Where interest-bearing credit is advanced to the poor to
meet immediate personal need such as food, clothing or shelter, it acts
against the redistribution of wealth, taking a proportion of what little
they already have for the benefit of those who already have more than
enough. In effect the interest charge can be considered as a tax paid by
the poor for the goods and services they need to survive. If someone is
in need then this should be met through charitable means, which may
be a gift or a loan made on interest-free terms.

8.4 Interest or usury?

For those who accept interest as a legitimate charging mechanism, it is
a matter of debate as to what constitutes an acceptable rate of interest,
and at what point the charge made for credit can be considered usuri-
ous. The first question is whether usury even exists; that is, is there a
rate of interest at which it can be considered unethical to lend? If usury
is a valid concept, then a second question is, where does the boundary
between fair and usurious interest rates lie?

8.4.1 Jeremy Bentham's ‘Defense of Usury’

One view is that in a free market conforming to established principles
of supply and demand usury is a flawed concept. The charges made for
credit should be determined by market forces, with there being no
need for legislation to limit the interest or other fees that a lender may
charge. The main points in this argument were formulated by Jeremy
Bentham (of utilitarianist fame) and presented in his treatise ‘Defense
of Usury’ (Stark 1952). Bentham argued that a rational individual
should always be able to obtain the best market rate on offer where
competitive pressures keep market rates as low as possible. The price a
lender obtains for the use of their money is no different in principle to
a farmer obtaining the best possible price for their crop - if a buyer is
willing to pay more than someone else then so be it. In Bentham'’s eyes
there was no such thing as usury in normal economic circumstances. If
an individual did happen to take a loan at an uncompetitive rate, then
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all they had to do was find a better deal, borrow again and repay the
original loan (Stark 1952 pp. 141-2). This principle works well for
many modern day consumers and one can see it being applied through
the large number of remortgages and consolidation loans taken out
each year, and the widespread practice of card surfing to transfer credit
card debt from a high rate card to a lower rate one. The only case
where Bentham believed usury could be said to exist is where the rate
charged was ‘more than usually charged by men’ implying situations
where the lender misrepresented or misled the borrower in some way,
or where the terms of the agreement resulted from some external factor
not directly related to the credit agreement in question.

Bentham'’s arguments are appealing, particularly in relation to busi-
ness lending where the borrower has access to professional advice and
expertise, enabling them to negotiate with a lender on an equal footing.
However, it could be argued these arguments are deficient when applied
to modern consumer credit markets. Just as someone can be ripped-off
and end up paying over the odds for consumer goods or services, so
they can pay more than they should for a loan, and in today’s markets
it’s often not simply a case of finding a cheaper loan elsewhere. Many
credit agreements come with penalty clauses which costs the borrower
dearly if they repay the loan before the agreed repayment date.

Bentham'’s assertions were also based on the concept of the rational
borrower, acting in full knowledge of the agreement they were entering
into. Despite legislation such as the UK Consumer Credit Act 1974 and
the US Truth in Lending Act 1968 that give detailed and specific
instructions about the information that lenders must provide about
their products and repayment terms, there is considerable evidence
that a significant proportion of the population does not understand
the terms under which credit is provided to them. In a survey carried
out in the US, it was found that at least 40 percent of individuals did
not understand the relationship between the interest rate and the APR
quoted by lenders (Lee and Hogarth 1999). A UK survey in 2002
reported that 75 percent of those with hire-purchase agreements and
63 percent with loans did not know the interest rate they were being
charged on their debts. (Kempson 2002 p. 50).

Another assumption made by Bentham was that individuals enter
into a borrowing agreement freely and then have the ability to borrow
again, should the rate of interest be overtly high. This is not necessarily
the case. Returning to the example of the farmer and his crop, it seems
quite reasonable that under normal circumstances they should be able
to sell it for whatever price they can get, but what about in times of
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famine when people are starving, and the farmer is the only supplier?
Is it right for the farmer to maximize their profit from a starving indi-
vidual, who is in no position to bargain for a good deal? A more ethical
decision might be to give away some of the produce for free as an act
of charity, or to charge only a ‘reasonable rate’ representing the farmer’s
costs and some acceptable level of mark up. Sometimes only a single
lender may be willing to lend to an individual. In other situations
someone may be forced to borrow to meet the immediate needs of
themselves or their family. These two factors often come together with
people being forced to borrow from a single source of credit that can
effectively charge whatever rate they wish. The borrower, with an over-
whelming concern for today’s immediate needs, will willingly enter
into a credit agreement without consideration of the long term conse-
quences of their actions.

While Bentham may have been aware of such problems, this did not
detract him from the belief that interest rates should not be regulated.
In particular, he believed that where attempts had been made to
impose interest rate ceilings, lenders always found ways around them.
So for example, prior to the relaxation of American interest rate restric-
tions in 1980, credit card issuers increased their revenue by imposing
annual fees to make up for the low interest rates they were allowed to
charge. Bentham'’s other argument against setting maximum permiss-
ible interest rates through law was that if a lender was unwilling to
lend to an individual at a legal rate of interest, then the borrower
would be forced to seek a loan from an illegal source that would charge
an even higher rate than they would have charged in an unrestricted
market, to cover the added risk imposed from operating illegally. The
illegal status of these types of agreement would also mean that the
number of lenders offering these higher rates would also be much
reduced. Hence, there would be less competition, pushing rates up still
further. In summary, Bentham believed that the net result of any legis-
lation to limit interest rates would be for those denied credit by main-
stream lenders to end up paying more for the credit advanced to them
than they would otherwise have paid in a market in which no restric-
tions existed. Was Bentham right in his belief? A report by the UK
government (Department of Trade and Industry 2004) came to the fol-
lowing conclusions:

e In those countries where interest rate ceilings existed, the use of
legalized sources of credit by low income households was less than
in those countries where no ceilings existed.
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e In France and Germany, where interest rate ceilings existed, those
on low incomes were more likely to admit to using illegal money-
lenders than in the UK where no legal limits on interest rates
existed.

e There was less product diversity in markets where interest rate ceilings
existed, and when ceilings were imposed some lenders subsequently
withdrew from the market (resulting in reduced competition).

e The introduction of interest rate ceilings resulted in credit charges
being applied in other ways. In particular, through penalty fees, and
it was low income/high risk individuals who tended to incur these
fees, not those who were better off or who had a lower risk of
defaulting.

Similar conclusions were drawn by a report into the effect of interest
rate limits across different US states (Staten and Johnson 1995
pp- 48-50), and these findings would tend to support Bentham'’s views.
This does not mean that charging high rates of interest is ethical: it
merely means that simple legislation to define a maximum legal rate of
interest does not address the problem of high cost credit encountered
by those members of the community who are unable to secure credit
from mainstream sources.

A final comment on Bentham’s arguments is that they were made
primarily on economic grounds. The borrower and lender agree the
charges levied because they both believe that the benefit they will
receive will be worth the expense. What Bentham does not discuss in
any detail is the hardship that can result when a borrower faces unfore-
seen repayment difficulties. A rational borrower will normally make
two key assumptions when they enter into a credit agreement. First,
that their circumstances will not deteriorate over the term of the agree-
ment. Second, that given their current circumstances, they will be able
to afford the credit they have agreed to borrow based on their expecta-
tion of the cost of credit at the time the agreement was entered into.
From the borrower’s perspective, interest as a charging mechanism
works well if these two assumptions are borne out. However, if the bor-
rower finds themselves in financial difficulty and in arrears, then the
amount owed can increase rapidly, soon overwhelming the ability of
the individual to repay, even if their circumstances subsequently
improve. The greater the rate of interest the more pronounced this
effect will be. Ward (2004) reports the case of a couple who borrowed a
sum of £5,750 in 1989 at an interest rate of 34.9 percent - similar to
that being charged by some UK store card issuers in 2005. By 2004 the
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debt had risen to £384,000 due to the couple falling into arrears a few
months into the agreement, with interest continuing to be charged on
the original sum, the penalty charges that were levied and interest that
had already accrued. This is despite the couple resuming repayments a
few months after their initial difficulties arose.

This case also demonstrates a fundamental difference between a
simple trade agreement and a credit one. With a trade agreement, the
exchange of goods and money occurs instantaneously. The costs and
benefits to both parties are evaluated at a single point in time when the
transaction occurs. With a credit agreement the actual costs and bene-
fits are not known for certain. There is an inherent uncertainty due to
the time dimension of the transaction. If a borrower experiences repay-
ment difficulties then their benefit will decrease to the lender’s advant-
age because extra interest charges and penalty fees apply. A lender
might lose out if a borrower experiences repayment difficulties result-
ing in a loss of funds, but a borrower always will.

One conclusion that might be drawn from the discussion so far is
that usury is a valid concept, but only in certain situations. Where
individuals are well informed, fully understand the terms of the agree-
ment, behave in a rational manner and have the ability to shop around
for their debt, then it is difficult to argue a case for usury. However,
there are cases where a lender takes advantage of an individual’s ignor-
ance or personal situation to make an unacceptable level of profit by
charging an extortionate level of interest or other fees on a loan, and
in these cases it is valid to consider these arrangements to be usurious.
This is broadly in line with the definition of usury incorporated within
the UK Consumer Credit Act 1974. The Act, while not defining a stat-
utory limit on the interest rate that may be charged, permits a court to
modify the terms of an agreement if the interest charged is deemed to
be ‘unfair’ or which ‘otherwise grossly contravenes ordinary principles
of fair dealing’ (Skipworth and Dyson 1997 p. 150). It was this legisla-
tion that led to a court decision writing off the £384,000 debt because
it was deemed to form an extortionate (usurious) credit agreement
(Ward 2004). The key question of course, is how to determine when
the charges relating to a credit agreement are ‘unfair.” This question is
discussed in the following section.

8.4.2 The principle of reasonable return

If someone borrowed £1,000 one day and repaid £1,010 the next,
would this be excessive? What if they borrowed £1,000 on the first of
January and repaid £2,000 on the tenth of April (100 days later)? In
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both cases the annual equivalent rate of interest is 365 percent, but it
can be argued that the second is a much more extortionate agreement
than the first. This is because the lender’s administrative costs are the
same, regardless of the size or term of the loan. If it costs £9 to arrange
the necessary paperwork and so on, then in the first case the lender
only makes a return of £1. If exactly the same loan was repeated every
day for 100 days then they would make a total profit of £100. In the
second case, where the loan was only arranged once, the lender would
make a return of £991. Yet, in both cases the borrower would pay the
same amount over a period of 100 days.

Consider another question. Is an interest rate of 20 percent per
annum extortionate? For a UK mortgage in the mid-2000s almost cer-
tainly, for a personal loan maybe, for a store card — probably not. The
key difference is the cost (and risk) of providing each product in rela-
tion to the income received. This is one reason why mortgages, which
are usually for large sums over long terms have much lower interest
rates than personal loans, which in turn tend to have lower rates than
credit and store cards (their secured status is the other reason mortgage
interest rates are low).

One view is that a lender has the right to make a return on their
investment that reflects their costs plus a reasonable mark-up. What
constitutes a reasonable rate of return for a credit agreement to be con-
sidered ethical? There is no single answer to this question, but one
approach is to follow the arguments first put forward by the medieval
Christian philosophers. A reasonable return is defined as the equivalent
return that could have been made through investing in some altern-
ative venture. One measure commonly used to assess the relative
profitability of limited companies is the Return on Capital Employed
(ROCE). The ROCE is a measure of the net annual profit as a propor-
tion of the total funds invested in the company in terms of buildings,
machinery, investments and so on. If a company has employed capital
of £20 million and makes a net annual profit of £2 million, the ROCE
would be 10 percent (100 * £2m/£20m).

