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FSA
An international perspective on the

regulation of consumer credit markets

Administrative Meeting
for “PT regarding
money-lending system”

28t January 2010
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Policis

London-based economic and social research consultancy
Specialising in:

Research to support Government policy formulation

Credit and financial services markets

Undertook international research on the impact of regulation on national credit
markets for UK government to inform framing of 2006 Consumer Credit Act

Facilitated research visits by both FSA and JFBA to UK regulators 2005 prior to
framing of Money Lending Business Law
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Regulators in all markets share common goals and consumer
protection concerns

Regulator aims and concerns:
Credit plays positive role in economy and society
Competitive and transparent markets
Prevent oppressive or unfair lender practice
Responsible lending
Cost of credit (for vulnerable borrowers particularly)
Over-indebtedness and insolvency

International consensus on requirement for responsible lending, price
transparency and consumer education

Price and lending controls more controversial and regulator’'s approaches vary
significantly between countries

The result is very different credit markets and outcomes for consumers
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Research for UK government suggested that controls on price and
lending volumes have series of predictable effects

If controls are effective the supply of credit is restricted:
Higher risk borrowers lose access to credit
These are typically low income consumers and small businesses
Reduced credit supply creates hardship:
Most do without credit, so face difficulties in managing crises and major purchases
Some rejected borrowers turn to black credit market
Financial distress rises as credit is withdrawn:
Cash flow difficulties increase for the most vulnerable on tightest budgets
Risk of insolvency increases for the most stressed
Knock on effects for consumption and the economy
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Differences between France and Germany in regulatory emphasis
has produced very different credit markets

France and Germany both have:

Long-established rate ceilings set at low levels

State-run credit delinquency register — with no lending to registered individuals
France focuses on price controls and the management of over-indebtedness:

All components of regulation tightly specified and managed

Ceiling set at 33% above average rate — peaked at 27.09% in 1993

Comprehensive over-indebtedness regime managed by Banque de France
Germany focuses on the prevention of default:

Germany relies on tradition of self regulation

Court defined ceiling of 2 x average rates, maximum 2006 21.1%

Rate for delinquent accounts by law lower than normal rate
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UK and US both have more market-oriented approach with emphasis
on price transparency and responsible lending

US

UK

Recent emphasis has been on price transparency and unfair lender practice
Effectively national market for mainstream loans and credit cards

High cost credit regulated at state level

Mix of states with and without usury ceilings

Majority of states (38) have exemptions for small sum loans or specific legislation to
facilitate short term high cost loans

No price controls

No restrictions on lending to high risk borrowers
Agreements subject to “unfair” credit test
Requirement to lend responsibly

policis



German credit market features high levels of exclusion
while France exhibits high levels of credit delinquency

Germany has achieved low default rates but at cost of credit exclusion and lower
consumption:

Narrow product range based on term loans
Slow market growth
Significant credit exclusion of those on low incomes and higher risk borrowers

BUT this has not protected German consumers from high levels of over-
indebtedness, which is significantly higher per head than France or UK

France succeeds in keeping APR low, but with significant level of financial
break-down among vulnerable borrowers:

Markets dominated by low APR revolving credit -

Rapid credit market growth and easy access to credit

High levels of delinquency with automatic referral to over-indebtedness regime
RESULT: large numbers over-indebted and excluded from financial mainstream

Black market lending in both markets concentrated in those excluded from credit
mainstream
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In both France and Germany rate caps have not prevented rising

over-indebtedness among those on low income
Over-indebtedness trends in France and Germany

Individuals entering over-indebtedness / Individuals entering over-indebtedness
debt work out process process per 1000 of population
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In France payment delinquency on low APR revolving credit shuts
large numbers out of banking mainstream and access to credit

Registered under jurisdiction of Interdit Bancaire regime
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Source: Taylor Nelson Sofres Research for Policis 2004

1 in 5 in lowest income quintile have been through “Interdit Bancaire Regime” and
thus excluded from financial mainstream. 2.3 million individuals registered.
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UK has highest debt per cap in EU but relatively low
Incidence of problem debt

Debt per head indexed against average for all UK France and Germany

—&— France
—ii— Germany

= UK
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Source: Cofidis, ECRI, Bundesbank, Bank of England, Banque de France 0 I I ‘ I S
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UK market has been fast growth and has highest debt per capitain
Europe but relatively low levels of serious problem debt

Wide range of credit models and pricing
Credit available to high risk borrowers

Non standard lending small part of market (as in USA)
Small sum, short term loans can be very high cost
High cross-over between use of mainstream and “non-standard” lending
Sits alongside large social lending safety net”

Black market small relative to France and Germany
Highest levels of debt per head in Europe
But low incidence of serious problem debt

Problem debt and insolvency now rising rapidly, but from low base in comparison
to France and Germany
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Serious problem debt trended down through decade of rapid credit
growth in UK —rising recently from low base as credit supply shrinks

UK over-indebtedness trends UK over-indebtedness trends UK over-indebtedness trends

Court Judgements for debt Mortgage repossessions 000s Individual voluntary arrangements
and personal bankruptcy
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Debt per head much higher in UK than Germany but insolvency per

