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Executive Summary

Purpose


This paper sets out for the purpose of public consultation the findings of the Hong Kong Monetary Authority (HKMA) Study on the proposal to set up a Commercial Credit Reference Agency (CCRA) in Hong Kong.
Background

2.
The Study on the CCRA proposal was one of the initiatives mentioned in the HKMA Policy Response to the Banking Sector Consultancy Study published in July 1999.  The initiative was aimed at addressing the need for authorised institutions (AIs) to have better information about their customers and, in particular, about their customers’ levels of indebtedness following the increasing number of corporate failures in Hong Kong.

3.
The HKMA has researched the theoretical aspects of a CCRA, interviewed AIs and credit reference agencies in Hong Kong and visited major CCRAs in Germany, Malaysia, Mexico and the US to gain an in-depth understanding of their operations.  A Survey was also conducted in April 2000 among 50 major AIs to obtain their views on the desirability and feasibility of establishing a CCRA.

The need for a CCRA

4.
The Study finds that the establishment of a fully-fledged CCRA would bring about significant benefits to Hong Kong in terms of improving AIs’ credit risk management and reinforcing borrower discipline, thereby enhancing the soundness and stability of the banking system as a whole.  Corporate borrowers would also benefit from higher credit transparency resulting in more competitive loan pricing.  To some extent, a CCRA may also allow lenders to reduce reliance on collateral and may increase their willingness to lend to small and medium-sized enterprises (SMEs).  This would benefit individual AIs in terms of increased lending opportunities.  The HKMA therefore believes that a CCRA would be a desirable addition to the banking infrastructure in Hong Kong.
5.

According to the results of the Survey, most AIs consider that there are quite serious shortfalls in the sharing of borrowers’ credit information in Hong Kong, including a lack of comprehensive information about borrowers.  In particular, they agree that there is a lack of comprehensive and up-to-date information about the SMEs operating in Hong Kong. On the other hand, there is a widespread recognition of the desirability of establishing a fully-fledged CCRA in Hong Kong.  A large majority of AIs consider that a fully-fledged CCRA would improve their credit assessment and enhance their ability to detect problems encountered by customers in advance.  It therefore appears that there is no shortage of market desire for information, but at present the market is not satisfying this demand.
6.

Several factors, including data confidentiality and competitive concerns, account for this market failure.  As a result, the channelling of funds to the corporate sector (particularly the SMEs) has been hampered.  In many countries, this problem has been overcome by government authorities mandating submission of borrowers’ information by financial institutions to a CCRA.  The confidentiality and competitive concerns are addressed either by government directly taking part in the governance of the CCRA or establishing a regulatory framework to supervise the operation of such entities.

7.

In light of the above, the Study considers that there is a case to establish a fully-fledged CCRA in Hong Kong based on mandatory participation of all AIs in sharing of borrowers’ information, and appropriate institutional safeguards to enhance public confidence in data confidentiality. 

Design features for the CCRA

8.

Apart from mandatory participation, the consultation paper also identifies the following important design features in relation to the establishment of a fully-fledged CCRA and a number of possible options under each design feature.  The HKMA has an open mind on these various options and would welcome the views of the public on these issues:

(i)
Institutional options for setting up a CCRA: the paper identifies four broad options for establishing a CCRA in line with the principle that there should be adequate institutional safeguards to ensure data confidentiality and fair pricing.  These include:

-
a publicly-owned CCRA (possibly via the HKMA);

-
a self-regulated CCRA owned by the industry (possibly via the Hong Kong Association of Banks (HKAB));

-
a self-regulated CCRA owned by the industry and the public sector (possibly via a joint venture between the HKMA and HKAB); and

-
a regulated CCRA owned by the private sector.


The HKMA would welcome views on which institutional option might suit Hong Kong better.

(ii)
Scope of coverage of the CCRA: it needs to be decided whether the CCRA should start by collecting information about all borrowers or should begin with more limited scope.  One option is for the CCRA to cover initially the credit exposures (both positive and negative information) relating to SMEs (broadly defined as all non-listed companies).  When the CCRA has fully bedded down, the scope of coverage can be expanded to cover other corporate entities such as non-blue chip listed companies.  Views are sought on the scope of coverage of the CCRA, in particular whether it should begin by collecting positive and negative information relating to SMEs and other non-listed companies.

(iii)
Legal arrangements for disclosing customer data: there are two possible options for this.  If no new legislation is enacted, AIs would need to obtain consent from their customers for disclosing their credit information to the CCRA when they apply for a new loan or renewal of an existing facility.  In this way, the CCRA should be able to build up a reasonably comprehensive database on borrowers in a year or so.  If new legislation is to be introduced, as will be the case if a regulatory framework is to be established, consideration should be given to enabling disclosure of customer information by law.  Views are sought on whether explicit legislative provision for disclosure of customer data to the CCRA is preferred.

9.
The HKMA is now consulting the public on this proposal.  Any interested party is invited to submit views to the HKMA for the attention of the following before 15 September 2000.

