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FOREWORD

We have received the mandate to examine recent issues in credit users’ protection and education in
Australia, Canada, the United States and the United Kingdom. This report summarizes our analysis and
conclusion. We wish to thank Bruno Lévesque, from the OECD, for helpful discussions and suggestions.
The opinions expressed here are of the sole responsibility of the authors.
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INTRODUCTION

Financial consumers are facing paradoxical situations. On the one hand, they are overly solicited to
use credits of various forms. On the other hand, segments of the population do not have access to credit. In
this paper, we examine some emerging issues regarding consumer protection and information in four
OECD countries: Australia, Canada, the United Kingdom and the United States. These four countries have
much in common yet develop their own specific experience. By comparing their recent experience, we
identify some questions of emerging importance.

To realize this goal, we analyze in the first section the extent of credit use. Because residential
mortgages represent the main source of household debt, our survey leads us to link the trends in total
indebtedness to the housing booms and busts. We identify securitization has an important new feature of
mortgage funding. We also look at the causes for the growing importance of revolving credit and show that
a large part seems to be due to a substitution from non revolving credit. Nevertheless, total indebtedness
seems to translate into a growing financial stress as personal insolvencies are on the rise.

In section two, we look more closely at two important issues in the mortgage market that have
implications for credit availability of higher risk borrowers, that is, the growing presence of securitization
and that of mortgage brokers. We explain how the incentives of market participants are modified because
the mortgage market generated more up-front incomes to lenders and brokers. This has led to a reduced
pricing of risk. This section continues with a discussion regarding what we identify as important current
issues, such as the regulation of mortgage brokers, the adequate pricing of risk and the cost of credit
disclosure in mortgage loans in the US. Finally, we explore if the subprime crisis as a failure in consumer
protection.

In section three, we define alternative banking, the nature of the operations on this alternative market
and compare the extent of alternative banking in the different countries. Then we look at challenges in
regulating alternative banking. Finally, in section four we put our focus on the challenges posed by credit
counselling agencies and credit reporting.



1. THE EXTENT OF HOUSEHOLD CREDIT USE

1.1 Recent trends in the value of debt outstanding

The role of this section is to provide, as a background to the discussion, a description of recent trends
in the extent of household credit use in Australia, Canada, UK and the USA. This section takes a broad
perspective as credit expansion or contraction is essentially, a macroeconomic phenomenon. The changing
importance of credit use can be presented with different perspectives but the most common is to consider,
as in figure 1, the outstanding balance of all loans contracted by households in each country. To facilitate
the comparison, data are presented in index with 1997 serving as the base year.

Figure 1: Households total debt (1997=100)
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The most significant feature is that these four countries experienced a constant increase in the value of
credit extended to households, and the growth has clearly accelerated since 2000. Australia stands out with
the fastest rise in household credit, which quadrupled between 1997 and 2007 and was multiplied by a
factor of nine since 1989. The three other countries followed similar paths until 2000, but Canada lagged
behind UK and USA in recent years.



Macroeconomic conditions have an important influence on credit. Inflation has remained low since
the beginning of the 90s in these countries, so the upward trends in indebtedness reflect a generalized
increase in real household debt. As to real economic growth, it has been unevenly distributed. To adjust for
real income, figure 2 presents the evolution of the ratio of debt to disposable income. Australia is still the
country exhibiting the fastest growth rate in household debt but the relative importance of the debt burden
changes substantially. Indeed, Australia started with an indebtedness ratio of only 45% in 1989, only half
the debt ratio observed in the UK at the same time. By 2002, all four countries had very similar debt-to-
income ratios, just over 100%. Thereafter, the UK and Australia clearly diverged from North America,
experiencing acceleration in the debt-to-income ratio, which now exceeds 150%. Throughout the entire
period, Canada and the USA followed a very similar path, the ratio increasing from below 80% to slightly
above 120%.
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Household debt has many components and figure 3 shows the composition between, on the one hand,
mortgage loans and, on the other hand, all other unsecured personal debts, that is, personal loans, lines of
credit and credit cards’ outstanding balances. Not surprisingly, home mortgage is by far the most important
component. Australia once again stands out in this comparison as the place where mortgage’s share has
changed the most over the period, rising from a low of slightly below 60% in 1989 to a high of 85% in
2007. In the UK, the share declines slowly between 1992 and 2001 from 88% to 80% but as in the US,



regained some ground since then. As for Canada, after having declined from its peak of 75% in 1993,
mortgage share has remained almost stable below 70% since 2000.*

Figure 3: Mortgage loans as a % of households’ debts
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1.2 Home mortgages and the housing boom and bust

Given their relative importance, home mortgage loans represent a substantial proportion of household
total debt. Since mortgage financing mirrors real estate activities, looking at the housing market is needed
to understand recent trends in credit use. Indeed,”...most borrowers find mortgage credit necessary to
finance their home purchase, and they seek the largest loan available based on their collateral."?

Credit use must take into account the limit on the amount a household can borrow.® The fact that
liquidity-constrained households borrow to the limits set for by lenders is well established theoretically and
empirically and is an important feature in understanding the recent expansion in credit. Lenders limit the
value of home borrowing in two ways: the loan value cannot exceed a certain proportion of the value of the
collateral and the monthly payments must be lower than a specific fraction of the household’s current
income. Whichever is the lowest determines the consumer’s effective borrowing constraint.

! US homeowners can, in general, deduct from their taxable income the interest expense on a home mortgage. Such a
provision, specific to the US and not applicable to other forms of credit since 1986, creates an incentive to
consolidate personal debts through a home mortgage.

2 Jaffee and Rosen (1979), p. 354.
® Crook and Hochguerte (2007).



Obviously, the causality between housing demand and mortgage demand is bidirectional. Rising
home prices allow for more borrowing, but this is limited only to households whose current income is not
the effective borrowing constraint. In contrast, higher economic activity and personal income, a lowering
in credit cost or loosening of lending standards allow consumers to borrow more, as long as they are
willing to mortgage against a higher priced house. Thus, the causality between credit and home prices is
considered to be stronger from the former to the latter, although an accelerator effect can be triggered by
the housing boom.*

The most important factor behind the recent rise in mortgage debt is the lower nominal interest rates
that resulted from the low inflation of the last fifteen years. That enabled households to service higher
mortgage loans: that is, the borrowing constraint based on income has eased considerably. Tsatsaronis and
Zhu (2004) identify, in addition to low interest rates, differences in the yield curve and the proportion of
floating rate mortgages as additional factors explaining why housing prices’ reaction to interest rate varies
between countries.’

Figure 4, taken from their study, illustrates the generalized housing boom in many OECD countries,
but also the wide difference in house price increases. It also serves to illustrate how the recent movements
in housing prices in the UK and Australia mirrors those of mortgage debt, two countries in which variable
rate mortgages are very common. A housing boom started at the end of the 90s in both Australia and the
UK while a similar movement only began to show in this figure for US and Canada. Indeed, house prices
in North America took momentum mostly after 2001. In the case of the US, fixed rate mortgages continue
to be the most popular, although there has been a growing popularity of adjustable rate mortgages (ARM)
in recent years, mostly on the subprime market.® Interestingly, Canada’s mortgage market is still
dominated by ARM, with three to five year fixed terms being very common, and yet, did not show (until
recently) as much home price increases as in other countries.

As long as house prices keep going up, homeowners become equity-rich relative to their income and
are tempted to raise cash against the higher value of their house to sustain a higher consumption level. This
so called home-equity extraction (also called mortgage extraction), which takes place either trough
mortgage refinancing, home equity loans or by raising money when selling a home, has rapidly grown in
the last five years.

However, the higher leverage increases the risk associated to a change in assets value. The actual
housing crisis in the US shows the pernicious effect that develops when home price deflation happens.
When the collateral is less than the outstanding balance of the mortgage loan, refinancing is no longer an
option to homeowners unable to service their debt, so the only option left is foreclosure. These problems
are still developing in the US and have yet to affect other countries in similar ways. Australia and the UK
now seem acutely exposed to similar risks, given the importance of home price increases, the popularity of
adjustable rate mortgages, the growing importance of non-conforming mortgage loans and, particularly in
Australia, the numerous increases in interest rates dictated by the Reserve Bank of Australia. Canada on
the other hand seems to have experienced less excessive home price increases and is consequently less
vulnerable to a downturn in housing.

“ Bridges S., R. Disney and J. Gathergood, 2006.

® With a floating rate, changes in interest rates translate more rapidly into mortgage costs, thus increasing the
sensitivity of housing demand to interest rates. As to the yield curve, if the short-term rate is below the long-term
rate, a switch from long to short-term mortgages reduces credit cost and increases housing demand.

® In 2001, 30-year and 15-year fixed terms comprised 90% of all mortgage loans while ARMs represented 10% of the
total. In 2005, ARMs had grown to 40%, half of which were interest-only, while fixed terms had shrunk to 60%.
(Source: Newman et al, 2006) This switch is the likely consequence of the widening yield between long and
short term rates following the aggressive monetary policy implemented by the FED in 2003.



Figure 4: Inflation-adjusted house prices
Quarterly data; 1985 =100
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' Nominal house prices deflated by the personal consumption deflator. For France, Germany, Italy and Japan, quarterly
house price data are derived from lower-frequency data using Ginsburgh interpolation techniques.

Source: Tsatsaronis and Zhu, 2004, p. 65.

1.3 The growing importance of securitization

The mortgage market has traditionally been dominated by deposit taking institutions, which are using
their deposits as the main source for loan financing. The most striking change that occurred in the
mortgage market is the growing importance of securitization. This development is changing the
relationship between borrowers and lenders and provides new challenges for regulators and consumer
protection.

Securitization occurs when a pool of (usually illiquid) assets is constituted and offered as collateral for
a newly formed security, called asset-backed securities (ABS). Mortgage lenders sell their mortgage claims
to the buyers of the security (called mortgage backed securities, MBS) who, in effect, are acquiring the
income flow generated by the pool of mortgages. In securitization, to protect the cash flows against the risk
of lender’s bankruptcy, the effective property of mortgages is transferred to a separate legal entity called
Special purpose vehicle (SPV). This additional protection increases the attractiveness of MBS, allowing for
a lower interest rate on these types of securities. Further securitization can occur down the line and this
process, explained more completely in section 3.1, helps in reducing the financing cost of mortgages.