In the 12 months to March 2004, the ROCE for the 2,000 largest
non-financial UK companies averaged 5.0 percent. The average ROCE
for specific industry sectors ranged from close to zero for engineering
companies, to over 20 percent for pharmaceutical companies (Experian
2004). The average return made by the main UK banks in 2003 was
14 percent (Bank of England 2004b p. 62). If, for example, 14 percent
per annum is taken to represent a reasonable return for a credit agree-
ment, then a reasonable charge for credit could be defined as a lender’s
costs plus 14 percent.
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Take a credit card as an example. By using some of the figures quoted
in Chapter 4, it is possible to (very roughly) estimate that the average
cost of providing credit for a typical credit card is equal to about
12 percent of the money lent per annum. So for every £1,000 lent, it
costs about £120 in bad debt, cost of funds, staff wages and so on.
Therefore, if income is generated from interest alone, the rate that
would need to be charged to generate a 14 percent return would be
26 percent (12 + 14). As discussed in Chapter 4, not all revenue comes
from interest. If merchant fees, charges, insurance revenue and so on
were expressed as an interest rate they would probably be equal to an
interest charge of about 7 percent. Taking this additional revenue into
account, the rate of interest a lender would need to charge to achieve a
14 percent return on investment is approximately 19 percent (26 — 7). If
a different return is deemed acceptable, then the figures can be
reworked. So if a return of 5 percent was the maximum ethically accept-
able, then an interest rate of 10 percent could be justified ((12 + 5) - 7).

In practice of course, the situation is more complex. Most credit card
providers apply pricing-for-risk strategies, offering credit at different
interest rates to different customers, based on the estimated revenue
and bad debt they are likely to generate. For example, the typical inter-
est rate being quoted by Barclaycard (the UK'’s largest credit card
provider in 2005) for purchases made using its classic credit card was
18.9 percent (very close to the 19 percent estimated earlier!) The range
of interest rates being advertised on the Barclaycard website varied
from 15.9 to 29.9 percent (Barclaycard 2005).

If the argument for setting interest rates on the basis of reasonable
return is taken to its logical extreme, then for some credit agreements
interest rates of hundreds of percent are justifiable on the basis of the
costs of provision and the chance of the money not being repaid, or as
Lord Bramwell argued in more poignant terms: ‘Suppose you were
asked to lend a mutton chop to a ravenous dog, upon which terms
would you lend it?’ (Kerridge 2002 p. 11). The principle of reasonable
return has been used successfully in the UK courts to justify annualized
rates of interest far in excess of 100 percent on pawn loans and low
value cash loans by door-to-door lenders.

The major criticism for justifying credit charges as morally accept-
able on the basis of reasonable return is that it is a one-sided argument.
It gives no consideration to the costs or benefits incurred by the bor-
rower. At best, most lenders would argue that if the borrower agrees to
the terms of the agreement, then they must believe that they will
benefit from it. Yet, as the cost of credit rises, so the overall net benefit
to the borrower will diminish. If the lender makes only a reasonable



190 Consumer Credit Fundamentals

return, but the borrower is paying a very high price (including costs in
terms of penalty charges, mental stress, the risk of bankruptcy and so
on) then the overall net benefit of the transaction is likely to be neg-
ative. If one adopts a utility perspective and considers the overall net
benefit as the measure by which credit agreements are judged, then it
is hard to justify a credit agreement as ethical solely on the grounds of
reasonable return. There may also be some cases where it is impossible
to ethically justify a commercial lending agreement because the costs
that a lender needs to impose on the borrower in order to make a
return on their investment cannot be justified in terms of any benefit
that the borrower may receive.

8.5 Arright to credit?

The list of rights individuals possess seems to grow every year. Whereas
an individual’s rights might once have been expressed simply as the
right to life, liberty and property, today there is a much longer list of
rights that citizens of Western Europe (and to a lesser extent the US)
take for granted - the right to education, health care, a minimum wage
and so on. However, there is no country in the world where there is an
indelible ‘right to credit.” If a lender does not wish to lend to an indi-
vidual then there is no compulsion for them to do so.

Should there be a right to credit? Credit is only a means to an end. It
is only useful if it is used to fund some tangible product or service that
the borrower needs or desires. Therefore, one approach is to ask if
access to credit is something that is essential for access to goods or ser-
vices that society deems necessary for an individual’s rights to be fully
exercised. If denying credit can be said to limit or exclude someone
from exercising their basic rights, then there is a case that access to
credit should also be a right that an individual possesses. So if things
such as health care can only be obtained by presenting a credit card or
employment can only be secured on the basis of having a satisfactory
credit history, and access to these things are taken to be basic rights,
then access to credit should also be considered as a right.

Whether or not credit can be viewed as a fundamental right, there is
a widely held view that it is in everyone'’s interest for greater access to
credit to be made available — particularly for groups such as the poor,
those who are less creditworthy and those who cannot obtain credit
because of the low value of credit that they require. Is this a worthy
ideal? Merely arguing for greater access to credit is not a justifiable goal
in itself. Nor is it justifiable purely on economic grounds, on the basis
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that more credit contributes towards economic growth, which in turn
improves the well-being and happiness of the populace. As observers
such as Hamilton (2004 pp. 23-61) have noted, there is plenty of evid-
ence to support the view that in developed countries high economic
growth does not necessarily lead to a happier or more contented popu-
lace. If anything the converse is likely to be true, if the increase in
wealth ends up in the hands of a few, widening the gap between rich
and poor - a situation that occurred in both the US and UK between
the 1980s and early 2000s.

If one accepts the argument presented at the end of section 8.4.2,
then there will be some groups of people where the case for providing
credit within a commercial framework cannot be justified on ethical
grounds. In these situations, one answer is to make low cost credit
available through charitable or government schemes where a low level
of profit (or even some level of loss) is an acceptable price to pay for
making credit more widely available. If a lending institution wishes to
demonstrate its ethical credentials then one option that could be taken
is to allocate some proportion of its funds to charitable lending
schemes targeted at those who cannot obtain commercial credit at a
reasonable cost.

Another approach is to set up a non-monetary scheme operated on a
charitable or cooperative basis, where goods and services are provided
and paid for in kind at a later date — a form of barter. For example, if
one member of the scheme — who happens to be an experienced
gardener — requires a new bed, and another member has a spare bed
and needs some work doing in their garden, then the bed could be
exchanged in return for a number of hours spent working in the ori-
ginal owner’s garden.

8.6 The use of personal information in credit granting decisions

Consider the following list of personal characteristics:

e Race o Address details

e Religion e Time lived at current address
o Age e Education

e Gender e Occupation

e Sexual orientation e Time in current employment
e Marital status e Income

e Number of dependents e DPartner’s income

e Residential status e Previous credit history
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Which of the above is it ethical to use when making a decision about
whom to lend money to? In some countries it would be acceptable to
use any of these characteristics. In many others race, religion, gender
and sexual orientation are all frowned upon and/or illegal. In some,
such as the US, the use of marital status and age are also considered
dubious and subject to regulation.

One argument deriving from a human rights perspective, is that a
person has a right not to have decisions made about them using
information over which they have no control such as their race or
gender. It is only ethical to make decisions using factors that reflect the
choices they have made throughout their lives, such as their occupa-
tion, education or residential status.

For some characteristics such as religion, sexual orientation and so
on, there are questions over whether these are chosen or inherent and
therefore whether or not they should be used in decision making.
While people do have some choice in these matters there is undoubt-
edly an inherited component. People are usually of the same religion
as their parents, even though in theory there is nothing to stop them
from choosing to follow another religion or declaring themselves
atheist. Therefore, it is perhaps prudent to also consider whether the
use of these types of personal information are ethical. One could also
question the use of fairly innocuous items such as income or educa-
tion, if there is some evidence of prior prejudice that has led to that
situation. If women and men are paid different rates for the same work,
then the indiscriminate use of income is questionable. A better
approach might be to consider male and female income as separate
characteristics.

A similar argument is that information about one aspect of someone’s
life should not be used to make decisions about another. Why should
someone be considered a worse credit risk just because they decide to
work for a bank rather than being a teacher, or because they live in the
country instead of the inner city? Taking this argument to its logical
conclusion, it could be argued that the most ethically acceptable in-
formation to use when making decisions about an individual’s credit-
worthiness is their credit history; that is, their previous behaviour when
using credit in the past. In the US and UK where previous credit history
is widely available via credit reference agencies, the major component
of most credit granting decisions is the individual’s credit history.
However, in countries such as Australia and Germany access to credit
history is more limited and there is naturally a greater emphasis on per-
sonal characteristics such as age, employment status, residential status
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and so on. There is also the issue of first time credit users, for whom no
credit history will exist. In these circumstances there is little choice but
to use other information that is available.

An alternative argument is that it is not the type of information that
is used to make decisions that is important, but the process by which
decisions are arrived at. As long as an impartial process is used that
produces some objective measure of how a customer will behave (such
as credit scoring) then it is acceptable to use any available information
to make a credit granting decision. So if there is some quantitative
evidence that say men are better credit risks than women or vice versa
- then so be it.

8.7 Over-indebtedness and responsible lending

Over-indebtedness occurs when someone borrows beyond their means,
or finds themselves in a position where they do not have sufficient
funds to cover their debt repayments. Whose responsibility is over-
indebtedness? If it arises from a change of circumstances, such as
illness or being made redundant, then arguably no one’s — it’s just one
of those unforeseen events that are outside of anyone’s control. If it
occurs because someone has run up more debt than they can afford,
then one view is that the responsibility is entirely the borrower’s. They
should know what their income and outgoings are, and how to
manage their budget. It is their responsibility to know how much debt
they can afford and not to borrow beyond this level. The other side of
the argument is that it’s all the lender’s fault. Credit is supplied indis-
criminately by companies who have no concern for people’s financial
circumstances. They will lend to people who do not know or fully
understand the terms under which they borrow, and they don’t care if
they are borrowing beyond their means, just so long as they can make
a profit from them. If they end up with financial difficulties then so
much the better because of the extra fees that can be charged.

The big lenders are household names with established reputations,
and there is an element of trust that many people, rightly or wrongly,
place in them. People expect to be treated reasonably and not to be
taken advantage of. Much marketing activity is focussed in this direc-
tion, encouraging people to believe that the lender has their best inter-
ests at heart and that they should trust them, when in reality this may
not be the case. Some might argue that a rational individual should
know that commercial organizations are in it for the money, and
should take this into account when making an informed choice. Yet



194 Consumer Credit Fundamentals

it’s hardly a fair fight, pitting the knowledge and experience of the
average person in the street against the thousands of hours of effort
that have been expended by marketing professionals to persuade them
that the product is the right one for them. The result is that an unreal-
istic and over optimistic picture of the product is presented to the cus-
tomer — the good things are made to seem better than they really are,
the bad things not so bad. Great efforts are made to hide or disguise
the true costs of credit as much as possible within the bounds of the
law. So while the typical APR may be shown prominently, fees for late
payment, going over limit, early repayment and so on are buried in the
small print. Some lenders will position optional charges as mandatory.
For example, when asked for a quote for a loan, to automatically
include a charge for payment protection insurance. A quote without
insurance will only be arrived at if the borrower explicity asks for it.
Another problem is unsolicited credit. If a lender automatically mails
an individual saying that they have been deemed suitable and/or pre-
approved for a loan, or they increase the credit line on a credit card,
overdraft or some other facility, the borrower may take this to imply
that the institution has assessed their situation and believes they can
afford to service the new debt being offered to them. All of these
factors make it very difficult for someone to make an objective assess-
ment of the credit on offer.

Both sides of this argument have some merit. Perhaps a pragmatic
approach is to accept that both the lender and borrower have some
shared level of responsibility to ensure that any credit-debt relationship
entered into is affordable. A borrower should think about what they
can afford and be honest in their dealings with the lender. A lender
should not advance credit if they have good reason to believe a cus-
tomer is likely to find it difficult meeting the repayment schedule.

To what lengths should a lender go to help prevent someone becom-
ing over-indebted? The main problem lenders face is that while indebt-
edness is a simple concept in principle, in practice there is no widely
accepted definition that lenders, governments or other interested par-
ties have agreed upon (Consumer Affairs Directorate 2001, 2003). One
reason why this situation exists is because it is difficult to come to a
consensus as to what constitutes disposable income. Is it income
remaining after the bare essentials of food/clothing/shelter have been
met, or should it include expenditure on pensions, holidays, eating out
and so on? Is a car an essential item of expenditure? If so, then what
type of car? A second reason is the relationships between individual
and household finances. If an individual applies for credit, should the
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income and outgoings of other household members be included or
excluded in any assessment of their ability to pay?