Banking Development Division

Hong Kong Monetary Authority

30/F, 3 Garden Road

Central

(Reference: CCRA)

Fax No.: 
2878 1887

Email:
ccra@hkma.gov.hk

Chapter 1

Introduction
1.1
The Financial Secretary announced in the Budget Speech on 
8 March 2000 that the HKMA would study a proposal to set up a CCRA in Hong Kong.  This paper discusses the main findings of the HKMA Study on the proposal and sets out for the purpose of public consultation a proposed framework for establishing a CCRA.

Background of the Study

1.2
In July 1999, the HKMA released its Policy Response to the Banking Sector Consultancy Study.  This contained a package of policy initiatives to improve the safety and soundness of the banking sector, one of which was to undertake a study in the first half of 2000 to evaluate the feasibility of establishing a CCRA in Hong Kong.  This initiative was aimed at addressing the need for AIs to have better information about their customers and, in particular, about their customers’ levels of indebtedness following the increasing number of corporate failures in Hong Kong.

1.3
In a number of countries, this issue has been addressed in the form of a central credit register which provides information to lending institutions on the overall indebtedness of commercial enterprises.  In these countries, credit registers are designed to provide timely information to lending institutions on borrowings by corporates and other non-bank enterprises and as a source of prudential information for the purpose of bank supervision.

1.4
The benefits of such a system were felt to warrant further consideration in the present environment in Hong Kong.  Accordingly, the HKMA undertook a detailed study in early 2000 to determine the costs and benefits of such a scheme and the form that it should take if it is considered desirable to set up such a scheme in Hong Kong.

Methodology of the Study

1.5
In the course of the Study, the HKMA conducted desktop research on the theoretical aspects of a CCRA, interviewed selected AIs and the credit referencing industry in Hong Kong, and visited major CCRAs in Germany, Malaysia, Mexico and the US to gain an in-depth understanding of their operations.  A Survey was also conducted in April 2000 among 50 AIs to obtain their views on the establishment of a CCRA (see Annex A).  These 50 AIs comprised 45 licensed banks, 2 restricted licence banks and 3 deposit-taking companies which are active in the commercial loan sector.  Together, they account for about 80% and 75% of the sector’s Hong Kong dollar and foreign currency denominated loans respectively.

1.6
The results of the Study are presented in the following chapters and annexures:

Chapter 2
:
provides an analysis of the desirability of establishing a CCRA in Hong Kong.

Chapter 3
:
addresses the practical issues involved in establishing a CCRA and sets out a proposed framework for a possible scheme.

Chapter 4
:
outlines the way forward in implementation.

Annex A
:
provides a summary of the banking industry’s views on the establishment of a CCRA in Hong Kong based on the results of the Survey and interviews.

Annex B
:
presents the empirical evidence from overseas research studies supporting comprehensive information sharing.

Annex C
:
summarises the functions and institutional features of selected major CCRAs in other countries.

In order to reduce the volume of this paper, the annexures are only available on the HKMA’s web site at http://www.info.gov.hk/hkma.

Chapter 2

Desirability of Establishing a CCRA in Hong Kong

2.1
In summary, the Study finds that the establishment of a fully-fledged CCRA would bring about significant benefits to Hong Kong in terms of improving banks’ credit risk management and reinforcing borrower discipline, thereby enhancing the soundness and stability of the banking system as a whole.  Corporate borrowers would also be likely to benefit from higher credit transparency resulting in more competitive loan pricing.  To some extent, a CCRA may also allow lenders to reduce reliance on collateral and may increase their willingness to lend to SMEs.  This would benefit individual AIs in terms of increased lending opportunities.  The HKMA therefore believes that a CCRA would be a desirable addition to the banking infrastructure in Hong Kong, although it should be stressed that the CCRA by itself cannot be a substitute for prudent credit assessment by AIs.  In addition, there are significant secondary benefits such as:

(i)
enabling the development of more sophisticated credit management tools such as credit scoring models, which may in turn help banks to develop their internal rating systems; and

(ii)
potential development of supervisory tools, e.g. to check adequacy of provisions for a particular sector or industry.

2.2
These benefits can be supported by the empirical evidence that the HKMA has been able to collect from academic research, experience from overseas CCRAs and market participants’ views as shown from the CCRA Survey.  Explanation for each of these is provided below.

Empirical evidence from research studies

2.3
It is generally believed that asymmetric information between borrowers and lenders can prevent efficient allocation of credit.  A number of problems may emerge as a result, including:

(i)
lenders are unable to observe the characteristics of borrowers, which hampers lenders’ ability to assess the riskiness of loans and price their lending accordingly;

(ii)
borrowers may relax their efforts to avoid default in the absence of an effective market discipline in the credit market, resulting in a moral hazard problem.  The consequence is that lenders may ration credit or charge higher borrowing rates in anticipation of a higher than otherwise default rate in their portfolio as a whole; and

(iii)
in the absence of an effective information sharing mechanism between lenders, customers may obtain credit from multiple sources, thus further increasing the risk of default by borrowers and the credit risk for the banking sector as a whole.