But since securitization facilitated mortgage financing independently from gathering deposits, it also
led to a growing presence of non-deposit specialized mortgage lenders who depended on their capacity to

10



package and sell securities to finance their lending. Reporting and compiling data about mortgage
origination is country specific. A single comparable measure of the importance of securitization in
mortgage markets does not exist. Despite this limitation, we nevertheless present some information on the
importance of non traditional financing in mortgage. In 2007, 25% of mortgages loans were securitized in
Australia (Federal Reserve Bank of Australia). In Canada, as of December 2007, National Housing Act’s
MBS’ represented 20% of the mortgage market (Bank of Canada) while MBS emitted by special purpose
corporations were worth 3% of the total. In the UK, mortgage securitization has also reached
approximately 20% of total origination at the same time (Bank of England).® We did not have access to
comparable data on the US mortgage market. The Flow of Funds Account of the United States reports that
the share of ABS issuers in households’ total liabilities was around 20% in 2006. Rosen (2007) reports
however a much higher share for the American mortgage market, with ABS representing close to 60% of
total mortgage debt outstanding, a share that has matured since 2000.

The recent importance of ABS in financing mortgages has implications for the effectiveness of
banking regulations in protecting consumers. Indeed, by providing an alternative to deposits, the consumer
protection provided by regulating deposit-taking institutions can be bypassed by specialized lenders.
Moreover, since non-deposit mortgage lenders sell the mortgages’ cash flows to investors, they are more
likely to accept higher risks in lending as long as the pricing of these risks is not completely reflected in the
securities. Finally, since these new lenders want to penetrate the mortgage market, they rely more heavily
than established financial institutions on mortgage brokers to market their mortgage products. This is
changing the relationship between lenders and borrowers and reduces the reluctance to accept risk. We
discuss in section 2 the role and impact of mortgage brokers in this new market.

1. 4 Credit cards: over indebtedness or substitution with instalment loans?

We have seen that personal debt has grown in parallel with the increase in mortgage indebtedness.
While mortgage demand is tied to the demand for housing, unsecured debt originates from an unbalance
between the lifetime distribution of income and the desired level of expenditure. Because of moral hazard,
lenders severely limit the amount of unsecured credit made available to a household. This creates prevalent
situations in which customers can suffer from liquidity constraints.’

Personal debt takes two forms. Instalment loans, which are usually associated with the purchase of a
durable good, most often a car, and revolving credit. Instalment loans are repaid with interest in equal
periodic payments extended over the length of the amortization period. Revolving credit differs in many
aspects. A line of credit is extended to customers who may use it as desired, up to a certain pre-authorized
limit. This credit may be paid in full, any time or upon receipt of a monthly statement, or to be revolved,
given that the interest or a minimum charge is paid. The two main forms of revolving credit are personal
credit lines and credit cards. We will concentrate our attention on the latter.

" The Canada Mortgage and Housing Corporations (CMHC) is a federal corporation that, among other things, insures
mortgage loans under the National Housing Act (NHA). NHA’s MBS issuers must be a chartered bank, a trust
company, an insurance company, a credit union, or a loan company. Mortgages pooled into the NHA’s MBS are
guaranteed by the CMHC, thus having the same quality credit as that of the Government of Canada.

® The share for the UK was calculated from the information provided by the Bank of England on quarterly net
acquisitions of secured lending by specialist lenders.

® Gross, D. B., and N. L. Souletes, 2002. A liquidity constraint appears when the desired level of consumption,
subject solely to the expected lifetime flow of income, cannot be reached. In these situations, the borrower is
willing to pay much more than the prevalent interest rate to access credit.
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Figure 5 shows the extent of this type of credit in the four countries; note that because of difficulties
in accessing data specifically related to credit card outstanding balances in the US, data for this country
concerns all personal revolving credit and are not comparable with the other countries. In addition,
Canadian data are an extrapolation based on the time behaviour of credit card debts extended by chartered
banks, and may not be comparable. Yet, the general picture shows the growing importance of this type of
debt. Once again, Australia and the UK recently observed a rapid increase while the growth rate is much
lower in Canada.

Figure 5: Credit cards debt as a percentage of disposable income
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Sources: Reserve Bank of Australia, Statistics Canada, Bank of England and Federal Reserve Board. The value shown for Canada
has been extrapolated from data on chartered banks using the 2005 Survey of Financial Security. Data for the US are for personal
revolving credit and include a larger category of debts than credit cards.

Credit cards present dual product characteristics, being both a line of credit and a convenient means of
payment. As a means of payment, credit cards compete with debit cards and banks offer incentives to use
credit cards for payment, like the possibility of accumulating rebates or points that have monetary values,
and also offer to the card holder a “free float”, that is, a period of time without credit charge. The reasons
for these incentives are twofold. First, banks receive fees from merchants when a credit card is used.
Second, banks charge an interest rate on the monthly balance that is revolved to the following month at a
rate higher than the rate charged on a personal line of credit. A customer who takes full advantage of the
incentives and who pays the balance every month benefits from a very convenient and advantageous means
of payment. In the 1998 US Survey of Consumer Finances, almost half of the sample of consumers used
credit calgds solely as a convenient means of paying for goods and services and had a zero credit card
balance.

Kim H. and S. A. De Vaney, 2001.
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Does the increased importance of credit card outstanding balances indicate consumers’ excessive
indebtedness? Figure 6, taken from Maki (2001) puts personal revolving credit in a long run perspective
for the US. Between 1970 and 1999, the ratio of consumer credit to disposable income has fluctuated
between 15% and 20%, with a clear cyclical pattern showing an increasing ratio during economic
expansion phase and a decline beginning before each recession (in grey). However, revolving credit has
grown substantially, starting at about 1% in 1970 to reach 9% in 1999, with a corresponding decrease in
instalment loans. This long view clearly suggests that most of the increased use of revolving credit is a
substitution that has operated between these two different forms of personal credit.

Figure 6: Composition of personal debt in the US as a % of disposable income
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The main reason for this substitution is technological and results from computerization.
Computerization makes possible the use of electronic means of payment. Computers’ networking also
facilitate the transfer of information which helps to create and update centralized databases on credit
history easily accessible to lenders on which credit scoring can be made. The lenders’ cost of credit
monitoring and transaction approval has then been drastically reduced. From the consumer’s side, credit
cards act as a substitute to cash holding since the pre-authorised credit replaces the precautionary motive
for money demand. Given these characteristics, it is not surprising that, in today’s world, there is a high
demand for credit cards and that the substitution from instalment loans has occurred.

However, not all increased credit card use is due to substitution. In 2006, personal debt has reached
24% of disposable income in the US, much higher than at any previous time. As discussed previously, low
interest rates explain partly why higher debt levels are now possible. Nevertheless, record levels are also
observed in the UK, Australia and Canada, and personal insolvencies are also reaching unprecedented
highs (see next section) as interest payments are taking a growing share of disposable income. The
financing ability of credit cards facilitates unnecessary purchases and impulse spending (Rook, 1987) to
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the point that consumers using credit cards for payment accumulate more debt than debit cards users (Lee
et al, 2007). Clearly, excess credit obtained when paying with credit cards results in excess debt burden.

1. 5 Indications of increased financial stress from insolvencies

The increased burden of debt is showing in a growing number of personal insolvency cases. Figure 7
shows, with respect to an index value of 100 in 2000, how the number of personal insolvencies has
changed over time. This does not allow identifying where insolvencies are more prevalent, but makes it
possible to observe the trend in each country. Besides the recent explosion of cases in Germany (not in our
comparison), we observe a very rapid rise in the UK, followed by a significant rise in the US. Canada and
Australia also show an increase, but at a more modest pace. Although not indicated here, it is worthwhile
to note that in Canada, the growth in the number of insolvencies has been particularly rapid among people
over the age of 55.

Figure 7: Index on the number of personal insolvencies (2000=100)
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Source: Presentation prepared by the Office of the Superintendent of Bankruptcy Canada for a conference at the
International Association of Insolvency Regulators, Cape Town, South Africa, March 2007.

From our survey of the preceding section, we now want to develop more on two selected recent areas
of concern, both of which relate to the access to credit. In Section 2, we discuss the changing structure of
the mortgage market and its implication for consumers who may have easy access to credit. Section 3
addresses the growing importance of alternative (or “fringe”) credit products and their implication for
consumers that may have unduly restrictive access to credit.
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2. SELECTED RECENT AREAS OF CONCERN: THE MORTGAGE MARKET

2.1 The developing new structure of the mortgage market

Financial intermediaries have traditionally distributed directly their own financial products and funded
their mortgages with internal funds, like deposits, or with borrowed funds. The structure of the mortgage
market has changed substantially. The following figure illustrating the interlinkages in the US subprime
market, taken from a speech given by the Governor of the Central Bank of Norway, shows the basic
elements present in this new structure of the mortgage market.

Figure 8: Financing structure of the subprime market
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In this new structure, borrowers do not meet directly the lender but are rather work with an
intermediary, a mortgage broker, which distributes the products of many lenders. The lenders securitize the
loans and send the Asset-Backed Securities (ABS) to a Special Purpose Vehicle (SPV). Subsequent rounds
of securitization can be made, in which ABSs are once again packaged into collateralized debt obligations
(CDO) that may also serve, further down the financing line, as collateral to emit commercial paper which
is sold to money market investors. Banks appear in parallel because they help in funding each step. What is
missing in this structure is the rating agencies, whose role throughout the chain is to evaluate the risk of
each asset, and mortgage insurers who guarantee the payments from the mortgage located at the beginning
of the chain.

This financing chain presents three characteristics. First, it distributes the individual risks presented by
each mortgage loan to an ever growing number of investors, in effect making the diversification of risks
more efficient. Second, the level of risk effectively supported by each final saver becomes extremely
difficult to evaluate, given the complexity in the distribution of funds. Third, maturity transformation
allows money coming from short-term investors to be used for long-term mortgage financing. Since short-
term investors usually require a lower rate of return, this maturity transformation reduces the expected cost
of funding mortgages. However, by creating a maturity mismatch, the financing structure is exposed to
interest rate risk. Indeed, if the interest rate level rises on the money market, that will put downward
pressures on the market price of the CDO. In fact, the capacity to offer sufficiently attractive returns to
final investors are reduced and the financing chain may dry up.
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Here, two new significant problems, not present in the traditional mortgage distribution, have
implications for consumer protection. First, given that lenders sell their mortgages, do they have the same
incentive as before to scrupulously evaluate the credit risk of a mortgage? Second, the presence of
mortgage brokers acting as intermediaries between the borrower and the lender poses a principal-agent
problem (agency problem) and their incentives have to be examined more closely. We discuss each of
these issues in the following sections.