Even if a precise definition of indebtedness can be arrived at, estab-
lishing the affordability of debt is not straightforward in a practical
lending environment. First, many lenders do ask some simple ques-
tions about income and expenditure in order to try to establish the
affordability of new debt, but individuals may simply lie about their
true income/expenditure in order to obtain credit, particularly if they
are desperate to obtain new funds. Second, asking individuals detailed
questions about income and expenditure can act as a barrier towards
selling products and services, leading people to apply for credit else-
where. Therefore, there is little incentive to seek a lot of information
about expenditure unless it can be assured that the competition are
taking a similar line. Third, credit granting is a business in which many
customers shop around for credit and make extensive use of balance
transfer and debt consolidation services. In some circumstances this
will actually help to reduce indebtedness if the new debt is at a better
price than the old one. If someone with a high level of debt on a credit
card applies for a new card with a lower interest rate, and has the
intention of using the new credit to pay off the existing debt, it is not
necessarily the best policy to decline them. However, there is no way
of ensuring that they won't transfer the debt and then continue to run
up new debt on their old card.

To tackle these issues, a pragmatic approach taken by the UK
Government Taskforce on Over-indebtedness (which included industry
as well as government representation) was to define the conditions for
which individuals have a high likelihood of being over-indebted, and
by implication, should not be advanced further credit without good
reason. A household was defined as having a high risk of being over-
indebted if any one of the following conditions were met:

e Having four or more credit commitments (this excludes mortgage
and utility payments, and debt on credit and store cards that is paid
in full each month).

e Spending more than 25 percent of gross income on credit, exclud-
ing mortgages.

e Spending more than 50 percent of gross income on credit, including
mortgages.

This is a very simple set of conditions that will not identify everyone
that is over-indebted. Conversely, some people will match these condi-
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tions and not be over-indebted. However, it is simple, easy for the
general public to understand, and is something that most lenders
could implement easily within their systems. It is also the case that in
many countries the information required to establish if these condi-
tions are satisfied can be obtained from a credit reference agency. Very
little information needs to be obtained directly from the individual.
The taskforce reported that 7 percent of UK households satisfied one or
more of these conditions and would be classified as over-indebted
(Consumer Affairs Directorate 2003 p. 12).

8.8 Chapter summary

Ethics is the study of whether the decisions people make constitute
good or bad behaviour. Ethics can be a very personal thing and in
many situations different people will have a different view as to what is
ethical or not. The role of this book has not been to make any defin-
itive statements about the precise factors that determine whether or
not the terms of a credit agreement can be described as ethical or
unethical, but to raise the reader’s awareness of some of the ethical
issues that can be raised about commercial credit-debt relationships.
Some key questions to consider are:

e Does the advertising used to promote the product reflect the true
benefits and costs that a borrower is likely to incur from using the
product; that is, are the full terms and conditions of the product
presented in such a way that a typical customer can easily evaluate
the true costs and benefits for themselves?

e What rate of return is being made by a lender on the product they
are providing?

e What benefits do borrowers receive from the credit they receive?

e What costs do borrowers incur for the credit they receive? This
includes costs that arise during the course of a credit agreement that
were not envisaged at the outset. These costs may be in terms of
stress or other psychological factors, not just in monetary terms.

e Taking both the borrower’s and lender’s interests into consideration,
is there some overall net benefit to the relationship for each party?
If only one party benefits then it is questionable whether the credit
agreement is ethical.

e At the time when a customer signs an agreement, have reasonable
attempts been made to ensure that they understand the terms of the
agreement and the consequences of non-payment or default?
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e What information is used to make credit granting decisions, and
how is it used?

e [s credit being advanced when it is known (or could easily be deter-
mined) that a borrower is already over-indebted or is otherwise
likely to experience difficulty repaying the debt?

It should also be remembered that we live in the real world - things
need to work, money needs to be made and spent. To achieve a per-
fectly ethical lending environment is probably impossible. However,
an admirable goal is to always be working towards the ideal, not away
from it. Whenever a decision is made about how credit is marketed,
sold and managed it is worthwhile considering how this impacts on
the parties involved and whether or not the overall benefit to the
lender, borrower and society justifies the decision made.

8.9 Suggested sources of further information

Chryssides, G.D. and Kaler, J.H. (1993). An Introduction to Business Ethics,
1st edn. Chapman and Hall. This is an excellent introduction to business
ethics. It is very readable and provides a comprehensive overview of ethics
and its application to business. It includes contributions from some of the
world’s leading economists, philosophers and business leaders.

Singer, P., ed. (1994). Ethics, 1st edn. Oxford University Press. Provides a broad
introduction to the study of ethics, bringing together and providing com-
mentary on some of the most influential texts throughout history.

Mills, P.S. and Presley, J. R. (1999). Islamic Finance: Theory and Practice. 1st edn.
Macmillan Press Ltd. Provides a detailed analysis of Islamic perspectives on
finance and credit and contrasts these with the position taken historically by
Judaeo-Christian philosophers.

Bentham, J. (1787). Defense of Usury. Kessinger Publishing. This is an e-book
version of Bentham’s work, for those interested in the source material behind
his arguments against unrestricted interest rate charges.
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Legislation and Consumer Rights

This chapter discusses the most important UK legislation relating to
consumer credit and the rights of individuals in respect of this legisla-
tion. In particular, the Consumer Credit Act 1974, the Data Protection
Act 1998 and parts of the Enterprise Act 2002 are examined. It con-
cludes with a brief discussion of the action borrowers can take to deal
with their debts when they are unable to manage them.

Even a single piece of legislation can require a weighty volume to
fully explore all its nuances, and the form of words used by the legal
profession is notoriously difficult to understand for those who have not
received appropriate training. Therefore, the objective is to introduce
the reader to the general principles and to highlight the most important
issues in simple language. It is not intended to provide an in-depth
analysis of every situation that may conceivably be encountered.
Readers should also be aware that the discussion here focuses on the law
in England and Wales. The law in Scotland differs in some respects, par-
ticularly in relation to court proceedings and bankruptcy. However,
most of the general principles are the same throughout the UK.

9.1 The Consumer Credit Act 1974

The Consumer Credit Act 1974 covers most commercial lending agree-
ments between individuals and licensed credit providers. Agreements
covered by the act are said to be regulated agreements. Some types of
agreement are classified as unregulated agreements and are exempt
from most of the provisions within the Act. These include:

e Credit agreements secured on land, where credit is provided by a
recognized institution. This mainly excludes mortgage lending by
banks and building societies.
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e Credit agreements where the number of repayments is four or less
and the term of the loan is less than a year, except where the credit
is a hire-purchase agreement, conditional sale agreement, secured
on land or secured against a pledge (a pawn agreement).

e Credit agreements where the charge for credit (the APR) is no more
than 1 percent above the Bank of England base rate. The intention
of this exemption is to exclude low cost loans made by charities,
cheap loans by employers to their employees and so on.

What can be confusing is that while the Act mainly applies to regu-
lated agreements, some sections apply to both regulated and unregu-
lated agreements. In particular, unregulated agreements are subject to
the regulations covering the advertising of credit and unfair (extortion-
ate) credit agreements.

9.1.1 Credit licence

A credit licence is required by any individual or organization engaging
in any of the following activities:

e Operating a consumer credit business.

e Operating a consumer hire business.

e Running a credit brokerage.

e Providing debt adjusting and debt counselling services.
e Undertaking debt collecting activities.

e Operating a credit reference agency.

Credit licences are obtained by making a successful application to the
Office of Fair Trading. It is a criminal offence to operate a credit busi-
ness without a credit licence. A credit agreement entered into with an
unlicensed credit provider is legally unenforceable.

9.1.2 Requirements for a legally binding credit agreement

For a regulated credit agreement to be legally enforceable three condi-
tions must be met:

1. A copy of the agreement’s terms and conditions must be provided
to the applicant before the agreement is signed.

2. The form and contents of the agreement must comply with the pro-
visions specified within the Act.

3. The agreement must be signed by the borrower. This includes elec-
tronic signatures so that agreements can be made over the internet.
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The only exception to the above is if the agreement contains all of the
correct content but it is not laid out in the format specified in the Act;
that is, the agreement contains the correct information, but in the
wrong order or using the wrong form of words. In this case it is poss-
ible to apply through the courts for an enforcement order to have the
agreement recognized as a legally binding document.

Once a borrower has signed the agreement, a copy must be dis-
patched to them within 7 days. At any time during the course of the
agreement the borrower has the right to request that further copies are
made available to them.

9.1.3 The right to cancel

A cancellable agreement is one where the following conditions are met:

e Face-to-face negotiations have taken place between the borrower and
the lender (or their representative) about the terms of the agreement.
Negotiation is understood to mean that a statement had been made
that is capable of persuading the borrower to enter into an agree-
ment (Skipworth and Dyson 1997 p. 71). Satisfying a simple request
for information would not be considered to constitute negotiation.

e The credit agreement was not signed on the lender’s premises. This
includes premises where there is a linked transaction. For example,
if a car dealer used a finance house to supply credit agreements to its
customers, then the dealer’s forecourt would be considered as if it
were the lender’s premises.

The key issue is where the agreement is signed, not where any negoti-
ation occurred. So if a salesperson leaves you with a credit agreement
after visiting your home and suggests that you ‘come on down’ to the
store to sign it, it is probably prudent to sign it beforehand. If it is
signed on the lender’s premises then there is no right to change your
mind.

Where a borrower wishes to cancel a cancellable agreement, they
must inform the lender within 5 days of receiving their copy of the
signed agreement. Once an agreement has been cancelled, all money
or goods advanced to the borrower under the terms of the agreement
become owing.

The Financial Services (Distance Marketing) Regulations 2004 (2004c¢)
apply to all credit agreements made at a distance, where there has been
no face-to-face contact with the lender or their representative. The regu-
lations apply to credit agreements made by post, over the phone or via
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the internet, and take preference over the cancellation rights granted
within the Consumer Credit Act 1974. The regulations give the bor-
rower the right to cancel the agreement within 14 days. It should be
noted that the 14-day cancellation period begins on the date that the
agreement is signed, not from the date that a signed copy of the agree-
ment is received by the borrower.

9.1.4 Advertising

Promotional material for both regulated and unregulated credit agree-
ments must comply with the Consumer Credit (Advertisements)
Regulations 2004 (2004a). In particular, these require all promotional
materials to:

e Use plain and intelligible language;

e Be easily legible (or, in the case of information given orally, be
clearly audible).

e Specify the name of the advertiser and (except for radio and TV
advertising) provide a contact address.

If the material only contains general information along the lines of ‘we
provide unsecured loans for any amount between £5,000 and £30,000’
then this is all that has to be complied with. However, once any claims
are made that could be considered an incitement to apply for credit
such as ‘come to us for one of the best deals in town’ or the lender
wishes to advertise the repayment terms of their agreements, then
the regulations define the information that must be provided about the
terms. This includes the amount of credit available, what the regular
repayments will be and how often they have to be made, the total
amount payable and so on. The most important item of information
that must be displayed is the ‘typical APR.’ This is the APR that at least
66 percent of agreements will be charged at that rate or lower. The
typical APR must be displayed more prominently than any other inter-
est rate or charge. For revolving credit agreements the APR quoted
must be that for purchases (rather than for cash withdrawals or credit
card cheques) and the APR calculation must be based on a nominal
credit limit of £1,500 — unless the limit is known to be lower than
£1,500 in which case the actual limit can be used.