2.4
In many other countries, the problem of asymmetric information has been addressed by the setting up of a credit reference agency.  Credit reference agencies are information brokers that specialise in the collection, maintenance and dissemination of information about the creditworthiness of borrowers, thus facilitating information exchange between lenders.

2.5
There are a number of academic studies that have examined the impact of information sharing.  Generally, these studies find that information sharing entails significant benefits in terms of the following (please refer to Annex B for details of these studies):

(i)
it enhances lenders’ knowledge of borrower characteristics and facilitates more accurate prediction of repayment probability.  As a result, it enables lenders to distinguish good borrowers from bad borrowers and price their loans accordingly;

(ii)
it increases the demand for credit.  More efficient and competitive pricing should lead to increased demand for credit especially from customers with a good credit history, whose incentives to borrow are suppressed as they get charged more than they deserve in the absence of information about their creditworthiness.  AIs will also be more willing to lend to higher quality customers.  This benefits both lenders and borrowers; and

(iii)
it reinforces borrower discipline and reduces defaults.  When lenders exchange default information, default becomes a signal of bad quality and carries the penalty of higher interest rates or even refusal of credit.  This mechanism serves to reinforce borrower discipline to repay and thus reduces moral hazard and the overall default rate.

Overseas and Hong Kong experience

2.6
Apart from examining the theoretical merits of a credit reference agency, we have also looked at the situation in overseas and local markets to assess whether there is a case for establishing a CCRA in Hong Kong.

Overseas experience
2.7
For many other countries, although the functions and features of their CCRAs vary (see Annex C), the experience has so far been positive.  In Mexico, for example, the main reason for establishing a credit reference agency was to rectify the widespread culture of non-payment.  Many people / entities borrow excessively but avoid repayment even if they have the means to do so.  Because of political factors, it is not always easy to prosecute such debtors in an effective manner.  Under the scheme, creditors are required by law to create a reserve amount equivalent to the credit if it is granted without verifying the borrower’s credit record via the agency.  In effect, therefore, all banks participate in sharing credit data with the agency.  As a result, banks’ knowledge of borrower characteristics is improved and they are now in a better position to target and price their customers, thereby reducing disincentives for borrowers to avoid repayment.  The Mexican authorities point out that since the founding of the agency in 1997, bad debts have declined by around 30%, though it is not clear how much of this improvement is attributed to the agency or other factors, e.g. general improvement in the economy.  However, the agency appears to be a success judging from the positive response from the industry. Against this background, the credit reference agency in Mexico has set out to introduce more products in the near future.

2.8
In Germany, the credit reference agency was introduced in the 1930s when banks had insufficient information about the overall indebtedness of their major borrowers and frequently encountered difficulties when such enterprises collapsed.  The establishment of the agency was intended to address the systemic risk posed to the banking sector by major borrowers.  Credit institutions are therefore required to report to the agency on a quarterly basis those borrowers whose indebtedness to them amounted to DM3 million or more at any time during the three-month period.  According to the Deutsche Bundesbank, the agency is now widely accepted as an important piece of banking infrastructure which helps to enhance the safety and soundness of the banking system.  Provision has also been included in the Banking Act to enable the Deutsche Bundesbank to share the credit data collected with relevant parties in other EU states after the entry into force of the relevant EC Directive.

2.9
In Malaysia, the credit database was established by the central bank in the early 1980s largely as a supervisory tool to monitor the large exposures and non-performing loans of banks.  Access to the data is largely confined to supervisory staff for checking adequacy of provisioning and performing sectoral stress analysis, but provision has also been made in the legislation to enable the central bank to share such data with other credit institutions.  According to the authorities, the agency has functioned well as a supervisory tool, which helps to identify prudential concerns at an early stage arising from institutions’ exposure to a particular group of companies or segment of the economy.

2.10
In short, the different backgrounds leading to the establishment of credit reference agencies in different countries may result in different institutional features of such agencies.  But the experience so far seems to be satisfactory, and the agencies seem to have achieved their desired objectives.

The Hong Kong situation

2.11
Although by no means unique to Hong Kong, experience over the past few years has highlighted a number of weaknesses in the commercial loan market.  Before the Asian financial crisis, some companies accumulated large amounts of debt from a number of AIs which ultimately proved to be unsustainable.  At the time such loans were granted, AIs did not always have sufficient information about the borrower’s overall debt exposure.  In hindsight, some of these decisions might have been different had more information been available at the time the loans were approved.

