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Fair, Clear and Competitive
The consumer credit market in the 21st century

Foreword

Britain has the most energetic and competitive consumer
credit market in Europe. However, the legislation regulating it
is almost thirty years old. Although it has generally stood the
test of time extremely well, the credit market has developed to
an extent never envisaged in the early 1970’s.

The time is right for a thorough-going modernisation of the
consumer credit framework; one that encourages and enables
innovation and competition in the marketplace, yet still
provides appropriate protection for today’s consumers.

Credit has become an integral part of our daily lives. For many, it is the lifeline that
enables them to deal with the emergencies that arise, helping match regular income
against the irregular demands and risks of modern life.

But credit, of course, can also introduce risks of its own. Some consumers take out
loans that are inappropriate and expensive. Others are tipped into debt by a sudden
change in circumstance. But there are also consumers that are preyed upon by loan-
sharks, whose activities often exploit the socially deprived sections of our community.

It is simply not possible to escape from poverty if what little you have is asset-stripped
by predatory lenders. And this White Paper sets out tough measures to police and crack
down on loan-sharks and other such rogue lenders.

But it is also about providing consumers with the right information at the right time, so they
can make informed decisions. Consumers need to be able to consider the key factors of
a loan before they take it out. To do this they need clear, understandable information.

New protections will go hand in hand with a series of changes to promote a more
open, competitive market, offering more choice and less restriction.

This White Paper proposes a range of legislative changes relevant to the credit market
of today. It will be regulated in a way that provides consumers with choice, information
and protection — at the right time.

<‘— -—~\\
@m o )

Rt Hon Patricia Hewitt MP
Secretary of State for Trade and Industry and
Minister for Woman and Equality
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Executive Summary

Executive Summary

The Objective

Consumer credit is central to the UK economy. Economic stability based
on sound fundamentals is bringing rising prosperity, record employment
and low interest rates, all underpinning increased demand for credit. For
most, credit cards and other secured and unsecured lending provide
people with greater control and flexibility when managing their finances
— collectively benefiting the economy

A competitive and efficient financial sector, of which the consumer credit
market is an important part, is essential to raise the level of economic
growth in the UK economy. Our vision is to create an efficient, fair and
free market where consumers are empowered to make fully informed
decisions and lenders are able to compete on a fair and even basis.

Drivers for Reform

The laws governing this market were set out a generation ago. In 1971,
there was only one credit card available; now there are 1,300. 30 years
ago, £32m was owed on credit cards; now it is over £49bn.

The regulatory structure that was put in place then is not the same as the
regulatory structure required today. As the credit market has developed,
reforms have become necessary to modernise the current regime and
update it for the 21st century.

Over the last two years we have reviewed the consumer credit market.
Our investigations and consultations with a wide range of stakeholders
have revealed problems in the consumer credit market, which the reforms
outlined in this White Paper aim to address. These problems can be
summarised as follows:
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Fair, Clear and Competitive
] The consumer credit market in the 21st century
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+ Informational problems pre-purchase: Consumers need clear,
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consistent information to be able to make informed comparisons
between the plethora of products currently available to them.

19>|J eV\| ].U oJ QdSU BJJ_ e 6U | L|S| |q€1S§| Innovation and evolution in the credit market has benefited consumers
through increased choice and flexibility. However, many of today’s
products have become difficult for consumers to understand because

LU.IO’.QH ].!pa.lg .lal,unsuoo J.O adoas aql they are so complex, and because there is a lack of transparency of

standardised information, for example on the way the APR is calculated

* Undue surprises post-purchase: Often, problems arising from
misinformation occur after a credit agreement has been signed and
the consumer is committed. In this way, the widespread use of large
early settlement fees and other hidden costs can cause undue
surprises post-purchase
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10U Op SJAWNSUOD 30 AJIO[EW BY} B[IYM :SSSUPSIGEPUI-IAD - - Unfair Practices: Although most traders treat consumers fairly there

are a few whose practices are unfair. Often it is difficult for consumers
to obtain redress and for the regulatory authorities to take effective
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action to stop a trader continuing these practices
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operate outside the law, are commonly referred to as loan sharks.
These loan sharks not only take advantage of vulnerable lenders but
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experience any difficulties with borrowing, 20% of households who
have credit, experience financial difficulties, while 7% have levels of
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credit use associated with over indebtedness.
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Chapter one of this White Paper reviews the consumer credit market
including more information on these problem areas summarised above.
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better-informed decisions and get a fairer deal. To this end, we will:
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+  Change the Advertising Regulations to make credit advertisements
clearer and simpler for consumers to understand, and the regulations
easier for authorities to enforce;

*  Provide consumers with clearer information, before and after
agreements are signed;

+  Enable consumers to enter and conclude credit agreements online,
speeding up application procedures and reducing burdensome
paperwork; and

- Raise awareness of early settlement charges and change the law to
prevent those who repay early from being penalised.

These reforms are described in chapter two. A significant first step towards
their implementation is the consultation document published alongside
this White Paper, inviting views on draft regulations on Early Settlement,

Consumer Credit Advertising and Form and Content of Credit Agreements.

Creating a Fairer Framework

We want a modern framework that encourages and rewards vigorous
competition, innovation, choice and enterprise, while stamping out
irresponsible and unfair lending practices.

To this end, we will:

« Strengthen the credit licensing regime to target rogue and unfair
practices and provide enforcers with the powers they need to
supervise a fair and effective credit market;

+  Change the law to end unfair selling practices — replacing a limited
‘extortionate’ test with a wider ‘unfairness’ test — as well as providing
an effective dispute resolution mechanism; and

* Remove the £25,000 financial limit — that currently creates a two-tier
lending framework and curtails consumer protection — and further
examine some of the existing provisions governing the enforceability
of agreements.

These reforms are described in chapter three, and we will bring legislation
forward to effect these reforms as soon as parliamentary time allows.
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Fair, Clear and Competitive
The consumer credit market in the 21st century

Shaping the European Agenda

We want a properly functioning single European marketplace for credit

with the potential to boost competition, generate better deals and ensure

consumers have enough protection to shop confidently across borders.

To this end, we will press for:

«  Cross-border data access on an equal and fair basis;

A common approach to advertising and information regulation, unfair
practices, rules on the calculation of the APR, and debt-recovery and
collection practices;

* High level consumer rights and redress mechanisms; and

+ An effective passporting regime for lenders wanting to market and sell
credit products cross-border.

Chapter four contains more information on current European initiatives and
our vision for a properly functioning single European market for credit.

Minimising Over-indebtedness

We can contribute to social justice and prosperity for all by tackling over-
indebtedness and improving financial inclusion. We want to educate
consumers and provide easier access to help and advice for those in
financial difficulty. And we want low-income consumers to have access to
affordable credit. To this end, we will:

* Work in partnership with the Financial Services Authority (FSA) to roll
out a co-ordinated strategy to deliver financial education, information
and generic advice to consumers;

- Implement a new, co-ordinated strategy, drawn up with the voluntary
sector and others, for the provision of free, targeted debt advice to

consumers;

+ Pilot an enforcement scheme to tackle illegal moneylenders;
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Executive Summary

* Review the current statutory (and non-statutory) remedies available
under insolvency regimes to ensure effectiveness;

*  Putin place standing mechanisms to ensure that strategies and
objectives in tackling over-indebtedness and financial exclusion are
shared and pursued across government;

« Publish a strategy for tackling over-indebtedness in Spring 2004.

Chapter five gives more details on our strategic approach to minimising
over-indebtedness.

Implementation

This represents a formidable programme of action. Some changes
require primary legislation, which we will seek at the first available

opportunity. Others will be taken forward through secondary legislation:

we are consulting on key draft regulations to coincide with the White
Paper’s publication.

We will also engage actively within the European Union (EU) on a draft
Consumer Credit Directive to ensure it genuinely opens up a single
market and create the confidence and certainty needed for lenders and
consumers to trade cross-border.

We will work closely with the voluntary sector, credit industry and other
stakeholders to tackle over-indebtedness and move closer to prosperity
for all.

Chapter six contains the implementation plan summarising how and
when the government and other bodies will take forward the reforms
described in this White Paper.
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Introduction

1.1 This Chapter provides an overview of the current economic background
and details the inefficiencies in the consumer credit market our reform
programme is designed to address. Our vision is to create a fair, clear and
competitive credit market; where consumers are empowered to make
fully informed decisions, and lenders are able to compete on a fair and
even basis. This chapter:

reviews the current consumer credit market;
analyses current imperfections in the credit market;

and sets out the scope of consumer credit reform.

The Macro-Economic Context

1.2 A competitive and efficient financial sector is essential to raise the level
of sustainable economic growth in the UK economy. An innovative
consumer credit market has developed rapidly over the last 30 years.
Economic stability, supported by low inflation and low interest rates,
has delivered rising prosperity and record employment,’ which has
underpinned robust growth in consumer spending. In recent years, this
has helped to support growth in the UK economy and cushion the impact
of subdued global demand.

1.3 Consumer confidence has remained high, reflecting the sound
fundamentals the UK economy is built upon. Despite global uncertainty,
households remain confident in their own financial situations. This
should continue to underpin robust consumption growth. Growth in
consumption, at around 4% a year for the past six years, is significantly
below the levels seen in the late 1980s’ boom, when it reached over 7.5%
in 1988.

TUnemployment is at its lowest since the 1970s.
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Households are in a strong position to borrow, average household
incomes have continued to increase in real terms, and total net household
wealth remains high, up over 50% since 1997.

Net Wealth £bn)

B,000 1 - = - - < << - e el

5000 --- - - - - - -
=mm= Total Net Wealth

1000 - - -l

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Source: ONS

1.5

1.6

Low interest rates make household debt more affordable by reducing the
proportion of income spent on interest payments. Interest rates have
fallen considerably over the past decade or so, from a peak base rate of
almost 15%, in October 1989, to the current level of 3.75%, close to their
lowest levels since 1955. This has ensured that debt-servicing costs are
easily affordable by historical standards. Households paid only 7.2% of
their disposable income? on interest payments in the second quarter of
2003; compared to the peak of 15.1% in the second quarter of 1990.

We estimate that a 1 percentage point increase in current interest rates
would increase the debt servicing costs of households to around 7.8% of
disposable income, still low by historical standards.

The following chart shows how interest payments, as a proportion of
income, have changed over time, and how they mirror the impact of
changes in the base rate. It shows that debt-servicing costs have
remained relatively stable in recent years, despite cuts in the base rate.
This reflects increases in the overall debt stock, although debt-servicing
costs remain easily affordable.

2Income after taxation and National Insurance.

1
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Composition of the Consumer Credit Market

1.7 The consumer credit market comprises: $9S11ALLI0D 3B 3IPBID JBWINSUOD BY | £l

Secured lending other than first charge mortgages. Under the 19BNl HPBIY J3WINSU0) 8y} jo uon'!SOdwoD
Financial Services and Markets Act 2000 (FSMA), the FSA will have
the power to regulate first-charge mortgages from 31 October 2004,

including advising on, and arranging of, mortgages. This will be SNO 921108
applicable to all first-charge mortgages on property where at least €00z 200z 100 0007 666! 8661 (66l 966l S66L ¥66L €661 2661 166 0661 686l 886l L86L
40% is used as, or in connection with, a dwelling by the borrower S S— 0
or a member of their immediate family;
............................................................. Z
Credit cards; Ny - - - - = == mmm e e e e ¥
Loans, including small value short term loans; o
Mail order, hire purchase, and store cards; ol g
Credit unions. ajey aseg , 4l
......... awoaul 9, se spudwiAed 15810)U| e |- - - - - - - / 1
1.8 The consumer credit market has changed fundamentally since the
introduction of the Consumer Credit Act 1974. September 2003 figures | T CCoooooCCCoooooocooooooes 9l
from the Bank of England show the total level of outstanding debt to

individuals in the UK is £906bn — of which £737bn is secured lending and
£168bn is, largely, unsecured. In real terms, this compares with a level of
outstanding debt of £521bn (£454bn secured) ten years ago. Therefore in

12
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real terms, unsecured consumer credit has increased from £67bn to £168bn
over the last ten years. The following chart shows how the amount of
outstanding debt has changed in nominal terms between 1988 and today.
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Source: Bank of England

1.9 The following table shows how the composition of consumer debt,
between different types of credit products, has changed over time.
Proportion of households Average amount owed
with current commitments per household
(%) (£, adjusted to 2002 prices)
2002 1989 2002 1989
Credit Cards 19 15 1,570 565
Mail order 17 23 240 na
Loans 15 16 5,000 *2,190
HP/credit sale 13 17 3,800 *
Overdraft 9 12 450 1,676
Store cards/accounts 8 7 210 197

*either loan or hire purchase

Source: Kempson E (2003), Household Survey of Over-indebtedness, DTI
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1.10 Growth in the overall size of the consumer credit market has been
matched by changes to its composition—banks and building societies
have seen their share of the market fall from 81.5% in 1993 to 73.3%
today; retailers, from 4.7% to 1.3%; and insurance companies, from 2.7%
to 0.7% over this period. These falls have been offset by increases in the
market share of other, specialist lenders3 — increasing from 11.2%
to 24.6%.

Consumer Credit Providers

100% - - = = =« = e .
0% e o < - e .
80% | - - - - - - ... .
0% |- - o e lllll.__.
BO% | - - - - = - o e el
50% | ------------ - Banks/BS/Ins/Retail |- ------------------ - - - -

40% L-- oo o] @mm== QOther specialist

% of market

B0% - e
20% v P sy

10% ——'——'—,f ________________________________________________

O% T T T T T T T T T T
Apr-93  Apr-94  Apr-95 Apr-96  Apr-97  Apr-98  Apr-99  Apr-00 Apr-01  Apr-02  Apr-03

1.11 With lower entry barriers due to advances in IT and risk-assessment
procedures, the number of licensed lenders has increased rapidly.
Specialist lenders are targeting specific sections of the market, and the
widespread introduction of new and innovative products means
consumers now have an ever-increasing number of credit options
available to them.

Consumer Credit Products

1.12 Credit options that are currently regulated by the existing CCA regime
and that fall within the scope of our review, include:

Secured Loans

1.13 Personal loans secured by way of a second charge over the consumer’s
home, remain a popular way of raising finance. These loans are usually

3 These comprise non-bank credit grantors and specialist mortgage lenders extending consumer credit.
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sold through brokers and are heavily marketed in the press and on
television, often for debt consolidation purposes.

These loans tend to be for periods between 5 and 15 years, and have a
variety of interest rates. There are about a dozen specialist second-charge
mortgage lenders currently operating in the UK market, some of which
are part of major banks. A number concentrate on making loans available
to consumers with debt problems or who have difficulty in proving

their income.

Credit Cards

In 19714 there was only one type of credit card (Barclaycard) available in
the UK; now, there are around 1,300. The big five® banks still account for
64.1% of the market, The amount of money owed on credit cards has
increased exponentially from £32m, in 1971, to over £49bn, today.

According to the Cruickshank Report,® the credit card market in the UK
is the most developed in Europe, accounting for about a third of all EU
transactions, with many consumers now using credit cards as their
preferred payment medium. A major driver for the take-up and usage
of credit cards, in recent years, has been the rapid development

in e-commerce.

Loans

The market for non-mortgage loans includes unsecured loans, as well as
loans secured on personal assets other than residential property. The
market as a whole is not concentrated.

Unsecured loans are usually sold direct to customers, either at bank
branches, by telephone, post or the internet. Competition to the big five
comes from other traditional banks, newer banks, some building
societies, and other lenders including: the Automobile Association, the
Prudential, some high street stores and supermarket chains, as well as
doorstep collection companies.

While UK banks do not charge fees for granting loans, interest margins
are relatively high,” suggesting that competition is not fully effective. The
main source of innovation in this sector has been the development of

4 Cmnd 4596 Consumer Credit, Report of the Committee, Lord Crowther, London, Her Majesty’s Stationery
Office 1971.

5 The big five banks are: Barclays, HSBC, Lloyds TSB, HBOS and RBS/Natwest.

6 The Cruickshank Report is available at
<http://www.hmtreasury.gov.uk/Documents/Financial_Services/Banking/BankReview/fin_bank_reviewfinal.cf
m> The review of banking led by Don Cruickshank found there are serious competition problems in the
UK'’s payment systems. The Government is committed to tackling competition concerns raised by
Cruickshank, and to give the OFT the remit to ensure effective competition in payment systems.

7 Op Cit 6.
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new delivery systems such as internet-based, loan-application and
processing systems, the creation of products with greater repayment
flexibility (such as offsetting loans), and segment-specific targeting such
as home-improvement and student loans.

Small-value Short-term Loans

There are several forms of small-value, short-term loans that feature in
today’s credit market — for example, doorstep lenders, cheque cashers
and pawnbrokers, along with other companies linking credit to the
possession of goods. A feature of this type of lending is that the term of
the loan is normally taken over a period of less than 12 months.

There are around 30,000 agents working in the home credit industry —
mostly women — with an estimated 3 million customers. The sums
advanced are usually small, typically between £100 to £300, with a
repayment period in the range of 26 to 52 weeks. The charges are fixed
and ‘all-in” (even if the customer misses a payment there is nothing
extra to pay).

Pawnbroking is a form of secured lending. The average size of loans
provided by pawnbrokers is around £100, 85% of which are redeemed
within the statutory, 6-month redemption period.

Mail Order, Hire Purchase and Store Cards

Mail order credit provides a convenient method of shopping, allowing
consumers to make purchases that can be paid off weekly, over an agreed
period of time. ‘Agency’ mail order has about 20.8 million users, of which
somewhere between 8 and 10 million are drawn from the same socio-
economic groups as the home credit customer-base.8

Hire purchase agreements are often used by individuals to finance the
purchase of expensive assets, such as a car. The finance is usually
structured so the consumer pays a deposit, a number of monthly
instalments and then a final payment to secure ownership of the asset.

