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Proposal on sharing of positive consumer credit data

I. Purpose

This paper sets out the pros and cons of the proposals on sharing
of positive consumer credit data in the banking sector.

II. Background

2. The problem of over-indebtedness has been growing in Hong
Kong, as shown by the recent sharp increase in personal bankruptcies. The
number of bankruptcy orders increased ten-fold from 893 in 1998 to 9,151 in
2001. The rising trend continued into the first two months of this year, with
3,737 bankruptcy petitions presented and 2,251 orders granted. A particular
feature of the Hong Kong situation seems to be the extreme and multiple
indebtedness of those who go bankrupt. A recent report shows that, on average,
each bankrupt individual in Hong Kong has borrowed from 12 financial
institutions and has incurred total indebtedness of 55 times monthly income
(compared to 21 months in the US).! Furthermore, according to the latest
statistics published by Credit Information Services (CIS), a major consumer
credit reference agency in Hong Kong, the number of individuals reported to
have nine delinquent accounts or more increased by 200% in the second half of
2001 from the same period a year previously.

3. There are a number of measures that need to be taken to deal with
these growing problems. The banks themselves have a responsibility to ensure
that they lend in a prudent manner and, in particular, do not issue credit cards
indiscriminately. From the HKMA’s recent examination of the lending
policies and procedures of a number of banks, it appears that these are
generally satisfactory, though there is scope for improvement in individual
cases. In fact, a number of banks have tightened or enhanced their credit
controls in the light of growing delinquencies. However, there are limits to
what individual banks can do, in the absence of full sharing of consumer credit
data, to deal with the problem of multiple indebtedness. If a borrower can
convince one bank that he is creditworthy, there is no reason why he cannot
convince others and build up indebtedness from a number of banks, all of
which are ignorant of the total extent of his borrowing.

! Report prepared by McKinsey & Co (November 2001).



4. At present, the sharing of consumer credit data through credit
reference agencies (CRA) is governed by the Code of Practice on Consumer
Credit Data (the Code) issued by the Privacy Commissioner under the Personal
Data (Privacy) Ordinance (PDPO). This largely restricts data sharing to
“negative” data about customers, i.e. about defaults on consumer credit. Data
relating to applications for credit and enquiries about customers can also be
shared among banks, and the Code has recently been revised to allow greater
scope for this.

5. Negative data is certainly useful, but it does not allow a full
picture to be built up of the borrower’s total indebtedness and of his overall
credit history (including the extent to which debt payments have been made on
time as well as having gone overdue). In particular, negative data does not help
with the situation of a borrower who builds up large amounts of debt and
services it on time (perhaps by utilising other credit facilities) before suddenly
defaulting and going into bankruptcy. There seems to be an increasing number
of such cases.’

6. Concern on this issue has led the banks to agree amongst
themselves that they should share “positive” credit data via a credit reference
agency. Such data would include information on the number of facilities held
by a customer, the limits and outstanding amounts on such facilities and the
overall credit history of the borrower (covering not simply defaults). The
detailed proposals of the banks and other financial institutions are attached at
Annex A. This paper attempts to set out the pros and cons of the proposals.

III. The Industry’s Proposal

7. The proposed scope of positive data sharing covers all consumer
credit products—credit cards, other unsecured personal loans (term/revolving)
and secured personal loans (mainly mortgages) as well as all customers—
existing and new. As shown in Annex A, the proposed sharing of data is
restricted mainly to information on borrowers’ credit exposure (such as credit
limits and outstanding amounts on credit facilities) and pattern of repayments
(such as the date and amount of last payment). Information such as personal
income, deposits and other assets of customers will not be shared. Furthermore,
while the proposed sharing of positive data items covers both new and existing
customers, retrospective credit history of the existing accounts will not be
collected®. This should address some customers’ concerns about their past
repayment behaviour being revealed on the implementation of positive data

2 A recent report of CIS revealed that 34% of the bankrupt individuals did not have any delinquent
records prior to bankruptcy.

* For example, if positive data sharing is introduced on 1 January 2003, the repayment details of the
account in 2002 will not be reported.



sharing. Under the existing requirements in the Code, the consumer credit data
relating to an individual held by a CRA can only be accessed by a credit
provider in the course of considering any grant, review or renewal of consumer
credit to the individual or upon default by the individual. This should help to
deal with some of the concerns about use of the relevant data for other purposes,
such as marketing.