2.2 How securitization increased risk taking by mortgage lenders

The development of securitization has been welcomed by government officials who saw this as an
opportunity to develop a new channel for mortgage financing, a positive element fostering a higher
homeownership rate in the US.

“The recent rise in the homeownership rate to over 67 percent in the third quarter of this year (1999)
owes, in part, to the healthy economic expansion with its robust job growth. But part of the gains have also
come about because innovative lenders, like you, have created a far broader spectrum of mortgage products
and have increased the efficiency of loan originations and underwriting. Ongoing progress in streamlining
the loan application and origination process and in tailoring mortgages to individual homebuyers is needed
to continue these gains in homeownership...Community banking epitomizes the flexibility and
resourcefulness required to adjust to, and exploit, demographic changes and technological breakthroughs,
and to create new forms of mortgage finance that promote homeownership. As for the Federal Reserve, we
are striving to assist you by providing a stable platform for business generally and for housing and
mortgage activity.”*!

Since specialized lenders and mortgage companies securitized over 80% of their loans, they had an
incentive to extend the type of loans desired by the secondary market. Given the strong demand until 2007
for high-yield assets such as CDOs, subprime mortgages have been considered as a privileged asset to
provide the basic income sources in the creation of CDOs. “Hence, subprime lenders have had a strong
incentive to underwrite high-yielding subprime mortgages, whether or not these loans were (in the) best
interests of the borrowers.”*?

With securitization, lenders transfer part of the risk to the ultimate savers. Given the high demand for
ABSs, mortgage lenders were able to sell at a premium newly signed mortgages, thus generating an up-
front capital gain rather than the constant flow of interest income as the mortgage is repaid. In other words,
securitization increases the incentives for closing loans that produce immediate gains, and diminishes the
rewards to scrutinize the borrower’s ability to entirely repay the loan.

2.2.1 Maintaining lending standardsf securitized loans

Securitization has recently taken a heavy blow. With the credit and financial markets’ massive losses
of the recent months, these complex financial assets have become much less popular and the funding from
this channel has dried up considerably. The distribution of these complex financial assets requires better
supervision to ensure that risks are adequately priced throughout the entire financing chain. This element is
important for investors, but also for borrowers to prevent that lenders make their profit up-front. Indeed, it
is by adequate risk-adjusted pricing that the lender and the borrower share a common interest in a loan that

' Greenspan. A. Address to America's Community Bankers, November 2, 1999.

Source: http://www.federalreserve.gov/boarddocs/speeches/1999/19991102.htm

2 The Subprime Lending CrisiBeport and recommendations by the majority staff of the Joint Economic Committee,
October 2007, p.20.
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the latter will be able to repay. If the pricing of risk is too low, lenders extend excessive amounts to risky
borrowers; conversely, if the pricing is too high, risky borrowers may be unduly deprived of needed funds.

2.3 The growing presence of mortgage brokers and a trend toward a fee oriented market
2.3.1Mortgage brokers presence and economic incentives

Mortgage brokers played a much more active role in distributing residential mortgages in recent years.
According to a study made by Wholesale Access, they distributed 65% of all residential mortgages in the
US in 2002." Brokers are also very important in Australia, having distributed 38% of mortgage loans in
2007, a share that is down to 36% in the beginning of 2008, the first reduction since 2002. In Canada,
brokers have a lower market share which stands at around 30%.'* We have not found data on brokers’
market share in the United Kingdom.

The growing presence of mortgage brokers poses new challenges for consumer protection because of
the agency problem noted previously. First and foremost, although many borrowers may think that brokers
have a fiduciary duty to act on their behalf, it is exceptional that laws regulating brokerage business impose
this obligation on brokers. In the US, only a handful of states have, so far, imposed this duty (Colorado in
2007, Maine in January 2008, Minnesota, California). Yet, recent court decisions in the US tend to indicate
that despite the fact that this duty is not explicitly specified in the law, mortgage brokers are tied to act in
the borrower’s best interests.

Given the absence of a fiduciary duty, do the brokers’ economic incentives work in the best interests
of borrowers? In fact, the yield-spread premiums (YSP)™ paid by lenders to brokers create an incentive to
do exactly the opposite.® Moreover, brokers may receive higher fees for mortgages with a prepayment
penalty. The legal statutes of these incentives paid by lenders are controversial, since they are legal only if
they are reasonably given the service provided. Consumer associations ask for an interdiction of these
types of fees and a new bill on predatory lending is to be legislated in the US which proposes to force the
disclosure of YSP. This proposition is contested by the National Association of Mortgage Brokers on the
basis that banks do not have to disclose the actual YSP to customers, so that they would be placed at a
disadvantage with respect to a direct distribution by traditional lenders.’

Moreover, brokers fees are usually not related to subsequent loan repayment and they bear little or no
risk when a borrower defaults.'® Thus, they do not have the same incentive as traditional lenders to refuse
high risk borrowers. In order to facilitate the loan approval process, brokers may choose to dissimulate or
modify the information given to the borrower. For example, they may not disclose all the financial impact
of the prepayment penalty. As to their relation with lenders, they may also modify the information

13 Source: http://mww.wholesaleaccess.com/images/MBO04.outline.doc.

 Source: DBRS Comments on the Mortgage Markets in Canada and the United Séatesber 6, 2007.

> The yield spread premium (YSP) is an amount paid up-front by the lender to the broker when the interest rate on
the mortgage loan exceeds the minimum rate, known as wholesale par rate that the borrower qualifies for.

'® The Subprime Lending Crisisp. cit., p.20.

17 See http://www.consumermortgagereports.com/national-association-of-mortgage-brokers-seeks-compromise-on-
ysp/.

8 In Australia, brokers also receive trail commissions, that is, additional payments which increase with the life of the
loan. Australian banks want to remove these commissions because they did not provide the hoped-for benefit of
keeping the loan on the books for longer. Source: “Banks to take the knife to broker commissions”, The Sheet
March 14, 2008.
http://www.thesheet.com/nl05_news_selected.php?act=2&stream=1&selkey=6313&hlc=2&hlw=
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regarding the work experience or the income of the applicant to ensure that the lender approves the loan.
These practices have affected particularly the subprime market and are discussed more in length in section
2.5. But one point worth noticing is that brokers tend to be more present in the subprime mortgage market.
Gramlish (2007) explains why:

“While the prime mortgage market is well regulated and supervised, with the major lenders—banks
and thrifts—undergoing arduous examinations every three years, the subprime market is much less so. All
mortgage markets operate under general federal statutes preventing discrimination, insuring proper
disclosures, and regulating other aspects of mortgage transactions. But in the subprime market, 30 percent
of the loans are made by subsidiaries of banks and thrifts, less tightly supervised than their parent
company, and 50 percent are made by independent mortgage companies, state-chartered but not subject to
much federal supervision at all. Mortgage brokers are largely unsupervised, with minimal incentives to see
that borrowers get their best deal and only indirect incentives to see that borrowers will be able to make
their mortgage payments. And many subprime borrowers are from lower-income households, not well-
versed in financial matters, and vulnerable to losses in income or payment ability.”*®

2.3.2 Mortgage brokersd regul ation

In Australia, brokers are regulated to some extent by the Consumer Credit Code, or its State
equivalent, and are only subject to minimal disclosure laws. Only in New South Wales, Victoria, the ACT
and Western Australia does state legislation apply specifically to mortgage brokers. However, two
professional associations, the Finance Brokers Association of Australia (FBAA) and the Mortgage Industry
Association of Australasia (MIAA) require their members to comply to an internal code of conduct. A
discussion paper, called National Finance Broking Regulation, is available since 2005 but a national
legislation is still to be adopted.

In November 2007, The Office of Fair Trading of New South Wales deposed for public consultation
the National Finance Broking Scheme Consultation Packagech is a proposed ‘national’ Bill for
regulating mortgage brokerage in Australia.”’ At the centre of the proposed regulation is brokers’ licensing.
One important element of the proposal is that the broker “...is responsible for ascertaining the consumer’s
credit needs and for determining whether the consumer has the capacity to repay a loan that satisfies those
needs.” The FBAA has recently (February 2008) deposed a brief to the Government Productivity
Commission in which it welcomed the fact that the regulatory body would be the Australian Securities and
Investments Commission. Although favourable to a common licensing regime for all Australia, they
oppose some aspects of the legislation because brokers would be “...cut out of the industry for many day
to day finance products such as the refinancing of existing loans together with taking and submitting
applications for Lo-doc and No-doc loans.” They also oppose to a common licencing of mortgage brokers
and financial advisors on the basis that these two professions need different qualifications.”!

In Canada, brokers’ regulation is placed under the responsibility of provincial governments. A
fiduciary duty is not imposed to brokers but they are in general submitted to the provisions of cost of credit
disclosure included in the provincial consumer protection acts. One important aspect is that mortgage
brokers must be licensed.

% Gramlich, E. M., 2007.
2 Online: http://www.fairtrading.nsw.gov.au/pdfs/corporate/nationalfinancebrokingscheme. pdf
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In the US, brokers are regulated trough many federal and state laws and are subject to both the Real
Estate Settlement Procedure Act (RESPA) and the Home Ownership and Equity Protection Act (HOEPA).
However, the complexity and diversity of the jurisdictions prevent making a precise description of the
general provisions regarding the brokerage industry. The President's Working Group on Financial Markets
has very recently recommended nationwide licensing standards' for all loan originators, a position also
defended by the National Association of Mortgage brokers. The working group also announced that the
Federal Reserve would soon issue new rules mandating more disclosure about the nature of mortgage loans
to addzzmore clarity on the real costs of a loan throughout its life, such as when rates increase after a few
years.

2.3.3 Some recommendations and considerations related to mortgage brokers

1. Nationwide licensing of loan distributors.

In order to guarantee the competency and integrity of mortgage brokers, all loan distributors should be
gualified professionals. This is the direction recently taken in Australia and the US, two countries in which
more stringent regulation of the profession was needed. Note that the national brokers’ associations in both
countries respond positively to these proposals. However, they oppose changes that would give them a
disadvantage with respect to banks’ loan officers. For example, they oppose having to make a mandatory
disclosure of the yield-spread premiums (YSP) since the wholesale par rate is not disclosed by lenders.”® A
study by Lacko and Pappalardo (2004) confirms that respondents working with prototype forms that
include YSP disclosure were substantially and significantly biased against broker loan proposals that have
identical costs to those offered by direct lenders.