Store cards allow consumers a form of running-account credit to purchase
goods from a particular store. The cards are normally store-branded, but
the credit will usually be provided by a finance company. Often, there are
incentives attached, such as exclusive promotions and discounts.

Overdrafts are a feature of current account products and offer consumers
a more short-term form of credit. Some accounts have a fixed limit, while
others are negotiated on a month-by-month basis. Invariably, overdrafts
are repaid more quickly than unsecured loans.

8 See Monopolies and Mergers Commission Report (1997) on the proposed merger between Littlewoods
and Freemans.
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Credit unions have been in existence for about 40 years, in the UK. The
first credit union was started in Northern Ireland in 1960, arriving on
mainland Britain in 1964.° There are about 200,000 borrowing members
and a total membership of around 400,000. The credit union movement is
more developed in Scotland, which has 139 unions — holding 45% of the
movement's assets, in the UK — compared with 547 throughout the whole
of England and Wales.

Who Uses Credit?

1.28

1.29

1.30

1.31

Credit use is traditionally highest among families with children, especially
lone parents — three quarters of whom have current commitments.'® The
arrival of a baby and the purchase of a house are clearly linked to higher-
than-average levels of credit use. Young people living as independent
householders are also heavy users. In contrast, few single pensioners
have current credit commitments.

Credit cards tend to have relatively better-off clientele, drawn
disproportionately from: householders in full-time work (30% of whom
use a credit card for revolving credit); people in their forties (32%); two-
parent families (31%); and mortgagors (32%). Young people in their late
teens are not heavy users.

Loans are most common in lone-parent households (33%); two-parent
families (26%); families with a new baby in the past 12 months (32%); and
those whose income has both fallen and risen over the past 12 months
(38%). There are also marked differences in the source of loans for these
groups. Three quarters of two-parent families have borrowed from a bank
or building society. In contrast, half of lone parents on benefits have
borrowed from the Social Fund,'" and a quarter have taken out a loan
with a doorstep-collection credit company, lending in low-income
neighbourhoods.

Overdrafts are especially common among householders in their teens
(23%), their twenties (24%), and those under 25 and still living at home
(23%). Overdraft use declines steeply with age. Only 1% of householders
aged over 60 were overdrawn. Overdrafts are strongly associated with
unstable incomes (27% of households whose incomes had both increased
and decreased during the past twelve months used overdrafts).

9 See ‘Credit unions in the United Kingdom’, Berthoud and Hinton, 1989.
10 Kempson E (2002), Household Survey of Over-indebtedness, DTI.
11 Op. Cit. 10.
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In contrast, use of mail order credit and small-value loans declined
steeply with income - this includes lone parents (43%), two-parent
families with children (27%), and social tenants (25%). Mail order credit is
also heavily used by those who are unable to work through long-term ill
health or disability (66%), who, otherwise, make little use of credit.

Although debt-servicing costs have stayed fairly constant, in recent
years, household indebtedness has risen rapidly in relation to incomes.
This implies that the fall in interest rates has resulted in consumers
accumulating more debt, as debt-servicing costs remain affordable.

At the aggregate level, interest payments (secured and unsecured) as a
proportion of income increased only marginally from 8.0% to 8.2% for
borrowers as a whole, between 1995 and January 2000.

Research from the Bank of England’? indicates that consumers are
becoming more confident about their higher levels of debt — possibly
reflecting the sustained period of low interest rates experienced
recently in the UK. However, that confidence could be eroded if
circumstances deteriorated.

Evidence from the British Household Panel Survey (BHPS) shows that,
among those households who reported no difficulty meeting their
unsecured loan commitments, the average unsecured debt-income ratio
rose, from 11.9%, in 1995, to 15.6%, in 2000 (see table in Annex C).

Research'3 shows that, while the majority of consumers do not
experience any difficulties with borrowing, some households who have
credit do experience financial difficulties, and the problem of over-
indebtedness which some face is analysed in more detail in the

next section.

Over the last two years we have reviewed the consumer credit market.
Our investigations and consultations with a wide range of stakeholders
have revealed problems in the consumer credit market, which the reforms
outlined in this White Paper aim to address. These problems are
summarised below.

2 Bank of England (2003), Financial pressures in the UK household sector: evidence from the British
Household Panel Survey.

13 Op Cit 10.
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Informational Problems Pre-purchase

1.38

1.39

Consumers need clear, consistent information to be able to make
informed comparisons between the plethora of products currently
available to them. Innovation and evolution in the credit market has
benefited consumers through increased choice and flexibility. However,
many of today’s products have become difficult for consumers to
understand because they are so complex, and because there is a lack of
standardised information, for example on the way the APR is calculated.

56% of consumers do not understand the terms used on credit
agreements’4;

77% find the language in advertising confusing.®

68% of consumers are aware that lenders do not calculate the APR in
the same way, but because they do not know how the calculations are
made they find it difficult to price one loan against another.’® This can
make it difficult for consumers to shop around for the cheapest deals
and lessens the pressure on lenders to keep their prices competitive or
risk losing their customers.

Informational problems can also result in consumers ending up with
the wrong form of credit at the wrong price. The consumer detriment
from dealing with complaints, alone, is estimated to be around

£40m per annum."’

Undue Surprises Post-purchase

1.40

1.41

Often, problems arising from misinformation occur after a credit
agreement has been signed and the consumer is committed.

The widespread use of large early settlement fees and other hidden
costs causes consumers undue surprises, post-purchase. For example,
62% of borrowers are not aware of early settlement charges when they
take out a loan'8,

14 Consumer Credit Awareness survey, DTI, 2003.
5 Op Cit 14.

16 Op Cit 14. The APR is a notional rate for calculating the annual total cost of credit at the start of a credit
agreement. However, the assumptions underlying the calculation may vary between lenders.

17 Based on the methodology used by the OFT in its paper entitled Consumer Detriment (2000). The
detriment figure is based on the number of complaints received regarding credit agreements and includes
all the potential costs incurred by the consumer in complaining. These include legal and advice costs,
telephone and stationary costs, the use of personal time and lost earnings etc. See table 6.5 of the OFT
paper for a fuller exposition of the costs included.

18 0p Cit 14.
19
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1.42

1.43
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If hidden charges are used to cross-subsidise up-front rates, a lack of
awareness can result in over-commitment and over-expansion of the
market. For example, 58% of consumers who were unaware of early
settlement costs said that, if they had been informed, they might have
gone to another lender®.

Hidden costs may also lead consumers into financial difficulty and over-
indebtedness. High default interest charges are often made by lenders
when borrowers fall into arrears. When interest on these charges is
compounded interest, it can lead to a spiral of debt.

lllegal Moneylenders

1.44

1.45

lllegal moneylenders, who are unlicensed and operate outside the CCA,
are commonly referred to as loan sharks. These loan sharks not only
take advantage of vulnerable consumers, but also bring disrepute to
legitimate lenders.

lllegal moneylenders often lock consumers into exorbitant rates of
interest, which are compounded weekly. This leads to escalating debt,
while failure to pay can lead to violence and intimidation. The wider costs
created by illegal moneylenders are similar to those of over-indebtedness,
and it is the most vulnerable in society who suffer most because they feel
they have no legitimate credit options available to them.

Over-indebtedness

1.46

Vulnerability to over indebtedness

While borrowing is increasing in the population as a whole, the BHPS
survey suggests that debt-to-income ratios vary widely across
households. It is the lowest-income groups, and the young, who
increased their debt-to-income ratios by most, and from the highest
levels, between 1995 and 2000, as illustrated below. These are the
households that are most vulnerable to sudden financial changes, such
as spells of unemployment or increases in interest rates.

19 Op Cit 14.
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The stable macroeconomic framework with low interest rates and low
unemployment has helped to change households expections about their
expected level of future income. As a result, those groups with the
highest propensity to consume, i.e. the young and the low income
groups, are taking on proportionately more debt (especially when it
comes to starting up a new home, having children, covering university
courses etc) as they become more optimistic about their future
circumstances. However, we intend to carry out further work to
understand the spending patterns and attitudes to credit for the young
and the low-income groups in order to fully understand the changes in
spending patterns. Progress will be overseen by the New Ministerial
Group on the over-indebtedness as outlined in chapter five.

Those Who Struggle With Debt

Aggregate data show that, while the majority of consumers do not
experience any difficulties with borrowing, 20% of households who have
credit, experience financial difficulties, while at least 7% have levels of
credit use associated with over-indebtedness20. Over half of those with
financial difficulty attributed it to either a loss of income (for example
illness, unemployment, relationship breakdown, new baby) or to a
consistently low income.

Further research?! shows that the proportion of households with
unsecured debt commitments that found them either to be a ‘heavy
burden’ or ‘somewhat of a burden’, remained broadly stable, at around
11% and 30%, respectively, between 1995 and 2000.

20 Op Cit 10
21 0p Cit 12
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Fair, Clear and Competitive
€¢ The consumer credit market in the 21st century

The proportion of households reporting secured or
unsecured debt payment problems*

35%
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20%
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* Households reporting mortgage debt payment problems are given as a % of all
0002 6661 8661 1661 9661 G661 households with mortgages. Households reporting unsecured debt payment

problems are given as a % of all households with unsecured debt commitments.

%0

1 %S Those With Severe Debt Problems
1.50 The profile of borrowers that struggle with debt is relatively consistent
1 %01 with the profile of the UK population as a whole. However, those that
suffer severe debt problems reveal a profile skewed towards the lower
%al (DE) socio-economic group, as illustrated below (see Annex C for

. definitions of the social grade groupings).
%0C

%S¢

%0€

------------------------------------------------------- %ge

xSwid|qo.d jJuawAed 3gap painsasun
10 painaas Huniodaa spjoyasnoy jo uoniodoad ayy

AINJusd 1S Z 8l Ul 183JeW }PaId JaWNsSU0d ay | 23
annnadwo) pue ies|) ‘deq

v ojeld / €L BIS /XL 7G207091L010 ‘



24

0101604025_Txt / Sig: 13/ Plate B

100

90

80

70

60

50

40

30

Population (adult 18+)

Strugglers Severe difficulties

Source: B&W Deloitte Wealth & Portfolio Choice Database

1.51

1.52

1.53

The Consequences of Over-indebtedness

The consequences of over-indebtedness are often worse for the lowest
income groups, who are more likely to have ‘priority’ debts (rent, council
tax, utility bill or mortgage arrears) that may have serious repercussions,
such as eviction, imprisonment, disconnection or repossession. Over-
indebtedness in these groups is often linked to financial and social
exclusion. Tackling over-indebtedness for these groups is, therefore, a
wider government issue as it has implications for our objectives on social
justice — such as tackling child poverty, and the promotion of
neighbourhood renewal.

Imperfections in the credit market also have other associated costs. For
example, as well as being damaging to health, over-indebtedness may also
result in people losing their homes, being excluded from receiving credit in
the future, as well as potentially being a barrier to future employment.

There are significant wider costs to consumers from over-indebtedness.
For example, evidence shows that one of the main costs to borrowers
from over-indebtedness is manifested in increased stress and the adverse
medical conditions this can trigger. A clear link between stress and
absenteeism from work has been established, which inevitably imposes
additional costs on: government, that picks up the bill for health, housing,
legal costs etc.; businesses; fellow colleagues; and on the economy as a
whole, through lower productivity and growth.
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The proposals, outlined in the following chapters, are designed to
address the current problems in the consumer credit market and have
been developed over two years of consultation. The review of the CCA -
incorporating discussions on tackling over-indebtedness — was begun at
the same time the Government decided to implement statutory regulation
of mortgages, two years ago.

We have consulted widely with consumer groups, the lending industry,
different-sized businesses, regulators and many others. And we have
looked to see what we can learn from overseas, in the US, for example,
as well as embarking on discussions regarding a new EU framework.

Scope of Reforms

1.56

1.57

1.58

This White Paper sets out the Government’s proposed policy in relation
to second charge mortgage lending, running-account credit, unsecured
lending and other forms of credit regulated by the CCA.

The CCA currently applies to the whole of the UK — with certain special
provisions for Northern Ireland, which do not affect the substance of the
statutory regime. The Office of Fair Trading (OFT) exercises its
responsibilities under the Act across the whole of the UK. However,
consumer credit is now a devolved matter with respect to Northern
Ireland. It is intended that the proposed reforms would apply across the
whole of the UK and so we are in discussions with the Northern Ireland
Office, and other devolved administrations, to develop a co-ordinated
implementation strategy. Responsibility for aspects of over-indebtedness
is also a devolved matter and, again, ongoing discussion will continue
with these administrations to ensure coherent and effective action.

The Government aim to create a modern, fair market with confident
consumers is shared by the European Commission. The drive for
European reform has begun with the publication of proposals to
modernise the regulation of credit at an EU level. We want to participate
in a fully integrated and properly functioning single European
marketplace for credit; one that will generate better deals for consumers,
through increased competition, and also benefit lenders, through access
to a much larger marketplace.

25
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As we have the biggest and the most developed consumer credit market
in the EU, the UK has the opportunity to put itself in the driving seat of
reform and influence the European process through early action against
out-dated regulation. We are working to achieve similar objectives to
those of EU policy-makers. EU reform could take several years, but by
acting now, it is our intention to be at the forefront of any future
negotiations and policy developments.

Policy Proposals

1.60

1.61

1.62

1.63

1.64

Our policy responses must tackle the distortions in information so that
consumers can make fully informed decisions pre-purchase. And, where
there are undue surprises post-purchase, consumers must have recourse
to suitable advice and redress mechanisms. Only by taking both an ex
ante and ex post approach can we be sure of achieving our aims.

The package of measures promoting transparency described in chapter
two is designed explicitly to remove informational distortions before
consumers have committed to a credit agreement. This should enable
consumers to compare products with confidence, make informed
decisions and therefore drive competition between lenders.

In addition chapter three explains how the government intends to create
the concept of an unfair credit transaction to replace the current
extortionate credit provisions which are relatively limited and provide
little protection for consumers. We will also develop an Alternative
Dispute Resolution mechanism to make it cheaper and easier for
consumers to challenge unfair credit transactions.

Due to the information problems consumers face it is difficult for them to
distinguish between the good and the bad lenders. The current credit
licensing system has weaknesses since it has not been able to root out
some lenders that conduct unfair business practices.

The proposals in chapter three to improve the licensing regime will
include extending the fitness test to take account of preparedness to run
the business as well as the applicant’s past conduct. This will provide
greater assurance that licence holders will run the business to high
standards. The reforms will extend the current duties on information
provision to OFT in line with the wider fitness test. They will also allow
the OFT to seek additional information from licensees and third parties to
enable them to take a more proactive approach to compliance.
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The reforms will empower OFT to impose special conditions on licence
holders or take undertakings from them. A breach could lead to a
financial penalty. This will strengthen the range of sanctions available to
OFT short of revoking the licence.

These measures to address the imperfections of the consumer credit
market described in chapters two and three will go some way to reducing
the burdens of over indebtedness. However further measures are needed
to deal with the wide range of factors that contribute to over-indebtedness
and to help consumers deal with debt problems once they have occurred.
Chapter five outlines proposals to tackle over-indebtedness.

The consumer credit market has developed rapidly since the introduction
of the CCA. Not only has it been dynamic and grown in size, but the
composition of lenders has changed, and the range and choice of
products available has also increased, as has their complexity.

The reforms set out in more detail in the following chapters are designed
to achieve the Government’s vision for the consumer credit market.

We want to encourage an open and fair credit market where consumers
can make fully informed decisions and businesses can compete
aggressively on a fair and even basis. Vigorous competition provides a
spur for businesses to be more productive, innovative and efficient, which
will provide benefits to consumers in terms of lower prices, higher
quality, and more choice and innovation.?2 By allowing resources to be
put to their most efficient use, we will increase economic welfare and
promote prosperity for all. Only by dealing with the market failures will
we see a credit market fit for the 21st Century that will reap genuine
rewards, for both lenders and borrowers alike, as well as contributing to
the Government’s aim of raising UK productivity.

Promoting a fair and open credit market enables consumers and business
to interact in a more efficient way — however it is not an end in itself.
Consumers’ circumstances can change rapidly, and there can be undue
surprises post-purchase. We can contribute to social justice and create
prosperity for all by tackling the problems associated with over-indebtedness
and improving financial inclusion. We want to educate consumers and
provide easier access to help and advice for those in financial difficulty.
And we want low-income consumers to have access to affordable credit.

22 The consumer benefits underpin the reforms in the Enterprise Act.
27



0101604025_Txt / Sig: 15/ Plate B

8¢

28

g oield / G1 :B1S /XL "Ge0r091L01L0




0101604025_Txt / Sig: 16 / Plate A

Consumers need
transparency to stop
being confused by
complex credit
products
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Chapter 2 Establishing a Transparent Market

Consumers are confused by the complexity of modern credit products,
and a lack of transparency in the way they are sold. The package of
measures promoting transparency described in this chapter is designed
explicitly to remove informational distortions. This should enable
consumers to compare products with confidence, make informed
decisions and therefore drive competition between lenders.

This chapter sets out the agenda for changes to the current consumer
credit legislation to ensure a more modern, transparent and, as a result,
competitive credit market. It deals with four key areas:

* Consumer credit advertising;

*  Form and content of agreements;
*  Online agreements;

* Early settlement.

While our principal policy on each of these areas is outlined below, we
invite stakeholders to comment on the detail of the proposed changes to
the current regulatory structure as set out in the consultation document
published alongside this White Paper. The consultation will run until

15 March 2004 with a view to introducing, subject to consultation, the
new regulations by end-October 2004.

Many of the transparency provisions described in this chapter relate to
the transparency of information pre-agreement. Chapter three deals with
unfair practices that lie outside the specific provisions in this chapter.
The unfair practices reforms in chapter three combined with the reforms
to the form and content of agreement and to early settlement charges
should help to ensure that consumers do not suffer undue surprises
post-agreement.