Where the borrower’s home is required as security, a statement
warning the borrower that their home is at risk if they do not keep up
repayments on their loan must also be made. The form of words that
must be used to do this is specified by the Act.
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9.1.5 Credit tokens

A credit token is any card, document, voucher or thing that allows
someone to obtain credit. The most well-known credit tokens are credit
cards, store cards and charge cards. A token such as a debt card or
cheque book is only defined as a credit token if it permits someone to
become indebted. For example, by becoming overdrawn on a bank
account. It is a criminal offence to supply a credit token to someone
who has not applied for it.

An individual is only liable for debt incurred using a credit token
once they have taken possession of it. If a credit token is stolen in
transit, the individual for whom it is intended has no liability for it. If
a token is lost or stolen after someone has taken possession of it, then
the borrower is only liable for a maximum of £50 if they report the loss
as soon as they become aware of it. However, if they give consent for
someone else to use their credit token then they are fully liable, should
the other person misuse it. This is important for cases where a second
credit token is requested by an individual to be used by their partner.
Unless the application is made in joint names, the responsibility for
the debt created through the use of the token remains with the original
recipient.

If there is some dispute over whether or not a transaction made
using a credit token was permitted by the authorized user, then the
burden of proof is on the credit provider to prove who made use of it.
If it cannot be established that the authorized user was responsible for
a transaction, then they are not liable for it. Given these protections,
the benefit of taking out credit card insurance policies, protecting
against theft or misuse of the card, is questionable.

9.1.6 Early settlement

For regulated fixed sum agreements, a borrower has the right to settle
the agreement early; that is, to repay the remainder of what they owe at
any time. For most types of fixed sum credit, interest and other charges
are calculated and added to the sum borrowed at the beginning of the
agreement and this total amount is used to calculate the fixed monthly
repayment. Therefore, when an agreement is settled early, the amount
still owing needs to be recalculated to take into account the period for
which interest will no longer be charged. For credit agreements entered
into before 31 May 2005, the calculation of the amount owing is based
on the rule of 78 method, as specified in the Consumer Credit (Rebate
on Early Settlement) Regulations 1983 (1983). The rule of 78 method
can still be applied to these loans until 2007 for loans lasting 10 years or



Legislation and Consumer Rights 203

less and until 2010 for loans lasting more than ten years. For loans
taken out since 31 May 2005, the method for calculating the amount
owing is defined within the Consumer Credit (Early Settlement)
Regulations 2004 (2004b). The main difference between these two
schemes is that the new regulations result in the lender paying a
maximum of (approximately) one month’s additional APR charge for
settling early, while under the UK implementation of Rule of 78, the
lender could charge the equivalent of about two months of extra pay-
ments. Therefore, the 2004 regulations result in a better deal for the
borrower.

In order to settle a loan agreement early, a borrower must make a
formal request (usually in writing). The lender then has 12 working
days to respond by sending the borrower a settlement quotation,
detailing the amount of the loan owing under the terms of the agree-
ment, the amount of any rebate (the reduced amount of interest result-
ing from repaying early) and the total amount that the borrower must
pay to settle the debt. The lender will also specify a settlement date by
which time the borrower must repay the debt. If the debt is not settled
by the settlement date, then a new early settlement request will be
required. The settlement date must be at least 28 days after the request
for settlement was made, but a lender has the option to extend the
settlement date by up to one month. The settlement figure is based on
the assumption that the standard repayments continue to be made and
interest continues to be charged until the settlement date. Therefore,
in most cases lenders will make full use of their option and set the set-
tlement date to be one month and 28 days after the request for early
settlement is made. If any payments are due between the request for
early settlement and the settlement date, then the borrower must con-
tinue to make these payments.

9.1.7 Charges for delinquency

If a borrower is behind in their repayments a lender is allowed to charge
interest on the arrears. The rate of interest charged can be no more than
the contractual rate stated within the credit agreement. However, some
lenders have been known to state two rates of interest within credit
agreements, with the second rate only being applied when accounts are
in arrears (Skipworth and Dyson 1997 p. 96). This has been reported to
be a common practice in relation to overdraft agreements, where banks
charge a much higher rate of interest on the entire overdraft, even if the
amount by which the borrower exceeds the agreed limit is negligible.
The example given by Corby (2004) was of a typical overdraft facility
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where an interest rate of 7 percent was charged for any amount up to
the agreed limit of £500. If the overdraft became £501, then a new rate
of 29.9 percent would be charged on the entire £501, not just on the
additional £1. This is in addition to an over-limit fee of about £25.
While commonly applied, the legality of these types of charges is ques-
tionable. What also has questionable legal status is the charging of
penalty fees for late or missed payment. Under UK law a lender can
only charge for any loss they have suffered. If interest is being charged
on the amount in arrears, then arguably this already covers the lender’s
costs and the borrower cannot be held liable for any other fees. If some
action is taken to recover the arrears, such as writing a letter or making
a phone call, then there is perhaps a case for charging a fee. However, as
discussed in Chapter 4, the actual cost of chasing up late payers is
usually only a fraction of the amount charged. As Corby (2004) notes, if
a borrower challenges a lender about a penalty charge, they will often
back down and remove the charge from the account. If not, then the
enforceability of such charges in a court of law is questionable.

9.1.8 Court action to recover debt

If a borrower defaults on the credit advanced to them, the lender may
seek to take legal action through the courts to recover the debt. Before
any court action can be taken, the borrower must be issued with a
default notice stating what breach has occurred and what action is
needed to bring the debt back within the terms of the agreement. The
form and content of the default notice must comply with the condi-
tions laid down by the Act. The borrower then has 14 days to rectify
the problem before any further action can be taken. If the lender and
borrower subsequently fail to reach an agreement, the lender may then
apply for a court to make a judgement against the borrower; that is, for
a county court judgement (CCJ) to be made. A borrower may contest
the judgement, if they feel that the terms under which it is being
applied for are incorrect. This is only likely to be successful if they can
show that they have in fact paid the debt, or that they had come to
some prior arrangement with the lender that had subsequently not
been honoured - so if a lender had agreed in writing to write-off a
debt, they could not then change their mind and take court action
against the borrower. The borrower should also consider very carefully
before making a challenge, because if it fails they may be liable for any
additional costs incurred by the lender.

As part of the court proceedings, the borrower’s income and out-
goings will be assessed. The court will then make one of the following
judgements:
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o If the borrower has sufficient disposable income, then they should
continue to pay the installments demanded by the lender.

o If the borrower only has enough income to meet a portion of the
repayments demanded, then a new repayment schedule may be
defined based on the borrower’s disposable income. If the amount
of disposable income is very small, this may mean a repayment
schedule lasting many years, with only a token payment being
made each month.

o If the borrower has no assets or income, or is facing some critical
situation (such as being terminally ill) the court may agree to
suspend any payments for a period of time.

The court will usually freeze the debt at the point a judgement is made,
stopping new interest or other charges being applied, although in some
situations they may allow the contractual rate of interest to continue
to be charged. If either party disagrees with the court’s ruling, then
both have the right to ask for the decision to be reviewed by a district
judge within 14 days. If someone does not keep to the terms of a
judgement and if the lender wishes to pursue the debt, two courses of
action are available. If the debt is large then a petition for bankruptcy
can be made (discussed later in the chapter) or an enforcement order
can be applied for. An enforcement order allows money to be taken
directly from a debtor’s bank account, or for bailiffs to be appointed to
recover goods in lieu of the debt. Bailiffs have significant albeit limited
powers. They cannot force entry to a person’s premises and there is no
legal requirement to let them in, but if they find an unlocked door or
window, or gain access to a property by climbing walls or fences, then
this is permissible. Once inside a property they can force entry to other
parts of the building. Bailiffs are not allowed to take essential items
such as clothing, bedding or furniture, or items such as tools that are
required for someone’s employment.

9.1.9 Repossession of goods under hire-purchase and conditional
sale agreements

With a hire-purchase agreement the title (ownership) of the goods does
not pass to the hirer until they have exercised their right to purchase.
Therefore, if the terms of a hire-purchase agreement are breached,
action can be taken to recover the goods. As with other types of regu-
lated agreement, a lender must issue the borrower with a default notice
and allow the borrower 14 days to rectify the situation before any
further action can be taken. If the borrower has not complied with the
default notice, the lender can then repossess the goods. However, they
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are not allowed to enter the borrower’s property unless they have
obtained an enforcement order from the courts permitting them to do
so. A court order is also required before repossession can occur, if the
borrower has paid more than one third of the total price of the goods.
If the borrower has subsequently sold the goods to a third party the
lender is still entitled to repossess the goods. Therefore in these cases, it
is the third party that generally suffers the greatest loss.

The same set of principles applies to conditional sale agreements as
hire-purchase agreements.

9.2 Bankruptcy

Bankruptcy (personal insolvency) occurs when a court issues a bank-
ruptcy order, confirming that an individual is unable to pay their
debts. Once a bankruptcy order has been made against an individual
their assets can be seized, including their home and the contents of
any savings and deposit accounts. The proceeds from the sale of assets
are shared amongst those to whom the individual is indebted.
Bankruptcy is generally seen as an action of last resort, when all other
means of coming to an agreement with creditors has been exhausted.
The law covering personal insolvency is covered by the Enterprise Act
2002.

9.2.1 The road to bankruptcy

There are two ways in which someone can be declared bankrupt. The
first is for them to make a voluntary petition for bankruptcy when they
know that their debt situation is untenable. The rationale for making a
voluntary petition is to get debts cleared as quickly as possible, rather
than waiting to go through what could be a costly and drawn out
process with creditors and the Official Receiver. This may be a good
route for someone to follow if they have few assets and considerable
debts, even if they are not currently experiencing repayment diffi-
culties. Voluntary bankruptcy is a relatively straightforward process,
requiring the individual to complete a petition for bankruptcy and a
statement of affairs document, and for these to be submitted to the
county court together with the required fee.! Once the petition has
been submitted bankruptcy proceedings can be very quick, possibly
being completed on the same day that the petition was made.

The second way to become bankrupt is for one or more creditors to
make a bankruptcy petition against the individual if the amount owed
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is more than £750. Given the cost of making a petition,? lending insti-
tutions are only likely to make one if they believe there is a reasonable
chance that they will recover a considerable sum from the borrower. If
they know that someone has no assets or income, then there is little
incentive to incur the costs associated with a bankruptcy petition.

If the debt is for less than £750 then a petition for bankruptcy
cannot be made. However, if two or more creditors are each owed sums
of less than £750, but the total owed between them is more than £750,
then a joint petition can be submitted.

Before a petition can be submitted to the courts, the lender must
present the borrower with a statutory demand giving them 21 days to
pay the debt. All reasonable steps must be taken to present the statut-
ory demand in person. It can only be sent by post after a court has
determined that reasonable efforts to deliver it in person have been
made, but that these have proved to be ineffective. A petition for bank-
ruptcy can be made 21 days after presenting the statutory demand.
However, the date for the court to rule on the petition must be at least
14 days after the petition. During this time an individual can apply for
an adjournment to the court hearing of up to several weeks if they can
persuade the creditor or the judge that they will acquire the means to
settle their debt in the meantime. As Brumby et al. (2004) point out, a
petition for bankruptcy can only be made for sums in excess of £750. If
the statutory demand is for say £1,000, and the debtor pays £300, the
amount owing falls below £750 and therefore a petition can no longer
be made.

9.2.2 After a bankruptcy order has been granted

If the petition for bankruptcy is successful, the Official Receiver will
become involved. The Official Receiver is the government department
responsible for managing bankruptcy proceedings. Its main respons-
ibilities are to assess the bankrupt’s assets and to take responsibility for
selling these assets to meet the demands of creditors. Individual cred-
itors can take no action themselves to recover property, cash or any-
thing else from the debtor.

The Official Receiver will not look to seize everything a bankrupt
owns. Things that are required for a person to continue living a normal
life and to enable them to continue in their employment, such as their
clothes, furniture and car, will not be seized. With regard to the bank-
rupt’s income, the Official Receiver will assess their normal living costs
and will take any spare income that they have.
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After being declared bankrupt a person usually remains in a state of
bankruptcy for a year. During this time a number of restrictions are
placed upon their activities which include not being permitted to:

e Obtain credit for more than £500, without first disclosing to the
person they intend to borrow from that they are in fact bankrupt.

e Dispose of assets bought on credit terms within the 12 months prior
to bankruptcy.

e Leave the country with property worth more than £1,000.

e Act as a company director, or to be involved in any way in the
running of a company as if they were a director.