2. Minimize the adverse consequences of the agency problem posed by mortgage brokers.

Broker legislation, supervision and compliance should be formulated and implemented to increase
brokers’ incentives to work in the best interest of consumers. Many mechanisms are possible, such as
prohibition of some kinds of fees, stricter supervision, fiduciary duties, etc. Each should be looked at
closely to see how it would help to achieve this goal, without compromising the objective of maintaining
an active role for brokers.

As an example of a question for discussion, let us consider the yield-spread premium. Although some
argue that it acts against the best interest of consumers, counter arguments can also be presented that YSP
do not necessarily translate into higher mortgage costs. Indeed, a broker may increase the YSP not only
trough a higher interest rate charged to the consumers but also by choosing a mortgage loan which has a
lower par rate, and a possible shared interest with the borrower. Moreover, when the efficiency of a broker
is known to lenders, they reduce the par rate to factor in the cost reduction made possible by a broker’s
higher efficiency and good reputation. Prohibiting YSP would then have the side effect of reducing the
brokers’ incentives to be efficient and to look at the best par rate.

Other incentives can be designed to increase the incentives of brokers to properly regard the
borrower’s ability to repay. For example, fees could include payments, such as trailer fees which relate to
the closing of a mortgage deal and the subsequent credit quality of the mortgage loan. Another possible
mechanism consists of imposing a fiduciary duty to brokers to act in the consumer’s best interest. The
feasibility and consequences of such a proposal shall be evaluated separately for each jurisdiction.

3. Strict rules or principles-based regulation?

22 hitp://www.hemscott.com/news/latest-news/item.do?news|d=61518964427091

% Lacko, J. M. and J. K Pappalardo, 2004. “The Effect of Mortgage Broker Compensation Disclosures on
Consumers and Competition: A Controlled Experiment”, Federal Trade Commission.
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Stricter rules can help in achieving the goal of better regulation of mortgage brokers. As a substitute
however, the United Kingdom’s FSA has made public its wish to move to Principles-based regulation in
brokerage. In a document destined to brokers the FSA describes this approach as:

1 a move away from dictating through detailed, prescriptive rules and supervisory actions how to
operate the business;

9 giving the broker the responsibility to decide how best to run the business while also delivering
the regulatory outcomes;

9 greater reliance on principles and outcome-focused, high-level rules, and less reliance on
prescriptive rules;

9 adifferent approach to how the FSA deals with the brokers. The FSA will focus more clearly on
the outcomes it wants to achieve, leaving more of the judgement calls to do with how the broker
will achieve those outcomes;

9 a continued need to rely on detailed rules and prescriptive processes in certain areas, to ensure
adequate consumer protection or sufficient consistency between regulated firms. Also, when
implementing EU legislation, the FSA might need to include more detailed rules.

As another topic worth considering, we recommend exploring an approach to regulation which is best
suited to achieving the goal of improving the protection and education of mortgage borrowers.

2.4 The Efficiency of Mortgage Disclosure

Wellman (2003), citing Pattison, wrote that “The US system is more a branch of law and study than a
well-designed method of regulation”™® because US disclosure laws are too numerous and very often
overlap on the mortgage market. Because of this, closing a mortgage in the US is made more costly and
more opaque.

The various laws governing mortgage lending are as follows. The Truth in Lending Act (TILA), also
known as regulation Z, defines how the cost of credit must be disclosed to the borrower in a harmonized
form and imposes a three-day right of recission. The Real Estate Settlement Procedures Act (RESPA)
applies to the disclosure of settlement costs, before, during and after settlement. The Home Owner and
Equity Protection Act (HOEPA) is a federal predatory lending legislation that imposes additional
disclosures and restrictions on loans that exceed threshold conditions in terms of cost of credit. The
Homeowner’s protection act (HPA) seeks to protect consumers against unnecessary private mortgage
insurance premiums. Finally, the Home Mortgage Disclosure Act (HMDA) forces lenders to collect and
disclose to the supervising authority information on mortgage lending activity.

It would be worth exploring if these rules are in fact discouraging American consumers in negotiating
by themselves their mortgage. If it is the case, that could explain the high demand for professional services,
such as brokers, that may handle the complexity of the system. That would suggest that there are too many
rules to protect the consumers while a more coherent, simpler approach may be more efficient.

A recent report by the Federal Trade Commission® has looked at the actual mortgage origination
process and, using a sample, compared it with prototypes of disclosure forms. The key findings of the

# Wellman, T., “Consumer Report and Protection in Mortgage and Home Equity Based Borrowing: The U.S.
Experience and Canadian Comparisons”, Canada Mortgage and Housing Corporation, External Research
Program Research Report, October 2003, p. 64.

® “Improving Consumer Mortgage Disclosures: An Empirical Assessment of Current and Prototype Disclosure
Forms”, Federal Trade Commission, Staff Report, June 2007.
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study are: 1. Current mortgage cost disclosures failed to convey key mortgage costs to many consumers. 2.
Prototype disclosures developed for the study significantly improved consumer recognition of mortgage
costs, demonstrating that better disclosure is feasible. 3. Both prime and subprime borrowers failed to
understand key loan terms when viewing the current disclosure, and both benefited from improved
disclosure. Improved disclosures provided the greatest benefit for more complex loans, where both prime
and subprime borrowers had the most difficulty understanding loan terms.

In reaction to the mortgage crisis, an announcement has just been made by the US Department of
Housing and Urban Development (HUD) that, after a 60-day public comment period, a new form
providing mortgage borrowers with easier-to-understand information on mortgage terms will take effect.?®
The proposed form will include a summary of loan terms, interest rate, monthly payment and whether the
interest rate and principal balance will change, and the presence of prepayment penalty. This
announcement, made while we were completing this report, goes into the direction of our recommendation
and discussion topics.

Wellman (2003) observes that Canada is considerably less regulated than the US in the field of
borrower protection. Yet, judging by his conclusion, Canadian regulation seems much more effective. In
Canada, cost of credit disclosure (CCD) is made through lenders’ regulation. Canadian chartered banks, the
bulk of lenders, are federally regulated while some others financial institutions, such as credit unions, are
provincially legislated. An Agreement for Harmonization of Cost of Credit Disclosure Laws in Canada was
reached in 1998, with the goal of clarify and simplify CCD rules applicable to laws affecting financial
institutions, consumer protection laws and leasing arrangements.?” The proposal was built on the analysis
made by the Alberta Law Reform Institute. The harmonization process, although well advanced, is not
completed yet.

The principles that governed this harmonization are that consumers should receive fair, accurate,
timely and comparable information about the cost of credit in order to obtain the most economical credit
for their needs; disclosure and disclosure requirements need to be as clear and simple as possible;
consumers be entitled to pay off loans (other than mortgages) at any time, and if they do so, incur only
those finance charges earned up to the time at which the loan is paid off. Collateral mortgage loans are
subject to the same prepayment rights as regular loans. Brokered loans are subject to the same disclosure
rule. Each type of loans (open credit, credit cards, mortgage loans, etc.) has its specifics but a precise
disclosure form is not prescribed besides that disclosure documents be clearly laid out and in plain
language. In the case of mortgage loans, the agreement prescribes that the lender must deliver the
disclosure statement at least two days before the borrower is legally committed. We are not aware of recent
studies questioning the actual mortgage disclosure regime in Canada.

In the UK?, the Financial Services Authority (FSA) is the regulatory body for all retail and wholesale
financial markets, with the exception of unsecured consumer credit. The FSA was established under the
Financial Services and Markets Act 2000 with the objective of improving market confidence and public
awareness, ensuring consumer protection and reducing financial crimes. Mortgage lending has been
regulated since October 2004 by the mortgage Conduct of Business Rules, which replaced a self-regulatory

% «Real Estate Settlement Procedures Act (RESPA): “Proposed Rule To Simplify and Improve the Process of
obtaining Mortgages and Reduce Consumer Settlement Costs”, Federal RegisterMarch 14, 2008. As this
proposal was made public while our mandate was being completed, we did not have the time to analyze the
document in great depth.

2T Agreement for Harmonization of Cost of Credit Disclosure Laws in Canada, Drafting Template, Consumer
Measures Committee, Ottawa, June 1998.

% The information for the UK disclosure regime is taken in Kempson (2008).
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regime called the Mortgage Code. There is a prescribed disclosure form which includes key facts in a
standard format to simplify shopping. If a firm gives advice, it must ensure that the mortgage product is
appropriate to the consumer’s needs. Moreover, both lenders and advisers must take into consideration the
financial capacity of the borrower when proposing a mortgage loan.

A non-authored presentation published in 2006 by Genworth financial® is very critical of the
disclosure regime in place in the UK since 2004 because compliance and registration costs caused a
reduction in mortgage availability. To illustrate the burden that the legislation imposes to lenders, the
presentation lists on five pages in small print thirteen different aspects covered by the actual mortgage
regulations, each aspect having an average of six or seven subsections. The actual regulation is described
as a complicated and expensive regulation. The FSA recognizes that the actual legislation is overly detailed
and wishes to move toward a principles-based regulation in mortgage.

In Australia, the Uniform Consumer Credit Code (UCCC) has been in effect since November 1996.
This legislation, inspired by the Truth in Lending Act (TILA) in place in the US, aims to ensure that
consumers have ready access to accurate and comprehensive information to make it easy to find out the
price of credit proposals, including the interest rate and the fees, and the contract terms, including the
repayment conditions.

An extensive literature review on personal credit and debt in Australia by Singh, Myers, McKeown
and Shelly®, published in 2005, reports that because of inadequate enforcement of the Code, the UCCC
does not provide sufficient protection, particularly for vulnerable consumers. The problems reported affect
particularly personal credit, the main avoidance mechanism being that the lender claims not to be in the
business of lending, with the consequence that financial transactions are removed from the scope of the
legislation. However, these problems seem less prevalent in mortgage lending.

2.5 The Subprime Crisis
2.5.1The sources

This section looks more closely into the sources of the subprime crisis. The Guidance Supervision of
Subprime Lendingissued jointly by the U. S. federal banking regulatory agencies, defines subprime
lending as “...programs that target borrowers with weakened credit histories typically characterized by
payment delinquencies, previous charge-offs, judgments, or bankruptcies. Such programs may also target
borrowers with questionable repayment capacity evidenced by low credit scores or high debt-burden
ratios.”