Consumer Credit Advertising

2.5

The original aim of the Consumer Credit (Advertisements) Regulations
1989 (the Regulations) was to provide a framework that delivered
transparency for consumers and certainty for lenders. However, due to
the rapid evolution of the credit industry, the current rules have resulted
in a highly technical and complex regime, creating confusion for lenders,
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enforcers and consumers.23 As we have seen, there are a number of
areas of ambiguity requiring clarification. Among them, the use of the
APR in credit card advertisements has attracted considerable interest
recently, particularly from the Treasury Select Committee enquiry into
credit card charges.

Consumers are often uninformed about the detail contained in the small
print in advertisements although, paradoxically, they tend to be reassured
that its very presence suggests that the product is closely regulated.?*

The Government, therefore, intends to introduce measures designed to
ensure greater consistency and transparency in credit advertising, so
that consumers can compare financial products with confidence and
make informed purchasing decisions. These Regulations will apply to all
forms of media used to advertise credit.

They will be brought more into line with the new FSA regime on
mortgage regulation2® (which will include Financial Promotion Rules),
and a number of EU initiatives affecting consumer credit (draft Directives
on consumer credit, unfair commercial practices as well as the Distance
Marketing of Consumer Financial Services Directive). By introducing new,
simplified Advertising Regulations that are easier to enforce, we will:

* Ensure that all credit advertisements are clear, fair and not misleading.

* Replace the existing categories of Simple, Intermediate and Full credit
advertisements with a new, straightforward hierarchy of advertisement
forms, aimed at ensuring consistency in the way that key financial
information is used and presented.

* Require a single set of assumptions to be used by credit card issuers
in determining the APR. This will enable consumers to make like-for-
like comparisons.

*  We have been consulting with the credit industry body, the
Association for Payment Clearing Services (APACS) and the OFT
regarding a single set of assumptions that card issuers must use
in advertisements. These assumptions are set out in the
accompanying consultation document on reform of the advertising
regulations and will bring consistency of interpretation to the
marketplace and ensure consumers receive comparable information.

23 “Research Findings: Consumer Credit Advertising” July 2002 Report prepared for DTI by Research
Business International Ltd.

24 Qp Cit 26.
25 from October 2004.
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Regulation will apply where financial information is included in the
advertisement, or certain statements are made regarding the credit itself
or to whom it is targeted.

Where the interest rate for a product will vary according to the
credit-worthiness of the applicant (personal pricing), lenders will be
permitted to quote a typical APR. However, this will have to be the
highest rate reasonably expected to be given to at least 66% of the
eventual number of consumers who accept a credit agreement in
response to the advertisement.

And, where any one of a number of pieces of information linked to the
cost of a loan are displayed, they will be shown together and with equal
prominence. This is to ensure that additional charges and costs etc. are
not hidden in small print. This information is:

* Amount of credit (however, the amount of credit may be displayed on
its own with the APR);

* Deposit, if one is required;

* Any advance payment, if required;

* Frequency, amount and number of payments;
* Total amount payable;

* Notification of any other charges or fees associated with obtaining
the credit;

* (where appropriate) the cash price of the goods or services
purchased; and

* where the advertisement is for a mortgage or loan secured on
property — a warning statement; and where the repayments are to be
made in a foreign currency — a warning that changes in the exchange
rate may increase the sterling equivalent of the debt.

Whenever this information is required, the APR - as defined above — will
also have to be given, in the same place as the other information, double
the size and more prominent.
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In developing the new information regime we will aim to strike a balance
between imposing new costs on lenders and consumer benefit from any
additional information. We will therefore consult widely to ensure the
regulations are suitable and transparent and therefore easy for
businesses to comply with and for consumers to understand.

Impact Assessment

2.14

2.15

2.16

2.17

The reforms will benefit borrowers, who will find it easier to compare
financial products across lenders. The APR quoted will provide a
consistent comparative factor. In addition, there will be consistency with
FSA regulations concerning APRs.

Advertisements will have less confusing small print, so borrowers will
have a better idea of the product before they make enquiries. This should
encourage vulnerable and less sophisticated borrowers to look at
products offered by mainstream lenders rather than resorting to ‘back-
street’ lenders, thus helping to keep the cost of personal credit down.
Advertisements directed at vulnerable consumers with a difficult credit
history will always carry an APR.

We accept that credit products will continue to get more complex.
However, with more straightforward advertisements, consumers will
have a clearer understanding of the key information they need. This
will make the buying and selling of credit products a simpler and
more transparent procedure.

Lenders will also benefit, as increased clarity and certainty will mean
competition takes place on a level playing-field.

Form and Content of Credit Agreements

2.18

Although the existing legislative provisions require credit agreements to
be documented in a prescribed format, there remains confusion among
consumers about the information they receive from lenders, due to a lack
of clarity. Research indicates that 39% of borrowers only read the main
information on the front page of a credit agreement before signing, and
are therefore unaware of clauses that may be to their detriment.
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To help consumers fully understand the terms of the credit they are
taking, the Government intends to ensure lenders provide:

* Clear pre-contractual information;
+ Agreements in a clear and transparent format;
* Clear post-contractual information.

To guarantee the provision of upfront, clear information on credit
products and the simplification of the format of regulated agreements,
the Government will require key financial particulars to be given as
upfront, pre-contractual information and in agreements (similar to the
content of the Schumer ‘honesty’ boxes in the USA). These will set out
key information on a credit product in a clear and truthful manner that
enables the consumer to compare it with other offers and make a more
informed decision.

These changes, to be tested with consumers and lenders, prior to being
introduced, will be made by means of secondary legislation under the
CCA. They will apply appropriately to each form of credit covered by
the CCA.

Clear Pre-contractual Information

2.22

The provision of clear and concise pre-contractual information to
consumers has been highlighted as a key area for reform. The
Government will ensure that pre-contractual information will be
provided to consumers before any agreement is concluded. This will
provide an opportunity for the consumer to be able to consider and
reflect on the information before making a final decision. The pre-
contractual information will be required to include the following:

*  The APR and all the costs/charges included; if the interest rate is
variable; its duration; if it will change during the lifetime of the
agreement, and if so, what it moves to;

*  The amount, frequency and number of repayments;

*  Whether the loan is secured, and on what;

* A ‘wealth warning’ for any loan secured on a consumer’s home;
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2.23

2.24

* The duration of the agreement;

* The total charge for credit;

* Examples of the cost of early settlement of agreements;
* Information about the right to cancel.

There is a link between the requirements prescribed by the Distance
Marketing of Consumer Financial Services Directive in relation to pre-
contractual information and the general pre-contractual information we
propose to introduce under the CCA. We consider that all customers will
benefit from receiving the information required by the Directive,
regardless of whether contracts have been concluded at a distance or not.
As such, we have decided to extend these requirements to all contracts.
This approach will also mean lenders are not required to produce
separate pre-contractual documentation differentiating between those
sales concluded at a distance and those conducted face to face.

As part of the provision of pre-contractual information to consumers, we
want to encourage them to use this to ‘shop around’ for the best deals
available. However, currently undertaking more than about five or six
such actions in a short period can have an adverse effect on a consumer’s
credit rating as each application leaves a ‘credit application footprint” on
their file. The Government is aware that the industry and credit reference
agencies are working on improving the process and the way in which
such enquiries are recorded, so that searches differentiate between
enquiries and applications. The Government will review the progress on
this industry initiated review by February 2004.

Agreements in a Clear and Transparent Format

2.25

2.26

One of the reasons consumers do not read their credit agreements in
detail, is due to the way in which the information is presented, and the
terminology used. The Government intends to revise the format of
agreements to make them clearer and more transparent. This will include
a requirement to state key financial particulars in addition to the following
key information:

Where applicable, requirements will include information on: “Your Rights’;
“Your Responsibilities’; early settlement; cancellation; Hire Purchase; lost
or misused cards; exchange-rate/cross-border charges; pawned goods; as
well as statutory wealth warnings, such as: ‘Missing payments will have
severe consequences and may make obtaining credit more difficult in the
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future’. This is in response to our finding that 81% of borrowers said that
they would welcome more information on their rights26,

2.27 In addition, the key financial information will be required to be presented
together as a whole and with appropriate prominence. The content of this
information is outlined in the accompanying consultation document on
the form and content of credit agreements. More specifically, we intend
to undertake further discussions with industry and consumer bodies on
how the various interest rates that can apply to separate elements of a
credit card, can be clarified and presented as part of this information in a
transparent manner for consumers.

2.28 Card issuers employ different methods for calculating the interest on the
use of the credit card. The time at which the consumer starts paying
interest can vary considerably. We will discuss with industry ways in
which this can be standardised and made more transparent, without
inhibiting competition. We will conclude these discussions by
February 2004.

2.29 Where a lender is selling additional products funded by a regulated credit
agreement, for example, PPIl, we will ensure that, while this can remain
within the one document, an extra signature will be required from the
borrower to signify their consent to purchase the product. In addition,
information will need to be given separately regarding the associated
costs and the cash price.
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Case Study

A customer signed up for credit without realising he had signed for Payment
Protection Insurance (PPI). On the form, he was not asked to put a separate
signature by the purchase of the complementary PPl product, and so it was
unclear whether he had cover. He was later off work through illness and made no
claims on his PPl because he did not realise he was covered. As a result, he got
behind with his payments and into great financial difficulties.

36

Clear Post-contractual Information

2.30 As well as information prior to entering a credit agreement, consumers
need regular information during the course of their contracts. At regular
intervals, consumers should be made aware of the outstanding amount
they owe, and informed if they fall into arrears or have incurred
additional charges upon which interest will be charged.

26 Op Cit 14.
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2.31

2.32

For credit cards, we will discuss with industry and consumer groups

the scope for introducing details of various repayment scenarios in
customers’ regular statements. We have set a deadline of February 2004,
to agree a way forward.

Other post-contractual information requirements will include warnings
about the implications of only making minimum payments on credit card
debt; and the consequences of defaulting on payments.

Impact Assessment

2.33

The reforms will have the following effects:

» The introduction of prescribed pre-contractual information will allow
consumers to ‘shop around’ with confidence, allowing them to
increase their choice of credit products;

+ The technical requirements of regulations under the CCA make
it difficult for lenders to write and make agreements for their
increasingly complex products in a straightforward, consumer-friendly
way. The proposed changes will clarify areas of ambiguity and make it
easier for lenders to comply;

» Clarity of information and consistency in the layout of documentation
should encourage consumers to read agreements prior to entering
into them. This will encourage lenders to develop more user-friendly
material, thereby enabling consumers to conclude agreements that are
right for them;

* By providing consumers with clearer information, they will be better able
to make informed decisions regarding the suitability of credit products;

* Increased post-contractual requirements will ensure that consumers
are always made aware of their financial position.

Online Agreements

2.34

The internet has become an important means for many consumers for
purchasing goods and services. Research shows that credit cards and
loans are likely to be the most popular credit products to be concluded
online. It is, however, accepted that in some circumstances, the internet
can result in increased instances of fraud.
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2.35

2.36

2.37

2.38

2.39

When the Act was conceived, credit agreements were concluded on
paper. There is no clear provision in the Act or regulations for facilitating
or regulating the conclusion of electronic agreements. At present,
consumers wishing to take out a mortgage on land are able to proceed to
the point where the agreement is issued, but then must wait for a paper
copy of the agreement to be sent out by post. This needs to be signed
and then returned. For other types of agreement, the requirements for
copies to be supplied before or within a set time after conclusion of the
agreement assume that agreements will be dealt with face to face or
through the post.

The Government intends to bring forward legislation to enable
consumers to have greater flexibility in the way they enter into credit
agreements. We want to make it possible, but not mandatory, to contract
electronically. The changes will also encompass the requirements

laid down in the Distance Marketing of Consumer Financial Services
Directive,2” with the aim of protecting consumers who enter into consumer
credit agreements at a distance. The Government intends to amend the
CCA in line with EU law to enable agreements to be concluded in an
electronic format; provided that both parties agree, and subject to the
overriding provision that the consumer can retain a copy of the agreement
in a ‘durable medium’ (for example, by an email stored on a PC hard drive).

We will ensure that cancellation and default notices are still sent in paper
format to protect consumers’ interests.

We have concluded that it is not appropriate to require all consumers to
use one particular form of digital signature for online agreements.
Regulations will set out how the consumer’s consent is to be indicated in
online agreements. For detailed information see consultation document
published alongside this White Paper.

Following the consultation we intend to introduce these changes by way
of an order under the Electronic Communications Act by October 2004.

Impact Assessment

2.40

2.41

There will be considerable benefit for those consumers who already use the
internet, as they will be able to complete their transactions wholly online.

It will be up to individual lenders to determine whether or not they wish

to offer online capabilities. However, these measures should increase
competition, as the costs associated with online lending are less than

27 2000/65/EC, Official Journal L 271 of 09.10.2002.
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other sales channels — notwithstanding the likely increased
costs/provisions due to the risk of increased fraud.

Early Settlement of Existing Loan Agreements

2.42

2.43

2.44

2.45

Consumers are entitled to settle credit agreements at any time but if they
settle before the end of the agreed term of the loan, the lender is entitled
to make a charge which is intended to reflect the cost he will incur or has
incurred. Lenders can currently use the early settlement provisions to
calculate the amount outstanding on early repayment and also defer the
settlement date. These provisions, including the calculation formula
known as the Rule of 7828 can result in substantial benefits to the lender,
as the settlement fee is not necessarily in proportion with the actual
‘breakage’ costs associated with repaying the loan early.

At present, 79% of unsecured personal loan providers in the UK charge
an average of two months’ interest to borrowers who pay their debts off
early29,

Our research3? shows that 41% of consumers interviewed that have had
loans, paid them off early (48% for HP agreements). However, other
research has indicated that, of the 7.7 million unsecured loans arranged in
2002 — worth £65bn — up to 70% will be repaid early.3! Of those
consumers who repaid early, 17% were not aware of any charge (22% for
HP). When questioned, around 60% of those that were unaware of the
charge said that they might have gone to another lender had they been
fully informed when they signed the agreement.

However, not all lenders choose to apply the Rule of 78. Some levy much
lower repayment charges, and some, nothing at all. The move to internet
banking, and offsetting loans and credit accounts has brought about the
emergence of new flexible loans, without such penalties and with very
competitive APRs. The result is that some borrowers are penalised for
repaying early and others do not pay any form of charge, depending
upon the lender they choose.

28 Rule of 78 is a mathematical formula prescribed under the CCA governing the early repayment of loans
and is based on the fact that borrowers do not pay off interest in equal instalments. At the start of a loan
borrowers will be paying off more interest than at the end, even though monthly payments are the same.

29 Egg’s “Redemption Racket” Report, June 2003.
30 Op Cit 14.

31 Datamonitor.
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2.46

2.47

2.48

2.49

2.50

2.51

2.52
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The Government has already announced its intention to abolish the Rule
of 78 and to introduce a new actuarial method to calculate the early
settlement figure - one that is fair to both lender and borrower.32 The
move is designed to bring the amount payable on early settlement more
into line with the amount of capital still outstanding on any loan. This will
be a maximum figure that can be charged, and so still gives lenders the
flexibility to be more competitive.

The Government will ensure that agreements state the right to early
settlement and give three examples of the amount payable at different
stages of the repayment period. This will ensure that borrowers are
aware of the costs associated with repaying their loan early, prior to
signing a loan agreement. This will be consistent with the approach
adopted by the FSA.

As well as applying the Rule of 78, lenders can also currently delay the
settlement date for winding-up the loan; for up to two months for loans of
five years and under, and for one month for loans over this period.

The Government believes this current system is detrimental to consumers
and so will limit the lender to deferring the settlement date for no more
than 28 days.

In addition to the 28 days deferment, we intend to allow lenders to
charge an extra interest payment of one month for loans with an original
term of over one year. However, no charge will be allowed for loans with
a term of less than one year. This is consistent with the current draft
European Consumer Credit Directive. This uniform approach was adopted
following extensive consultation, as it creates a solution which is easy to
apply and straightforward for consumers to understand.

These measures will make the pricing of loans more transparent, so
consumers can assess all of the costs they face upfront. They will reduce
the switching costs faced by consumers in moving to different lenders
and increase competition in the marketplace.

We intend that the new legislation will impact on existing loans after a
suitable period of transition, which we propose as two years.

32 DTI PN 23 July.
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Impact Assessment

The reforms on early settlement will have the following effects:

* The reforms on early settlement are most likely to benefit lone-parent
households; two-parent families; families with a new baby in the past
12 months; and those whose income has both fallen and risen over
the past 12 months. These are the groups that are the heaviest users
of personal loans. Hire Purchase, on the other hand, is fairly evenly
distributed among all socio-economic groups, therefore the benefits of
these reforms relating to hire purchase products are likely to be fairly
evenly spread.

» Charges will be fairer for borrowers, but will allow lenders to recoup
reasonable costs when consumers settle agreements early.

* The abolition of Rule of 78, and its replacement with a new, actuarial
method, will be easier for consumers to understand.

« Consumers will save around £60m a year.33

* Lenders who offer better terms will increase their market share, while
some uncompetitive products will be lost from the market mix.

Enforcement

2.53

While we are proposing significant reform of the regulatory regime, we
will maintain the existing CCA enforcement arrangements in these areas.
These consist of:

e criminal and civil sanctions;

» statutory powers available to the court in relation to the enforceability
of agreements; and

*  powers bestowed upon the OFT in relation to advertising for which
local authority trading standards departments (TSDs) have day to
day authority.