2.12
Another issue is that many smaller companies have experienced difficulties in obtaining bank finance, particularly in the aftermath of the crisis.   This can be seen from the Survey on the Financing Situation of SMEs published by the HKMA in June this year, which identified a gap between the demand for bank credit by SMEs and the supply of funds by AIs.  SMEs complained that AIs relied excessively on collateral in lending to SMEs and that while AIs had increased consumer lending recently as the economy recovered, they remained unwilling to lend to SMEs.  AIs, however, maintained that they had to be more prudent in lending to SMEs because of a number of unfavourable characteristics.  These include the relatively high level of delinquencies, inadequate information disclosure, poor transparency and accounting standards, lack of discipline in the use of credit facilities and the low level of cost-effectiveness of such lending.

2.13
The process of financial intermediation in respect of the SME loan market therefore seems to be less than efficient because of, among other things, the lack of information.  The respondents to the SME Survey suggested a number of measures to increase the supply of bank lending to SMEs and enhance the role of market forces, including the establishment of a CCRA for SMEs.

2.14
The above findings are reinforced by the CCRA Survey results which show that there is a lack of transparency in the corporate sector in Hong Kong for credit assessment purposes.  In particular, a predominant number of the respondents considered that there was a lack of reliable and up-to-date information about the SMEs (96%)
. 

2.15
The HKMA believes that a CCRA can address this problem to some extent by improving the quality and quantity of information flows among lenders.  To the extent that there is more credit data in the market, AIs should be willing to lend more.  This would also encourage borrowers to perform better, which in turn would benefit AIs.  It therefore appears desirable to establish a CCRA in Hong Kong to facilitate a more efficient provision of credit to the corporate sector.  This view also seems to be widely supported by the banking industry.  Around 90% of the respondents in the CCRA Survey agreed that a fully-fledged CCRA would improve their credit management.  At the same time, 70% of them agreed that enhanced transparency of borrowers would enhance their confidence in lending and improve the allocation and pricing of credit.

Chapter 3

Proposed Framework for a CCRA
3.1
At present, there are only limited commercial credit reference services available in the Hong Kong market, based largely on the voluntary supply of information by trade creditors, public records, and company interviews.  Very few AIs participate by contributing information.  Accordingly, the coverage of borrowers’ information is quite restricted.  This in turn weakens the interest of other AIs in participation. To a very large extent, AIs in Hong Kong continue to rely on information given by borrowers for credit assessment purposes.
3.2
Most respondents of the CCRA Survey also confirm that there are quite serious shortfalls in the existing credit reference services including a lack of comprehensive information about borrowers (72%).  On the other hand, there is a widespread recognition of the merits of establishing a fully-fledged CCRA.  90% of the respondents consider that such an initiative would improve their credit assessments and enhance their ability to detect problems encountered by customers in advance.  Therefore, there appears to be a market failure in Hong Kong in the sense that the market has not been able to bridge the significant gap between the strong desire of AIs for more information about their borrowers and the inadequate extent of information sharing.  This may also have played a part in the market failure to channel bank funding to tap the opportunities in the SME sector.

3.3
Based on the CCRA Survey results and the related interviews with AIs, the HKMA believes there are two main reasons for this market failure:

(i)
data confidentiality (AIs’ reluctance to entrust sensitive customer information to an entity in which they may lack confidence); and

(ii)
competitive concerns (AIs’ fear of loss of business to competitors).

3.4
In order to address these two issues and to proceed further, a number of important design features of the CCRA will need to be considered.  These include:

-
the nature of participation by lending institutions;

-
the institutional options for establishing the CCRA;

-
the scope of coverage of the CCRA; and

-
the legal arrangements for disclosure of customer information.

Nature of participation by lending institutions
3.5
One of the key issues for consideration is whether it should be made mandatory or voluntary for AIs to share borrower information with the CCRA.

3.6
According to interviews with AIs, most agree that data confidentiality and competitive concerns are the main factors that have inhibited information sharing.  AIs are concerned that the data they supply to a credit reference agency may be accessible by their competitors while they do not have similar access if their competitors will not contribute.  Moreover, in order to be able to contribute information to a credit reference agency, AIs must seek their customers’ consent to do so.  Unless every AI participates, this may drive customers to their competitors, which could give a competitive edge to the non-participating AIs over the participating ones. 

3.7
This is probably why, despite the clear merits of a CCRA, which are recognised by the vast majority of market participants, the market is not reacting.  It follows that in order to kick start this desirable piece of market infrastructure, it appears to be necessary to make it mandatory for AIs to contribute data to a CCRA.  In fact, according to the CCRA Survey, most respondents (58%) would support mandatory participation in sharing credit data.  A further 20% supported encouragement to participate by the HKMA through regulatory means.  Only 22% supported participation on an entirely voluntary basis.  The need for mandatory participation is further illustrated by the fact that 35% of the respondents (including some major banks) said that they would not participate if it is not mandatory for all, which could undermine the effectiveness and viability of the CCRA.