The Report of the Joint Economic Comnait{eubsequently JEC report) on the subprime crisis,
published in 2007,* indicates that $190 billion of subprime loans were originated in 2001 (8.6% of all
originations) and $625 billion in 2005 (20% of the total) and $600 billion in 2006. As to the proportion of
subprime loans in the total number of mortgages outstanding, it rose from 2.6% in 2001 to 14.0% in 2007.
During this five-year period, underwriting standards declined to satisfy the growing appetite for ABS.

% Mortgage Regulatory Environment — UK experience, Turkish Draft Mortgage Law Seminar, March 31, 2006.

¥ Singh, S., P. Myers, W. McKeown and M. Shelly, 2005 Literature Review on Personal Credit and Debt in
Australia, RMIT University.

%1 We used two main references for this section. 1. The Subprime Lending Crisisp. cit. We refer to this document
by the JEC report.
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Wellman (2003) relates the growth of subprime lending to legislative, demographic, social, economic
and political factors, some of them going back to the 80s. The first was the deregulation in 1980 of
limitations on interest rate charges for loans secured by a residential property. This facilitated loan
approvals to higher risk lenders by charging a higher interest rate. The second is securitization, which we
discussed earlier. The third is the general aging of the population which caused an expansion of the
population with home equity growing faster than their income. The fourth factor is political and it
originates from a goal of increasing the homeownership rate, particularly in low income areas and among
minorities. To achieve this, the Home Mortgage Disclosure Act was designed to combat discrimination in
lending, by preventing for example the use of geographic factors in credit scoring. Also, the Community
Reinvestment Act scored lenders on the basis of how well they serve their communities. In 1994, the
National Homeownership Strategy was adopted with a goal of increasing by 8 million the number of
homeowners. In 2002, a new homeownership initiative was launched to further increase the proportion of
minority homeowners.

The JEC report relates the expansion of subprime loans to a well defined channel of financial
intermediaries (borrowers — brokers — specialized mortgage lenders — securitization — investors as
described in section 2.1) which had strong incentives to increase the supply of subprime loans. Indeed, in
2005 and 2006, over 80% of subprime loans were securitized. Subprime lending has not been uniformly
distributed among all the states, being more prevalent in those states where home price inflation was higher
(Figure 9). In Canada, subprime lending remained confined to at most 5% of the market (Figure 10).

Figure 9: Subprime share and house price inflation within states
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Figure 10: Subprime loans as a percentage of mortgage originations
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2.5.2 Predatory lending and borrowing

The JEC report emphasizes: “However, since brokers and mortgage companies are only weakly
regulated, another outcome was a marked increase in abusive and predatory lending.” The JEC report
illustrates the growing prevalence of weak underwriting standards and predatory lending practices in
subprime mortgage loans with the indicators presented in Table 1 below. Looking only to 2006, we
observe that the share of adjustable rate mortgage (ARM) loans was 91.3%, while 22.8% were interest only
(10) loans. ARM loans are not necessarily against the best interests of borrowers. Indeed, most mortgages
in Canada and the UK are ARMs. However, the most prevalent type of ARMs in the subprime markets was
the 2/28 hybrid loan in which the interest rate and the monthly payment are fixed during the initial two
year period but the interest rate is periodically reset, with a margin, to an interest rate index for the
remaining maturity of the loan. With this product the monthly payment is set to rise substantially after two
years. It is estimated that the monthly payments on hybrid loans originated in 2006 will rise on average by
30% in 2008. Lenders that have underwritten this type of loan increase the likelihood that borrowers in the
third year will have to either refinance or to default. Given that the payment represented on average 42.4%
of borrowers’ income in 20006, it is not surprising that the number of foreclosures is rising rapidly as the
hybrid ARMs contracted in 2005 and 2006 are arriving to their third year. To put the numbers below in
perspective, a debt payment-to-income ratio of 30% or less and a loan-to-value ratio of 80% or less are
considered to be conservative.
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Table 1: Characteristics of subprime loans

ARM Share 10 Share Low-No-Doc Debt Payments- Average Loan-

Share to-income ratio to-Value Ratio
2001 79,3% 0,0% 28,5% 39,7% 84,0%
2002 80,0% 2,3% 38,6% 40,1% 84,4%
2003 80,1% 8,6% 42,8% 40,5% 86,1%
2004 89,4% 27,2% 45,2% 41,2% 84,9%
2005 93,3% 37,8% 50,7% 41,8% 83,2%
2006 91,3% 22,8% 50,8% 42,4% 83,4%

Source: The Subprime Lending Crisis, op. cit., p.21.

The results above also point out another common problem with the subprime markets, since as many
as 50% of loans had no or low borrower documentation. In addition to showing how lenders paid mimimal
attention to cautiously monitoring loan applications, this was considered as an attempt by originators to
evade laws preventing predatory lending.

Moreover, many loans commanded a high prepayment penalty, typically up to 5% of the initial loan
amount. Given the likelihood that borrowers that have been qualified on the basis of the low initial two-
year monthly payments will not be able to afford the payments thereafter, such lender practice has been
qualified as an “equity stripping strategy”.

It would be too exhaustive for the purposes of this report to enumerate all practices characterizing
predatory lending. Wellman (2003) cites 32 of them, classified under categories such as marketing, sales,
loan characteristics and after closing charges. The most prevalent are listed below.

Most prevalent predatory lending practices

Loan flipping: Repeated financing of the same borrower by the same lender with high fees
or prepayment penalties.

Excessive fees and packing: Some brokers have charged up-front fees of 8 to 10% of the
loan amount rolled into the mortgage loan, or have received excessive yield-spread
premiums. Packing includes additional fees for related tasks such as document preparation,
etc.

Fraud and abuse: This involves a large collection of practices (misrepresentation of costs,
changing key loan terms at closing, forged documents, etc.)

Single Premium Credit Insurance: adding a lump sum for a life insurance which is added
to the loan balance.

Lending without proper regard to the borrower’s ability to repay

Mandatory arbitration: These clauses commit the borrower to go for arbitration rather than
litigation in case of disputes with the lender.

Source: Wellman (2003), op. cit, p. 8-9.

Predatory lending is prohibited but not without costs. The adverse consequences of predatory lending
laws are worth examining below.
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Adverse consequences of predatory lending laws

Reduction of access to too highly regulated funding for marginal borrowers: if high cost
loans are prohibited or subject to additional monitoring costs (that is, disclosure,
justification), some responsible lenders will pull out of this market.

Regulatory burden: the cost of regulation imposed on lenders is transmitted to the
borrowers through higher financial costs.

Possible impediments to providing the most cost-effective deal to borrowers: for
example, restrictions on prepayment penalties and balloon payments will result in higher
interest rate charges. The resulting loan could be less adequate, given the income profile of
the borrower.

Distortions in the market through an unequal regulatory burden placed on different
institutions: the cost of regulation per dollar of assets is relatively higher for smaller lending
institutions.

Frivolous lawsuits: Numerous class action lawsuits have been launched in the US against
the payment of yield-spread premiums, which can or cannot be in violation of RESPA (Real
Estate Settlement Procedure Act) depending on whether or not this payment is a reasonable
compensation for services provided.

Source: Wellman (2003), op. cit., p 41-43.

Although predatory lending has been placed at the centre of the discussion on the subprime crisis, it is
worthwhile to present a conflicting point of view which was called “predatory borrowing” by Cowen
(2008) and described by him in the following way.

“There has been plenty of talk about “predatory lending,” but “predatory borrowing” may have been
the bigger problem. As much as 70 percent of recent early payment defaults had fraudulent
misrepresentations on their original loan applications, according to one recent study...” In some cases,
borrowers who were asked to state their incomes just lied, sometimes reporting five times actual income;
other borrowers falsified income documents by using computers. Too often, mortgage originators and
middlemen looked the other way rather than slowing down the process or insisting on adequate
documentation of income and assets. As long as housing prices kept rising, it didn’t seem to matter.”*

The problem of “liar-loans” is not confined to the US. In the UK, the FSA revealed last year that more
than 50% of subprime borrowers... “had "self-certified" their income, a process meant for the self-
employed, even though the vast majority are salaried.”® These fraudulent loan applications are often built
with the help of websites providing fake certificates of employment or credit transactions.*

Why would someone lie if the mortgage loan is going to put him or her into bankruptcy in a few
years? Surowiecki (2007) wrote: “Most (subprime lenders) did not suddenly run into financial trouble; they
were betting that they would be able to buy the house and quickly sell it. Similarly, last year almost forty

% “lt’s not just the lenders”, The New York Times Economic View, January 13, 2008.
http://www.nytimes.com/2008/01/13/business/13view.html? r=2&scp=1&sq=Tyler+Cowen&oref=login&oref=s
login

¥ “FSA  slams UK sub-prime mortgage market”, The Daily Telegraph July 4, 2007,
http://www.telegraph.co.uk/money/main.jhtml?xml=/money/2007/07/04/bcnfsal04.xml

i “The new home loan scam”, The Times July 14, 2007,
http://business.timesonline.co.uk/tol/business/money/property and mortgages/article2071068.ece
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percent of subprime borrowers were able to get “liar loans” — mortgages that borrowers can get simply by
stating their income, which the lender does not verify. These loans were ideal for speculative gambles: you
could buy far more house than your income justified, and, if you could flip it quickly, you could reap
outsized profits.”*® Such behaviour might explain the popularity of hybrid 2/28 loans as they provided a
cheap source of funds for buying a house that people expected to resell with a profit before the ballooning
in payment was going to go into effect.

2.5.3 The contribution of monetary policy to the subprime crisis

The subprime crisis is the result of a combination of events. The greed of lenders, brokers, Wall Street
wizards and, to some extent, that of borrowers all played a role. But all this has been encouraged by a flow
of easy money. Taylor (2007) points out the overly laxed monetary policy conducted by the Federal
Reserve (thereafter the FED) between 2003 and 2005 as one of the reasons for the subprime crisis. He
bases his argument on the Taylor’s rule which he has developed to understand the determination of interest
rates by central bankers.