33 Estimated as the difference between the Rule of 78 and an actuarially fair premium on the 70% of loans
estimated by Data Monitor that are settled early.
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Chapter 2 Establishing a Transparent Market

At present, responsibility for the enforcement of the majority of these
aspects of consumer credit law falls to the OFT - as the licensing
authority — and to TSDs. This will remain the case.

However, the most serious consequence of breaching the provisions
relating to the form and content of agreements can result in a consumer
asking the court to declare their credit agreement to be unenforceable by
the lender. In addition, the Enterprise Act 2002 now enables the OFT to
seek undertakings or Enforcement Orders to prevent traders from
breaching the provisions of the CCA in a way which will harm the
collective interests of consumers. The lender will then be liable to a fine
or imprisonment if he breaches an Enforcement Order.

However, the reforms should also be viewed in the context of the wider
proposals set out elsewhere in this White Paper that focus on the conduct
of credit business. In particular, we will achieve a general strengthening
of enforcement through the proposed reform of the credit licensing
regime; the introduction of new rules on unfair credit transactions; and
the establishment of a system of alternative dispute resolution.

Reform of the licensing regime as set out in chapter three will mean that
the OFT will continue to be able to assess frequent and/or severe
breaches of the areas set out in this chapter specifically in the context of
the fitness test to be applied to licence holders.

The details of our proposed consultation on the new ADR mechanism are
referred to in chapter three (3.43 — 3.48). This will provide consumers with
an additional form of redress and, depending upon the ultimate
jurisdiction of the ADR body assuming responsibility, may cover the
majority of the areas of reform set out within this Chapter [see 3.43 ff for
discussion on ADR].
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Chapter 3 Creating a Fairer Framework

Introduction

3.1

3.2

3.3

Alongside work to create a fair framework that provides a level playing-
field for businesses operating in the credit market, the Government is also
committed to giving consumers greater protection and a more accessible
means of redress. The proposals that follow have been formulated
following extensive consultation over the past two years on reform of the
consumer credit regime.3*

The CCA regime contains regulatory controls on traders,3® credit
agreements,3® and ancillary credit activities to ensure a fair and
competitive credit market. These are enforced, for example, through the
licensing system, criminal sanctions, and the judicial control of
agreements and their enforceability.

This chapter looks at ways of strengthening and improving existing
controls and their application, to provide an effective regulatory response
to the modern credit market. Areas for reform include:

Licensing Regime

We intend to:

« Strengthen the current ‘fitness test’ for licence-holders. This will
enable the OFT to look forwards in assessing a trader’s competence to
run a credit business, as well as considering their past conduct.

* Provide the OFT with more tools to enforce traders’ continuing
compliance with the fitness requirements.

* Introduce new provisions on investigation and information, to enable
the OFT to take a proactive approach to enforcement.

*  Move to a system where licences are granted indefinitely. This will
reduce the burden on licence-holders (as they will not have to renew
their licences periodically), and will enable the OFT to focus its
resources on monitoring traders who present a greater risk of not
complying with the requirements of the licensing regime.

34 Consultation on making the extortionate credit provisions within the Consumer Credit Act 1974 more
effective, March 2003, CCP 007/03, <www.dti.gov.uk/ccp/consultpdf/extortcon.pdf>. Consultation on the
Licensing Regime under the Consumer Credit Act 1974, March 2003
<http://www.dti.gov.uk/ccp/consultpdf/credlic.pdf>. Tackling loan sharks — and more...Consultation
Document on Modernising The Consumer Credit Act 1974, July 2001. These consultation documents
provide more detailed background on the licensing regime and its problems.

35 This is primarily achieved through the licensing of businesses engaged in lending credit, hire and
ancillary credit activities.

36 Agreements control is regulated through a number of means including advertising, form and content and
early settlement requirements. These aspects are outlined in detail within Chapter 2.
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Extortionate Credit Bargains

The current provisions targeting ‘extortionate credit bargains’ have failed
to address unfair practices in the credit market. We intend to:

* widen the existing provisions to encompass ‘unfair credit transactions’
to enable consumers more readily to challenge unfairness;

* provide access to an affordable and effective alternative dispute
resolution (ADR) mechanism to help consumers seek redress;

* tackle the escalation of debt, by ensuring better information is
provided to consumers, through annual statements that detail arrears.

Removing the Current Financial Limit of £25,000

* CCA regulation currently covers the supply to individuals (including
sole traders and partnerships) of credit up to £25,000. We intend to
remove this limit to widen consumer credit protection.

Reforming the Licensing Regime

Anyone who wishes to carry on a consumer credit, hire or ancillary
business must have a licence. Licences are granted to applicants who
satisfy the OFT they are ‘fit’ to carry on the type of business in question.
In determining whether a person is fit, the OFT shall have regard to any
circumstances appearing to be relevant and, in particular, any evidence
that shows the applicant — or persons connected with that business — has
been involved in four specific classes of activity:

« Certain offences — involving fraud, dishonesty or violence;
*  Breach of the CCA or any other consumer protection legislation;
* Discrimination; or

* Business practices appearing to be deceitful, oppressive, unfair or
otherwise improper — whether unlawful or not.
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Chapter 3 Creating a Fairer Framework

The test gives particular weight to the collection of information on
evidence of past failings (a conviction for a crime or a failure to settle
debts, for example) as evidence that the trader is not fit to hold a licence.
However, it does not, at present, expressly take into account a trader’s
ability to conduct their credit business in a fit manner in the future (by
ensuring staff are properly trained or adequate systems have been put in
place, for example).

The problem is compounded by limitations on the OFT’s powers to
investigate ongoing activities of the licensee. If a trader behaves in a way,
which, although undesirable, does not breach a specific provision of the
Act, the OFT is powerless to gain the information it needs to consider
properly whether the licence should be revoked. (Unacceptable methods
of debt-collecting or sales practices which take advantage of the elderly
are examples of such activities.) Currently, the OFT relies, principally, on
the applicants themselves or complaints from the public or local Trading
Standards Departments (TSDs).

A further weakness with the current system is its lack of flexibility in the
imposition of intermediate measures to promote compliance. Currently,
the OFT can only refuse, vary, suspend or revoke a licence. A refusal,
suspension or revocation may put the licensee out of business and,
therefore, is only used in the most serious of cases. The only alternative
to this draconian sanction is to take no action at all, beyond informal
warnings, which, in practice, means the OFT has no appropriate sanctions
for a range of infractions.

A Strengthened ‘Fitness’ Test

3.8

3.9

Through reform of the licensing regime the Government wants to ensure
that the current test for fitness to hold a licence is strengthened, so the
OFT can equally look back, at a licence applicant’s past conduct, and
forward, to assess their preparedness for running their credit business.
We will also seek additional powers for the OFT to ensure that traders
continue to remain fit.

Better monitoring of the fitness of licence-holders will encourage lenders
to behave in a fair manner. When asked about the important factors in
deciding whether to take out credit, 85% said the reputation of the lender
was the most important, followed by the advertised APR (84%).37 The
reform of the licensing regime, as set out in this chapter, will enable
consumers to gain greater confidence in the credit market, thereby
stimulating greater competition.

37 Op. Cit. 14.
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Fair, Clear and Competitive
The consumer credit market in the 21st century

The OFT will be given responsibility for producing initial guidance3® on
what it considers are the standards of fitness required for the conduct of
credit businesses. It will publish draft guidance in time for consideration
alongside any Bill in Parliament. The OFT already produces guidance on
fitness under the current test, both for the general licensed population
and for specific sectors, such as the non-status lending market and debt
collection.3? Similarly, future guidance on fitness would give examples of
appropriate conduct for a business to hold a consumer credit licence.
The precise content of the new guidance would be the subject of formal
public consultation before it is issued. The guidance would take account
of current and relevant market practice. Whilst contravention of the
guidance would not give rise to any consequences itself, it is intended
that it would be used to support licensing representations and OFT
determinations on fitness to hold a licence.

In view of the intermediate measures proposed below — which will
enhance compliance and oblige licence-holders to report any changes
which may affect their fitness to hold a licence — the Government has
decided to move from a system in which licences are renewable every
five years, to one where the OFT is able to grant licences for an indefinite
period, with periodic payments to maintain the licence. This will reduce
the current administrative burden on business significantly and enable the
OFT to target those businesses and sectors which pose the greatest risk.

A Risk-based Approach

3.12

The DTI's Consumer Credit Review has shown that the OFT should adopt
a system of enforcement that aligns fitness monitoring with an objective
assessment of the risks posed to the consumer. This is an essential part
of the move to ensuring compliance with the fitness tests, throughout the
period of the licence. Traders who, because of the nature of their business
or their past record, pose little threat, will be monitored with a light touch.
Those whose past activities have given cause for concern or who operate
in market sectors that raise specific concerns (such as debt-collection or
non-status lending and brokering), will be scrutinised more closely. We
will consult with stakeholders to ensure that the package of reforms
delivers a licensing regime that is proportionate and clearly focused on
the worst offenders.

38 To replace the current guidance, “Consumer credit licences — Guidance for holders and applicants”,
OFT 329.

39 “Non-status lending: Guidelines for lenders and brokers” OFT 192.
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Chapter 3 Creating a Fairer Framework

The licensing system needs updating to deal with the development of
new categories of licensable credit activity as the credit market continues
to develop and new activities, such as credit repair, which are not covered
by current categories of licensable activity, appear. To this end, the
Government intends to introduce a new legislative power to support this
risk-based approach, which will allow the Secretary of State for Trade
and Industry to vary the activities for which a licence is required for
ancillary activities.

Although they may be working in diverse areas of the credit market, at
present, traders are assessed in much the same way. By clarifying these
different categories, and the levels of risk attached to them, the OFT will
be able to target its resources more effectively (for example, more
questions might be asked of a specialist finance broker than a high
street retailer).

Powers of Investigation

3.15

3.16

To date, the OFT and TSDs have had only very limited powers when
trying to establish whether a trader is unfit to hold a licence.

The Government believes that it is appropriate to grant the OFT the
power to seek additional information from licensees and third parties.
These powers may include the requirement to produce books, documents
and records, along with powers to carry out compliance visits where
there is particular concern.
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X, who ran a debt management agency, disappeared in 2003.

Around 800 customers, who had paid the firm to handle their debts, were left still
owing millions of pounds to lenders.

It is understood the firm may not have forwarded this money to the lenders and
the case has been under investigation by the local TSD, the OFT and the police.

Following the disappearance of X, the firm sent undated letters to clients, claiming
the company had been put into voluntary liquidation. Trading Standards said there
was no evidence to support this claim and the company’s bank account was, until
recently, still receiving direct debit payments from clients across the UK.

Police and customers called for tighter controls on people given consumer
credit licences.

Detective Sergeant W, from the economic crime unit, said: “We referred the case
to the Crown Prosecution Service, but they said it is unlikely to get convictions on
any offences of dishonesty.#! Therefore, the police won't be taking any further
action. The regulation, rules and laws are inadequate. The Office of Fair Trading is
well aware of that. It is an issue that the Government should take action about.”

Under the reformed regime, OFT staff would have new powers to carry out
proactive, unannounced visits and request documents to show whether the trader
was complying with the Act.
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3.17 In order to ensure that the information held by the OFT is accurate and
up to date, the Government wishes to extend the duties imposed under
S.36 of the CCA. This means licensees will have to notify the OFT of any
material changes in their circumstances relating to their fitness to hold
a licence.

3.18 At present, this duty only covers a limited number of facts, including
changes in the officers or partners of a business. This will be extended to
cover the other key information required at the time of application (or
last renewal for existing licensees). The relevant information will include:
County Court Judgments, disqualification from acting as a director,
bankruptcy or criminal convictions.

40 Source: Office of Fair Trading, 2003.

41 Because the licensee was in America and fraud was difficult to prove over incompetence in the case
(either way the licensee no longer had the money paid in).
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Chapter 3 Creating a Fairer Framework

In addition, S.166 of the CCA makes provision for the courts, if they think
it is relevant, to notify the OFT of judgments or convictions. We shall be
discussing with the DCA, the Scottish Executive and Department of
Enterprise, Trade and Investment for Northern Ireland how to ensure
that these arrangements provide a more effective flow of information.
We intend to have improved arrangements in place by June 2004.

Intermediate Measures

3.20

3.21

3.22

Under the current system, the OFT has a lack of flexibility in the
imposition of sanctions on licence-holders. It can only suspend, vary or
revoke a licence, and such powers are generally only justifiable in the
most serious contraventions. However, in many cases where traders have
breached a provision of the CCA, it does not necessarily merit the refusal
or withdrawal of their licence. While their conduct may fall short of the
expected standards, and give cause for concern, often their behaviour
does not warrant the potential loss of their livelihood, or that of their
employees. Nevertheless there is a need for some censure if the licensing
system is to remain credible and effective.

There is, therefore, a need for intermediate measures where there has
been misconduct by a licensee, which does not, necessarily, merit
revocation. We intend to introduce powers for the OFT to impose special
conditions on (or take undertakings from) licence-holders. These special
conditions would be specific to a particular licence-holder, to ensure that
the business was meeting its fitness requirements (for example a training
requirement, or a requirement to report specific information to the OFT).
A breach of one of these conditions or undertakings by a licence-holder
could lead to the imposition by the OFT of an appropriate financial penalty
or ultimately the revocation, suspension, or variation of the licence.

Any decision to impose a condition or a financial penalty would be
subject to the same procedural safeguards and rights as decisions to
refuse, revoke or vary a licence. At present, there are two specific
safeguards. First, an adjudication process whereby the OFT must inform
an applicant of the reasons why a licence is not being granted (or only
being provided on different terms to those requested). The applicant,
then, has an opportunity to make written representations, or oral
representations to the OFT at a personal hearing. Second, the applicant
can appeal in respect of a number of determinations made by the

OFT to the Secretary of State (see Appeals, below). The case for setting
a statutory cap on the level of penalty will be considered.

The Government intends to require the OFT to issue guidance on
penalties after consultation and subsequent approval by the Secretary
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of State for Trade and Industry. The OFT will issue draft guidance on
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penalties when the provisions go through Parliament.
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Appeals

3.23 Under the current system, an applicant or licence-holder who is
dissatisfied with certain licensing decisions made by the OFT42 has the
right of appeal to the Secretary of State for Trade and Industry. Such
appeals are by way of a re-hearing, heard on her behalf by a panel of
suitably qualified independent people. The Secretary of State for Trade
and Industry makes her decision after considering the recommendations
of the panel. An appellant who is dissatisfied in point of law with this
decision, has the right to appeal against such a decision to the High Court.

3.24 With the introduction of a strengthened fitness test, the Government
believes that it is appropriate to make the appeals process more
transparent and bring it into line with the new Tribunal Service, being
planned by the Department for Constitutional Affairs (DCA). This means
that responsibility for appeals will pass from the Secretary of State for
Trade and Industry to the new Tribunal Service under the DCA. It is
envisaged that the appeals procedures would remain in a similar form to
that under the current system.
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3.25 Following the reforms proposed in this chapter we intend to consult in
detail on a revised licence fees structure reflecting the new regime. It is
intended that licence fees will be set according to the category of the
activity undertaken and reflect the relative costs in each category. The
Government’s charging policy is that fees should normally be set to
recover the full cost of administering the licensing system, and no more.
The ongoing monitoring required to deliver an effective regime for
business and consumers may require periodic maintenance fees to be
paid by licence holders. We will work with HM Treasury and the
OFT to ensure that the licensing system is delivered in the most
cost-effective manner.
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3.26 The proposed reforms will benefit both lenders and borrowers. Increased
consumer confidence in the reputation of the credit industry can only

42 OFT decisions which may be appealed are set out in s.41 CCA.
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buoy the market - fair lenders benefiting from the gaps left by the
removal of the rogue traders. Fair lenders will also benefit from a risk-
based approach to enforcement and the move to indefinite licenses.

Rogue lenders tend to target the least well-informed. By preventing the
unfit lenders from entering the market and exploiting the information
gap, we will protect the most vulnerable — when entering into
agreements, and when problems occur during the term of an agreement.
Intermediate sanctions are a proportionate tool to ensure lenders
continue to remain fit, offering protection to consumers, as well as fair
lenders. New provisions on investigation and information provision will
enable the OFT to take a more proactive approach to enforcement.

Extortionate Credit

The Need for Reform

3.28

3.29

3.30

52

Most traders act in a responsible manner. However, there are some who
engage in unfair practices — to the detriment of consumers, fair lenders,
and society as a whole. Those who have financial problems or are on low
incomes are especially vulnerable and susceptible to exploitation.

The CCA already includes provisions designed to protect consumers
against so-called extortionate credit bargains.*3 A credit bargain is
deemed extortionate if it requires the borrower to make payments which
are ‘grossly exorbitant’ or otherwise ‘grossly contravene ordinary
principles of fair dealing.” The Act already allows the court to re-open a
credit agreement in these cases, so as to do justice between the parties.
However, since the inception of the CCA only about 30 extortionate credit
cases are known to have reached the courts and, of those, only ten

were proven.

The Government believes that these provisions have not operated
effectively. This conclusion is supported by responses to our consultation
on extortionate credit,** discussions with a wide range of stakeholders,
and evidence from a number of case studies. The existing law has not
been effective in dealing with the margins of the market, in particular,
regarding credit to consumers on low incomes. The existing definition

43 Sections 137-140.

44 Tackling Loan Sharks <\#208> and more! A consultation document on making the extortionate credit
provisions within the Consumer Credit Act 1974 more effective, March 2003.