3.8
The HKMA further notes that in a large number of countries, public authorities have mandated lending institutions to participate in CCRAs either through legislative or regulatory means.  Although in some countries such as the US there are no mandatory requirements for commercial information sharing, this may be because the credit culture is more established and there is higher transparency in corporate borrowing, e.g. more companies tend to obtain finance from the equity and capital markets where they are subject to stringent disclosure requirements.
3.9
In view of the above, the HKMA proposes that it should be mandatory for AIs to contribute information to a CCRA in order to establish a more comprehensive database and a level playing field among AIs.  Mandatory participation in sharing information can be achieved by various means.  One option is to legislate to require AIs to disclose requisite information to a CCRA.  Alternatively, the HKMA can attach a condition to the authorization of AIs requiring them to do so.  (Breach of a condition of authorization is a ground for revocation under the Banking Ordinance.) 
Institutional options for establishing the CCRA
3.10
Another crucial issue to be considered is whether the CCRA should be owned by the private sector, the public sector or the banking industry.

3.11
The overseas experience shows that the institutional arrangements for CCRAs vary across countries.  Where CCRAs have been set up in the form of public credit registers (where participation is compulsory and the rules are imposed by regulations), they are usually owned by central banks or the banking supervisory authorities (e.g. France, Germany).  In Sri Lanka, the CCRA has been set up under statute with 51% of the issued share capital held by the Monetary Board, 30% by commercial banks and the remaining 19% by other lending institutions (i.e. quasi-public ownership).  In South Korea, the CCRA was established in 1995 by the Korean Federation of Banks (i.e. industry ownership).  In Mexico, the CCRA was set up in 1997 as a joint venture between major Mexican banks with minority participation by Dun & Bradstreet and Trans Union (i.e. quasi-industry ownership).  In the US, the CCRAs are in private ownership.
3.12
In the CCRA Survey, 58% of the respondents indicated that they preferred the CCRA to be in public ownership.  20% preferred the CCRA to be owned by the industry association.  Only 10% preferred it to be in private ownership. This preference for public ownership seems to be attributable to the concern about data confidentiality.  But to some extent, the ownership issue may also hinge on whether the scheme is voluntary or mandatory.  There may be concerns about the HKMA mandating submission of banks’ customer data to a private entity, particularly if the latter is unregulated.  Such an entity would be in a strong monopoly position, which might give rise to doubts about whether the service would be fairly priced.  These doubts would be mitigated if there were to be more than one CCRA and therefore competition in the provision of the service.  However, it is not clear that the Hong Kong market would be capable of supporting more than one CCRA, and to the extent that it was, this would give rise to fragmentation and perhaps defeat the objective of having a comprehensive database. 

3.13
For the purposes of this consultation paper, it is assumed that there would be only one meaningful CCRA in Hong Kong to which AIs would be required to submit information.  As a result, in considering the options for the structure and ownership of this institution, it would be necessary to observe the following principles: 

(i)
there should be adequate institutional safeguards to protect the data disclosed to the CCRA in view of the confidentiality and sensitivity of the data; and 

(ii)
there should be an institutional framework overseeing the running of the CCRA (e.g. pricing policies) in view of its potentially monopolistic position in the market.

3.14
In line with these principles, the HKMA has identified the following institutional options for further consideration:

(i)
a publicly-owned CCRA (e.g. owned by the HKMA through the Exchange Fund
);

(ii)
a self-regulated CCRA owned by the industry (e.g. HKAB);

(iii)
a self-regulated CCRA jointly-owned by the industry and the public sector (e.g. a joint venture between the HKMA and HKAB); and

(iv)
a regulated CCRA owned by the private sector.

(i)
Publicly-owned CCRA

3.15
This refers to a CCRA which is majority owned and controlled by a public authority e.g. the HKMA.  It would be possible for other parties (e.g. a private sector credit reference agency) to take a minority equity participation.  This strategic partner could then provide the systems and expertise to establish and operate the CCRA.  Alternatively, the publicly-owned CCRA could outsource its operations to a private sector agency through an open competitive tender.  The role of the public sector owner would be to provide the governance of the CCRA and to provide strategic and policy direction, e.g. over issues such as data confidentiality and pricing. 

3.16
The majority of AIs in the CCRA Survey are supportive of this option.  There are certain advantages to this model.  For example, public ownership of the CCRA may provide more comfort to AIs in contributing sensitive borrower information, and to the data subjects in the ability and willingness of the CCRA to properly handle the data.  The pricing of services should be less of a concern as the public sector owner may be more likely to strike a balance between a fair return on investment and the long-term development of the CCRA as an important piece of banking infrastructure. However, the principal counter argument is that public ownership could be perceived as government intervention which might be criticised as going against Hong Kong’s philosophy of free markets.  Moreover, public ownership may not be the only way to address the data protection issue.  Other alternatives to deal with this issue are possible, e.g. a private sector agency subject to proper regulation. 

(ii)
A self-regulated CCRA owned by the industry

3.17
This refers to a CCRA wholly or majority owned by the banking industry, possibly via HKAB.  There are precedents for this model, e.g. the interbank clearing service was owned by HKAB before the introduction of the Real Time Gross Settlement system in 1996 (since when the clearing house has been jointly-owned by the HKMA and HKAB).  Like the first option, it is also possible for a private sector credit reference agency to take a minority equity participation as a strategic partner.