8. The proposed sharing of positive consumer credit data will bring
Hong Kong in line with the common practice of other developed countries, like
the US and the UK, as shown in the following table:

Hong Kong Us® UK®

Current | Industry

regime | proposal
Personal details
Name, address, date of birth v v v v
Name of employer X X v X
Credit account information
60+ days in arrears only v N/A© N/A® | N/A©
All accounts X v v v
Type of facility v v v v
Number of facilities X v v v
Credit limit approved/ Original loan | X v v v
amount
Outstanding balance X v v v
Amount owed® X v v v
High credit® X v v v
Overdue amount v v v v
Full payment history X v v v
Previous delinquency (negative v v v v
data)
Public record v v v v

Note: (a) Based on a sample credit report available from TransUnion (http://www.transunion.com)
(b) Based on a sample credit report available from Experian (http://www.uk.experian.com)
(c) With full positive data sharing, information on all accounts (not confined to those with
payments in arrears) are captured.
(d) “Amount owed” refers to the repayment amount that has fallen due.
(e) “High credit” refers to the highest amount of credit used by the consumer over the period
of the credit facility.

0. It should be noted that this industry proposal is supported by
HKAB, the DTC Association, the SAR Licensed Money Lenders Association
Ltd and the Finance Houses Association. In total these associations represent




approximately 325 financial institutions. In particular, although participation is
on a voluntary basis, HKAB supports the HKMA issuing supervisory
guidelines encouraging authorized institutions to participate in the positive data
sharing. HKAB and the DTC Association are also ready to consider issuing a
similar circular to support the HKMA’s supervisory guideline. The eleven
members of the Bankruptcy Working Group which represent a wide cross
section of the financial services industry have committed to participate fully as
and when the arrangements are in place. This proposal thus represents a strong
consensus of the financial sector, which also reflects their concerns over the
present problem of over-indebtedness.

IV. Benefits of Positive Data Sharing

10. Extending the range of customer information that can be shared
would benefit the banks by improving their credit assessment and help to
control the growth in bad debt. However, it should also have benefits for most
consumers.

11. First, it should help to mitigate the problem of over-indebtedness
by some borrowers. It is recognised that positive data sharing is not a panacea
for resolving all the problems in relation to rising bankruptcies. In fact, this
would be of little help for those who have already overextended themselves and
are on the verge of bankruptcy. However, this will put banks in a better
position to lend responsibly and help to prevent individual borrowers who are
not yet in financial difficulties from over-extension.

12. Apart from the above, there is evidence from the academic
research and experience in countries such as the US that sharing of both
positive and negative consumer data helps to increase the availability of credit
and reduce its cost'. The arguments presented in such academic research,
though intellectually appealing, are complex. However, the benefits can be
presented in simpler terms as follows. To the extent that positive data sharing
helps to improve the risk management ability of banks and reduce their bad
debt charge’, at least part of the benefits should be passed onto customers in a
competitive environment. Furthermore, in the absence of positive information,
credit providers are less capable of risk pricing their customers. Normal
commercial principles suggest that they will need to charge a risk premium to
compensate for this. That might be one of the reasons explaining the generally
high credit card interest rates in Hong Kong® (24% vs. 15-16% in the U.S.).
Inability to risk price might have also contributed to the lack of differential
pricing in the Hong Kong consumer credit market. Most borrowers pay the

* See e.g. Staten and Barron (2000), “The Value of Comprehensive Credit Reports: Lessons from the
US Experience”. (Summary at Annex B).

* A study by a major consumer credit reference agency in the UK (summary at Annex B) lends support
to this apparently logical hypothesis.

6 Choice Magazine (August, 2000), Consumer Council.



same price for credit regardless of their creditworthiness. This obviously
means that the good borrowers are subsidising the bad ones. They should be
able to get better terms if the credit providers are able to distinguish them
through the sharing of positive data.

