

Annex

Calculation of Annualised Percentage Rate of Interest 

in relation to Credit Card Products

This paper sets out a standard method for the calculation of annualised percentage rates (APRs) of interest in relation to credit card products.

Background

Lack of a standard calculation method 

2.

Section 11 of the Code of Banking Practice provides that institutions should quote APRs on deposits, loans and credit card products to facilitate comparison between different charging structures.  It further provides that the formula set out in guidelines issued by the industry Associations should be followed in the computation of APRs.  

3.

The guidelines issued by the industry Associations in 1997 provide specific recommendations on the method that should be used to calculate APRs for advances such as personal and mortgage loans.  It is provided that the “Net Present Value” (NPV) method specified in the UK Consumer Credit Act (see “The Proposed Framework” below for details) should be adopted and the APRs should include interest on loans as well as any other fees and charges to reflect the total cost of credit. If a different formula is adopted, disclosure to this effect should be made.   

4.

However, in respect of credit card products, the guidelines only give general suggestions that annual fees for the use of cards should not be included in calculating APRs, and that the APRs should reflect the rate charged on outstanding debit balances.  Hong Kong Association of Banks (HKAB) attempted to standardize the methods used by member banks to calculate APRs of credit cards in 1998 but concluded that a standard computation method was problematic. 

5.

A small-scale survey conducted by the HKMA in February 1999 revealed that the methods used by the industry to calculate APRs varied amongst institutions.  It was found that some card issuers simply multiplied the monthly rate by twelve.  Obviously, this simple calculation method is not suitable for card issuers which charge compound interest on credit card outstanding.  Moreover, there was not a consistent way to deal with fees and charges related to credit card products. 

Need for greater transparency and standardization 

6.

The Consumer Council released in August 2000 a survey on the cost of credit card borrowing.  The survey was critical of the lack of transparency as regards the calculation of interest and other charges on credit card debts. It highlighted that consumers may not easily understand the different calculation methods and thus the true cost of borrowing in relation to credit cards.  

7.

To enable consumers to make an informed choice in their use of credit cards and to facilitate greater competition amongst institutions, it is considered desirable that the methods for calculating APRs of credit cards should be standardized.  The following paragraphs set out a standard method for calculating APRs of credit cards advances.

The Framework

8.

Since the UK method is already used to calculate APRs of personal and mortgage loans in Hong Kong, as a natural extension of the current practice, the method for computing APRs of credit cards in the UK should also be adopted. 
The formula

9.

In the UK, the Consumer Credit Act prescribes that the NPV method should be used to calculate APR:
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The assumptions

10.
 
Since the APRs calculated would depend on the behaviour of the cardholders (e.g. the repayment patterns), a set of assumptions must be made so as to provide a consistent basis for calculation.  The guideline, “Credit Charges and APR”, issued by the Office of Fair Trading in the UK sets out the assumptions which should be made and the types of fees and charges which should be included for calculating APRs.

11.

The assumptions provided for in the UK guideline should be largely followed.  However, certain adaptations are necessary to cater for the local practices.   These assumptions are:

(i) The retail purchase is made or the cash advance is withdrawn at the earliest time possible (consistent with the UK guideline);

(ii) The amount of credit used is HK$50,000; 

(This assumption is necessary because most card issuers levy fixed charges.  If the amount of credit used is not specified, these fixed charges can translate into different APRs.  Industry representatives in the Informal Working Group on Review of Code of Banking Practice (IWG) consider that a limit of HK$50,000 is reasonable in the context of Hong Kong’s credit card market.)

(iii) All fees and charges related to the provision of credit should be taken into account in the calculation of the APR, with the exception of the annual card fee, or fees and charges which are payable as a result of the failure of the cardholder to carry out his obligations under the agreement (e.g. default charges) or which are payable upon the provision of additional services by the card issuer (e.g. charges for temporary over limit); 

(This assumption is slightly different from that adopted in the UK where all fees and charges are included.  Annual card fees are excluded because they do not form part of the cost of credit, since a cardholder will need to pay the annual card fee regardless of whether or not he makes use of the credit facility.  Moreover, the annual card fee can be considered as the cost of the convenience or benefits associated with the use of the card, such as the convenience of using the card as a means of payment and the benefits of any insurance coverage or bonus scheme provided by the card.  In addition, in Hong Kong it is quite common for the annual card fee to be waived by the issuer.  To include the fee in the calculation of the APR would, therefore, - for most customers – be misleading.)

(iv) The cardholder continues to make the minimum payments until the balance on the account falls to zero (consistent with the UK guideline);

(Under this assumption, the outstanding balance (including the cash advance fee) would be repaid over an extended period.  The IWG considers this assumption more appropriate because it is consistent with the UK guideline and it reflects the typical repayment behaviour of cardholders more accurately than other assumptions such as cardholders repaying the outstanding balance within a stated period of time, e.g. six months or one year.)

(v) If the transaction requires a repayment to be made no later than a specified date, that date should be used as the time of repayment (consistent with the UK guideline); 

(vi) If there are repayments of credit or payments of charges which are to be paid before the relevant date (i.e. the end of the relevant period), it is assumed that they are paid on the relevant date (consistent with the UK guideline); and

(vii) Bonus schemes and cash rebates are ignored since it is too difficult to translate such benefits into pecuniary terms (consistent with the UK guideline).

12.

Illustrative examples of APR calculation for cash advance and retail purchase based on the above assumptions can be found in the revised Chapter 3 of the Code.
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