€002 YOI\ ‘9A110818 810W /6] 10V HPeI) JawnNsuo) 8yl Uiyim suoisiaold
1PaJo 918UOI1I0IXd 31 Bulew Uo JUBWNIOP UOI.)NSUOI \/ ja10W pue <gOZ#\> Syieys ueoT Buipoel ,,

‘OPL-LEL SUONIAS ¢y

uolpulep BullsSIXs aY| "SBWOIUI MO| UO SI8WNSU0D 0] }1paJd Buipiebau
Jenoilied ul ‘1@yJdew ayl Jo sulbiew ayl ylim Buljeap ul 9AI1084)8 udaq
Jou sey me| BuilsIxa ay| "Salpnis 9sed JO Jaquinu B WOoJj 9dUdPIAS pue
‘s1ap|oyaels Jo abuel 8pIM e YlIM SUOISSNISIP 4, ‘HPaIO 818UOILI0IXS UO
uol1e}NSU0d uno 0} sasuodsal Aq papoddns s1 uoisnjouod siy| ‘AjeAnoaye
pajesado jou aney suoisinoad asayl jeyl Sanal|ag JUsWUIBAOK) 3y |

‘uanold aiam

ual Ajuo ‘esoy} JO ‘pue SUNOI a8yl payoeal aAey 0} UMOUY| aie Sased

}IpaJd 91euoIM0IXd g Inoge Ajuo D) a9yl JO uoildasul 8yl aduls ‘J9AdMOH
‘salled ayl usamiaq ad1isnl op 01 se 0s ‘sased 9say) ul Juswaaibe 11pald
e uado-aJ 01 1UN0OI 8yl sSmo||e Apealje 19y ay] ,/Buljeap Jie} jo sajdiound
Aleuipio auaAelluod Ajssolb, asimiaylo 10 ,lueliqioxa Ajssolb, aie

yoiym siuswAed ayew 031 Jomo4aog ayl salinbal 1l JI 91eUOI10IXS pawaap
S| ulebleq Upald \ ¢, "sulebieq Hpald 91eUOILOIXS pa||ed-0s Jsulebe
sJawnsuo09 109910.4d 01 paubisap suoisinoid sapnjoul Apeadje yOI) ayl

‘uolleyo|dxa o1 a|qindaosns pue a|getau|nA Ajje1oadsa ale sawooul

MO| UO aJe 10 swa|qoud |eldueuly aAey OYym asoy] a|oym e se A18100s pue
‘S1apud| Jie} ‘s1IawNsSU09 JO Juswlap a8yl 01 — sadijoeld Jiejun ul abebua
OYM BWO0S aJe 919y} JaASMOH “Jauuew a|gisuodsal e ul 10e siapeul 1SO|A

[4°]

0ce

6C°€

8C’€

wii0jay 10} pasd| 9yl

1Ip8J7) ©1BUOILIOIXT

"JUBWadJ04usd 0} yoroudde aAlloeold alow e ayel 01 | 40 9y} 8|qeus

[[IM uolsinoad uollewIOjUI pUe UOoIlRBIISBAUI UO SUOISIAOID MBN "SI9pUd|
e} Se [|[9Mm Se ‘S1awnsu09 01 uo13o9loid Buliao ‘1) ulewal 01 8NUIU0D
SJapus| ainsua 0} |001 dleuoiliodold e ale suolloueS dleIPAaWIdIU|
‘Jusawaalbe ue Jo wudl 8yl bulnp 1nd20 swa|qoldd uaym pue ‘syjuswaalbe
o1ul Bulialua uaym — a|qelau|nA 1sow ayi 109104d ||Im am ‘deb
uollewJojul ayl Builiojdxa pue 1a)Jew ayl Bulislud wouy sispus| Jjun
ayl Bunuanaid Ag ‘pawiojul-|jam 1sed| ayl 18b.el 01 puadl siapud| anboy

"'S9SUADI| 9HUI}OPUI 0} BAOW BY} pue JudawadIosuad 0} yoeosdde paseq
-)JSI1 B WOJ4 Hy8uUaq OS|e [[IM S1apud| Jle4 ‘siaped) anbou ay} Jo |eAowal
ayl Aq yo| sdeb ayy wouy Buniyouaq siapua| Jiey — 19xJew ayl Aonq

yiomauwlel] Jalied e buiess) ¢ 19xdeyn

g oleld / Lg B1S /XL "Ge0r091L01L0

LTE



€§

‘piq| ‘AejAypn pue uosdway)

pue a2IApY suazill) ,11paJd 81eU0I1I0IXd JO uolle|nBal aAIl0aye 10} 8sed gy ay| — Aleqqoy 1ybijAeq,,
‘urtebieq 11paJd 81eUOILIOIXS Ue SeM Juswealbe ayl

Jaylaym Bululwialep ul JUNO99e OJul UdXEe] g 0] J0U 9J9M S9lel 1S919lUl Ul SUOIIBLIBA 1Y) POPIJap ‘Sased
y1oq ui ‘jeaddy J0 LN0Y By "dwil 01 dwll woly d|geAed alam leyy sajed 1saiaiul ayl AleA 01 UO11aIoSIp

e pey slapug| ayl ‘sased 9sayl Yy1oq u| "9y (Wwo)) Y [V L [200Z] 1eyloue pue 1aduadg A ‘p1] S99IAI8S
[eloueuly yolMpeoIg pue GZoL (Wwo)) Y3 IV ¢ [LO0Z] uolunelg pue yseN-A-J7d @9ueul] uobeled

"pia1 ‘ASJAYAn 1@ uosdwiay
'666L 9J1U8) Ydieasay aoueul [eu0SlIad ay} Jo A9JAYpA )@ uosdway AqQ |1 g @y} 031 poday

"LO0Z 991APY suaziiy ,aplalp Aselall] [eloueuly syl Buibpliq — dn Buiwwing,, ‘(s,gvD 001 JaA0 woly
90UBPIAG UO paseq) 000Z 99IAPY Suazil) ,11Paid 91BUOILIOIXd JO uolle|NBal 9A11094)8 10} 9sed gy 8y
— Alaqqoy 1ybBijAeq,, ‘Buiped] Jied Jo |eisauan) 1030aliq 9yl Aq Loday — Le6L ,Suoiloesued) upas) isnfun,

J9puUd| ay} JO [njed} Jo/pue ssad04d N0 ayl Aq palepiwiiul [88) ||IMm
a|qelau|nA Ajaejnolued aie oym asoyl eyl pue uolloe unod Buibulig ol
sJallleq |ein}nd pue |eoiBbojoyoAsd ‘|eaijoead aoey Aew s1amolloqg eyl
pasiseydwa aAeY ¢, $110dd1 OM] "SI9M0410] 10} dAIsuddxa A1aA aq Aew
‘}InsaJ e se ‘pue g|qeloipaidun pue xajdwo9 si eale siyl ul uoiebi

‘a|dwexa Joj} ‘paljdde aie sabieyod

}nejap yoiym ul Aem ayl 4o 1saialul Jo alel ay} o) sabueys ybnouayl
— Jiejun juawoalibe ue sayew leyl Jopuad| ayl Agq 1onpuod juanbasqns
aq ‘1anamoy ‘Aew a1ay] g;,"0Ul PBIBIUS SEM }I dWI} Y} e Juswaaibe
11paJo e Jo swJial 8yl AJuo aujwexa 0} papusl 8AeY SHMNOJ 8y |

‘a|geirdaooeun Jeadde eyl (saled 1sa1alul ybiy Ajluessasau jou)

SWwI8] Uo uddel aq Aew 1pald — uollesadsap 10 doueloubi J8BWNSUOD

10 @snedaq J0 sdonoeid Buipedy anboa ybnouayl Jaylaym — aiaym
pabiawa aAey Buipus| JO SWIO} MBN ‘lUBWILIIBP 8Sned ued sjuswaalbe
Jo Buluunyd ayi 4o Buijjas-ainssald se yons saoijoeud Jiejun ‘uoilippe uj

"JaWNSU0) 8y} 01 JUsWIldp asned

os|e Aew uollewJsojul Juaiedsuedy Jo doe| pue sabieyd ynejap ‘palinbau
A114N28Ss JO |9Ad| Y} Se YIoNs Swiad) Jaylo ‘I9AdMOH “luswaalbe ay)
Japun pabieyd salel 1S8181Ul UO PASNI0} Ajjeuoilipel] 9AeY SN0 day |

‘'suoisinoid 1uens|al

2yl 0} uoljelaidialul paloldlsal e aAIb 01 Bulpual Ajjuanbasuoo
SHN09 a8y} ‘esioaidwl si 10y 8y} jo Buipiom syl leyl ,,penbie

uaaq sey 1l aenoilied uj "ybiy 001 aie me| JusJind ayl Japun sa|piny
BuiAjiienb ayl esnesaq Ajiewlid ‘spN09 8yl payoeal aAey S8SEI Ma

67

14

:WI0Jal 10}
paau 8yl 91e41SUOWAP YdIYM paljiIuapl usaq aAeY SJ030B) JO Jaquinu

"912UOI1I0IXd PBJIdPISUOD

LEE

0101604025_Txt / Sig: 28 / Plate A

Fair, Clear and Competitive
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3.31

should be replaced with a test that would make agreements easier to
challenge.?® Other research?® supports this view, suggesting that there
are up to a few hundred thousand people (often the most vulnerable in
society) who have loans with costs, terms and conditions that could be
considered extortionate.

A number of factors have been identified which demonstrate the need
for reform:

* Few cases have reached the courts, primarily because the qualifying
hurdles under the current law are too high. In particular, it has been
argued?’ that the wording of the Act is imprecise, the courts
consequently tending to give a restricted interpretation to the
relevant provisions.

* The courts have traditionally focused on interest rates charged under
the agreement. However, other terms such as the level of security
required, default charges and lack of transparent information may also
cause detriment to the consumer.

* In addition, unfair practices such as pressure-selling or the churning of
agreements can cause detriment. New forms of lending have emerged
where — whether through rogue trading practices or because of
consumer ignorance or desperation — credit may be taken on terms
(not necessarily high interest rates) that appear unacceptable.

* The courts have tended to examine only the terms of a credit
agreement at the time it was entered into.*® There may, however, be
subsequent conduct by the lender that makes an agreement unfair —
through changes to the rate of interest or the way in which default
charges are applied, for example.

» Litigation in this area is complex and unpredictable and, as a result,
may be very expensive for borrowers. Two reports#® have emphasised
that borrowers may face practical, psychological and cultural barriers
to bringing court action and that those who are particularly vulnerable
will feel intimidated by the court process and/or fearful of the lender.
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45 “Unjust Credit Transactions” 1991 - Report by the Director General of Fair Trading, “Daylight Robbery —
The CAB case for effective regulation of extortionate credit” Citizens Advice 2000 (based on evidence
from over 100 CAB'’s), “Summing Up - bridging the financial literacy divide” Citizens Advice 2001.

46 Report to the DTI by Kempson & Whyley of the Personal Finance Research Centre 1999.
47 Kempson & Whyley, ibid.

48 Paragon Finance PLC-v-Nash and Staunton [2001] 2 All ER (Comm) 1025 and Broadwick Financial
Services Ltd. v Spencer and another [2002] 1 All ER (Comm) 446. In both these cases, the lenders had a
discretion to vary the interest rates that were payable from time to time. The Court of Appeal, in both
cases, decided that variations in interest rates were not to be taken into account in determining whether
the agreement was an extortionate credit bargain.

49 “Daylight Robbery — The CAB case for effective regulation of extortionate credit” Citizens Advice and
Kempson and Whyley, Ibid.

AINIUBD 1S Z BY} Ul 183IBW 1P8ID JI8WUNSU0D 8y | 53
aAnnadwo? pue iea|) “Uieq

vV jeld / 82 :BIS /XL 7G207091010 ‘



54

0101604025_Txt / Sig: 28 / Plate B

Chapter 3 Creating a Fairer Framework

Reform Proposals

3.32

3.33

3.34

3.35

3.36

3.37

We intend to make it easier for consumers (and third parties acting on
behalf of the collective interests of consumers) to challenge unfair
agreements and for individual consumers to be able to seek redress
through an accessible, ADR system.50

The objective of reform will be to target any unfair credit transaction,
widening the scope of the current ‘extortionate’ definition, to ensure
account is taken of unfair practices as well as the cost of the credit. Any
assessment must be flexible enough to accommodate all circumstances
affecting the use of credit, while giving certainty to all interested parties
about what is acceptable and what is not.

Legislative factors and guidance from the OFT will give a clear message
to businesses, the courts, and, if appropriate, ADR adjudicators in
determining the fairness of credit transactions. They will enable account
to be taken of relevant practices in the current market and ensure that a
balance is struck between the duty of the lender to behave fairly and
responsibly and the need for borrowers to provide accurate information,
borrow sensibly and take responsibility for their own financial decisions.

We will consult informally on developing our definition of an unfair credit
transaction through our stakeholder group (comprising industry,
regulator and consumer representatives). We intend that the OFT wiill
have initial draft guidance available by the time these legislative
proposals are considered by Parliament.

Unlike the current provisions, in determining whether a transaction is
unfair, consideration should be given not just to how the agreement was
concluded but, also, to any subsequent events that may have led to
unfairness.

The factors in the legislation on what constitutes an unfair agreement
may include:

Unfair practices

*  Whether the lender or any broker has engaged in an unfair commercial
practice such as: misleading, harassing, coercing or otherwise unduly
influencing the borrower in connection with the transaction. This could

50 Qur proposals for ADR are discussed at the end of this chapter.
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involve, for example, the mis-selling of products, unacceptable high-
pressure selling techniques or the churning of credit agreements and
aggressive debt-collection practices.

Case Study

In summer 2000, Mr and Mrs Z applied to a major finance house for an unsecured
loan of £1,000 to carry out improvements to their property. A further £550,
relating to PPl and arrangement fees, was added to the loan. The APR on the loan
was 48.1%.

Both Mr and Mrs Z suffered from mental iliness. Their combined weekly income
was approximately £400.

Almost immediately, Mr and Mrs Z were contacted by the lender offering them a
further loan of £6,900. This was agreed a week after their first loan application,
and redeemed the earlier loan. It also included PPI at £2,057.50.

Three weeks later, the lender again approached Mr and Mrs Z and offered a loan
of £16,464. This time, it was secured over their home and the advance was again
applied to pay off the previous loan. This time the PPI cost £4,206.

Four further loans were completed between September 2000 and June 2001 -
each loan replacing the previous one, and each including PPI. The final loan was
for £74,162. And so, in the course of 12 months, the borrowers had received
seven loans from the lender, each including PPI. The total of the PPI for all of the
loans was £44,267. The borrowers’ state of health was such that they were
excluded from PPI cover in any event.

Despite representations from the CAB that the lender’s conduct had not complied
with its trade association’s code of practice, the lender was only prepared to make

only very limited concessions.

Source: Citizen’s Advice

Unfair credit costs

*  Whether credit payments substantially exceed market levels — having
regard not just to the original cost of the credit, but also to the total
sum that becomes due when a loan falls into arrears — including the
level of default interest, charges and costs. However, it is important to
note that high costs alone would not necessarily render the agreement
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unfair. Transaction costs are not ‘high’ or ‘low’ in the abstract, but
must be considered in the light of the nature and type of the
agreement and circumstances in which it was made or how the lender
has acted subsequently. For example, in the case of default, the
amount demanded by the lender to be repaid - including fees, costs,
and default interest — can be excessive and unfair compared with the
amount of credit advanced and risk involved. Lenders must, of course,
be able to recover debts and all their costs from those who default.
However, such charges and costs should be set at a reasonable level
in view of the lender’s own costs and losses.

Case Study

Mrs J took out a secured loan in 1987 of £10,800, for debt consolidation. £1,800
comprised a broker’s fee. The APR was 29.8% and she was to repay £240 a
month, over 15 years. The total amount repayable was £43,200, which included
interest of £32,400.

She fell into arrears and default interest was charged on the arrears at 29.8%.
This was compounded monthly. Costs and charges were also debited to the
account and default interest charged on them.

After 14 years, she received a settlement statement showing, to her shock, that
she owed £95,000. At that time, the monthly instalments of £240 were up to date.
However, the statement showed that interest was being debited to the account at
the rate of £2,000 a month, and so the balance would continue to grow at an
alarming rate. She had already paid £42,000 — nearly the full amount she would
have expected to pay if there had been no default.

Seven months later, the lender issued possession proceedings. The 15-year term
of the loan had expired and so the lender sued for the outstanding balance, which
had grown to £118,600. By that date, she had paid £52,200. The lender was
therefore claiming a total of £170,000 in respect of a loan where the borrower
only received £9,000.

Under the present law, the agreement could be difficult to challenge, as the
interest rate itself might not be regarded as extortionate. However, it was the
manner in which the lender operated the account when Mrs J fell into arrears that
led to such a huge debt.

Source: Mary Ward Legal Centre, London
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taking reasonable steps to ensure a consumer’s credit worthiness and
ability to meet the full terms of the agreement at the time it was
concluded. We acknowledge that different approaches to responsible
lending are required for different sectors of the market. However,
creditors should be expected to undertake enquiries that are
proportionate, having regard to the type of agreement, their
relationship with the customer, and the costs and risks involved. The
obligation on the lender must also be balanced with an obligation on
borrowers to provide true and accurate information about their
financial circumstances.

Other relevant circumstances

*  The circumstances of the borrower, including his/her age, experience,
business capacity and state of health, and the degree to which he/she
was under pressure and the nature of that pressure.

*  Whether the borrower dealt honestly in providing accurate and full
information to enable the creditor to assess the risk.

*  The degree of risk accepted by the lender, having regard to the nature
and value of any security.

*  Whether the transaction involves an inflated cash-price, so that the
true cost of the credit is hidden in the price of the goods.>'

*  Whether ancillary or linked transactions have been reasonably
required (e.g. insurance policies).

* Any other relevant considerations that may have led to unfairness.