3.18
Section 12 of the HKAB Ordinance empowers the HKAB Committee to make rules that are binding on its members relating to the conduct of the business of banking after such consultation with the Financial Secretary as he shall consider appropriate.  In the past a number of important rules have been made under this section, e.g. the Clearing House Rules and the Rules on Interest Rates and Deposit Charges.  It therefore appears possible for HKAB to make rules prescribing the manner in which member institutions should participate in a CCRA
.  The explicit requirement for such rules (and any future alterations of these) to be subject to prior consultation with the Financial Secretary should also engender public confidence in information sharing between banks.  Likewise, it also appears possible for HKAB to set up a subsidiary company to provide the CCRA service and to devise a set of rules for this entity to ensure data confidentiality and fair pricing.  

(iii)
A self-regulated CCRA jointly-owned by the HKMA and HKAB

3.19
The third option is a hybrid model of ownership involving both the public sector and the industry, which arguably combines the merits of both options.  The presence of the HKMA may give banks and the public confidence in governance and data confidentiality issues. To some extent, this model might alleviate concerns about government intervention. The banking sector, with representatives on the board and participation in decision making, may feel more comfortable on commercial issues such as fair pricing.  A strategic partner could be brought in or the operation could be outsourced as mentioned in option (i) above. There is also a clear precedent for this model in that the Hong Kong Interbank Clearing Limited is a body which is 50% owned by the HKMA and HKAB.

(iv)
A regulated CCRA owned by the private sector

3.20
This option is a more market-oriented solution.  However, a crucial question that needs to be addressed is whether the private sector agency needs to be regulated if submission of AIs’ data is to be mandatory.  If both data users (AIs) and data subjects (borrowers) are not too concerned about data protection and pricing, then it should in theory be possible for the private sector agency to be unregulated and to rely on its self-regulation to guard against improper conduct.  However, if market participants feel that self-regulation by a private sector agency cannot satisfactorily address their concerns, then the agency would need to be subject to some form of regulation by a trusted authority.

3.21
There are two possible ways to regulate a private sector CCRA.  The first involves the establishment of a licensing and regulatory regime for credit reference agencies.  Any company which wishes to offer commercial credit reference service will need to be licensed so that the HKMA can specify the company for mandatory contribution of data by banks.  It should also be subject to a set of prescribed rules and regulations to protect data confidentiality etc.  An authority will need to be appointed to supervise the operation of CCRAs and specific legislation will need to be enacted to provide for the supervisory framework.  This approach is adopted in India.  Draft legislation has been proposed to extend the remit of the Reserve Bank of India (the central bank in India) to supervise the operation of credit reference agencies (both commercial and consumer).  There is no restriction on the number of agencies that can be licensed.  In fact, the Indian authorities consider that the regulatory framework should provide for the establishment of a number of agencies to cater for the needs of different market segments and the large geographical area of India.  While this model may be appropriate in India, its suitability in Hong Kong is questionable.  As noted above, Hong Kong is a smaller market and it may not be viable to have more than one CCRA, particularly if its coverage is relatively limited (see section below).  Should there be only one agency, it may not be cost effective to establish a fully-fledged supervisory regime just for regulating it. 

3.22
An alternative option would be to grant a franchise to a private sector agency which is subject to regulation by terms contained in the franchise agreement.  A franchise is the right granted by the Government to a private sector company to provide an essential public service.  Since an essential public service is involved, a franchise is usually granted under specific legislation and the franchisee is usually subject to regulatory oversight by a public authority.  Under this option, a public authority, e.g. the HKMA, can grant a franchise to a private sector agency pursuant to an open competitive tendering process.  The regulation of the agency can be provided under the franchise agreement instead of legislation as in the licensing option.  The right conferred upon the franchisee does not need to be exclusive in order to provide flexibility in dealing with changes in operating and market environments.  The right remains in the hands of the authority to change the franchisee or to grant new franchises in the future.  This option may be a more proportionate measure if it is contemplated that there would only be one CCRA in the Hong Kong market. The open tendering process would also be conducive to competitive pricing.  However, as the HKMA does not at present have the power to grant franchises, primary legislation is likely to be required.  The HKMA would still need to devote resources to supervising the franchisee(s).  This option therefore may not be much more cost effective than the licensing approach.

3.23
While a private sector model is generally preferable on grounds of principle, it is for market participants to voice their opinions on whether they would feel comfortable with mandatory submission of information to a privately-owned CCRA.  To the extent that there are reservations on this, these might be alleviated by licensing or franchise arrangements, though this would involve putting a regulatory structure in place which might take time.  Public or semi-public ownership might be a simpler solution to some of the governance issues, but there may be philosophical objections to this (although it should be noted that there is already a precedent for joint HKMA-HKAB ownership of financial infrastructure).  The HKMA has an open mind on these various options and would welcome the views of market participants.