Taylor’s rule links the determination of the Federal funds rate by the FED to two variables, the
difference between the actual inflation rate and the FED’s target inflation rate and the gap between the
actual and the potential GDP. Using this rule, Taylor states that US short-term interest rates have been kept
too low during almost three years starting in 2002. Figure 11 below shows the actual and the counterfactual
(based on the Taylor’s rule) Federal funds rate.

Figure 11: Counterfactual interest rates

2000 2001 2002 2003 2004 2005 2006

— —- Counterfactual Federal Funds Rate
—— Actual Federal Funds Rate

Source: Taylor, J., AiHousing and Monetary Policy.d Presentec

% «Subprime Homesick Blues”, The New Yorker, April 9, 2007.
http://www.newyorker.com/talk/2007/04/09/070409ta_talk surowiecki
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Using this counterfactual interest rate, Taylor simulates the time path of housing starts and home
prices that could have been observed. Obviously, higher interest rates would have kept housing inflation
lower. Given the negative relationship between house price inflation and subprime mortgage lending, as
illustrated in figure 8, much of the excesses of the last five years could have been avoided if monetary
policy had been less aggressive.

2.5.4In summaryi Is the subprime crisis a failure of consumer protection?

Rules and regulation in credit have side effects. If they are too restrictive, they impose a burden that is
transferred to credit users through higher credit costs or a reduction in credit availability. The balance
between protection and restriction is not an easy one and the protective net must be adapted to the context.
With a prudent creation of liquidity, protection and restriction were well balanced. But what happened, in
our opinion, is that the tide of easy money flowing in the credit markets has placed numerous temptations
on maintaining the effectiveness of the regulatory net protecting the American financial consumers. In
other words, this protective net was torn apart by a luring combination of seemingly ever increasing
housing prices, and too easy financing terms.
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3. SELECTED RECENT AREAS OF CONCERN: THE GROWING PRESENCE OF
ALTERNATIVE BANKING

In this section of the report, we examine the growing presence of alternative or “fringe” banking in
four OECD countries: Australia, Canada, the UK and the US. For all those seeking credit users' protection
and education, the growing presence of alternative banking in OECD countries' financial services industry
is a major area of concern. In section 3.1, we provide definitions and characteristics of alternative banking,
and we examine the nature of alternative banking operations. Section 3.2 provides a review of recent
studies on the presence of alternative banking operations in some OECD member countries. Finally, in
section 3.3 we discuss the challenges in regulating alternative banking.

3.1 The nature of alternative banking operations

Orton (2007) notes that to describe financial services and practices that are not part of the mainstream,
the expressions fringe lending, fringe financial services, alternative banking, alternative financial services
(AFS), predatory lenders, predatory lending, high-cost alternatives, unregulated practices, and predatory
practices are commonly used. The literature also contains references to lenders who charge criminal
interest rates. Some authors use the term financial phobia to describe people who shy away from anything
to do with financial information — from bank statements to savings accounts to life assurance. According to
Clementi (2004), it is reported that nine million people, over 15% of the total population, in the United
Kingdom are financially phobic.

The literature shows that the un-banked, and the under-banked constitute a target market of vulnerable
consumers for alternative financial institutions. The literature stresses the need for financial services for
those people who must deal with the challenges of low financial literacy or of being financially illiterate.
Orton (2007) finds that the literature either states or suggests that the closer individuals are to being
financially illiterate, the more likely it is that they will be un-banked, served by fringe financial institutions,
and subject to unregulated or predatory practices, as illustrated in Table 2.

Table 2: Financial Literacy and Financial Services

Literacy Level High Literacy Low literacy Illiterate

Use of mainstream | Banked Under-banked Un-banked
financial institutions

Served by For-fee financial | Fringe lending / financial services

advisors Alternative banking / financial services
!\/Ial-nst-ream financial Predatory lenders / lending
institutions

High Cost Alternatives

Subject to Unregulated and predatory practices

Source: Orton (2007), p. 27.
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There is an occasional acknowledgement that the alternative financial industry may be legitimate, and
some observers have noted the advantages that the industry offers. Nevertheless, far more has been written
from the assumption that alternative financial services are “predatory” and that their clients should be
served by mainstream institutions. Orton (2007) believes that financial literacy is an issue at all income
levels. Seniors, even those who have significant wealth per capita, may have particular difficulties within a
changed financial services market. All wealthy consumers can be prey to “predatory financial advisors”
motivated by the possibility of high fees and sales, just as low-income financial consumers need some
protection from alternative financial institutions.

Related observations have been made in the OECD’s (2005 b: 15) Improving Financial Literacy
which noted that, although financial understanding is correlated with education and income levels, “highly
educated consumers with high incomes can be just as ignorant about financial issues as less educated,
lower income consumers.”

3.2 The presence of alternative banking operations in some OECD member countries

Documentation from the United Kingdom, the United States, Australia, Canada, and the OECD
reference several factors that make financial education increasingly important: changing demographic
profiles, growing complexity of financial products and services, decreasing personal savings accompanied
by increasing personal indebtedness, and limited government resources. Even so, the consequences of poor
financial decisions are becoming more serious. There is greater risk and fewer resources to cushion
individuals and households from the impact of poor decisions. Some consumers are at risk from their own
financial ignorance; at the same time, consumer debt is at an all-time high. Surveys indicate that many
consumers do not have an adequate financial background or understanding.

The OECD’s Improving Financial Literacyconcluded that financial understanding is low among
consumers across OECD countries, especially among the less educated, minorities, and those at the lower
end of the income distribution (OECD, 2005 b). Consequently, the growth in the number of alternative
financial institutions is of special concern.

Despite all of this, there are not many recent empirical studies that document the presence of
alternative banking operations in Australia, Canada, the United Kingdom, the United States, and other
OECD member countries.

Desmond and Sprenger (2007) found that a surprising number of people do not use banks, and that it
can cost them. They say that estimates of United States households lacking a formal banking application
with a federally insured depository institution run from 10 to 25 percent. Clementi (2004) also reported that
nine million people in the United Kingdom are financially phobic. The people in these households, “the
unbanked”, resort to alternative financial-service providers, retail outlets such as groceries and
convenience stores, and banks where they hold no account but make use of services such as check cashing
and bill payment. The unbanked will benefit from having a “bank” account only if the costs of not having
one are greater than the costs of having one. A better understanding of the direct and indirect costs is
essential to helping this population. The authors find that compared with people who have bank accounts,
the under-banked have below average income and education, are younger, more likely to reside in urban
areas, and are disproportionately non-white. The unbanked invoke various reasons for being so: a dislike of
banks, lack of proper identification for opening an account, the convenient hours of alternative financial
services, and the privacy of keeping money at home. Nevertheless, people’s primary justifications for
remaining unbanked relate to their income and the perceived cost of bank accounts.

According to Desmond and Sprenger (2007), many individuals weigh the short-term direct costs of
being banked (like monthly fees, minimum balance requirements, and possible overdraft charges) against

30



the short-term direct costs of being unbanked and decide in favour of the latter. But are these individuals
able to correctly identify and appreciate the full spectrum of costs? Taking into account all costs would
mean the sum of more tangible short-term direct costs and less tangible longer-term indirect costs. Indirect
costs are more difficult to estimate and to take into account, probably because their exact amounts are
uncertain and that they will be incurred at various points in time in the future. The authors believe that the
most important indirect costs of being unbanked relate to people being less able to save or build a credit
history. Notice that formal saving is positively correlated with lifetime asset-building behaviour. Formal
savers are more likely to own homes and cars, and also more likely to use formal sources of credit.
Moreover, the unbanked forego the benefits that a bank account offers for building a credit history. Credit
histories can legally be used not only for loan decisions but also for employment and housing decisions.
Unbanked individuals frequently lack sufficient credit histories to satisfy the requirements of traditional
lenders and are often obliged to resort to high-interest, informal loan products. These expensive loans, like
“payday advance loans”, can easily run out of control, and even exceed their initial value. As shown in
Table 3 on some of the costs of being unbanked, giving up the asset-building benefits associated with
having a bank account can also mean incurring some of its indirect costs over time.

Table 3: Some of the direct and indirect costs of being unbanked

Costs accounted for Monthly Cost Yearly Cost

Money orders purchased

for bill payment $2.50 $30

Check cashing fees (one
government, one or two $14 - $27 $170 - $320
payroll checks per month)

Payday advance loans 18% - 77% 213% - 913%

Source: Desmond and Sprenger (2007), pp. 25-26.

The Financial Consumer Agency of Canada (FCAC) has recently published a 25-page study on the
cost of payday loans. They also published and made available on the Internet a two-page financial
consumer tip sheet entitled: Understanding the Cost of a Payday Loan

A payday loan is an expensive, short-term loan that a financial consumer has to pay back from his
next pay cheque. It is usually due within two weeks. A number of private companies offer this type of loan.
For example, payday loans are offered by privately owned payday loan companies and by most cheque-
cashing outlets. Payday lenders also operate on the Internet. It can also be difficult to detect and avoid low-
security and/or fraudulent payday loan websites that exist only to gather and sell financial consumers’
personal information. One can usually borrow up to 50% of his pay cheque (after taxes and other
deductions). As shown next in Table 4, a payday loan is a very expensive way to borrow money. Payday
loans cost much more than other types of loans. Payday loans are made more expensive by all the fees and
charges that have to be paid on top of the interest. For example, extra charges, such as for late payment,
can add up quickly and get consumers into financial difficulty.
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Table 4: Comparing the cost of a $300 payday loan, taken for 14 days with other types of short-term loans

Overdraft .
Cash advance on . Borrowing from
Payday loan ; protection on a . .
a credit card a line of credit
bank account
Interest | - $2.13 $2.42 $1.15
+ + + +
Applicable fees $50.00 $2.00 | e e
Total cost of loan $50.00 $4.13 $2.42 $1.15
Cost of the loan
expressed as a % 435% 36% 21% 10%
of the initial per year per year per year per year
amount borrowed

Source: FCAC (2007), pp. 11-12.

Some financial consumers find advantages to obtaining payday loans: it is a fast way to get cash, it
may be easier with a poor credit rating to get a payday loan than another type of credit, payday lenders are
usually in easy-to-access locations, and they offer convenient hours of operation. Nevertheless, FCAC
(2007) found the following disadvantages to payday loans: the financial consumer has to provide a lot of
personal information to obtain a payday loan, a payday loan is very expensive compared to other types of
short-term loans, many fees can add up quickly and the interest charged is much higher than that of other
types of loans or credit cards. In addition, a payday loan will not improve a financial consumer’s credit
rating if his payments are made on time. However, if the loan is not repaid and it goes to collection, this
could bring down the borrower’s credit rating.