13. Positive data sharing will also improve the financial
infrastructure of Hong Kong. It should facilitate new entrants into the credit
market and increase healthy competition. At the moment, the larger players
have a competitive advantage in that they control more data and are able to
develop more predictive credit scoring models. Smaller players, not to mention
new entrants, have found it difficult to compete. In light of the deterioration in
the credit environment, the larger players have now reached the view that the
benefits accruing from an improved overall credit environment would outweigh
possible erosion of their relative competitive advantage vis-a-vis their
competitors. This is why the banking sector was able to achieve the consensus.
This will however mean greater competition, which will be of benefit to
consumers. The competition that has been taking place in the residential
mortgage market is a live testimony to that.

14. Finally, a sound basis for the granting of credit in Hong Kong
should encourage foreign banks to increase, or at least maintain, their
investment in retail banking here, thus helping to preserve employment. In this
connection, it should be noted that Shanghai has already launched a
comprehensive credit bureau, and the Chinese authorities are now planning to
establish a centralised credit bureau for the whole country. Singapore also
intends to do so in September this year. Hong Kong as a consumer credit
market will lose its attractiveness if it does not improve its general credit
environment. In fact, a possible response by the banks to the current situation
would be to cut back on the availability of credit, e.g. by reducing lending.
There 1s already some evidence of this. While some additional caution may be
justified, there is a danger that this may be carried too far. Over-aggressive
tightening by the bank could led to shrinkage in the financial industry and
could affect consumer spending, thus dampening the prospects for economic
recovery. Greater scope to share consumer data could help to reduce this risk.

V. Protection of Data Privacy

15. Concerns have been expressed about the implications of the
proposal for data privacy. In particular, the Consumer Council has argued that
only a minority of borrowers give rise to bad debt problems, and it is unfair that
the majority of borrowers who pay their debts on time, should be subject to
“unnecessary detailed scrutiny”.

16. Two points should be made on this argument. The first is that it
will generally always be a minority of borrowers who give rise to bad debts.



The problem is that it is more difficult to identify this minority in advance if
the banks cannot share information relating to all borrowers, good and bad.
Second, as noted above, the bad debts of the minority push up the cost of
borrowing for everyone, and if sharing of positive data can help to bring down
these bad debts, good borrowers, who are the majority, should benefit from
lower interest rates.

17. It is recognised, however, that there is a need to strike a balance
between the need to share consumer data and the need to safeguard data
privacy. The HKMA fully appreciates the privacy concerns, but we do not
believe that these should represent an insurmountable obstacle to greater
sharing of information among lenders. As mentioned earlier, in other countries,
including the UK and the US, sharing of both positive and negative data is
permitted subject to suitable protection for borrowers. There seems no reason
why this could not also be done in Hong Kong where a fully-fledged statutory
regime to safeguard the privacy of personal data already exists.

18. The Code contains detailed provisions governing the collection,
use, security, access and correction of consumer credit data with a view to
addressing the privacy concerns of customers. The following are some of the
more important safeguards:-

(a)  Data access—data access is limited to credit providers with
which the consumer has existing borrowing relationships, or with
which he intends to seek a borrowing relationship;

(b)  Data use—the use of CRA data is restricted to the purpose of
credit assessment and debt collection only. In other words, any
use of the shared data for marketing and other unauthorised
purposes is not permitted;

(c)  Data security—CRAs are required to take appropriate measures
to safeguard the security of CRA data and protect them from
unauthorised access or change. In this regard, it is relevant to
note that any CRA has an interest in maintaining data security
which is a matter of business survival for the credit reference
industry. For example, CIS is required by its shareholders to
commission an independent audit annually by a major
international audit firm to ensure that it has adequate systems and
procedures in place to safeguard data security; and

(d)  Consumers’ rights of access and correction—consumers have
right of access to their files kept by CRAs and to correct any
wrong information contained therein. This would help ensure
that consumers’ data held by the CRAs are accurate and complete.



19. Breach of the requirements under the Code would be accepted as
evidence of breach of the relevant data protection principles under the Personal
Data (Privacy) Ordinance (PDPO). The Privacy Commissioner may issue an
enforcement notice to a data user following investigation of a complaint about
a contravention of the relevant data protection principles. Continued
contravention by a data user after the enforcement notice is served on him
would constitute an offence. In addition, an individual who suffers damage by
reason of a contravention by a data user is entitled to compensation from that
data user for that damage under section 66 of the PDPO.