Better Information for Consumers About Debt

3.38

Chapter two dealt with the information consumers need to shop around
for credit and fully understand the nature of the commitment they are
entering. Information is also essential once an agreement has been
concluded. A contributory factor identified in relation to the escalation of
debt, has been the lack of ongoing information that many borrowers
receive concerning their credit agreement. This is of particular concern to

51 Consumer groups have told us that insufficient use is made of the current provisions because the
reference to the “colourable cash-price<” is not properly understood.
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consumers who fall into arrears, as they are often unaware of the
consequences of charges on their account, default costs for missed
payments, compound interest on the amount owed or underpayment on
the accumulation of their debt. At present, although the CCA contains
some duties on the lender to provide information, these are generally
only triggered by a request from the consumer. There is no obligation on
a lender to provide regular statements or, crucially, to inform consumers
when payments have been missed.

To ensure greater transparency for consumers, it is intended that
creditors should provide regular statements — at no direct cost to the
consumer - detailing prescribed information about the account. The
creditor will also be required to send statements to the debtor more
frequently if the account falls into arrears. In particular, the creditor
should notify the debtor on each occasion that charges have been debited
to the account, together with information about their impact on the debt.
It is envisaged that interest will not be charged on these charges for a
period of 28 days after notification has been sent. However, provision will
be made to reduce the frequency of such information where regular
charges are incurred on a recurrent basis (e.g. monthly).

Existing Agreements

3.40

We are considering the extent to which our proposals should apply to
existing credit agreements and whether any transitional arrangements
are necessary. We will make a decision on this by the end of

January 2004.

Representative Actions

3.41

In our consultation paper on the extortionate credit provisions,?2 we
proposed that named third parties could bring a group-claim against a
trader engaged in rogue trading practices. We intend to enable certain
designated bodies to bring an action on behalf of the collective interests
of consumers requiring a trader to refrain from engaging in conduct
which constitutes an unfair credit practice, through the use of existing
powers under Part 8 of the Enterprise Act 2002. Over the next two
months, we will work with relevant Government Departments and key
stakeholders to determine how best to implement the proposal.

52 Tackling Loan Sharks — and more! A consultation document on making the extortionate credit provisions
within the Consumer Credit Act 1974 more effective, March 2003.
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Codes of Conduct

3.42 In addition to the reforms set out in this White Paper, the Government
believes that industry codes of conduct can play a vital role in effecting
change within the lending industry. OFT has identified the financial
sector as a priority sector for encouraging approval of codes of conduct
under the new powers given to it in the Enterprise Act 2002.The
Government'’s expectation is that all creditors should be covered by, and
comply with, principle-based codes of practice. The Government also
encourages trade associations regularly to review their codes of practice
to maintain industry standards. In particular, they should reflect best
practice with regard to responsible lending, marketing and arrears
management, and should seek to ensure compliance with the code.

The case study below illustrates how Codes of Conduct can play a vital
role in helping consumers in financial difficulty.
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Case Study

Mr A took out a credit card with a finance company in February 2001. A year later,
Mr A lost his job, but was re-employed within a couple of months at a much
lower salary. This meant he was unable to maintain the minimum payment on

his account.

Mr A owed money to a number of lenders to whom he made offers to reduce his
payments (through a “financial statement”). He also requested that interest be
frozen on his accounts in order to give him a chance to recover from the
situation. All lenders agreed, apart from one who continued to charge interest at
a reduced promotional rate of 7% pa.

The lender confirmed that as part of their terms and conditions, contractual
payments should be made at either 2.25% of the outstanding balance each
month, or the total of any fees and interest plus £5, whichever was the lower
amount. Since Mr A's offer in his financial statement was more than this
minimum monthly contractual payment, the lender was at first reluctant to accept
that Mr A was in financial difficulty. They did, however, continue to give Mr A the
reduced promotional rate of interest until his account was up to date and within
the agreed credit limit.

Mr A sought the help of the lender’s trade association. The association
intervened, pointing out that under its code of practice, which went further than
the legal protection offered to borrowers, its members must treat cases of
financial difficulty sympathetically and positively. Following the association’s
intervention, the lender agreed that as an exception to their general policy, they
would freeze the interest on the account for three months in order to enable Mr A
to make headway on reducing the balance outstanding on his account. Mr A was
happy with this result.

Source: Finance and Leasing Association

60

Improving Consumer Redress

3.43 Most respondents to recent consultation®3 agreed that there should be a
mechanism, other than the courts, to resolve disputes about consumer
credit. Court action is perceived as being costly, complex, intimidating
and lengthy. In respect of extortionate credit, there have only been

approximately thirty court cases in thirty years of which ten were successful.

53 Summary of responses to the consultation document on making the extortionate credit provisions within
the Consumer Credit Act 1974 more effective. (CCP 007/03)
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3.44

3.45

3.46

Other evidence, from Citizens Advice for example, suggests that
extortionate, or unjust, credit is more widespread than the small number
of court cases would indicate.

The introduction of an ADR system should make it easier to resolve
disputes in a speedy, fair and inexpensive manner. This would benefit
both firms and consumers. The Government believes that some form of
ADR for the consumer credit industry should be established.

One possible ADR mechanism for consumer credit would be the Financial
Ombudsman Service (FOS). The FOS was set up as an independent
dispute resolution service under the Financial Services and Markets Act
2000 to help settle individual disputes between consumers and those
firms which are regulated by the FSA. The FOS, which is free to
consumers, already deals with disputes about mortgages, other loans and
credit cards between consumers and firms which offer these services and
also offer financial services regulated by the FSA.

In principle, it would be a good outcome for the FOS to become the ADR
for disputes concerning consumer credit. We recognise, however, that
there are a number of practical issues that would need to be resolved.
These include, but are not restricted to: which aspects of lending should
be covered by the FOS, what the relationship of the FOS should be to
court or regulatory action on consumer credit, who should bear the costs,
and what would be the impact on the other work by the FOS of the
inclusion of all consumer credit? We will shortly be consulting publicly on
whether the FOS should become the ADR for consumer credit disputes or
whether a “stand alone” ADR dealing only with consumer credit would
be a better alternative.

Impact Assessment

3.47

The proposed changes will produce the following improvements:

* It will be easier for consumers to challenge unfairness as the current
provisions on ‘extortionate credit bargains’ will be widened to
encompass ‘unfair credit transactions’.

*  Consumers will also be empowered to challenge unfair practices
through an ADR process, instead of only having the option of the courts.

* QGreater transparency concerning annual statements and arrears
accounts will alert consumers to possible problems caused by
accumulation of debt.
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* The use of Enterprise Act enforcement powers will enable the OFT
to take co-ordinated action to stop those traders who engage in
systematic, unfair practices, creating a fairer credit market for
consumers and credit businesses alike.

* These reforms will benefit consumers who are victims of an unfair
credit transaction. They will be especially targeted to help lower socio-
economic groups who are disproportionately susceptible to excessive
costs and unfair practices.

We will shortly be consulting publicly on whether the FOS should become
the ADR for consumer credit disputes or whether a “standalone” ADR,
dealing only with consumer credit, would be a better alternative.

Interest Rate Cellings

3.49

3.50

It has been suggested by some consumer groups that one mechanism for
controlling the cost of credit is to limit the rate of interest charged. The
overwhelming advantage claimed for this mechanism is its simplicity.
Several other EU Member States and some of the States in the United
States of America have ceilings. The UK, itself, had what was, in effect, a
ceiling prior to the introduction of the CCA. The Moneylenders Acts
provided that a rate in excess of 48% was prima facie excessive and the
transaction harsh and unconscionable. However, the Crowther Committee
concluded that, in practice, the protection accorded was largely ineffective.>*

The Government is not yet persuaded that the introduction of interest rate
ceilings for the UK is the right approach to provide protection from
excessive credit costs. While the Government acknowledges that there
are some benefits from having a clear and simple-to-administer system,
there are a number of problems associated with interest rate ceilings:

The UK has a sophisticated and diverse credit market. There would be
many practical difficulties in introducing a capping regime that would
apply to so many different types of credit arrangement.

* A high APR is not necessarily indicative of an extortionate or high-cost
loan. For example, the amount of interest repayable for very short-
term loans may appear relatively modest, and yet can result in a very
high APR.

54 Cmnd 4596 Consumer Credit, Report of the Committee, Lord Crowther, London, Her Majesties Stationery
Office, 1971, section 6.6.3 — 6.6.4.
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» Creditors could manipulate the APR by extending the minimum term
over which credit can be taken. This would result in the APR being
reduced, although the total interest repayable might actually increase.

« If creditors are required to reduce their rates to come within a rate
ceiling, they could make the cost of credit to consumers more
expensive in other ways. For example, many weekly doorstep lenders
do not, at present, charge for missed or late payments, but could
decide to introduce such charges.

* Rate ceilings could actually have the effect of encouraging rates to
gravitate towards that ceiling.

* A rate ceiling may also result in some lenders withdrawing from the
market. This, in turn, may lead to groups of consumers being denied
ready access to alternative forms of credit, forcing them to resort to
illegal moneylenders.

EU Member States who have rate ceilings, tend to have a less diverse
credit market.

Therefore, the Government is not yet persuaded of the case for interest
rate ceilings. Our preferred approach is to address high-cost credit in a
number of other ways (outlined elsewhere in this chapter). In particular,
this will include measures to combat unfair interest rates and charges.
In addition, protection will be provided by the increased transparency of
agreements and changes to the rules on early settlement.

That said, we have commissioned research into the way that interest
rate controls have worked in other countries. This research will also look
at the differences in the environment between the UK and those
countries, for example, in the level of availability of non-commercial
sources of credit such as credit unions.

Whether or not an interest rate ceiling is the most appropriate
mechanism, the Government is concerned that the cost of some credit is
unreasonably high. The measures set out in this chapter are intended to
deter and, if necessary, deal with those lenders who abuse the current
system through unfair and excessive interest rates. The Government will
continue to monitor the impact of these measures and the cost of credit.

Many of the consumer concerns raised relate to high interest-rate charges
in the doorstep collection credit market. We are aware that the National
Consumer Council (NCC) has launched a research investigation to explore
the extent of competition in the market for home credit for low-income
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consumers. The NCC is examining barriers that may stop consumers
from switching between lenders; the structure of the market; whether
there are barriers to new businesses entering the home credit market; and
whether prices are kept consistently high.

The NCC is conducting this research to see whether there are sufficient
grounds to submit a super-complaint, on behalf of low-income
consumers, to the OFT. The Government will consider any competition or
other remedies the OFT proposes, should a market investigation into
doorstep lending proceed.

Abolition of Financial Limits®®

3.66

3.57

3.58

3.59

3.60

The current purpose of the CCA is to protect consumers when entering
into small- to medium-value credit agreements. When introduced, it
covered most credit agreements up to a financial limit of £5,000, but this
was increased to £15,000, in 1985, and to its present limit of £25,000° in
1998; on both occasions to reflect inflation.

These protections are vital. Previous published reports®’ and feedback
from financial advisors indicates that it is consumers requiring lower-
value loans who are most vulnerable and least likely to seek independent
financial advice.

However, more and more consumer agreements are no longer regulated
due to an increase in borrowing on second-charge mortgages and
unsecured loans above £25,000.

In particular, consumers are being encouraged to use secured loans to
consolidate unsecured debt. This reduces consumers’ monthly payments,
but spreads their debt over a longer period of time, resulting in higher
borrowing costs. In addition, once the borrowing is secured, they run the
risk of having their property repossessed in the event of default.

The lack of protection is further highlighted by the fact that from 31
October 2004, the FSA will be given the power to regulate first-charge
mortgages, for which there will be no financial limit. However, the FSA

55 Consultation on these issues took place in March 2002: Tackling Loan Sharks and More! A consultation
document on the financial limit and exempt agreements of the Consumer Credit Act 1974. Summary of
Responses published in November 2002.

56 |t is important to note that, in contrast to other provisions of the CCA 1974, the court<\#213>s powers to
reopen an extortionate credit bargain are not confined to this amount but apply to all agreements of
any value.

57 Daylight Robbery — NACAB 2000 and Extortionate Credit in the UK - Elaine Kempson and Claire Whyley
June 1999.
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3.61

will not regulate second-charge mortgages, so those loans above £25,000
would therefore remain unregulated if the financial limit of the CCA is
not amended.

In the light of these developments, the Government has therefore
announced its intention to remove the current financial limit and re-
examine the current exemptions under the Act. This will ensure there is
consistent and transparent protection for consumers entering into credit
agreements of any value.

Enforcing Credit Agreements

3.62

3.63

3.64

3.65

Importantly, any reform in this area will need to proceed in conjunction
with reform of S.127 of the CCA. This is the section that governs the
enforceability of agreements and sets out the powers a court has to
enforce a regulated agreement. In cases where certain requirements of
the Act, relating to the form and content of an agreement, have not been
followed by the lender, the Court has discretion to consider whether to
make an agreement enforceable. However, in certain instances, the Court
is precluded from making an enforcement order if the agreement is not
properly executed — because, for example, the documents were not in a
certain prescribed form or signed.

The House of Lords judgment, in July 2003, in Wilson and others v.
Secretary of State for Trade and Industry (Appellant),®® confirmed that, in
these certain instances, the effect of a technical error on the part of the
lender will render the whole agreement unenforceable.

The House of Lords found that this was a proportionate outcome, even in
circumstances where the lender has acted in good faith and the error had
stemmed from a mistaken understanding of the statutory requirements.
However, it is clear from the judgment that their Lordships had in mind
the current financial limit of £25,000, which confines the exposure of a
creditor. It is not clear whether they would have found such adverse
consequences to a lender acceptable on human rights grounds if there
was a much higher, or no, financial limit.

We therefore recognise that removing the financial limit could expose
lenders to greater liability where agreements are held to be
unenforceable. A more proportionate approach to enforcement will
therefore be sought which will seek to balance, on the one hand, the
objective of ensuring that particular attention is paid to the inclusion of
certain terms in documentation signed by borrowers, and on the other,
the financial consequences of unenforceability for lenders.

58 [2003] UKHL 40.
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Business Lending

3.66

3.67

3.68

3.69

The CCA currently regulates credit agreements made with: ‘individuals
including a partnership or other unincorporated body of persons not
consisting entirely of bodies corporate’. Because the personal and
business affairs of people running small businesses may be intermingled,
they should receive the same protection in their business capacity as is
afforded to them as consumers.

Removal of the financial limit would mean that all business lending to
partnerships and sole traders would be caught by the CCA. This would be
likely to result in the cost and access to high-value finance for small
businesses being adversely affected in the following ways:

+  The CCA contains a provision that allows Hire Purchase (HP)
agreements to be voluntarily terminated and the goods handed back
if a minimum of one half of the total sums due have been paid back.
While this is relatively manageable for lower value goods, removal
of the financial limit would expose HP providers of, often, bespoke
equipment, to returned goods, which may then be of little or no
re-sale value. Estimates suggest that in excess of 70% of business
lending on HP terms is for specialist equipment above £25,000 and,
therefore, currently unregulated. This represents a considerable risk
to the credit provider.

* The existence of cooling-off protections for agreements concluded
away from trade premises could restrict the flexibility of business
lending and the speed of access to finance. Concluding business
transactions in this manner is common practice and such delays may
result in the skewing of business lending to other forms of borrowing,
which are neither regulated nor appropriate.

Following extensive consultation,?® the Government believes that some
business lending below £25,000 should still be regulated to protect the
most vulnerable business borrowers who do not have access to
mainstream lenders.

The £25,000 limit continues to be appropriate for this purpose as it
provides a reasonable upper limit for vulnerable businesses. Borrowing
above this figure is likely to be secured by a charge over the assets being
purchased, which will entail both a higher level of advice (including legal
advice), and recourse to the underlying assets.

59 Through consultation document and responses as well as Stakeholder groups.
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3.70

3.71

Retention of the limit provides suitable protection for the vulnerable,
smaller businesses but, importantly, also facilitates ease and speed of
access to vital business funding above £25,000, where its use is solely for
business purposes.

It is the Government'’s intention, therefore, to retain the £25,000 limit for
all business lending to unincorporated bodies (which will be defined as
sole traders, partnerships — up to and including three partners — and other
unincorporated bodies not consisting entirely of bodies corporate).
Irrespective of the value of the loan, where any part of it is for a non-
business purpose it will be regulated by the CCA.

Exemptions

3.72

3.73

Some categories of credit and hire purchase agreements were originally
exempted from the Act because, either alternative safeguards already
existed, or it was thought that to impose regulation might not be in the
interests of consumers.

At present, many lenders offering secured loans are exempted under
certain generic exemptions (banks, for example, as they are already
covered under separate legislation). These provisions dictate that some
types of lender have to be named in an order made under S.16 of the
CCA for their loans to be exempt, while others do not. This imbalance
mainly exists between bank and building society subsidiaries
(subsidiaries of the former gain automatic exemption, whereas the latter
have to apply for exemption). While the responses to our consultation
delivered a clear message that the current exemptions should be
retained, the Government believes that further consideration of the issue
is appropriate. We will make a decision on this issue by February 2004.

Modifying Agreements

3.74

3.75

The removal of the financial limit has generated some concerns from the
lending industry with regard to their increased exposure to liability when
varying or supplementing existing credit or HP agreements. The CCA
stipulates a number of formal requirements (S.82) should be followed,

if the new agreement is to be enforceable.

The process of modifying an existing agreement is perceived by lenders
as potentially complex and prone to error with the subsequent risk of the
modified agreement becoming unenforceable. However, it is not clear
whether concern regarding unenforceability is the sole concern for
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lenders or whether they find the current provisions burdensome or
unworkable for other reasons.

We will work with stakeholders over the next two months on whether
more wide-ranging reform is needed.

Multiple Agreements

3.77

3.78

One of the objectives of the provisions relating to multiple agreements is
to prevent lenders artificially combining distinct agreements together, in
order to exceed the regulatory limit. The removal of the £25,000 limit will
make this objective redundant for any borrowing with a consumer
element.