After a year, a bankrupt is discharged. At this point the slate is wiped
clean with all outstanding debts being written-off and there can be no
further claims on the individual’s assets. The restrictions imposed
during the course of the bankruptcy are also lifted. However, credit
reference agencies will maintain records of the bankruptcy for six
years. Therefore, the ability of an individual to obtain credit, including
a mortgage, may be restricted for a considerable period of time because
most lenders view a previous bankruptcy as a strong indicator of poor
creditworthiness.

9.3 The Data Protection Act 1998

In 1995 the EU directive 95/46/EC laid a responsibility on govern-
ments of EU member states to implement legislation giving people
certain rights over how public and private organizations obtained, held
and managed information about them. In the UK the directive was
implemented within the Data Protection Act 1998.

The Data Protection Act is a general piece of legislation that applies
to all personal data held by all types of institutions. Any institution
that holds or processes personal data must register with the Informa-
tion Commissioner or be liable for criminal prosecution. The Act
applies only to information about living individuals and ceases to
apply once someone has died. A few government institutions, such as
the security services MI5 and MI6, are exempted from the legislation
on the grounds of national security.

The Act is centred around the eight data protection principles which
can be summarized as:

e An individual has the right to decide who has access to any data
about them and the uses to which that data is put.
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e Any organization holding or using personal data must obtain per-
mission from the individual to hold and use their data, and to only
use it for the agreed purposes. The data held should not be excessive
and should not be kept for longer than necessary for the agreed pur-
poses to be carried out.

e Data should be accurate and up-to-date. This does not mean that
data cannot contain errors, but that reasonable care must be taken
to ensure accuracy and a suitable process must be in place to correct
errors when they come to light.

e Security measures should be in place to prevent accidental loss or
damage, unauthorized access or misuse of personal data. In practice,
this means that reasonable disaster recovery and backup procedures
should be in place, and only those who have received authorization
from the institution holding the data should have access to it.

For financial services organizations, it is usual to include a statement
about data protection within any application form signed by the indi-

vidual so that permission for the required purposes is formally given.

Figure 9.1 A Data Protection Statement

USE OF PERSONAL INFORMATION

We will store and process personal information about you within the information
systems of the company. This includes information we may obtain from third parties
such as a credit reference agency, or from other organizations to whom you have
previously given permission to share your personal information wih us.

We will use this information to manage your account and to provide you with
regular information about the status of your account. This includes using your
personal information to assess the status of your account or for research purposes,
and to continue to provide you with improved products and services. We may,
from time to time, inform you of new products and services that may be of interest to
you.

We will obtain and provide information about you to credit reference agencies
and fraud prevention agencies to:

—Assess enquiries when you apply for any of the company’s products
—Assist in managing your account(s) on an on-going basis, by finding
out about the status of your accounts with other lenders.

Credit reference agencies maintain a record of our enquiries and may give out
information we provide them to other lenders, insurers and other organizations. This
also applies to fraud prevention agencies if you give us false or inaccurate
information or we suspect fraud.

The information you provide may also be used to make future
assessments for credit and to help make decisions on you and members of
your household, about any credit or other products or services that we
provide, and for debt tracing and to prevent fraud and money laundering.

We may give information about you and how you manage your account
to people who provide a service to us or are acting as our agents, on the
understanding that they will keep the information confidential.
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There are no prescribed form of words for this, but it will usually be a
section in the terms and conditions of the application along the lines
of that shown in Figure 9.1.

The main purpose of a data protection statement is to allow the
company to manage and run the credit agreement. The phrases in bold
italics in Figure 9.1 (which would not be in a different font in a real
data protection statement) are phrased so as to give the organization
effective carte blanche to use information someone provides for just
about any purpose the company may wish, and to share it with
whoever they choose. This is particularly relevant for large organiza-
tions offering a wide range of services, or who enter into joint ven-
tures. This is because it gives permission for information obtained in
relation to one product or service to be used to assess or manage any
other product or service that they or an associated organization cur-
rently offer, or will offer at any time in the future.

9.3.1 The right of subject access

The Data Protection Act grants everyone the right of subject access;
that is, the right to be provided with a copy of any data an organiza-
tion holds about them within 40 days of a written request being made
and payment of a small fee towards the organization’s administrative
costs.?

Dealing with a subject access request can be a lengthy and time-
consuming process, requiring detailed searches across all of an organ-
ization’s computer and manual filing systems. While an individual has
the right to request copies of all of the information an organization
holds about them, in nearly all cases they are actually looking for some
specific information in order to understand why certain decisions were
made about them. It therefore makes sense to design the process for
dealing with subject access requests so that it encourages people to say
want they are looking for; for example, by providing a questionnaire
that enables them to highlight certain areas of interest. The response to
a subject access request must not only include the data requested, but
also an explanation of what the data means, particularly if it includes
codes or abbreviations which cannot be interpreted easily.

In relation to credit, probably the most common reason for a subject
access request is to find out why a credit application was declined. All
competent lending organizations maintain copies of the information
used to assess credit applications for at least twelve months. Therefore,
if an individual has been declined and subsequently makes a subject
access request, a lender should be able to provide detailed information
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about the application. This should include the information used in the
credit granting process, the decision codes assigned to the application
and details of any credit scores used. This also includes a description of
what the decision codes and scores actually mean. For example, if a
lender interprets a credit score of say 800 to mean that the customer
has a 1 in 5 chance of defaulting then this description should be pro-
vided. This is in addition to any broad qualitative explanation that
lenders tend to provide such as: ‘a score of 800 represents a level of risk
below which we are not willing to advance credit.’

Sometimes a lender may refer someone to a credit reference agency if
data was obtained from one. While it can be worthwhile to query the
data held by a credit reference agency, it remains the lender’s obliga-
tion to provide details of any personal data they hold and what it
means — whatever the original source, and if the data they hold is in
error then they are obliged to correct it. However, if data originally
obtained from a credit reference agency contains errors then it is a
good idea to also make enquires with the credit reference agency
because if the errors are not corrected then they will be passed on to
other organizations when another credit search is made.

Another common reason for making a subject access request is to
obtain copies of account statements at a much lower cost than organ-
izations officially charge. If someone wants copies of 12 months of
credit card statements at a cost of say £5 each, then this would cost
£60. This compares to the maximum cost of £10 for a subject access
request to obtain the same data.

9.3.2 Data controllers and data processors

An organization that has been given permission to hold or process
someone’s data is termed a data controller, and it is the data controller
that has responsibility for ensuring that the data is managed within
the law. If data is passed to another organization that holds or
processes data on behalf of the data controller (termed a data pro-
cessor), then the responsibility for the integrity of the data remains
with the data controller — it does not pass to the data processor. The
data controller is also responsible for providing details of any data held
by a data processor as part of a subject access request.

9.3.3 Theright to prevent direct marketing

An individual has the right to request at any time that data held by an
organization is not used to mail them any information about the
organization’s products and services. This overrides any previous per-
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mission given for this purpose. Organizations therefore need to main-
tain lists of individuals who have expressed this right so that they can
be removed from mailing lists.

9.3.4 Automated decision making

An individual has the right to have any decision that was made by a
computer or any other automated system to be reviewed manually. For
credit providers this usually means that if an individual is declined for
credit due to a computer generated credit score, the applicant can
request that the application is reviewed by a person. There is however,
no requirement to come to a decision that is any different from that
generated by the credit scoring system, or to provide any further justifi-
cation for the decision that was made.

9.4 Dealing with repayment difficulties — a borrower’s
perspective

Struggling with unaffordable debt is a stressful and unpleasant busi-
ness. There is a natural tendency for people to ignore problems, hoping
that they will go away. Unfortunately with debt, the problems always
remain and get worse the longer they remain unresolved because of
their tendency to grow over time as interest and other charges accrue.
The best course of action for anyone with debt problems is to acknow-
ledge that they exist, and then to start to do something about them as
quickly as possible. If an individual has a reasonable income, then an
immediate action is to review the household budget and see if any-
thing can be done to reduce expenditure. Another route is to refinance
existing debts by taking out new credit with lower payments and using
this to repay the original debt(s). However, this should only be done
with caution, especially if a consolidation loan secured against one’s
home is being used to repay unsecured debt. Once the debt has been
consolidated, individuals also need to be careful that they then don't
run up new debt using their old credit facilities, leading to an even
worse situation.

If a borrower still finds themselves unable to meet their debt repay-
ments, then they should contact the lender and seek to renegotiate the
terms of the agreement before the lender moves to take legal action
against them. While a lender is under no obligation to accede to a
request to change the terms of an agreement, many react more
favourably towards people who take proactive action to address their
debt problems than those who ignore them. Many will agree to one or
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more of the following actions when they are contacted by a borrower
who they believe is experiencing genuine financial hardship:

o If the borrower can afford some but not all of the regular repay-
ments, then to reschedule the debt over a longer period, resulting in
lower monthly payments. It is important to ensure that at the very
least, the new repayment schedule covers the interest on the loan so
that the value of the debt does not continue to increase.

o If the borrower is experiencing temporary financial difficulties, then
to ask for a payment holiday, freezing the outstanding debt for a
period of time. Lenders will also look favourably on an offer to make
a token payment for a period of time, even if this is only a fraction
of the original repayment.

o Ask that some or all of the debt be written off. A lender may agree to
do this if the debt is small, or if they believe there is little chance of
the debt being recovered through the courts or other means because
the borrower has few assets or a low income. Some lenders may not
be willing to write-off the debt completely, but may instead be
willing to freeze the debt indefinitely.

Whatever the situation, borrowers who find themselves with repay-
ment difficulties should consult a professional debt advisory service as
soon as possible. In the UK the three most widely known organizations
are Citizen’s Advice, the Consumer Credit Counselling Service and
National Debtline, all of whom provide free and impartial advice. They
will be able to advise on the best course of action for any individual’s
specific circumstances and will be able to give assistance and advice
about how to approach lenders to secure the best renegotiation poss-
ible, and if necessary how to deal with the consequences of legal action
should voluntary negotiation fail.

9.5 Chapter summary

The key legislation covering consumer credit agreements in the UK is
the Consumer Credit Act 1974. It covers most non-mortgage credit
agreements between individuals and commercial credit providers. The
Act specifies, amongst other things, the form that a credit agreement
must take and the rights an individual has to cancel the agreement.
The Consumer Credit (Advertisements) Regulations 2004 cover the
format and content that all material advertising credit must contain.
This includes all credit agreements, not just those regulated by the Act.



214 Consumer Credit Fundamentals

The Data Protection Act 1998 is a general piece of legislation that
empowers individuals by giving them control over how information
about them is used. From a consumer credit perspective, the two most
important aspects of the Act are first, the right of an individual to view
any data a lender holds about them, and second, for any inaccuracies
in this data to be corrected.

When a borrower finds their debt repayments unmanageable, a
number of courses of action are available. The first and most desirable
option is for the borrower and lender to renegotiate the terms of the
agreement so that the revised terms are affordable. If negotiation fails,
then in many cases lenders will resort to the courts to have repayments
enforced, or bailiffs appointed to recover property in lieu of the debt.
In nearly all cases, a lender cannot force a borrower to repay a debt
unless court action has been taken. In the most extreme cases, a lender
or the individual themselves may petition for bankruptcy to have the
borrower’s assets seized to recover the debt. The law covering bank-
ruptcy is laid down in the Enterprise Act 2002.

9.6 Suggested sources of further information

Brumby, F., McTear, A., Williams, C. and Border, R. (2004). Personal Insolvency,
1st edn. Cavendish Publishing. Written in plain English, this provides a sim-
ple introduction to the process of being declared bankrupt and the conse-
quences for individuals of being in a state of bankruptcy.