20. We have compared the framework for protection of consumer
credit data in Hong Kong (provided under the PDPO and the Code) with that in
the US (provided under Fair Credit Reporting Act) and the UK (provided under
Consumer Credit Act and Data Protection Act) (Annex C). The key
observation is that the data protection provisions in Hong Kong are generally
comparable with the practices in these overseas jurisdictions. However, a
noticeable difference is noted in the permissible collection and use of data. In
Hong Kong, the Code limits the amount of collectible data to mainly
“negative” data, while there is no such restriction in the US and UK. This is of
course the main subject of this paper. Also, the Code limits the purposes of the
use of CRA data to credit assessment and debt collection only, while in the US,
CRA data can be used for a list of “permissible purposes” which are wider than
those under the Code in Hong Kong. For instance, CRA data in the US can be
used for employment and insurance purposes or for any legitimate business
need in connection with consumer-initiated transactions.

21. As Hong Kong has a regime for protection of consumer credit
data which is comparable to that in other well established banking centres,
there seems to be no reason why Hong Kong should be more restrictive in the
scope of data sharing. In fact, in light of the heavy indebtedness by bankrupt
individuals from multiple lenders, which appears to be a particular
characteristic of the Hong Kong market and a more acute problem than, say, in
the US, it is all the more important for banks in Hong Kong to be able to share
positive data in order to reinforce the responsible lending by banks and help
restrain the problem of over-indebtedness.

VI. Summary and way forward

22. In summary, we believe that:-

(a)  the issue of greater sharing of credit data is becoming a matter of
pressing urgency in the light of the rise in bankruptcies and the
associated delinquencies;



(b)  sharing of positive data is not a panacea, but is undeniably an
effective tool to help restrain the problem of over-indebtedness in
Hong Kong;

(c)  there are a wide range of benefits of greater sharing of credit data
to both consumers, lenders and Hong Kong as a market which
can be supported by academic research, economic theory as well
as overseas experience;

(d)  the industry’s proposal on sharing of positive data is in line with
the scope of data exchange in other well established financial
centres; and

(e)  the framework of protection of consumer credit data in Hong
Kong is comparable to that in other jurisdictions which permit
positive data exchange.

23. We are aware of concerns that the sharing of positive consumer
credit data might lead to an abrupt tightening of credit by banks against those
over-extended customers who have not yet shown any repayment difficulties
until then, thus aggravating the problem of bankruptcies. The banking sector is
fully aware of the possibility that the implementation of positive data sharing
might have some short-term impact on such borrowers. The HKMA will
encourage banks to adopt a sensible approach to avoid pushing these customers
into bankruptcy unnecessarily. After all, it is in the interest of the banks
concerned to work out a solution with the borrowers. It is unlikely that the
banks would abruptly cut off credit and demand repayment from over-extended
borrowers, particularly if the latter were paying on time. But they might be
more cautious in granting increases in limits to such borrowers, thus preventing
them from further over-extending themselves financially. In the longer run, the
sharing of positive data is likely to improve banks’ overall asset quality and
increase the supply of credit.

24. The HKMA will discuss the industry’s proposal with the Privacy
Commissioner to see what the permitted scope of positive data sharing should
be and how the Code might be amended to allow this. As any changes to the
Code would be subject to full public consultation, the public will have further
opportunity to comment on the proposals before implementation of any
positive data sharing in Hong Kong.

Hong Kong Monetary Authority
2 April 2002

D:\AA\Panel\0904\PCCD(e).doc



Annex A

Hong Kong Approach to Sharing Positive Consumer Credit
Information

Recommendations

1. Additional Positive Data to be Reported by Financial Institutions (FIs)
in respect of New and Existing Customers

Product Type

1.1

1.2

1.3

Credit cards’
(purchase +
cash advance)

Other unsecured
Personal loans
(term/revolving)

Secured personal
loans®

/o o

Qe a0 o

o e

S0 o Ao

Data to be Reported (per card/account)

credit limit®

date on which the last payment was made
last statement balance’

last payment amount

original credit/loan limit

type of facility (term or revolving)
outstanding loan balance

original repayment term

date on which the last payment was made
last payment amount due’

last payment amount’

original loan amount

product type (such as mortgages and
auto)

outstanding loan balance

original repayment term

date on which the last payment was made
last payment amount due’

last payment amount’

aggregate value of collateral(s) (at loan
drawdown date)

7 Corporate and supplemental credit cards are excluded.

8 A credit card holder may have several credit cards which together have a shared credit limit. Also,
issues might arise in reporting mortgage loans. For example, the property so secured can be for more
than one loan. Some mortgage loans may have a second mortgage provided by the property developer.
How these items should be reported is a matter of operational issue to be agreed between participating
financial institutions (FIs) and the credit reference agency.