The second objective of the provisions is to make it clear that an
agreement, falling within more than one statutory category, must comply
with the statutory requirement for each category. Difficulty has been
caused when single advances are to be applied for two or more purposes,
attracting different categories. In recent years, the introduction of more
complex retail lending products — e.g. credit cards with different terms for
balance transfers, cash advances and purchases — has led to uncertainty
as to how the provisions apply to the different elements of the
agreement. Further discussion is needed with relevant parties to clarify
how this area can be made more transparent for the consumer, while
still making it possible for lenders to package together different credit
products with legal certainty. We will aim to finalise these provisions

by February 2004.

Impact Assessment

3.79

The removal of the financial limit will result in the following benefits:

* The inclusion of all consumer lending within the CCA regime so that
all consumers benefit from the regulatory provisions, rather than only
covering consumers borrowing less than £25,000.

*  Proportionate protection for small businesses will be maintained by
retaining the £25,000 limit for business lending, while recognising that
higher value business lending does not require regulation through
the CCA.

* Greater clarity and certainty for creditors wanting to make use of the
provisions on modifying and multiple agreements, and greater
transparency for consumers.
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We want a Europe that creates business opportunities and enhances
consumer protection and choice; a Europe that builds the confidence of
consumers to shop across borders; a Europe where business can transact
with certainty. We want to see a competitive, dynamic market in
consumer credit that encourages entrepreneurship and growth.

The UK has gone significantly further than the existing European
legislation in its approach to regulating new types of credit agreement in
this fast-moving sector. The 1987 legislation® only set the minimum
requirements necessary for regulation across the EU. This has led to
competitive distortions in its credit markets. Consequently, the scope for
consumers to obtain credit in other Member States is restricted.

The Government supports a single market in consumer credit, enabling
businesses to work with legal certainty and consumers to shop
confidently, across the EU.

Since September 2002, the European Commission has brought forward
two proposals, aimed at enhancing consumer protection and establishing
a single marketplace: a revised Consumer Credit Directive®! (CCD), and
the Unfair Commercial Practices Directive®2. These proposals have an
important impact on consumer credit regulation within the EU, including
the UK.

We expect UK regulation to be consistent with and complement
European legislation. The UK’s consumer credit legislation provided
European policymakers with many of the ideas for the existing 1987 CCD.
Our experience as the largest, most dynamic credit market in the EU
means that the UK has much to bring to developing regulation of this
sector at a European level.

This paper sets out our vision for European-wide consumer
credit provision.

60 87/102/EEC.
61 COM(2002) 0443.
62 COM (2003) 0356.
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The UK and other Member States have found the existing, 1987, CCD
inadequate to regulate the EU credit market of the 21st Century.

The European Commission published its proposal for a revised CCD on
11 September 2002. There is a long way to go and many uncertainties as
to how the final Directive will look.

A revision of existing law is an opportunity for the UK credit industry
(worth 40% of the EU credit market which exceeds £500 bn®3) to expand
with legal certainty and create an environment where consumers can
cross borders to shop for credit with confidence.

UK Focus

4.10

4.11

4.12

For the UK to take full advantage of its place at the heart of the EU credit
market, the Government’s objective must be to secure a Directive that
tackles the real barriers to a single market in consumer credit and
provides an appropriate level of consumer protection.

While the Government recognises that significant barriers to the single

market will be language and culture, a Directive must address barriers to:

the use of and access to data — to ensure lenders have the correct
credit reference information to assess the risk of lending to individual
consumers.

fair competition — to enable UK credit companies to penetrate new
markets by establishing high-level principles that create a level
playing-field for lenders and protect consumers from misleading and
unfair advertising.
debt recovery and collection practices — to ensure lenders are able to
recover debts in other markets and operate under clear rules in all
Member States.

The key building blocks for such a Directive are:

Cross-border exchange of data on an equal and fair basis;

Common information requirements;

63 Consumer Credit Directive proposal — explanatory memorandum COM(2002) 443 final.
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Common rules on approaching the calculation of the APR - essential
for like-for-like comparison of different offers;

An effective licensing regime for lenders wanting to provide credit
products cross-border; and

An effective out-of-court redress process to deal quickly and easily
with cross-border consumer complaints.

The Government will work closely with the Commission, other Member
States and the European Parliament to ensure the proposals are in the
best interests of the UK.

The current reform process could be very influential on the European
debate. Our analytical research into the key drivers for reform of the
largest and most dynamic credit market in the EU means that our
conclusions as to the right level of regulation and consumer protection
will provide a clear direction for the UK at an EU level.

It is the Government’s intention to forge ahead with reform. We do not
believe it would be right to hold it up until the CCD is agreed.

On 18 June 2003, the Commission published a draft Directive concerning
unfair business-to-consumer practices in the internal market (the Unfair
Commercial Practices Directive). The proposed Directive will cover all
business sectors, including consumer credit. It has two main objectives:
to tackle rogue traders through prohibiting unfair commercial practices;
and to create a more conducive environment for business and consumers
who want to sell and buy cross-border by replacing the existing,
outmoded rules currently regulating this sector.

The Government is concerned about the possible impact of this cross
cutting measure on already highly regulated sectors such as financial
services. The Government’s broad objectives in future negotiations will
be to ensure that any Directive offers effective consumer protection,
avoids duplication of regulation, and provides legal certainty for
business, consumers and enforcement bodies. The Directive should also
complement the provisions of the CCD and the UK reform process
through its coverage of marketing and selling practices. The Government
has consulted separately on this proposal®4.

64 http://www.dti.gov.uk/ccp/consultpdf/unfaircon.pdf
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Over indebtedness
harms individuals,
fuels poverty and
social and financial
exclusion
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Chapter 5 Minimising Over-indebtedness
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5.1 Despite the dramatic increase in availability of credit since 1989, evidence MBU Y/ *||[eYdHYAA SSO0JIOB UOI10R PaleUIpJ0-02 a1inbal [|1m Jaideyd siyy
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borrowing effectively, paying off their debts as they fall due.?®> However,
there are a minority of consumers for whom over-indebtedness is a "Ssaippe 0} paau |[Im ABajells ssaupalgapul
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exclusion, as well as having a real impact on the health and well-being of
individuals. Tackling over-indebtedness is integral to the development of

an effective, efficient and inclusive credit market, and to the achievement paulyap Alies|d uo paseg y00g bulids Aq ‘Abajesys ssauparqapul
of DTI's PSA objective to ‘place empowered consumers at the heart of an -19A0 ue dojansp |im am ‘sisupied asay} Yym Buppiop) ‘siewnsuod pue
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5.2 While aimed at all consumers, the measures in this White Paper set out a

new, transparent and fair framework for a modern credit market that will SSau pelqepu !—J GAO 6U | |>|OBJ_ JOJ_ A@G]_BJ]_S ‘v’
be of particular benefit to the most vulnerable. It is they who are most
likely to suffer from the kinds of detriment we are seeking to prevent. Of
particular importance are the measures aimed at improving information
provision, strengthening the licensing regime to target rogue and unfair
practices, putting an end to unfair selling practices and facilitating
challenges to unfair credit agreements. This chapter builds on this with

specific measures to tackle over-indebtedness.
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A Strategy for Tackling Over-indebtedness
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5.3 Addressing the specific problems of over-indebtedness requires
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principles and responsibilities this strategy will complement our proposed
legislation. This chapter sets out the measures the Government is taking

to tackle over-indebtedness and identifies areas that the over- |eloueuly pue |eidos pue ‘Aliaaod s|any ssaupalgapul-lanQ “wajqoud
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5.4 Successful development and implementation of the proposals set out in l1ayy abeuew o1 anuiluod spjoyasnoy jo Ajliolew ayi 1ey) s1sabbins
this chapter will require co-ordinated action across Whitehall. A new 9OUBPIAS ‘686L doUlS 1PaJd JO Alljige|ieAe Ul 8seaJdul dljewelp ay) audsaq L"G

Ministerial Group will oversee government action (discussed further below).
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65 Kempson, E (2002) “Over-indebtedness in Britain: A report to the Department of Trade and Industry”,
Department of Trade and Industry (www.dti.gov.uk/ccp/topics1/overindebtedness.htm)
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The Current Situation

Defining Over-indebtedness

5.5

5.6

There is no generally accepted definition of over-indebtedness. For the
purposes of this White Paper we use the criteria established in the
Household Survey, carried out for the DTl in 2002,%6 namely, that a
household is likely to be over-indebted if:

*  25% of their annual income is spent on repaying consumer credit (5%
of UK households in 2002);

*  b50% of their annual income is spent on repaying consumer credit and
mortgages (6%); or

*  They have four or more credit commitments (7%).

This definition presupposes all consumers have access to mainstream
credit services. However, a number of the measures that follow are
equally aimed at those consumers who simply have difficulties budgeting
on a low income or do not use mainstream financial services — the
‘financially excluded’.

The Extent of Over-indebtedness

5.7

5.8

The majority of consumers use credit effectively, without getting into
difficulties. There is, however, a significant minority who do suffer
because of debt: some 7% of households fell into the criteria for over-
indebtedness listed above, and 20% of households approached for the
Household Survey admitted to having financial difficulties of some kind
at the time of the survey.

Over-indebtedness is closely linked to low income, and financial and
social exclusion:

*  Low income. 35% of low/moderate income families are unable to meet
repayments on at least one bill or credit commitment.®” People on low
incomes normally borrow relatively small amounts. However, as a
proportion of their incomes the amount owed is greater than for
higher-income groups.

66 Op cit 65.
67 Family and Children's Study, Department for Work and Pensions, 2000-2001.
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* Financial exclusion. It is estimated that 7% of the overall population is
excluded from the financial services market, and this figure rises to
14% where household income is between £150-200 per week.58

« Social exclusion. Over-indebtedness can be both a cause, and a result
of social exclusion. Socially excluded groups are at higher risk of over-
indebtedness, and some people who are over-indebted risk becoming
socially excluded - for example, through becoming homeless, losing
work or developing mental health problems.

In the event of a change in the current macro-economic climate — with its
low interest rates and high levels of employment — there is the potential
for a greater proportion of consumers to become over-indebted. Low-
income groups and the young have the highest debt-to-income ratios and
their ratios have increased most in recent years®®. Thus it is these
households that are most vulnerable to sudden financial changes.
(Vulnerability to over-indebtedness is discussed further in chapter one.)

The Causes of Over-indebtedness

5.10

Over-indebtedness is usually triggered by a major life event or change in
circumstances. The most common triggers are: losing a job or constantly
moving in and out of work, separating from a partner, becoming ill or
developing a disability, or having children. For example, nearly one-in-
five households in arrears or financial difficulties attribute this to
redundancy.’? In addition, approximately one-in-seven people cite living
for long periods on low income as the cause.”’

Following this trigger, some people fall into debt while others cope.
A range of factors influence whether a trigger results in a debt problem,
many of which in particular affect vulnerable groups. Such as:

«  Financial literacy. DTI research’2 shows that the lack of understanding
and awareness of financial products is highest among the lower socio-
economic groups (for example, 70% of the C2DE classification do
not know what the APR stands for compared to 50% for the
ABC1s classification).

67 Family and Children's Study, Department for Work and Pensions, 2000-2001

68 Department of Trade and Industry (1999) “Modern Markets: Confident Consumers” (www.dti.gov.
uk/consumer/whitepaper/). The Social Exclusion Unit’s Policy Action Team 14 (PAT14) on financial
exclusion sets out evidence for the extent and causes of financial exclusion.

69 Bank of England Quarterly Bulletin, Winter 2002, “Financial Pressures in the UK Household Sector:
evidence from the BHPS”.

70 Op cit 65.
71 Op cit 65.
72 Op cit 14.
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reducing both debt and its impacts.’® As discussed later, free debt
advice suffers from problems of capacity, confusion, co-ordination
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* Irresponsible or illegal lending. This can exacerbate the situation, and
those in vulnerable groups are more likely to be at risk from
extortionate credit and unfair practices or to be borrowing from illegal

SSQUP3gapuUI-1aA(Q) JO SIS0 Y| moneylenders.

* Administration or entitlement difficulties. Following a trigger, a lack of
timely Government support can increase the likelihood of problem
debt. For example, problems with Housing Benefit administration can
exacerbate problems of over-indebtedness experienced by tenants.
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exacerbate over-indebtedness. Practices that sometimes indicate
irresponsible borrowing include: borrowing to re-finance other credit,
unplanned purchases and taking on new credit despite knowing that
repayment will be a struggle.”®
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5.13 The costs of over-indebtedness do not just fall on individual borrowers,
they have a much wider impact, affecting financial institutions or
creditors, and the State as a whole.
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5.14 Over-indebtedness impacts heavily on borrowers’ lives. Studies have found:

e Stress is a particular problem. The Citizens Advice report, ‘In too deep:
CAB clients’ experience of debt’,”® found that a quarter of CAB clients
are already seeking treatment from their GP for stress, depression and

"Buipuny pue . . . .
anxiety, at the time of seeking advice;
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ul |elonJo se Udsas aJe S3JIAISS 3JINPY "9IINPY 1q8(J JO /(JI/IQE/IE/\V © 73 Collard, Steele and Kempson, “Quality Assured? An Assessment of the Quality of Independent Money

Advice” (2000).

74 Information taken from CAB Evidence report “In too deep. CAB clients’ experience of debt” (May 2003)
and Financial Over-Commitment Survey: Research Study conducted by MORI for Citizens Advice (July
2003).

75 Op cit 65.

76 Citizens Advice (2003) “In too Deep: CAB clients’ experience of debt”
(www.citizensadvice.org.uk /docks/In_too_deep.pdf)
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* Mental health problems affect a higher proportion of those in over-

_ _ ‘lemaual pooysnoqybiau pue sailljenbaul
indebted households than they do the general population;
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* Money problems have been associated with a large proportion of e sey os|e ‘sdno.B awooul-mo| Buowe Ajie|noed ‘ssaupaqapul-Iang 3L'G

homicidal threats, violence and suicides;
) ‘wIs|aajuasge pue ssaJis wolj Aliannonpoad uo poedwi syl .
* Indebtedness may be a barrier to work;
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» Access to future credit is restricted due to the backwards-looking
credit rating system.

5.15 The costs to financial institutions and creditors include: eBpnq BUISNOY §UBWUISA0D)
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+ Coverage of bad debt and the level of contingency fund set aside for

non-payment; !S19M0410q |ENPIAIPUI
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* The cost of chasing bad debts through management and

administrative time, debt collectors and court fees. :9pN|OUI B|OYM E SE 811G 8y} U0 pasodw] S1S02 8y | /LG

5.16 These costs are difficult to quantify, but analysis undertaken by the DTI
suggests that the cost of recovering 2.5% of current, outstanding
(unsecured) consumer credit would be approximately £600-800m.
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¢ The burden on the NHS due to stress and related impacts on P 5 Hi S199P PEA o il

individual borrowers; ‘JuswAed-uou
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* Debt problems result in evictions, which impose a direct cost on the

Government’s housing budget; :9pNJoUl S101PaJD pue SUOIIN}ISUI [BIDUBUIS 01 S1SOD aY | GL'S

* Public expenditure on debt cases in the legal system (for example, in
2002/03, the Community Legal Service spent £19.6m on legal aid for
debt cases);
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¢ The impact on productivity from stress and absenteeism.
S9p1oINS pue 9dUd|OIA ‘S1ealy} |epIdiwoy

5.18 Over-indebtedness, particularly among low-income groups, also has a 40 uornodoud abie| e Yum paleInosse usaq aaey swiajqold ASUop -

significant negative impact on a number of Government objectives - for
example, on eliminating child poverty, welfare to work aims, health
inequalities and neighbourhood renewal.
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5.19 Further details of the extent, causes and costs of over-indebtedness are
set out in Annex C.
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Objectives

5.20

5.21

5.22

5.23

5.24

The Government seeks to create a fair and efficient marketplace where
consumers can actively participate, making informed judgements and
taking effective decisions about the use and management of their money.
In doing so, the Government will work in partnership with the voluntary
sector and the credit industry to empower those most at risk of falling
into over-indebtedness, thus, minimising the costs of over-indebtedness to
individuals, the financial sector, the Government and society as a whole.

In order to achieve this, the Government seeks to:

*  Minimise the number of consumers who become over-indebted; and

* Improve the support and processes for those who have fallen into debt.
The following sections highlight proposals to address these twin aims
through: empowering and protecting consumers; facilitating the provision
of affordable credit; assisting those in debt; and ensuring provision of
accessible and usable legal processes for problem resolution. Policy
proposals cover:

* Financial literacy

«  Debt advice

* Sources of affordable credit

* Irresponsible or lllegal money lending

*  Enforcement processes and problem resolution

* Administration of entitlements

*  The way forward: co-ordination and monitoring

These proposals are not only designed to ensure that those facing the
triggers identified above are able to cope, but also to ensure that when
individuals cannot cope, there is sufficient support available.

The proposals have particular regard for vulnerable groups and will be

taken forward in collaboration with government work on financial
exclusion. The recommendations of the Social Exclusion Unit's Policy

79
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Action Team 14 (PAT14) report on financial exclusion’’ have now broadly
been implemented and the Government is developing a strategy for
addressing financial exclusion going forward.

Financial Literacy

5.25

For consumers to make rational, well-informed choices about financial
products, they need to have access to information, and the ability to
understand that information (information provision and transparency are
discussed in Chapter 2). The Moser report ‘A Fresh Start’’8 identified that
a significant proportion of consumers do not classify themselves as
financially literate. The Citizens Advice report, ‘Summing Up'/? which
brings together evidence gathered by Citizens Advice Bureaux in the
course of providing debt advice, identified a number of detriments arising
from poor consumer literacy and numeracy. These included the fact that
such consumers:

* Find it immensely difficult to identify appropriate financial services;

+ Can too easily become the victims of abusive practices from financial
service companies; and

+ Find it difficult to identify the welfare benefits and/or credits that
would increase their income.