Scope of coverage of the CCRA

3.24
In theory, it would of course be preferable for the CCRA to capture as much information as possible so that it could provide comprehensive credit data to AIs for credit assessment purposes.  The CCRA Survey results also suggest that a majority (84%) of the respondents consider it desirable in principle for the CCRA to cover all commercial customers regardless of their size of operation.  However, they also expressed concerns on the practical difficulties that a wide scope of coverage might cause.  For instance, over 55% of respondents were worried that coverage of larger corporations could drive lending offshore.  There is also a view that lending institutions can arrive at an understanding of their large customers’ financial position on a bilateral basis.

3.25
If there is not to be complete coverage of all companies, at least in the initial stages, the question arises as to the group of customers on which the CCRA should initially focus.  There are a number of options for this.  However, when asked in the Survey about their preference on the scope of coverage if the CCRA were initially to collect information on certain customers only, most institutions (92%) would prefer to start with SMEs.

3.26
As noted earlier, this reflects AIs’ view that problem loans are relatively high among SMEs and transparency is relatively low.  These drawbacks help to explain some of the apparent caution of AIs in lending to SMEs.  Over 80% of respondents to the Survey believed that the availability of more credit data on SMEs would increase their willingness to lend to such companies and reduce reliance on collateral.  This should result in a win-win situation for both lenders and borrowers.

3.27
The SME Survey indicated diverse views among the four SME associations on the usefulness of a CCRA.  Two associations favoured the establishment of such a system in the belief that AIs would become more confident in lending to SMEs with more information.  Such a system would also prevent banks from lending to weak companies, so that resources could be channeled to better companies.  As the overall risk of SME loans decreased, AIs would become more willing to grant loans to the sector.  On the other hand, one association was not in favour of the setting up of a CCRA system in the near term.  It believed that the system could result in a reduction in loans to SMEs, as the aggregate borrowings, some of which were previously not disclosed to particular AIs, would now be made known to all AIs.  Although this would help AIs better contain their lending risk, such a system could threaten the financial situation of some financially weak SMEs.  Another association was also concerned about the loss of privacy of SMEs if such a system was introduced.

3.28
Such objections need to be carefully considered.  However, it does not appear that a lack of transparency designed to protect financially weak companies is the best way to promote a healthy growth in lending to the SME sector as a whole.  As noted above, there is a general view among AIs, which is shared by at least two of the SME associations, that more transparency through the medium of a CCRA would promote a more confident attitude on the part of lenders.  As regards the concern about the loss of privacy of SMEs, this could be addressed by the kind of institutional arrangements described earlier, along with rigorous rules on the operation of the CCRA, including safeguards on the confidentiality of data.

3.29
The question of how SMEs should be defined would need to be addressed.  For the purposes of the CCRA Survey, they were broadly defined as non-listed companies.  If participation is to be mandatory, a very clear definition will need to be adopted with as little room as possible left for individual AIs’ discretion.  One possibility is to adopt the same definition as in the Survey, i.e. all non-listed commercial entities.  The argument is one of simplicity and clarity.  Another reason is that non-listed commercial entities are not subject to disclosure requirements such as the listing rules and are arguably less transparent. This would mean involvement of some large companies but this would be helpful in extending the comprehensiveness of the data.

3.30
It has also been suggested by some AIs that the CCRA should also capture the borrowings of non-blue chip listed companies.  The loan delinquency ratio for such loans is quite high.  Most AIs (84%) consider that there is a lack of updated and reliable data on such companies for credit assessment purposes.  Furthermore, compared with SME loans, lending to such companies may be covered by security to a smaller extent.  AIs may therefore suffer a greater loss in the event of default.  These are all respectable arguments. On the other hand, it can be argued that since credit facilities to these companies are larger, bilateral credit assessments are more justified compared with SMEs.  It can also be argued that being listed companies, their standards of disclosure should be higher.  There is also a practical problem of defining the target group of companies.  On balance, it seems desirable to exclude such companies from the initial scope of coverage until the CCRA has fully bedded down.

3.31
As to the range of collectible data, it is proposed that AIs should report both negative and positive information relating to their SME customers to the CCRA.  According to the CCRA Survey, it appears that most AIs would support the reporting of positive and negative data.  Positive data may include the amount of credit facilities granted, the outstanding balance and monthly repayment amount as well as any lending guaranteed by the borrower.  Negative data may include overdue aging reports (e.g. amount overdue by more than 30 days, 60 days, 90 days, etc.) and number of delinquencies over a period of time.  In addition, suggestions have also been made that the CCRA should disseminate information relating to the individual owners of commercial enterprises (see paragraph 3.36) and public information such as writs, petitions, bankruptcy orders, etc.
3.32
Views are sought on the scope of coverage of the CCRA, in particular whether it should begin by collecting both positive and negative information relating to SMEs (and other non-listed companies).