% Last statement balancellast payment amount due refers to the total amount due, which may be different
from the actual amount of payment as reported under last payment amount, particularly in the case of
credit cards (e.g. credit card holders may choose to make the minimum amount of payment required by
the card-issuing bank).



2. Additional Positive Data to be Shared by FIs in respect of New and
Existing Customers as Shown on Credit Reports

Product Type

2.1 Credit cards
(purchase +
cash advance)

2.2 Other unsecured
personal loans
(term/revolving)

2.3 Secured personal
Loans

®

Data Shown on Credit Report (per
account)

credit limit

date on which the last payment was
made'’

last statement balance*

last payment amount*

highest credit used"!

original credit/loan limit

type of facility (term or revolving)
outstanding loan balance

original repayment term

date on which the last payment was
made’

last payment amount due*

last payment amount*

original loan amount

product type (such as mortgages and
auto)

outstanding loan balance

original repayment term

date on which the last payment was
made’

last payment amount due’

last payment amount*

aggregate value of collateral(s) (at loan
drawdown date)

1 Data for the most current month only will be displayed on the credit report.

" Deriving from last statement balance, this is the highest amount of credit used by the consumer in the

history of a credit card account.

2



3. Why Additional Positive Data is Required for Credit Evaluation

The “account default data” (see annex A) currently available to FIs
does not provide a complete payment behaviour record for the
customer. For example, a credit card holder may make use of the
“circular payment method” to cover his minimum monthly payments
i.e. making such monthly repayments by drawing on the line available
under another card. Under the present restrictive credit data sharing,
this situation is unknown to the FIs. Together with last statement
balancellast payment amount due and last payment amount, however,
the FI will be able to gain a fuller picture of the individual’s payment
history. Such information, coupled with the rest of the data described
in paragraph 2 above, will provide FIs with an individual’s total credit
exposure and payment pattern, which in turn will provide a broader
basis for FIs to make credit evaluation.

4. Trigger Points for Reporting

FIs participating in the positive data exchange will report on new
customers (upon approval of the facility) and existing customers (upon
implementation of positive data sharing) and on a monthly basis
thereafter until the account is fully repaid.

5. Positive Data Retention

As explained above, the purpose of the positive data exchange is to
establish a credible credit profile of an individual to provide a more
reliable and objective basis for credit evaluation. The longer the period
upon which the credit profile is built, the more reliable and
representative the credit profile will be. Given the overall low level of
consumer loan provisions in Hong Kong, in particular on mortgage
loans, it is expected that the credit scores based on positive data for most
customers will be high. These customers will be in a better position to
negotiate with lenders for more favourable terms. However, the benefit
of longer retention period must be balanced against the cost to both FIs
and the credit reference agency which may ultimately have to be passed
on to consumers. Accordingly, it is recommended that positive data as
described in paragraph 1 above should be retained by the credit
reference agency for a sufficient period of time for the purpose of
building up the credible credit profile of an individual.



6. Implementation

6.1

6.2

Full positive data exchange on all product types as described in
paragraph 2 above would begin immediately upon regulatory
clearance. An industry-wide phased approach is not preferred
since all FIs must be ready before the next phase can commence
and as such, it would take a much longer time to build up a
comprehensive database.

In recognition that not all FIs are ready to participate on full
positive data exchange at the same time, as their systems, customer
size and product range may vary, it is recommended that each FI
would decide for itself on the timing in terms of the categories of
products as described in paragraph 1 above. The approach to take
1s planned as follows:

» FIs, which choose to participate in full (i.e. reporting on all of
its products), will be allowed access to all positive data on all
product types contributed by other FIs and use such data across
all their products. For example, a finance company, which
does not issue cards, but reports on all its other consumer
lending products, will have access to all the positive data on all
product types contributed by other FIs and use such data for all
its products.