In 2006, a national baseline study on consumer financial awareness, attitudes and behaviour was
carried out in Canada on behalf of FCAC. The findings of this survey indicated that of all adult Canadians:

1  96% reported holding a bank account. There was little or no difference between the various
demographic groups. Extrapolated to population figures, it was estimated that nearly 1 million
adult Canadians do not hold a bank account.

9 4% used a storefront cheque-cashing service to cash a cheque last year. Most likely were
Northern residents (13%). Extrapolated to population figures, it was estimated that more than 1.5
million adult Canadians used a storefront cheque-cashing service last year.

1 2% used a storefront payday loan last year. Most likely were Northern residents (7%).
Extrapolated to population figures, it was estimated that nearly half a million adult Canadians
used a storefront payday loan service last year.

3.3 Challenges in regulating alternative banking
In this section we examine the available evidence on alternative banking in light of the OECD’s

(2005b) Improving Financial Literacy publication which formulated seven principles and 19 good
practices.
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Here, we apply these very principles in trying to provide answers to the challenges faced by
specialized financial consumer protection and education agencies. Some of these principles are:

Governments and all other concerned stakeholders should promote unbiased, fair and
coordinated financial education about alternative banking financial services;

Financial education on the demand-side should start in primary school; high school level
financial education programs should offer a more in depth coverage of the pitfalls of alternative
banking financial services;

Financial education on the supply-side of alternative banking organizations should be made
compulsory. Better governance of alternative banking services should encourage better
accountability and increase social responsibility;

Financial education should be clearly distinguished from commercial advertising and codes of
conduct for the staff of alternative banking organizations should be developed:;

Alternative banking operations should provide potential and actual clients with specific and
plain-language written information explaining financial consumers’ rights and obligations when
entering into commitments or financial services with potentially significant financial
consequences;

Demand-side financial education programs should focus even more on life-planning aspects such
as opening an initial bank account, basic savings, and how to avoid incurring the high cost of
some forms of consumer debt like payday loans or credit card unpaid balances;

Financial education programs targeted on low literacy or illiterate groups should be oriented
towards basic financial capacity building and be personalised as much as possible;

National media campaigns, specific Web sites, free information services and warning systems on
high risk issues for financial consumers (such as fraud, alternative banking services) should be
more actively promoted.
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4. SELECTED RECENT AREAS OF CONCERN: DEVELOPMENT IN CREDIT COUNSELLING
AND CREDIT REPORTING AGENCIES

This section compares credit counselling agencies® in the four countries under our review. Credit
counselling is provided by organizations that serve consumers by attempting to improve debt management.
In addition to counselling services, a credit counsellor may set up with the creditors a debt management
plan (DMP) for consumers encountering difficulty in meeting their financial obligations. In a DMP, a
consolidation loan is granted which usually carries a monthly payment lower than the sum of the payments
that the debtor was previously entitled to, mainly because a DMP often includes reduced interest charges
allowed by the creditors. In the process, the consumer is able, if he fulfils his newly negotiated financial
obligations, to progressively rebuild his credit history.

4.1 The recent US experience

With the growing importance of credit, the industry has grown immensely and, in the proces, has
become highly fragmented and competitive, with both nonprofit and for-profit credit couselors being
active. Traditionally, ““...credit counselling agencies (were) community-based, non-profit entities seeking
to educate consumers about their finances and help them get back on their feet.... (but) in recent years, a
less benign type of credit counselling agency has infiltrated the credit counselling industry. These
newcomers generally claim to operate as non-profits, but are, in fact, organized to squeeze as much cash as
possible from debt-laden consumers and then funnel the bulk of it to insiders or for-profit affiliates”.*” Or
stated otherwise, “...the last decade has seen the rise of large, high-tech organizations that aggressively
market their services to consumers via telemarketing, broadcast and print advertising, and the Internet.
These organizations, many of which claim non-profit status, represent a new breed in this industry. Many
appear to offer little or no individualized credit counselling, but rather urge all of their clients to enrol in a
DMP without consideration of their particular financial situation.”*® These so-called nonprofits, which are
in reality for-profit agencies, are often funded by banks and credit card companies who see this as a way to
recover consumer debts.

The explosive growth of the industry, more than 870 non-profit credit counselling agencies operating
in the US, serving approximately 9 million consumers according to Lindfield (2004), caught the attention
of authorities because of numerous clients’ complaints and also because for-profit organizations
fraudulently claimed a non-for-profit status for tax purposes. In March 2004, the U. S. Senate published a
report examining abuses in the field of support to consumers in debt triggered by the quest for profit. “The
key problems were deceptive and misleading practices, excessive costs and the growing abuse of non-
profit status.” (Lindfiedl, 2004).

% These services are called debt counselling in thte UK and financial counselling in Australia. The word counselling
has been uniformized according to the British spelling.

¥ Lewin, C., 2004. Opening Statement of Senator Levin on Profiteering In A Non-Profit Industry: Abusive Practices
in Credit Counseling, before the Permanent Subcommittee on Investigations, Washington, March 24, 2004..

% Federal Trade Commission, Prepared Statement before the Subcommittee on Oversight House Committee on Ways
and Means on Consumer Protection Issues in the Credit Counselling Industry, November 20, 2003.
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In the wake of this report, a better regulation of these agencies was recommended in the US, including
adherence to standards, mandatory membership in a national association, enforcement of tax-exempt status
and action taken by the Federal Trade Commission (FTC) against agencies engaged in deceptive of unfair
practices. The Uniform Debt-Management Services Act was adopted in 2005 to address the problems of
this industry. Given the national nature of many firms, state legislatures are invited to adhere to this
uniform approach to better regulate credit counselling agencies and debt settlement companies. Under this
new act, people who plan to file for bankruptcy must get within six months before filing a pre-bankruptcy
credit counselling from a government-approved organization that appears on the U. S. Trustee Program’s
lists. The bankruptcy process also stipulates that the debtor take a mandatory education program after
filing.

4.2 The recent experience in Canada, the United Kingdom and Australia

Following the problems reported in the US, Canada’s Office of Consumer Affairs has undergone a
project with the aims of studying the practices and ethics of credit counselling agencies operating in
Canada. A report written in 2007 by Tait and Uribe makes a thorough review of the Canadian experience
in credit counselling.®

As in the US, the industry was traditionally dominated by non-profit agencies and has grown rapidly
in recent years, with a doubling between 2003 and 2006 of the amount redistributed by the Credit
Counselling Service of Metropolitan Toronto (CCST), the largest non-profit Canadian credit counselling
agency.

The non-profit agencies have followed two models of development in Canada. In most provinces,
they developed as charitable organizations grouped under the umbrella of the Ontario Association of Credit
Counselling Services (OACCS) which represents over 70% of all non-profit credit counselling agencies in
Canada. These agencies are funded for the most part directly by creditors, receiving a “fair share” of
payments made by their clients in DMPs. The rest of their revenue comes mostly from the fees charged to
each debtor, which is determined according to the agency’s assessment of the debtor’s financial capacity.
In 2004, the CCST’s annual report showed that 46% of its financing came from banks, 25% from other
creditors and 26% from their clients. Note that the non-for-profit status allows creditors and debtors’
contributions to be considered as charity donations for tax purposes. It was calculated by Tait and Uribe
that member agencies of the OACCS receive the lion’s share of bank’s charity donations. Moreover, the
board of directors of CCST has an overrepresentation of the banking and credit industry, with 13 of the 21
seats occupied by representatives of banks, credit card companies and credit reporting agencies.

Pre-bankruptcy credit counselling by a credit counsellor qualified in credit management education
under the Bankruptcy and Insolvency Act has been mandatory in Canada since 1992. The rationale for the
requirement was to educate the consumer in the process of his or her financial rehabilitation.

As in the US, the for-profit model is rapidly expanding. Their funding comes exclusively from clients’
fees and fees negotiated with creditors. As is the case for non-profit agencies, the funding is such that the
agencies have an economic incentive to promote a DMP for their clients, which is not always in their best
interest. Currently, the industry is regulated at the provincial level and there is little uniformity in the
regulation. Indeed, many provinces do not regulate counselling agencies or impose only minimal
requirements, such as licensing or registration. On the other hand, all provinces regulate debt collector

% Tait, A. and E. Uribe (2007), “Credit Counselling: A Way Forward”, report prepared for the Financial Consumer
Agency of Canada.
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agencies. However, there is little regulation beyond the licensing or registration requirements so that the
industry is governed mostly by standards or codes of practice.

Given the actual situation, Tait and Uribe recommend that all provinces enact licensing requirements
for counselling agencies, increase their regulatory oversight and impose safeguards such as setting fee
limits. They also recommend a mandatory membership in a provincial or national association to ensure that
a strict code of ethics is adopted to set industry quality standards. They also recommend that the Canadian
Revenue Agency conduct an investigation of non-profit credit counsellors similar to that made by the
Internal Revenue Service in the US and makes a stricter evaluation of applications for non-profit status.
Finally, they also recommend an increased representation of consumers to the board of directors of non-
profit counselling agencies.

In the UK, agencies who advise on or provide lending for insolvency services must hold a Consumer
Credit Licence but there is relatively little control over these debt management companies. They operate
under the light “Debt Management Guidance” published by the Office of Fair Trading in December 2001,
whose publication is more of a guideline since there are no requirements for ongoing checks, monitoring or
auditing. In contrast, when the debtor is insolvent, only an authorized individual insolvency practitioner
may be appointed. These practitioners are authorized on the basis of competency and are subject to closed
monitoring and regulation. These individuals are mostly members of professional bodies. The Citizens
Advice Bureaux also provide free financial advice to consumers, but this service is manned primarily by
volunteers and cannot respond to the demand (Pentland, 2006).

Pentland (2006) thoroughly reviews the Australian model of financial counselling which has
developed differently from the US, the UK and Canada. There are approximately 450 financial counsellors
in Australia, some of them part-time or volunteers that are members of the Australian Financial
Counselling and Credit Reform Association (AFCCRA), the primary body of financial counsellors. Two
fundamental principles have guided the industry: financial counsellor services are provided with no cost to
their clients and these services must be kept free of conflict of interest. To prevent conflict of interest, there
is a global refusal of funding by the financial industry. Instead, the industry receives support from various
governments at the federal and the state levels. Pentland reports that more than 90% of financial advisors
hold the Diploma of Community Services (Financial Counselling) or are in the process of obtaining it.
However, waiting lists are increasingly long and financial advisors must more frequently give priority to
consumers encountering more acute financial problems. Despite this structured effort, there is an
exponential growth of privately funded for-profit debt settlement companies targeting debtors through
media advertising, a situation that worries the AFCCRA. Indeed, Pentland notes that the type of solution
proposed by debt settlement companies mirror those observed in Canada, the US and the UK, that is, the
solution proposed to consumers is not always in their best interest.