Keen, A. (2004). Life after Debt. Which? Ltd. A cheap, concise and easy-to-under-
stand book for people in debt. It gives practical advice about tackling debt
problems and how to deal with arrears, court action and bankruptcy. The
appendix contains contact details for all major UK institutions that are con-
cerned with credit and debt issues.

Dobson, P. (1996). Sale of Goods and Consumer Credit. Sth edn. Sweet & Maxwell.
Provides a clearly written in-depth analysis of the UK Consumer Credit Act
1974. Suitable for both legal experts and the casual reader.

Department of Trade and Industry website: http://www.dti.gov.uk/ccp/topics1/
consumer_finance.htm. Contains details of recent and upcoming amend-
ments to the UK Consumer Credit Act 1974 and associated legislation.



Appendix A The Calculation of
Interest and APR

The main objective of this appendix is to explain how the annual percentage
rate of charge (APR) is calculated. It is assumed that the reader has a basic
knowledge of mathematics.!

We begin with a review of the formulae by which simple and compound
interest are calculated.

A.1 Simple and compound interest

Simple interest, is where the total interest charge for credit is based only on the
initial amount borrowed, the length of the loan and the interest rate charged. If
the following symbols are used:

S = Sum borrowed, known as the principal.

t = The time over which the money is borrowed, known as the term.

r = The interest rate expressed as a percentage (so a rate of 0.05 used for cal-
culations would be the same as 5 percent).

I = The total amount of interest that must be paid.

Then the amount of interest payable on a loan can be calculated using the fol-
lowing formula:

I=S*r*t (1)

For example, for £1,000 borrowed for a term of two years at an interest rate of
10% per annum, the total amount of interest payable at the end of two years
would be:

£1,000 * 0.1 * 2 = £200.

Where compound interest is applied, the term is divided up into a number of
intervals of equal length, and at the end of each interval interest is calculated
and added to the outstanding debt. In the following interval the interest charge
is calculated on the total sum outstanding; that is, the original sum, plus the
interest that has already accrued from previous intervals. If n is used to repres-
ent the number of intervals over which interest is to be applied, then the fol-
lowing formula can be used to calculate the total compound interest accruing
over the term of the loan:

I=S*[(1+n"-1] (2)
Using the same example as before, but this time with compound interest

applied at the end of each year (so the loan comprises of two intervals, each of
one year); then the total amount of interest payable will be:
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£1,000 * [(1 + 0.1)2— 1] = £210.

Compound interest is often quoted over one interval of time, such as a year, but
calculated and applied to the outstanding debt over shorter intervals; such as a
day or month. In this case, the interest rate for each sub-interval can be calcu-
lated as:

r,=(1+n"-1 3)
Where:

r = The interest rate over time t.
n = The number of intervals within ¢, for which interest is to be calculated.
r, = The interest rate over time t/n.

For example, if a lender quotes an annual interest rate of 9.9 percent, but
applies compound interest to accounts on a monthly basis, the monthly equi-
valent rate will be:

(1 +0.099)12 _ 1 = 0.7898 percent per month.

For the reverse situation, where the interest rate for one interval is known, but
you want to know what the equivalent rate is over a term equal to some multi-
ple of this interval, the appropriate formula is:

r=(1+r)-1 (4)

So if the monthly interest rate, r, was 1.0 percent per month then the equiva-
lent annual rate of interest would be:

(1.01)'2 - 1 = 12.68 percent per year.

Note that simply multiplying the monthly rate by 12 leads to an underestimate
of the equivalent annual rate.

A.2 Calculating interest for fixed term amortizing loans and
mortgages

For fixed term amortizing loans, such as a repayment mortgage, the outstanding
capital decreases over time. Consequently, the interest charged each interval
decreases, reflecting the reduced debt. With each subsequent payment the bor-
rower is paying off more of the principal and less interest. What people nor-
mally want to know is; given an initial sum to be repaid over a fixed term and at
a fixed rate of interest, what will the monthly payments be? In this situation the
value of each payment can be calculated as:
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e T @)
P=s (1+r)’—1] ®)

= The payment each interval, with the first payment made at the end of
the first interval.
S = The principal (the loan amount).
r = The interest rate charged over each interval (e.g. each day, month or
year).
t = The term of the loan; that is, number of intervals over which the agree-
ment runs.

The total amount payable over the entire term of the loan is then simply P*t,
and the total interest charge over the term can be calculated as:

I=(P*1-S. (6)

So for a £50,000 mortgage repaid over 240 months (20 years) at a monthly
interest rate of 0.4789 percent (5.9 percent per annum using formula 4) the
regular monthly payment (using formula 5) will be:

0.004789 * (1 + 0.004789)240

= 95051
(1 +0.004789)2%0 _ 1 £350.950518

P =£50,000 *

and the total amount payable will be:
£350.950518 * 240 = £84,228.10.

and the total interest payable over the lifetime of the agreement can be calcu-
lated using (6):

(£350.950518 * 240) - £50,000.00 = £34,228.10.

In practice, the standard payment would be rounded down to £350.95 and the
first payment adjusted to include the outstanding £0.10; that is, £351.05. Also
note that calculations should be made using at least six decimal places to ensure
a suitable level of accuracy is maintained.

For balloon loans, such as interest only mortgages, interest is the same for
each interval and calculated using the simple method defined in (1). For the
£50,000 loan, the interest paid each month would be:

£50,000 * 0.004789 = £239.45.
Therefore, the total sum repaid over the term of the agreement would be:

240 * £239.45 + £50,000 = £107,468.

Of which £57,468 (£107,468 — £50,000) is interest.
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A.3 Calculating interest for credit cards

In theory, interest on a credit card is calculated in exactly the same way as any
other type of credit agreement. What makes credit card charges so difficult for
people to understand is that different lenders apply different interest rates to
different parts of the balance at different times. The result is that two credit
cards that technically charge the same rate of interest can result in different
amounts being charged for the same amount of debt. Some of the differences in
the way that card providers can calculate interest are as follows:

e Some lenders will start to charge interest from the date that the card was used
to make a purchase. Others will only begin to charge interest on the date that
the transaction registers on the account. This can be 1-2 days after the trans-
action occurred, due to the time it takes for it to be processed by the card
network.

e Some lenders calculate interest separately for each transaction. If the balance
is not settled in full by the due date, then interest is charged on each trans-
action from the day it occurred to the statement date following the due date.
Others choose to apply the average balance method. An average daily
balance is calculated for the entire statement period and interest is calculated
on this average figure. With the average balance method the date that pay-
ments are made to the account are important because the earlier a payment is
made the lower the average balance will be, resulting in a lower interest
charge.

e When someone makes only a part payment leaving part of their balance to
revolve, interest can either be charged on the entire balance, or only on the
amount outstanding after a payment has been made. If a customer receives
a statement showing a balance of £600 and then pays £450 by the due date, a
balance of £150 will revolve to the next statement. Interest can be charged on
£600 or £150.

e When a balance has revolved from a previous statement, but is then settled in
full by the next due date, three options are available. The first is to charge no
interest at all because the balance has been paid in full. The second is to
charge interest only on the sum that revolved. The third is to charge interest
on the full statement balance. For example, a balance of £500 revolves from
the previous statement period (this includes any interest from the previous
period that would have been charged because the balance revolved). Another
£100 is also spent using the card so that the total balance appearing on the
new statement is £600. The £600 is then paid in full by the due date. Some
lenders would charge no interest because the balance was paid in full.
Some would charge interest on the £500 that revolved, others on the
full £600.

A secondary issue is one of payment hierarchies. Many revolving credit prod-
ucts allow different types of transaction to be charged at different interest rates.
A customer may have part of their balance on an introductory rate, part on a
balance transfer rate, part on the lender’s standard rate and so on. When the
customer makes a payment, which part of the balance will it be used to pay?
The most common strategy is for the lowest interest rate part of the balance to
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be paid first. So if someone has made use of a zero rate balance transfer option
to transfer debt from another card, this will be paid off before any new trans-
actions attracting the lender’s standard rate of interest.

A.4 Calculating APR

The method of calculating APR presented here is based on UK legislation as
described in the UK government publication: ‘Credit Charges and APR’ (Office
of Fair Trading 2001) — which is based on EU Directive 98/7/EC. The directive
applies to all EU member states and should therefore have been incorporated
within each country’s consumer credit legislation. A similar method is also used
in the US and many other countries. However, while the mathematical formula
used to calculate APR is very similar to the one described here, the actual APR
calculation can vary from country to country because different definitions/
assumptions are applied to the values that are used as inputs to the formula.
Consequently, non-UK readers should consult appropriate material from their
home country in addition to that presented here. It is also impossible to con-
sider every possible variation on the APR calculation for every type of lending
agreement within a short appendix. Therefore, the objective is to present the
general principles and some example calculations covering some typical lending
situations.

The calculation of the APR is based on the schedule of advances made to the
borrower and payments made to the lender over the course of the agreement. It
is defined as the value at which the two sides of the borrower-lender agreement
‘balance,’ as represented by the following formula:

m Sk n P

k; 1+nk ;:21 a +)r)ti

(7)
Where:

S¢ = The advance made to the borrower at time t;.

t, = The time of advance S; in years, after the start of the agreement.

P; = The payment made by the borrower at time £;in years.

t; = The time of the payment P; in years.

m= The total number of advances made to borrower over the term of the
agreement.

n = The total number of payments made by the borrower over the term of
the agreement.

r = The as yet unknown APR - the derivation of which will be discussed in
due course.

This is known as the net present value method for calculating APR. The pay-
ments, P;must be based on the Total Charge for Credit (TCC). The TCC is the
sum of all mandatory charges incurred over the term of the agreement that the
borrower must pay. In the UK this includes:

¢ Interest.
e Administration, documentation or arrangement fees.
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Mandatory payment protection insurance fees.

Mandatory maintenance or product guarantee fees.

Credit brokerage fees paid by the borrower.

Option to purchase fees (for hire-purchase agreements).

Charges for linked transactions which only exist because of the credit agree-
ment. For example, a mandatory servicing contract on a washing machine,
which was bought under a hire-purchase agreement.

Any other fees for services charged as part of the agreement.

In the UK the following exemptions to the TCC are allowed:

Charges for breaking the terms of the agreement, for example, missing or
being late with a repayment.

Early settlement fees, for repaying the outstanding balance on a loan before
the agreed date.

Optional payment protection insurance.

Optional guarantees or maintenance contracts.

Fees which would also be charged to cash customers. For example, a delivery
charge on a sofa, which applies regardless of whether it is bought on cash or
credit terms.

Incidental charges, not directly linked to the credit agreement. For example,
if a customer is a fee-paying member of a club, which begins offering goods
or services on credit terms, the membership fee can be excluded, if club mem-
bership is not solely for the purposes of obtaining credit.

Bank charges. For example, fees for processing payments made by cheque.
Charges for the transfer of funds, unless the borrower has no choice, or the
charges are ‘abnormally high.’

In the UK a number of assumptions about the TCC are also allowed for situa-
tions where the exact term or amount of lending is unknown:

If the amount of the loan is not known, then where a credit limit is granted,
it is assumed the borrower borrows an amount equal to the credit limit.
Where the credit limit is not known, charges are based on a nominal value of
£100.

If the term of the loan is not known, interest charges are based on a period of
one year.

If different interest rates apply to different parts of the agreement at different
times (such as a discount rate mortgage or an introductory rate on a credit
card), each rate should be used for the appropriate part of the agreement for
which it applies, and the APR quoted for each time period. For the case where
the exact term is not known and the interest rate changes within a year, the
highest interest rate charged during the year should be used.

If the interest rate is potentially variable over the course of the agreement, the
TCC should be calculated on the basis of the interest rate at the start of
the agreement.

If repayments are variable (as with most credit cards), it is assumed the bor-
rower makes the minimum possible repayment until the account balance falls
to zero.