* For FIs which initially can only report on some products, only
the business division in charge of the same products (on which
positive data is contributed by those FIs) will be allowed
access to positive data on all product types contributed by
other FIs and use such data for the same products. For
example, for an FI which decides to report initially on credit
card data alone, only its credit card division will be allowed
access to positive data on all products contributed by the other
FIs and use such data in respect of its credit card business only.

All participating FIs will give mutual undertaking on the use of
positive data in the manner as envisaged above. In addition, the
credit reference agency will be expected to play an active role in
monitoring access of data by FIs to ensure that the undertaking is
observed by them.

Whilst the four associations supporting this proposal recognise that
FIs will participate in positive data exchange on a voluntary basis,
as stated in its proposal submitted to the HKMA on 21.12.2001,
HKAB supports the HKMA issuing supervisory guidelines
encouraging FIs to participate in the positive data exchange.
HKAB and the DTC Association are ready to consider issuing a
similar circular to support the HKMA'’s supervisory guidelines.

4



The approach of greater sharing positive data as described in this
proposal is supported by HKAB, DTC Association, the HKSAR
Licensed Money Lenders Association Ltd and the Finance Houses
Association. In total, these associations represent approximately
325 financial institutions.

All members of the Bankruptcy Working Group'?, representing a
cross section of the financial services industry, have committed to
full participation in positive data exchange as and when it is in
place.

The Hong Kong Association of Banks

The DTC Association

HKSAR Licensed MoneyLenders Association
Finance Houses Association

14 March 2002

1> The Bankruptcy Working Group has 11 members representing the Hong Kong Association of Banks,
the DTC Association, the HKSAR Licensed Money Lenders Association and the Finance Houses
Association. The 11 members are Bank of China (Hong Kong), Bank of East Asia, Citibank, DBS
Kwong On, Hang Seng Bank, HSBC, JCG Finance, PrimeCredit, Standard Chartered Bank, United Asia
Finance and Inchroy Credit.



Appendix

The “Payment History” under detailed CIS account information displays up
to 36 months’ payment behaviour.

Following is an example of a 7-month account payment pattern:
090 060 030 000 000 030 000

The most left bucket is the most recent month payment and each bucket
represents monthly payment update.

000 = 0 day past due

030 = 30 days past due
060 = 60 days past due
090 =90 days past due



Annex B

Empirical Evidence for Benefits of Positive Data Sharing

1. The following is a summary of two research studies, by Staten and Barron
(May 2000)" and a major consumer credit reference agency in the UK,
which provide useful insight on the subject through empirical studies.

Staten and Barron (May 2000)

2. Staten and Barron (May 2000) examined mainly the US and Australian
experience and analysed the impact of comprehensive (including positive
and negative) credit information.

3. In the study, by simulating individual credit scores for the “full model” (i.e.
positive and negative data sharing) and the ‘“negative-only model” (i.e.
negative data sharing only) based on a same set of account data, Staten and
Barron (2000) estimated that:

(1) under different target approval rates, there would be different decreases
in default rates when the simulation shifted from the “negative-only
model” to the “full model”, as follows:

Default rates (%) % decrease in default
Target approval rate Negative-only Full model rate on loan with full
(%) model model
40 2.9 1.1 -63
60 3.4 1.9 -43
75 4.1 3.0 -25

(i1) under different target default rates, there would be different increases in
the percentage of consumers who were eligible to obtain a loan when the
simulation shifted from the “negative-only” model to the “full model”,

as follows:
% of consumers who obtain a loan % increase in the
Target default rate Negative-only Full model number of eligible
(%) model borrowers with full
model
3 40 75 88
4 74 83 13
5 85 89 5
6 91 93 3
7 95 96 1

1* John M Barron and Michael Staten, The Value of Comprehensive Credit Reports: Lessons from the
US Experience, May 2000.