000 population in Germany significantly higher than UK
Debt per head and incidence of bankruptcy per 000 of population

Debt per head indexed against average Bankruptcy per 000 of population indexed
for UK and Germany against average for UK and Germany
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Black market lending is higher in the rate capped markets of France
and Germany than the UK

Incidence of illegal lending in France, Germany, UK among

the credit impaired
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Source: Taylor Nelson Research for Policis 2004
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Controls on the price of credit do not necessarily reduce cost of
credit for vulnerable consumers or protect them from distress

When controls tightened or introduced some borrowers benefit from cheaper
credit:

Most reliable and better off borrowers benefit
For those with tendency to irregular payment, costs may increase
Alternatively, controls are ineffective - lenders accommodate ceilings:

Lenders adapt products and pricing structures so that price for risk achieved

Cost of credit is shifted to mechanisms other than interest rates (most commonly
behaviour-driven charges for over-limit cards or payment irregularity)

Price transparency compromised
Risk that for most marginal borrowers:
Not only will costs increase
Outcomes of cash flow or credit difficulties may be more negative
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High risk credit users in France and Germany are more likely to be
subject to a range of ancillary charges than borrowers in UK
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In US states where high APR products prohibited, penalty charges on
low APR credit consistently & significantly higher than in other states

17
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New York Federal Reserve study found that financial distress rose following
high cost credit bans in US and fell when lending restrictions eased

In Georgia and New Caroline financial distress increased In Hawaii doubling of maximum loan size for high cost loans
following effective payday lending bans in 2003 in 2003 was followed by decline in financial distress
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Considerable potential for unintended effects associated with effort
to control price and supply of credit

Price and lending controls and consequent restriction of credit supply will risk
damage to the welfare of the most vulnerable

The tighter the controls on price or lending volumes, the greater the likelihood
that borrowers with a need for credit and ability to repay are refused loans

Tightening controls on price will not necessarily reduce the cost of credit and
may increase it under uneven payment conditions

Restrictions on lending or price do not of themselves prevent over-indebtedness
Tightened controls may lead to higher levels of financial distress and insolvency
Stimulus to black credit markets may follow restriction of legitimate credit
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Appendix 1
UK consumer protection groups campaigned against rate caps
saying would damage interests of poor & open door to black market

20

21 October 2005

1 am writing on behalf of a wide range of organisations that
are expert in the field of financial inclusion and
represent, or work with, low-income and vulnerable
consumers.

We welcome the introduction of the Credit Bill, particularly
clause 19 which introduces a broader concept of unfair
credit. In the light of the Second Reading of the Bill in
the House of Lords, which takes place on 24" October 2005,
we would like to express our deep concern about the possible
introduction of amendments that may lead to the introduction
of an interest rate ceiling in the UK. We believe that the
introduction of a rate ceiling would restrict access to
credit among low-income consumers; at worst, it could lead
to an increase in the use of unlicensed lenders.

Recent research suggests that up to 6.2 million low-income
people of working age in the UK could potentially benefit
from the wider availability of more affordable credit.

When you are considering the Consumer Credit Bill, we would
ask you to consider the following facts:

e Research evidence indicates that the imposition of
interest rate ceilings can exclude higher-risk
borrowers from the licensed commercial credit market.

e Rate ceilings restrict the range and diversity of
credit products that are available to consumers. As a
result, even if higher-risk consumers are able to
access credit, they may have to use credit products
that are not appropriate for their needs.

e If a rate ceiling were introduced, it is likely that
more credit would become tied to the purchase of
goods. Retailers offering this type of credit would
also increase their cash prices to recover the costs
of supplying credit.

e Some lenders withdraw from the credit market
altogether when a rate ceiling is introduced, reducing
the access to credit for borrowers who already have
few choices.

e Where credit exclusion occurs because of rate
ceilings, some low-income or credit-impaired consumers
have no option but to turn to unlicensed money
lenders. The cost of borrowing from an unlicensed
lender is invariably incredibly high and lenders may
use aggressive or violent means of recovering the
money they are owed.

e Another risk of an interest rate ceiling is that is
that lender would recoup the cost elsewhere.

We urge you to oppose the introduction of any amendment that
would introduce an interest rate ceiling in the UK. We
believe that rather than delivering cheaper credit to low-

income borrowers, it would instead exclude from the credit
market those who already have little choice.

Yours sincerely

Theresa Perchard .
Citizens Advice
Supporting Organisations:
Advice UK

Association of British Credit Unions Ltd

Geoffrey Cooke, Member of the Financial Inclusion
Taskforce

Institute of Public Policy Research

National Consumer Council

Professor Elaine Kempson and Sharon Collard, Research
Fellow, Personal Finance Research Centre, University of

Bristol

Which?

Encs:Briefing note on the Consumer Credit Bill
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Appendix 2. The trend in US has been to regulate and control high cost
credit with majority of states (38) now allowing high cost on small loans as

exemptions to usury ceilings or on basis of specific enabling legisation
Regulatory Geography USA

. |:| Rate ceiling and high cost credit banned (12 states)

Hawaii |:| General small loans provision (7)

. Specific legislation to enable high cost lending (31)
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