Figure A.1 Calculating the APR Using the Excel Solver
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Once the schedule of advances and repayments are known, the goal is to find
the value of the APR; that is, r in equation (7). This is not a trivial exercise and is
difficult to calculate precisely. The usual practice is to use an iterative method,
such as Binary Partitioning or the Newton-Raphson algorithm to generate an
estimate of r to a required level of accuracy. If one has access to Microsoft Excel
it is not necessary to know the logic for such algorithms as the Solver add-in,
selected from the tools menu, can be used. Figure A.1 shows how to set up Excel
for this purpose.

Consider a credit agreement with the following features:

e Aloan of £7,500 is advanced for a term of 12 months.
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e The loan is amortizing in nature, with the borrower making 12 equal
monthly payments covering both interest and capital so that the entire debt
will be repaid after 12 months.

e The regular monthly payment is £675.

e The first repayment is made one month after the start of the agreement.

Note that because the lender has quoted the value of monthly payments the
interest rate is immaterial to the APR calculation.

In column A is ¢, the time in years. Column B and C contain the advances
and payments made at time each f. Columns D and E contain the two sides of
equation (7) with the summations performed at the bottom of each column in
row 18. Cell E20 is the difference between the two summations (D18 — E18). The
correct APR value is the one that results in both summations being equal; that
is, where the difference (E20) is zero. Once the spreadsheet has been created the
APR is calculated using the following steps:

1. Entering a ‘seed value’ for the APR in cell B1. Any value is suitable to initial-
ize the process, for example, a value of 1.0.

. Launch the Solver from the tools menu.?

. In the Solver parameters dialog box set the target cell to $E$20.

. Select the ‘equal to: value of:” option and enter a value of zero.

. Set the ‘by changing cells’ dialog to $B$1.

. Click ‘Solve’

QN W N

The Solver will automatically adjust the value in the APR field (B1) until the dif-
ference (field E20) is zero. In this example the APR is 15.4 percent.

Under UK legislation, the APR presented to the customer, may be rounded to
within one decimal place of its actual value. So if the APR is 15.4489 percent,
15.4 percent may be quoted. The legislation also defines a year as either
365 days or 365.25 days, to take into account leap years — the lender may choose
which figure to use. A month is defined as 1/12 of a year, regardless of the
actual length of the month, and a week as 1/52 of a year.

A.5 Example interest and APR calculations

Example 1. A credit provider offers an unsecured personal loan with the follow-
ing features:

£7,500 is advanced over a term of 36 months.

Interest is charged at an annual rate of 8.9 percent.

Interest is applied monthly to the outstanding balance.

There is a three month repayment holiday at the start of the agreement.
Therefore, the first repayment is due four months after the start of the
agreement.

e The loan is amortizing in nature, with the borrower making equal monthly
repayments over the period of the loan, once the payment holiday period is
over.
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e The lender charges an arrangement fee of £65, payable when the agreement is
made.

To calculate the total repayments made by the borrower (the TCC), the first step
is to calculate the interest charged over the period of the loan and the monthly
repayments, as follows:

1. The monthly equivalent interest rate, is calculated using equation (3):

(1 +0.089)12 -1 =0.713029 percent per month.

2. For the first three months, no payments are made and interest accrues on a
compound basis as calculated using equation (2):

£7,500 * [(1+ 0.00713029)% - 1] = £161.1578

Resulting in a total balance of £7,616.1578 by the end of month 3.
3. For the remaining 33 months, repayments can be calculated using equation (5):

0.00713029 * (1 + 0.00713029)*3
(1+0.00713029)3 - 1

P=4£7,616.1578 * =£259.8273

Therefore, the standard repayment is rounded down to £259.82, resulting in an
initial repayment of £260.06. The TCC is then calculated as the sum of the
monthly repayments plus the arrangement fee:

£260.06 + (£259.82 * 32) + £65 = £8,639.30
and the total interest payable is:

£8,639.30 - £7,500.00 - £65 = £1,074.30

The APR is then calculated based on the schedule of advances and repayments
as summarized in Table A.1.

Table A.1 Schedule of Advances and Repayments

Time Time Advances Repayments
(months) (years) £ £
0 0.000 7,500 65.00
1 0.083 0 0.00
2 0.167 0 0.00
3 0.250 0 0.00
4 0.333 0 260.06
5 0.417 0 259.82
35 2.917 0 259.82
36 3.000 0 259.82

Total 7,500 8,639.30
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Using the Excel Solver gives the APR to be 0.090862 or 9.1 percent, rounded
to the first decimal place.

Example 2. A credit provider offers a credit card with the following product
features:

e Interest is charged at 14.9 percent per annum on all transactions (1.011642
percent per month).

e Interest is applied to the outstanding balance on the same day each month
(the statement date).

e The first statement is issued one month after the start of the agreement, with
the due date 20 days after the statement date (note that the same calculation
would result for a due date within one month of the statement date).

¢ The borrower only pays interest if the balance is not cleared in full by the due
date.

e The credit limit is £4,000. Therefore, for the purposes of calculating the TCC
and the APR, it is assumed that the borrower is advanced a sum of £4,000 at
the start of the agreement.

e The borrower is required to make a minimum monthly payment which is the
greater of 4 percent of the outstanding balance or £5. If the balance is less
than £5 then the full balance is payable.

e There is a £10 annual fee, which appears on the first statement and then
every twelfth statement.
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The steps in the calculation of the APR are shown in Table A.2.

Table A.2 Calculation of the APR for a Credit Card

«
@ 5 g
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=) = « =] I <] e
S s 2 IS & 3} ° <
g = g % e E =
o v g & =1 %‘ 2 e
£ E 3 2 g 5 34%
= e < = < ~ 28
0 0.000 4,000 0.00 0.00 0.00 4,000.00
1 0.083 0 46.57 10.00 160.00 3,896.57
2 0.167 0 45.36 0.00 155.86 3,786.07
3 0.250 0 44.08 0.00 151.44 3,678.70
4 0.333 0 42.83 0.00 147.15 3,574.38
5 0.417 0 41.61 0.00 142.98 3,473.02
6 0.500 0 40.43 0.00 138.92 3,374.53
7 0.583 0 39.29 0.00 134.98 3,278.84
8 0.667 0 38.17 0.00 131.15 3,185.86
9 0.750 0 37.09 0.00 127.43 3,095.51
10 0.833 0 36.04 0.00 123.82 3,007.73
11 0.917 0 35.02 0.00 120.31 2,922.44
12 1.000 0 34.02 0.00 116.90 2,839.56
13 1.083 0 33.06 10.00 113.58 2,769.04
14 1.167 0 32.24 0.00 110.76 2,690.51
164 13.667 0 £0.17 0.00 5.00 £9.65
165 13.750 0 £0.11 0.00 5.00 £4.77
166 13.833 0 £0.00 0.00 4.77 £0.00
Total 4,000 £5,806.59
Notes:

The repayment is calculated as the greater of £5 or 4 percent of the previous outstanding
balance at month end.

The outstanding balance at month end is calculated as the previous outstanding balance at
month end - repayments + advances + interest + annual fee.

Again using the Excel Solver, gives the APR to be 15.6306 or 15.6 percent,
rounded to the first decimal place. Note that no interest is added in the final
month on the £4.77 outstanding from the previous month as the balance is
settled in full.



Appendix B A Brief Note on the
Construction of Credit Scorecards

This short appendix is for those interested in the construction of credit score-
cards. It is assumed the reader has some elementary understanding of statistical
modelling using packages such as SAS, SPSS or STATA.

The standard approach is to treat the lending decision as a forecasting
problem. Information about individuals is gathered from the time they apply
for credit and their repayment behaviour is observed for a number of months
after credit has been granted. Individuals are then classified as either ‘good’ or
‘bad’ on the basis of this behaviour. Goods are those that repay to the repay-
ment schedule, bads those that default or have been in a state of serious arrears.
The objective is to construct a model that is able to predict the eventual
good/bad status of an individual, based only on information that is known at
the time of application.

In practice, some observations will also be assigned to an indeterminate cat-
egory where performance is ambiguous. For example, where the account was
never seriously delinquent, but one or more scheduled repayments were missed
during the period of observation. Indeterminates are usually excluded from the
model development process (Hand and Henley 1997). Therefore, the proportion
of indeterminates within the population should not be large, otherwise results
may not be representative of the true population (anything under 20 percent of
the population is usually acceptable).

With the exclusion of indeterminates, the problem becomes a binary one,
and for modelling purposes goods are usually assigned a value of one, bads a
value of zero, or vice versa. The objective is to define the boundary that best
separates good and bad cases, minimizing the number (or cost) of misclassified
cases. This is usually on the basis of some function of the independent vari-
ables, derived through the application of an appropriate modelling technique
such as logistic regression. The output from the model is normally in the form
of a score, which can be interpreted as an estimated probability of a customer
being good or bad. Other approaches have been tried, using multiple classifi-
cations or continuous measures of ‘goodness,” but binary classification is by far
the most popular.

After modelling is complete, a common practice is to apply a transformation to
the model to generate integer scores within some specified range, often 0-1,000.
There is no theoretical reason for doing this, but in practice many people find
dealing with integer representations easier to explain to a non-technical audience.
Lending decisions are then based on the distribution of good and bad accounts by
model score, as discussed in Chapter 5.

Many methods can be used to create a credit scorecard. The models developed
by Durand (1941) and other early practitioners were based on discriminant
analysis techniques. Today, the most popular technique is (stepwise) logistic
regression (Thomas et al. 2001). Other popular methods include linear regres-
sion, neural networks, decision trees and survival analysis, and many others
have been explored by the academic community. Which is best? Despite theo-

226
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retical arguments that neural networks and logistic regression are more suitable
than other approaches such as discriminant analysis and linear regression, there
is no overall best method in practice. A number of surveys have concluded that
the performance of many classification and regression methods applied to a
range of credit scoring problems is almost identical, and there is no consensus as
to which is the overall best method (Boyle et al. 1992; Henley 1995; Desai et al.
1996; West 2000; Baesens et al. 2003). The reason for this has been attributed to
the flat maximum effect with many optimal or near optimal solutions existing
for some types of problem (Lovie and Lovie 1986). The flat maximum effect is a
good thing for scorecard developers because it means that robust and efficient
models can be built with some degree of latitude, with considerable flexibility
over how dependent and independent variables are formatted and chosen for
inclusion into the modelling process without much, if any, reduction in model
performance. Credit scoring models also tend to be resilient to population
changes, and generally perform well when applied to populations other than
that for which they were originally intended (Overstreet et al. 1992).

The advice offered by this text is to use simple methods such as stepwise logistic
regression as the primary means of scorecard construction, and only to investigate
alternatives if there is good reason to do so. If significant interactions between vari-
ables are found and/or there is a high level of multi-colinearity, then a neural
network or some other non-linear approach may provide greater levels of perform-
ance than a logistic or linear regression model (although this is not guaranteed!).

B.1 Credit scoring data sets

Data are typically a mixture of continuous and categorical variables collected from
the applicant, a credit reference agency and the lender’s own internal files of past
customer behaviour. It is not unusual to have more than a 100 independent vari-
ables as candidates for model construction, and another reason why procedures
such as stepwise logistic regression are popular is because variable selection occurs
automatically within the modelling process. There is no need to undertake a pre-
liminary variable selection process such as principal components analysis.

In an environment where organizations can have millions of historical credit
records available for analysis, credit scoring models are usually constructed
using samples rather than full populations. While there is no precise recom-
mendation of what constitutes an acceptable sample size, Lewis (1992 pp. 31
and 38) suggests that 1,500 good and 1,500 bad cases are usually sufficient for
model development, although robust models can be built using samples of
only a few hundred cases. In the author’s experience there is relatively little to
be gained from increasing sample sizes beyond about 5,000 goods and 5,000
bads. However, if the sample is being used to construct multiple scorecards
covering different population segments, then the sample size should be
increased accordingly.