The legal arrangements for disclosure of customer information

3.33
It also needs to be decided whether there should be explicit legislation to enable AIs to share customers’ data with the CCRA.

3.34
Around 28% of respondents to the CCRA Survey indicated that they were bound by existing contracts not to disclose information on their commercial customers to a credit reference agency.  Even if there is no explicit contractual restriction, it is generally believed that AIs are under a common law duty to keep their customers’ information in confidence.  In most other countries where CCRAs are established by the central banks or regulators, regulated financial institutions are mandated by law to report credit data of their customers to the CCRAs and the CCRAs are empowered by law to share that data with the lending institutions for credit assessment purposes, thus over-riding any contractual or common law restrictions on disclosure of customer information.
3.35
Legislation is certainly an option in view of overseas experience.  If it is decided to create a legal framework for the regulation of the CCRA, then it seems expedient to provide the legal backing for disclosure of customer information in the legislation as well.  On the other hand, it may be possible for AIs to obtain the consent of their customers to disclose their data to the CCRA when they apply for a new loan or seek renewal of their existing facilities.  The disadvantage of this option is that the CCRA would not be able to capture all existing credit data as soon as it is set up.  But since loan facilities (for SME customers at least) are generally renewed on an annual basis, the CCRA should be able to build up a reasonably comprehensive database in a year or so.  Most AIs with which the HKMA has discussed this issue consider that this is a feasible option.

3.36
Another question that needs to be considered is whether credit data relating to owners of commercial customers who are natural persons should also be reported. This is because the creditworthiness of the company and the owners is sometimes inseparable (e.g. in the form of guarantees).  The Privacy Commissioner for Personal Data confirms that the handling of personal data (e.g. relating to owners/shareholders) pertaining to a credit assessment for or in connection with a commercial credit is not subject to the specific requirements of the Code of Practice on Consumer Credit Data issued in February 1998.  However, personal data, including those relating to owners/shareholders of organizations which are to be part of the proposed CCRA, would still be subject to the general compliance requirements of the Personal Data (Privacy) Ordinance (e.g. unless there is consent from the data subject, the personal data collected can only be used for the purpose for which it was collected or a directly related purpose).  It would therefore be necessary to keep in touch with the Commissioner to ensure that the data collection requirements under the CCRA would be in line with the data protection principles under the Personal Data (Privacy) Ordinance.

3.37
Views are sought on whether explicit legislative provision for disclosure of customer data to the CCRA is required or whether the option of obtaining customers’ consent at the time of granting or renewal of credit facilities would be workable.  In addition, comments are requested on the issue of whether credit data relating to the owners of companies should also be reported to the CCRA.

Chapter 4

Conclusion & Way Forward

4.1
In light of the experience of the past few years, the HKMA considers that the establishment of a CCRA would significantly strengthen the efficiency of the commercial loan market in Hong Kong, particularly in respect of the SME sector.  The resulting increase in the availability of quality information could bring significant benefits to AIs in terms of better credit risk management and to corporate borrowers in terms of more competitive loan pricing.  To some extent, the CCRA may allow lenders to reduce reliance on collateral and may increase their willingness to lend to SMEs.  The HKMA believes that a CCRA is a desirable piece of banking infrastructure, although it should be stressed that the CCRA by itself cannot substitute for prudent lending practices by banks.

4.2
The lack of market initiatives to establish a CCRA in the past has been due to concerns over data confidentiality and business competition.  The HKMA believes that these concerns can be addressed by mandating AIs’ submission of data to the CCRA and designing an appropriate framework to safeguard the sound operation of the CCRA.

4.3
The HKMA is now consulting the public on the proposal to establish a CCRA in Hong Kong.  Any interested party is invited to submit its views to the HKMA for the attention of the following before 15 September 2000:

Banking Development Division

Hong Kong Monetary Authority

30/F, 3 Garden Road

Central

(Reference: CCRA)

(Fax No.: 2878 1887; Email: ccra@hkma.gov.hk)

4.4

Subject to the views from the public consultation, the HKMA will set up a working party with representatives from the banking and other relevant industries to resolve the technical and institutional issues involved in the establishment of a CCRA.

Annexures


Please note that the annexures to this paper are only available on the HKMA’s web site at http://www.info.gov.hk/hkma.



Consultation Paper on the


Proposal to set up a


Commercial Credit


 Reference Agency 








� SMEs are defined as non-listed companies for the purpose of the Survey.


� Use of the Exchange Fund can be justified on the ground that a CCRA is an important piece of market infrastructure which can help to maintain or promote the stability of the banking system.


� The HKAB rules are not binding on non-bank AIs which would also participate in sharing data with the CCRA.  One way to address this issue would be for the CCRA to extend the same set of rules to other non-bank participants by contract.   Such an arrangement has already been adopted in relation to the access of restricted licence banks to the Real Time Gross Settlement system operated by Hong Kong Interbank Clearing Limited (a company jointly-owned by the HKMA and HKAB).
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