4. Based on the results of past literature on the impact of information sharing,
and also on the results of simulations which compared the efficiency of
scoring models built under comprehensive vs. restricted reporting
environments, the paper presented the following findings:

e  Given the prevailing laws governing the reporting of personal credit
histories, consumer credit will be less available in countries (e.g. Australia)
where credit reporting is confined primarily to negative (delinquent)
information, relative to the United States. The effect will be especially
noticeable for those consumers who are financially more vulnerable (higher
risk categories) such as consumers who are young, have short time on the
job or at their residence, and lower incomes.

e As the amount of credit made available per capita increases in
countries that lack comprehensive credit reporting, the pricing gradient will
be steeper as compared to the United Sates. Consumer credit in restricted-
reporting countries will likely be more costly in terms of finance charge as
well as other features of the loan offer function, including downpayment,
convenience of access, credit limits and fees.

e Less accessible consumer credit will likely impair the growth of
consumer spending and growth in consumer durable industries in countries
that lack comprehensive reporting.

e  Restrictions on the storage of past credit history will increase the value
to developing other, alternative measures of the likelihood of repayment.
Countries that have balked at more comprehensive credit reporting because
of concerns over personal privacy should bear in mind that some of these
alternative measures may be more invasive and less objective than the
payment history itself.

o  The effects of more restrictive rules for reporting credit histories may
be mitigated by regulatory regimens that provide for harsher collection
activities and more restrictive access to personal bankruptcy (and discharge),
so that the former’s adverse impact on credit quality can be minimised.
These incidental effects are not desirable from a social standpoint.

5. The paper then concluded that (Section 6, second paragraph):

“A quarter century of experience within a comprehensive reporting
environment in the United States has produced an impressive list of benefits.
Detailed information about a borrower’s past payment history, including
accounts handled responsibly, as well as a current profile of the borrower’s
obligations and available credit lines have proved to be an important tool
for assessing risk. The resulting benefits include:



e Dramatic penetration of lending into lower socio-economic groups, making
a variety of consumer loans available across the income spectrum.

e Reduction in loan losses that would have accompanied such market
penetration in the past.

e Ongoing account monitoring and use of behavioral scoring by creditors to
adjust credit lines and take early prevention action if a consumer is showing
signals of overextension.  Prevention measures include contacting
customers to offer budgetary counseling or concessions on terms to prevent
bankruptcy or chargeoff.

e Encourages entry of new competitors, including non-bank financial
institutions, which has stimulated vigorous price competition and more
convenient products.

e Made feasible the securitization of consumer loan receivables (e.g.
mortgages, auto loans, credit cards) which has lowered the cost of providing
credit and brought hundreds of billions of additional dollars into consumer
lending markets.

e Lowered the prices for other financial products as customers have been
freed from their binding relationships with banks and other depository
institutions. In the past the customer’s own bank was frequently the lowest
cost source for a loan because other creditors lacked the information needed
to measure risk. Consequently, banks have been forced to become more
competitive for customers at all margins.

e Made consumers (and workers) more mobile by reducing the cost of
severing established relationship and seeking better opportunities.”

A study by a major consumer credit reference agency in the UK

6. The study compared the bad debt charge of a given credit portfolio under
three scenarios (i.e. not using CRA data, using negative CRA data only, and
using both negative and positive CRA data). In order for the comparisons
between the three scenarios to be valid, the comparisons were carried out at
the same reject rate for each credit portfolio. The bad debt rates were then
measured at the particular reject rate for each portfolio. The study showed
that default rate could be significantly reduced with the use of negative and
positive credit information provided by a credit bureau (see the following
table).



Asset Quality for new Personal

Expected bad debt rate @ - 18 months

Loan, Cheque, and Credit Card
accounts after 18 months trading
Personal Loans | Cheque Accounts Credit Cards
(Reject Rate = (Reject Rate = (Reject Rate =
40%,) 15%) 33%)
1. Asset quality with no CRA data Bad Debt Rate | Bad Debt Rate = | Bad Debt Rate =
=73% 6.8% 8.4%
2. Asset quality with negative CRA | Bad Debt Rate | Bad Debt Rate = | Bad Debt Rate =
data =5.6% 5.0% 6.8%
Reduction in bad debt (2 vs. 1) 25.3% 27.4% 20.7%
3. Asset quality with positive and | Bad Debt Rate | Bad Debt Rate = | Bad Debt Rate =
negative CRA data =4.7% 4.3% 5.6%
Reduction in bad debt (3 vs.1) 38.0% 38.4% 35.9%
Reduction in bad debt (3 vs. 2) 16.9% 15.1% 19.2%

In addition to the reduction in bad debt charges quoted above, it can be conservatively assumed

that collections/recovery costs are reduced proportionally.
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