B.2 Pre-processing (data preparation)

Having assembled the raw data there is often a requirement to undertake some
level of pre-processing to reformat the data so that it is in a form amenable to
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the chosen modelling process. This includes coding missing or suspect data
to default values (or applying some other missing data algorithm) and coding
any new variables which are believed (via expert judgement and past experi-
ence) to be predictive of risk. For example, most personal loan providers capture
the amount of the loan requested and the applicant’s income. While both may
be predictive, the more useful variable is often the ratio of loan amount
requested to applicant’s income. There will also almost always be some outliers
or otherwise non-standard cases within the data set, and some effort will be
required to investigate and deal with these cases before any modelling is under-
taken. In some cases it is also prudent to exclude observations to which it is
believed policy rules will be applied in the live environment. If the sample con-
tains cases where applicants are aged under 21, but the organization has taken a
decision that these should be automatically declined in future, a better model
will result if under 21s are excluded from the modelling process.

While the systems that credit providers now employ have improved
dramatically since the early 1990s, resulting in comprehensive datasets of a high
quality, the amount of effort required to obtain and prepare a typical data set
should not be underestimated. It is quite normal for exploratory analysis and
pre-processing of data to take more time and effort than that required for the
modelling phase of scorecard construction.

The most widely accepted practice in the construction of credit scoring
models is to use dummy variables entirely (Hand and Henley 1997). Thus con-
tinuous variables such as income and age are binned into a number of discrete
categories and a dummy variable is used to represent each bin. For any one
characteristic between five and ten bins is usually sufficient, although more can
be used if the sample is large enough. Bins are usually defined either by splitting
a continuous variable into a number of equally sized groups, for example 10 bins
each containing 10 percent of the population, or alternatively, by grouping
together observations where the relationship to the dependent variable is
similar; that is, the good:bad odds are almost the same. This is usually estab-
lished by examining a graph of the relationship between a characteristic and the
good:bad odds. It is also important that each bin contains a sufficient number
of observations to produce a statistically robust model. Too few and the model
will be prone to over-fitting, or if a stepwise procedure is being used, the
significance level for model entry may not be met. A useful rule of thumb is that
there should be a minimum of 25 good and 25 bad cases in any one bin.

Hand and Adams (2000) observed that the dummy variable approach led to
the production of a better model than using either raw or transformed versions
of the continuous variables and this is probably due to dummy classification
providing a good linear approximation to non-linear features of the data.

The major criticism that has been voiced against the use of dummy variables
is the resulting increase in the dimensionality of the problem space; that is,
each raw variable can lead to the creation of many dummy variables and there-
fore it is not uncommon for hundreds or even thousands of variables to be used
in model construction.

In the author’s experience the design and pre-processing of the data set, and
the definition of the objective function (how goods and bads are defined), are
far more important issues for ensuring the delivery of a high quantity solution
than the choice of modelling technique.
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B.3 Reject inference

The good/bad classification is only available for those applicants who were
accepted for the product — nothing is known about how rejected applicants
would have behaved had they been accepted. Some lenders overcome this
problem by accepting a small number of applicants who should have been
rejected, in order to obtain a fuller picture of the through-the-door population
(Rosenberg and Glait 1994). However, this approach is not popular due to the
costs associated with accepting non-profitable customers (Thomas et al. 2002
p- 141). Therefore, in an attempt to counter bias within the sample population,
lenders often try to estimate what account performance would have been if the
rejected applications had been offered the product; that is, whether or not they
would have ended up as good or bad. This process is termed reject inference.

The most common reject inference method is the two-stage augmentation
method (Hsia 1978). In the first stage a model is constructed to predict the prob-
ability of cases falling into the accepted or rejected population. In the second
stage observations in the accepted population are weighted according to the
inverse probability of them having been accepted, based on the probabilities
resulting from the model produced in the first stage. Thus marginal cases that
are closer to the previous accept/reject cut-off rule, are given more weighting
than those observations that easily passed the previous cut-off rule. The final
credit scoring model is then constructed using the reweighted accepted popula-
tion. In some ways the augmentation method can be considered a simple form
of boosting, in which models are repeatedly constructed with greater and
greater emphasis being placed on harder to classify (more borderline) cases.
Popular alternatives to augmentation are the Bi-variate probit method for cen-
sored data (Boyes et al. 1989) and iterative reclassification (Joanes 1993).

Is reject inference worthwhile? Hand and Henley (1993) came to the conclu-
sion that reliable reject inference is impossible. They argued that reject infer-
ence could only lead to an improved credit scoring model if it involved the
application of some additional information, either in the form of expert (wider
domain) knowledge, or by accepting some of those that should have been
rejected, in order to see how they performed. A more recent study by Crook and
Banasik (2004) supported this view and suggested that applying reject inference
could result in a worse solution than if no reject inference had been applied,
because there is potential to increase the bias in the population, rather than
reduce it. It is also the case that it is impossible to validate a reject inference
process because there is no data to validate against. In the author’s opinion,
expending the time and effort required to perform reject inference is at best
questionable — unless the reject inference process brings with it some new or
additional information that would not otherwise be incorporated into the mod-
elling process.

B.4 Assessing the performance of credit scoring models
The primary use of credit scoring models is prediction, to correctly classify

accounts as good or bad cases. Users of credit scoring systems tend not to be
interested in standard statistical measures of model fit, such as the R2 coefficient
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for linear regression or the likelihood ratio for logistic regression. Nor are
confidence intervals for parameter estimates or individual point estimates of
much importance. Of greater interest are the misclassification properties of the
scoring model at specific points in the score distribution.

The misclassification rate for any given score can be calculated from a score
distribution report as discussed in Chapter 5. Any goods scoring at or below the
cut-off score are misclassified as bad, and any bad cases scoring above the cut-off
are misclassified as good. The performance of competing models can then be
compared. Where some other measure of performance is available, such as
average write-off value of a bad and average profit on a good, then the mis-
classification rates can be weighted to represent this additional information.

Area under the curve (AUC) measures are widely used to measure the overall
discrimination of a model across the sample population and/or the overall separa-
tion between the distribution of good and bad cases. The most popular of these
are the GINI coefficient and the K-S statistic. These are particularly useful for
gauging the power of a scoring model when the model will be used for setting
multiple cut-off scores. For example, assignment of different credit limits for dif-
ferent score ranges. They are also useful for evaluating scorecards when the use of
the model is uncertain. This situation can arise when developing generic
(bureau) scoring models, where the model will be used by one or more different
lenders with different (unknown) cut-off strategies. See Thomas et al. (2002) for a
more complete description of these measures.

B.5 Operational issues

Prior to the 1990s, most lenders relied on IT staff to hard code models into the
application and account management systems. Today, most lenders have para-
meterized decision engines, allowing credit scoring models to be implemented
without recourse to specialist IT resource. Consequently, there is a cost over-
head to implement any credit scoring model that cannot be represented by the
parameter structure maintained within an organization’s decision engine. For
the implementation of a non-standard credit scoring model to be worthwhile,
the model must deliver an increase in benefit at least equal to the marginal
increase in the cost of implementation. This may be one reason why so few
alternatives to regression methods are used in practice.

Implementation testing is an important, but often neglected issue. If a credit
scorecard does not perform as expected in the live environment, then the
organization is exposed to a potentially large financial risk. Prudent users of
credit scoring will have off-line testing facilities available, allowing them to sim-
ulate the live environment and process test cases through the new scorecard
prior to roll out in a live environment. If off-line testing facilities are not avail-
able, another option is to use ‘champion/challenger’ strategies to implement the
new scorecard on a small test population of live applicants for a short period of
time and to monitor the decisions made on the basis of the new scorecard.
Scorecard testing can involve a number of cycles of testing and review, and as
with data preparation, the time required to test and implement a suite of score-
cards should not be underestimated.
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Scorecard performance deteriorates over time. Hand and Jacka (1998
pp- 75-6) describe a number of reasons why this occurs, including changes to
population demographics, marketing strategy, current economic conditions or
new legislation. Therefore, the time taken to develop and implement a scoring
model is also important, not just in terms of the development cost, but also due
to the implied loss for maintaining the existing sub-optimal model while the
new scorecard is developed. This is another factor in favour of standard
approaches, such as logistic regression and discriminant analysis, which can be
applied quickly and easily using standard software.

B.6 Suggested sources of further information

Menard, S. (1995). Applied Logistic Regression. Sage. This is a short concise guide
to using logistic regression, with many of the examples using SAS and SPSS
software.

Thomas, L. C., Edelman, D. B. and Crook, J. N. (2002). Credit Scoring and Its
Applications, 1st edn. Siam. For the reasons stated in Chapter 5.



Notes

Chapter 1 Introduction

1

Under this definition debts incurred from a partnership would be classified
as consumer credit because the partners have individual liability.

Chapter 2 The History of Credit

1

2

3

Today, usury is generally used to describe an excessive or extortionate level
of interest.

Although they could be productive. So it was, for example, natural for a mill
to be productive in turning grain into flour.

A 48 percent per annum interest rate cap was reintroduced in England
between 1927 and 1974.

Chapter 3 Products and Providers

1

2

6

The term ‘merchant’ encompasses retailers and service providers, such as
hairdressers and dentists.

Based on the simple method of calculating interest as described in Appendix
A.

There can be exceptions to this. If someone obtained a loan to purchase a car
and the lender paid the car dealer directly then the credit would be
restricted.

In absolute terms secured lending rates are not always low, but for those
with a less than perfect credit record, it can represent the cheapest form of
borrowing available.

Note that ‘musharaka’ and ‘murabaha’ are alternative English spellings of
musharakah and murabahah respectively, which are used in some texts.
Estimate provided by the National Pawnbrokers Association in 2004.

Chapter 4 The Economics of Credit and its Marketing

1

Kempson reports that 75 percent of households have access to some type of
credit facility and six percent of all households are currently in arrears with a
credit commitment. Therefore, the number of credit enabled households in
arrears is 6.0/0.75 = 8 percent.

In the article a Barclays spokesperson was reported to have claimed that the
10 percent figure quoted was over-inflated and untrue, but declined to
provide any alternative figures.

In most cases merchant acquirers also charge a one-off fee to cover the
installation of the equipment required to process transactions. For a small
store with a single terminal, this cost will typically be several hundred
pounds.

The accord only applies to banking institutions. Other types of commercial
lenders such as finance houses and retail credit providers are exempt.

232
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While the primary business of these companies in 2003/4 involved credit
cards, both organizations were also engaged in other commercial activities.
Therefore, figures quoted cannot be considered a true like-for-like compari-
son with a pure credit card business.

Chapter 5 Credit Granting Decisions

1

In real lending situations most people who default on a credit agreement will
have made a number of repayments before defaulting. Therefore, the amount
a lender will actually write-off will only be a proportion of the original loan
amount.

In the country in which the scorecard was intended for use this would have
been legal.

Some lenders will use two or more different brands for the same credit
product. Therefore, the situation can arise where an applicant unknowingly
applies for the same product twice.

Chapter 6 Credit Reference Agencies

1

There is not a consistent definition of the term ‘thin credit file’ across the
industry. Therefore, individual interpretations of the level of data that con-
stitutes a thin file may vary from lender to lender.

It is not suggested that credit reference agencies deliberately bias bureau
scores in any way that would be illegal under UK or European law. In the
author’s experience great care is taken to ensure that all legal requirements
are met.

A gigabyte is approximately one billion bytes.

This is a rather simplistic representation based on an 18-hour operating
window each day. In practice some searches occur in real time as a credit
application is made and some within batch processes performed overnight.
A terabyte is 1000 gigabytes.

A feasibility study carried out in conjunction with database security special-
ists, Pentest Ltd in 2004 concluded the full set-up cost for a UK-based credit
reference agency was of the order of £2—-£3 million, with annual running
costs of the order of £1.5 million.

Chapter 9 Legislation and Consumer Rights

1
2
3

In 2005 this was £450.

In 2005 this was £480.

In 2005 the fee was £10 for data held by credit reference agencies and
financial services organizations.

Appendix A

1

2

For UK readers A-level mathematics or statistics should be more than
sufficient.

Before Solver can be used for the first time it needs to be installed via the
add-ins option on the Excel tools menu.
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