4.3 Challenges posed by credit counselling

The increasing debt burden creates a growing need for financial advice and debt consolidation. In this
context, there is a business opportunity to offer for-fee financial support to over-indebted consumers. The
challenge posed to regulators is how to allow market forces to serve consumers in this area while lenders
are those with the greatest interest in funding financial counselling. In this context, a free market is likely
to open the way to credit counselling oriented toward the interest of creditors.

Our survey shows similar problems present in the four countries. Community services have been
involved in credit counselling to provide debtors with appropriate advice on how not to become over-
indebted and how to act when the debt burden is excessive. However, these impartial services are not
sufficiently funded and cannot respond to the growing need for credit counselling. Moreover, the non-
profit model is not a guarantee of impartial counsel since the non-profit status is sometimes a disguise for a

36



profit motivation in which consumers are engaged in a DMP. For-profit counselling agencies are well
funded and fill the growing need of financial counselling but provide services that are not necessarily in the
best interest of consumers. Also, the professional qualifications of financial counsellors are not guaranteed
when the profession is not regulated.

The approach recently taken in the US seems to address all these questions. There should be a
discussion in all countries on how to deal with these issues:

1. What are the sources of revenue of non-profit counselling agencies? What is the involvement of
creditors in the funding and managing of these agencies?

2. Are consumers sufficiently aware of the links of credit counselling agencies with the financial
sector and possible biases in advice?

In this closing sub-section of section 4, we use the emerging issue concerning the increasing use of
credit reports, credit counselling agencies, and collection agencies to illustrate the necessary integration of
demand and supply-side measures in order to ensure the protection and education of financial consumers.

4.4 Credit reports and credit scores

A consumer credit report provides an overview of a consumer’s credit history. Credit reporting is
crucial for the efficient functioning of the credit market. Indeed, by reducing information asymmetries, it
allows lenders to assess the credit risks of borrowers. It is one of the main tools lenders use to decide
whether or not to extend credit to a consumer. Credit-reporting agencies, also known as credit bureaus, are
businesses that collect information about consumers and their credit history. A credit-reporting agency
provides information about credit history in two ways, as a credit report and as a credit score.

The credit score is a judgment about a consumer’s financial health at a specific point in time. It
indicates the credit risk a financial consumer represents for lenders compared with other consumers. In
Canada for example, the main credit-reporting agencies, Equifax and TransUnion, use a scale from 300 to
900. Low (high) scores on this scale indicate respectively, a high (low) probability of loan default. The
higher a consumer’s score, the lower the risk to the lender. When a consumer signs documents such as a
loan or a credit card application, he is allowing the organization that is extending the credit to check the
customer’s credit history. Credit-reporting agencies will only give information from a customer’s credit
report to someone else when the customer has given permission, and when the request is related to credit,
collection of a debt, rental of a house or an apartment, or an application for employment or insurance.

A customer’s credit report contains information about his past and present personal and financial
situation. Consumers are advised to request a copy of their credit report from domestic credit-reporting
agencies at least once a year to verify that their personal information is up to date, that their financial
information is correct, and to ensure that one has not been the victim of identify fraud. Although there are
many ways to order one’s credit report, such as by phone, fax or e-mail, the easiest and safest methods are
by mail or by Internet. If a consumer believes that the information in his credit report is incorrect, he or she
can get the errors corrected by contacting the credit-reporting agency, or his financial institution; also, the
consumer can get help from his domestic financial consumer protection agency. The agency’s material also
provides useful advice on how to improve one’s credit score and how to build a sound credit history.

In the four countries under review, a financial consumer has the right to see his credit report and
obtain his credit score. In the US, a consumer is legally entitled to receive once a year, upon a written
request, a free credit report from any credit-reporting agency. In Canada and Australia, there is no limit to
the number of times a consumer may request to receive without charge his or her credit report, which is
usually delivered within ten days. In the UK there is a minimal fee. For an electronic report, which is
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available immediately, consumers must pay, and the amount varies by country and by company. A survey
of some of the websites in different countries shows that the fee is around 15 US dollars, including the
credit score. Companies check the identity by asking questions such as the available credit limit on a
specific credit card. Equifax and TransUnion are the two most important credit-reporting agencies in
Canada, the UK and the US; these are two companies that are independent of lenders that provide
information. The two main consumer credit-reporting agencies in Australia are Veda Advantage and Dun
& Bradstreet.

The types of information and the length of time that information can be kept in the credit report are
limited by law. In the four countries, general laws preventing discrimination apply. For example, in the
US, the Equal Credit Opportunities Act prohibits the use of race, gender and marital status. In the UK, race
and gender cannot be used. In Canada, race, creed, colour, ancestry, ethnic origin, political affiliation and
sexual orientation information are prohibited.

A consultation has been launched in June 2007 for a proposed harmonization of legislative measures
for credit reporting in Canada. We note that the proposed legislation suggest that information regarding
debts, judgments, criminal offenses or legal fines be removed from the personal file after six years.
Currently, the length of time varies depending of the type of information (bankruptcy, credit transactions,
etc.) and the province of residence. Also, it is proposed that any correction of inaccurate information to the
credit report be transmitted to third parties that have received a report in a period (one year is suggested)
and inform the consumer that the correction has been made.

Although credit-reporting operates similarly in the four countries that we have covered, which are
served mostly be the same companies (Equifax, TransUnion), the situation in other OECD countries may
be different. Indeed, as Table 5 (extracted from a conference presentation by Jentzsch in 2006) shows,
almost half of European countries have a public credit register, and no private credit bureaus exist in
Belgium and France. Only ten countries have detailed regulations; in the other countries the activities of
credit bureaus are submitted only to a general data protection act. The existence of competition in the
market for credit reporting is considered an efficient way to promote a prompt and accurate service to
consumers. According to Jentzsch, the highest competition level is found in Greece, Hungary, Poland and
the UK and the lowest in France and Belgium (public monopoly).

Given the importance that credit reports and credit scores play in the access to credit, we submit the
following areas of concerns in credit reporting.

1. Isitnecessary to specifically regulate credit reporting?

2. What are the property rights to information that consumers have in their credit report?

3. What rights should be given to consumers to receive their credit report and to correct
inaccuracies? Who should be informed when errors are corrected?

4. What types of information is allowed in the credit report and how long before this information
should be removed?

5. What kind of education should be given to consumers regarding the events that improve or
deteriorate their credit scores?

6. What sanctions should be taken against credit bureaus if errors are not corrected of if the
information stored is not permitted or disclosed appropriately?

7. What industrial structures best serve consumer interests? Is it better to have a state monopoly or a
competitive market
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Table 5: Credit reporting systems in Europe

Data Credit
Public Credit Private Credit Protection Reporting Detailed

Country Register? Bureaus Act Act Regulations
Austria X X X

Belgium X X X X
Cyprus X X

Czech Rep X X X X
Estonia X X

Finland X X

France X X X
Germany X X X

Greece X X X
Hungary X X X
Ireland X X X

Italy X X X X
Latvia X X X

Lithuania X X X

MNetherlands h/a X X

Poland X X X
Portugal X X X

Spain X X X X
Sweden X X X X X
UK X X X

Source: Jentzsch, N . ACredit REppeartiienmgc eRoe,g uRed ii mmal

Cape Town, South Africa, October 2006.
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5. CONCLUSION

Recent years have witnessed an explosive growth in personal credit use. The reasons for this over-
indebtedness are mostly macroeconomic: low inflation rates led to lower interest rates. In parallel,
securitization has provided new financing tools that made possible more favourable conditions in the credit
market. Securitization also facilitated the growing presence of non-deposit mortgage lenders and modified
lenders’ incentives who became more motivated to sign new mortgage loans than to scrutinize each loan
application. In this context, risk pricing has become more difficult and a general reduction in lending
standards was observed. With an easy monetary policy in recent years, a housing boom developed that
fuelled the demand for mortgage debt, which is the main source of the recent explosion of personal credit.

The distribution of mortgages has also changed with the growing presence of mortgage brokers. Their
revenue, based on commission, was identified as an additional factor to explain how credit was easily
extended to high-risks borrowers. Unfortunately, consumers abused easy credit and the reversal of fortune
in real estate pushed an ever growing number of households into financial stress or distress, the need for
debt consolidation, financial counselling or insolvency. In parallel, and paradoxically, while credit was too
easily extended to a growing proportion of consumers, mostly low income and under educated households,
these consumers were pushed outside of mainstream financial institutions and operate at the fringe, using
alternative banking services.

In this general context, we have identified four areas of concern. The first is the implication for
financial protection, based on the recent developments in the mortgage market. We more specifically
develop questions about three different impacts of securitization: 1. Securitization made adequate risk
pricing difficult, so that credit become easily available to high risk borrowers. 2. Securitization reduced the
lenders’ incentive to scrutinize loan applications, as loans are sold rapidly. 3. Securitization facilitates the
distribution of mortgage by non-deposit taking institutions, reducing the effectiveness of consumer
protection achieved through bank regulation. As a parallel question regarding the mortgage market, we
indicate that mortgage distribution by brokers poses a new agency problem for consumer protection.

The second area of concern is the growing dependence of low-income and low-educated households
on alternative banking. Being blocked from mainstream banking, these vulnerable consumers are operating
with less protection, pay more for credit and, more generally, for basic financial services.

The third area is credit counselling agencies. We have showed how the industry has developed with a
growing presence of agencies that are increasingly interested in making profit by negotiating debt
management plans for which they receive a fair-share for lenders. Given the growing financial stress, this
is an urgent issue for consumer protection.

Finally, we indicate that credit reporting and credit scoring are increasingly used to give or refuse
access to credit. In this context, it becomes important to look to the conduct of the agencies that collect the
financial information and calculate the credit scores. It is also of growing importance that consumers be
aware of the information in their credit report and be able to protect the accuracy and privacy of this
information.
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