Financial Education

5.26

In addressing this, the Government, working in partnership with other
organisations, is already doing much to improve financial education and
literacy through a range of programmes, including:

» Citizenship and Personal, Social and Health education, which is part of
the National Curriculum in schools in England;

+ The Basic Skills Agency’s ‘Skills for Life’ programme and the
Department for Education and Skills" Community Finance Learning
Initiative, both aimed at adults;

77 National Strategy for Neighbourhood Renewal: Policy Action Team Audit (1998) “PAT 14: Financial
Services” (www.socialexclusionunit.gov.uk/publications/reports/html/pat_audit/14.htm)

78 Lifelong Learning (1999) “A Fresh Start: Improving numeracy and literacy”
(www.lifelong learning.co.uk/mosergroup/rep.htm)

79 Citizens Advice (2001) “Summing up: Bridging the Financial Literacy Divide. A CAB evidence report”
(www.citizensadvice.org.uk/pdfs/project.pdf)
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* A range of financial education and advice materials produced by both
the FSA and the OFT, along with a number of charitable, consumer
and industry bodies.

Generic Financial Advice

As well as financial education, consumers may also require guidance and
assistance in making financial decisions and managing their money.
There are already a number of initiatives that offer consumers generic
financial advice and help with budgeting, many of which are targeted at
consumers at those points in the lifecycle when they are most vulnerable
to over-indebtedness (such as losing a job, facing long-term ill health, or
becoming a parent). These include:

«  The FSA's ‘Financial Health-check Tool’ helps individuals understand
their budgeting requirements and identifies those areas where they
need to take action in planning for their long-term financial futures;°

*  The Department for Work and Pensions is developing a web-based
retirement planner which will enable people to view their total
projected pension income from both state and private sources,
estimate the income they might need in retirement and calculate any
savings shortfall;

+  HM Treasury’s Savings Gateway offers financial education to
those participating in schemes linked to Community Finance
Learning Initiatives;

« Credit unions and local authorities also offer generic financial advice
and budgeting programmes.

Raising Financial Awareness

Increasing financial education, information and advice will go some way
to achieving the objective of empowering consumers to participate
actively and effectively in the consumer credit market.

The FSA has published a statement of principles for the development of
a national Strategy for Financial Capability®?, for consultation. Among
other things, it proposes a co-ordinated approach across Government,
the industry, the trade and consumer bodies and Non-Governmental

80 Financial Services Authority Financial Healthcheck (www.fsa.gov.uk/pubs/press/2003/030.html

81 FSA, “Towards a national strategy for financial capability” November 2003),
http://www.fsa.gov.uk/pubs/other/financial_capability.pdf

81
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Debt

5.30

5.31

Organisations in the provision of education, information and generic
advice for financial services. The FSA has set up a steering group to
establish, by 31st March 2004, a clear view of each party’s role within
that strategy.

Advice

Despite measures to minimise the number of people who become over-
indebted, there will inevitably be individuals who will fall into this
situation. The Government is committed to improving support for those
individuals and recognises that provision of free debt advice is crucial to
that end.

There are a number of free debt advice providers, most of whom operate
under the umbrella of the Community Legal Service. These include
National Debtline, Citizen’s Advice Bureaux, Consumer Credit Counselling
Service and Advice UK members. Between them they offer a number of
services, including general information and budgeting advice, support on
managing and repaying debts, and specialised legal advice and casework.
Some of these services can be accessed face-to-face, others by telephone,
and some by both methods.

Case Study

Mrs X’s husband lost his job due to ill health. This left them, and their two
children, reliant on Mrs X's part-time wage, and his incapacity benefit.
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Some 12 months later, having struggled to pay several loans and credit cards
taken out while Mr X was in employment, things came to a head when they
received a Court Summons for repossession of their mortgaged property. At this
point Mrs X contacted a free debt adviser.
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The debt adviser was able to help them prioritise their debts — so that all their
essential expenditure could be met and priority arrears reduced — and helped
them negotiate repaying affordable amounts on their mortgage arrears. As a

result, they are now managing and in control of their finances.82

‘ABajeuis 1eyl

ulylm ajos s,Aued yoea Jo MaIA 1ed|d e ‘y00Z Yo4elAl 1SLE AQ ‘ysi|gelsa
01 dnoub Bulieals e dn 18s sey YSH 9y "S92IAISS [elouBUl} 1O} 8IIApE
olIguUab pue uollewlojul ‘uolleanpa Jo uolisinoid 8yl ul suonesiuebiQ

82 Source: National Debtline.
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5.32

However, the free debt advice sector faces a number of challenges:

« Capacity. There is considerable evidence that these services are
over-subscribed. According to the ‘Household Survey on over-
indebtedness’,83 most free, debt advice services work to near capacity,
while still only assisting a small proportion of households facing arrears.

« Co-ordination. The organisations involved in debt advice each have
strengths in helping different individuals in different ways. However,
there is currently little co-ordination between the providers to cross-
refer clients to the most appropriate advisor.

e Confusion. An individual who becomes over-indebted is often unsure
which advice provider most suits their needs. Many individuals are
less aware of free debt advice and repayment services than paid-
for alternatives.

*  Funding. Free debt advice is funded primarily through a mixture of
private and public funds. These funding streams are usually
committed on an annual basis making long-term planning difficult.

Our Vision for Joined-up Debt Advice

5.33

5.34

In order to address these challenges, the Government is working in
partnership with advice service providers to develop a vision for joined-
up debt advice. We want to instigate:

* A new telephone gateway;

*  Formal referral agreements between telephone and face-to-face
services; and

+ Sign-posting from Government services.

The aim of the new telephone gateway is to provide a high profile entry
point for individuals who are currently uncertain how to access debt
advice. The gateway would be an additional route, working alongside
well established and trusted contact points already provided. The service
would offer an initial diagnosis of the problem, provide access to
emergency help, where necessary, and signpost the consumer to an
appropriate specialist service (telephone or face-to-face).

83 Op cit 65.
83
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There is evidence that lower socio-economic groups, including the most
vulnerable, are under-represented among callers to telephone debt advice
services.84 However, because user surveys of services, such as, National
Debtline and the Consumer Credit Counselling Service (CCCS), only poll
those who actually contact them, there is a lack of clear evidence as to
the reason why this should be the case. Along with the service providers,
the Government is considering how debt advice organisations can better
serve these, the most vulnerable groups. Progress will be reported in the
over-indebtedness strategy to be published in spring 2004.

In addition to the new gateway, formal referral agreements and
mechanisms, between the various providers, would allow for greater
efficiency — ensuring consumers are directed to the most appropriate
advice, and providers focus their efforts on their core client groups.

At times when people need debt advice most, they are often already in
contact with the Government ‘system’ for other reasons. We need to
make best use of this opportunity. For example, Jobcentre Plus already
funds debt advice for some of its clients through the New Deal
programmes. An additional £3m was announced in the 2003 Budget to
provide advice in situations where debt is considered a barrier to
employment. We need to explore ways of encouraging other frontline
workers similarly to signpost their clients to the appropriate debt
advice channel.

Levels and certainty of funding are a major challenge for the debt advice
sector. Service providers, often voluntary and community sector
organisations, rely on combinations of funding streams to ensure
continuity. There are a number of parties with an interest in funding these
services, including the Government, the credit industry, local authorities
and charities.

National debt advice models are a good example of services where a
mixture of funding streams is appropriate. In partnership with the credit
industry, Government is funding a telephone advice service provided by
National Debtline. The Legal Services Commission, together with local
authorities and others, funds debt advice through the Community Legal
Service. CCCS gets funding from the creditors who benefit from
repayments under the debt repayment plans it manages on behalf of its
clients. Many in the industry already make a significant contribution to
funding debt advice. However, sustainable funding will be key to
achieving an effective service.

84 B&\W Deloitte (2003) “Evaluation of Money Advice Debtline pilot and business case for development of
‘National Debtline’”, Department of Trade and Industry.
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5.40

The Government will be working in partnership with the advice sector
and creditors to agree the operational details of this vision and to secure
contributions on a longer-term basis from a wider range of interested
parties. Progress on this work will be reported in the over-indebtedness
strategy to be published in spring 2004.

Face-to-face Advice

5.41

5.42

5.43

Vulnerable consumers are more likely to have literacy difficulties, need
detailed casework and representation, or lack the confidence to work
through their debt problems independently. This indicates that face-to-
face advice services are often the most appropriate means of addressing
their requirements and providing advice to them.

The Government accepts that the current level of face-to-face advice
provision is not sufficient to meet the need, especially in the most
deprived communities. Improved co-ordination of advice services should
release some face-to-face capacity to handle new cases, and identify
where greater provision of face-to-face advice needs to be directed. The
Government will work with local government, the credit industry, the
utilities and the voluntary sector to explore ways of addressing this
shortfall; identifying and developing funding opportunities, and growing
capacity. Progress will be monitored by the Ministerial Group.

Face-to-face advice is best provided at a local level. Local authorities and
the voluntary and community sector are best placed to target specific
geographical areas of need and are able to operate economies of
provision. Clearly, co-ordination of needs analyses and funding at a local
level is the most effective way of addressing local shortages. For
example, in the case of debt advice provided through the New Deal, DWP
will be working through Jobcentre Plus districts to consider local analyses
of need.

Research

5.44

At present there is limited quantitative evidence of the impact of debt
advice on other social outcomes. This information would help to assess
how much money might be saved by investing in debt advice services.
The DCA is commissioning research into the impact of debt advice on
clients’ financial positions, and a range of social outcomes and
associated costs.
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Debt advice in Scotland

5.45

In Scotland, the position is rather different. The Scottish Executive already
funds significant proportions of face-to-face money advice and has
introduced new legislation which places a statutory duty on creditors to
provide debtors with debt advice and information. Arrangements to link
telephone advice and face-to-face advice will be examined separately

in Scotland.

Sources of Affordable Credit

5.46

In order to achieve the objective of reducing the number of consumers
who become over-indebted, affordable alternatives for credit provision
need to be in place. This is of particular importance to those on low
incomes and sub-prime consumers (for example, those unable to access
mainstream credit because they have a County Court Judgment against
them). High-cost credit can lead to over-indebtedness, or exacerbate
existing debt problems. Sources of affordable credit include credit unions,
Community Development Finance Institutions and other ‘social’ lenders.
In many cases these organisations can offer more than just cheap loans,
providing a range of financial services relevant to people on low incomes.

Social Fund

5.47

5.48

The Social Fund is an important source of support to people on low
incomes. It provides a system of regulated payments, grants and interest-
free loans aimed at helping with large, unexpected or occasional
expenses (such as replacing necessary household items or covering
funeral costs). Over 4.5 million awards were made in 2002/03, with a
gross expenditure of £820.7m.85 Loans from the Social Fund are intended
for those in receipt of income-related benefits and are not designed for
the whole of the market, nor to replace marketplace offerings.

The 2002 pre-Budget report announced a £90m cash-injection for the
discretionary Social Fund. The Department for Work and Pensions is
working to improve Social Fund administration, guidance and training.
It is also looking to see what further improvements can be made to
enhance the ability of the Social Fund to help those on low incomes
manage their finances.

85 Department for Work and Pensions (2003) “Annual Report by the Secretary of State for Work and
Pensions on the Social Fund 2002/03".
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Credit Unions

5.49

5.50

5.51

5.62

Credit Unions have an important role to play in providing greater choice
and diversity in the financial services sector. The credit union ethos of
thrift, financial planning and self-help, together with their ability to offer
access to affordable loans, means they are well placed to make an
important contribution to tackling financial exclusion.

The Government has been involved in a number of initiatives to help the
movement grow and to enable credit unions to offer a greater range of
services to their members. This has included the implementation of
deregulatory measures to enable credit unions to compete more
effectively with other depositors. And, through the Financial Services and
Markets Act, credit unions have been brought under the regulatory
supervision of the FSA, giving savers with credit unions the same
protection as those with banks or building societies.

The credit union movement in Scotland is more developed than in much
of the rest of the UK, having 139 credit unions, compared with 547 in the
whole of England and Wales. The Scottish Executive has recently
refocused and extended its financial support for the credit unions in
Scotland to provide additional funding — where they are sustainable, and
where their activities specifically address financial exclusion.

HM Treasury is currently discussing with the credit union
movement different approaches to facilitate further development
in the sector. We will continue to work with the movement to
identify options for reform.

Other Sources of Affordable Credit

5.563

5.54

There is a wide range of initiatives that provide affordable credit, usually
through partnerships between the private and community sectors. For
example, there are partnerships between Housing Associations and banks
or building societies that provide low-cost credit to tenants (e.g.
Cambridge New Horizons). There are also schemes set up explicitly to
provide loans to those who cannot get credit elsewhere (e.g. the
Portsmouth Area Regeneration Trust).

Social enterprises of this type have a double bottom-line: economic
output and social impact. Properly organised, low-income finance
provision can be both fair and profitable. The Government will continue
to explore ways of further developing this sector.
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lllegal Money-lenders

5.55

5.56

5.57

5.58

5.59

Consumers who find themselves excluded from credit channels due to
a poor credit history, an inability to manage finances or because their

income is simply too low to provide reassurance, may resort to illegal

money-lenders. (lllegal money lending is defined as lending without a

credit licence.)

Responsibility for enforcing the law against illegal money lending rests
principally with TSDs. (In principle, the OFT could also enforce the
provisions, but it is more sensible for this to be tackled at a local level.)
However, investigations and prosecutions are rare, as the offence is
difficult to prove. It requires extensive undercover surveillance, carried
out by enforcement officers unknown to the local money-lending
community. Most local TSDs do not have the resources, few officers
have the requisite skills, and generally, the police do not carry out
investigations in these matters (though they will provide operational
support when warrants are to be executed).

The DTI will fund a two-year pilot to form special teams to deal with
cases of illegal money lending. Each team will consist of a mixture of
experienced Trading Standards Officers and enforcement officers with a
suitable background, such as recently retired police officers. The teams
will be embedded in TSDs, but will be expected to operate across a
region. They will begin operating in April 2004.

This work will need to be done in association with work being undertaken
by the Government and voluntary sector organisations to ensure access to
legal alternative sources of affordable credit (see paragraph 5.46 above).

Success measures for the pilot will include:

+ Cases of illegal money lending being regularly brought to court as a
result of the work of the teams during 2004/05 and 2005/06.

* Obtaining a far clearer understanding of the scale and impact of illegal
money lending.

+ Creating a climate where victims can come forward — confident that
prosecutions will be undertaken, and convictions obtained, without
fear of reprisals.
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5.60 We also plan to commission research to take place alongside the project
to ascertain the extent of illegal money lending in the UK. This will help
us quantify the deterrent effect of strong enforcement. We will publish
our findings and the steps to be taken by autumn 2006.

Case Study

Statistical information on illegal money lending is rare. But information from
Strathclyde TSD'’s Taskforce to Tackle lllegal Money (which ran from the late
1980s to the early 1990s) indicates that, in the Strathclyde area alone, there were
some 60 rings of illegal lenders operating. Where financial records were found,
the annual income of the illegal lender was reckoned to be close to £100,000,
meaning £6m was potentially being paid to illegal lenders.

One resident of a hostel for the homeless was being charged 1.3 million per cent.
A gang working in a local community centre was charged with a number of
offences (including illegal money lending, fraud and importuning a 15-year old to
become a prostitute to pay off debts). Gang members were jailed for a total
period of 12 months for illegal money lending, it having proved impossible to get
witnesses to speak on the other charges.®.

Responsible Lending

5.61 It is up to individuals to make responsible borrowing decisions, and the
measures described above are designed to ensure the Government does
what it can to facilitate this. There is also a role for lenders, however, in
preventing over-indebtedness through responsible lending practices.

5.62 The Household Survey identified certain lending practices which
disproportionately affect people who are at risk of over-indebtedness and
potentially make a bad situation worse. While it would be wrong to claim
they cause over-indebtedness, they could be seen as being irresponsible.
These practices include:

*  The automatic raising of credit limits on credit and store cards and on
overdraft facilities;

*  Encouraging people to transfer balances on credit cards, by offering
low initial interest rates and higher credit limits;

86 Source: Strathclyde Regional Council.
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* Reducing the minimum payment on credit cards; and

* Unsolicited issuing of cheques that can be used to draw on
credit card accounts.

The DTI Taskforce on Tackling Over-indebtedness looked at ways of
achieving more responsible lending and borrowing. It made
recommendations for government, such as improving the transparency
of agreements (covered in Chapter 2). It also made recommendations for
industry, such as, ensuring appropriate credit checks before the granting
of pre-approved loans and the increasing of credit limits. Some of these
recommendations have now been implemented in industry codes of
practice. The Government will continue to encourage industry to
implement the recommendations of the Taskforce. In addition, the OFT
is encouraging trade associations to develop consumer codes of practice,
and these must include provisions to protect vulnerable consumers. We
will report on progress in the strategy for tackling over-indebtedness in
spring 2004.

The FSA's mortgage regime also covers responsible lending practices and
is aimed at providing a clearer analysis of a consumer’s ability to pay.
Where consumers get into arrears on their mortgage, the FSA requires
lenders to give consumers early information about remedying the
situation.

The sharing of consumer data is important in the development of
responsible lending practices. The Taskforce recommended that lenders
should seek to share all currently permissible data, both positive and
negative, with other lenders. This should include outstanding credit
balances, credit limits, open credit lines, history of repayments and
amounts borrowed. The Government continues to encourage credit
reference agencies and lenders to consider jointly whether any changes
to data sharing could assist in more effective identification of
over-commitment, especially on credit card limits, usage, and
repayment behaviour.

In a small minority of cases, extortionate credit agreements may
contribute to over-indebtedness. The review of the CCA has specifically
looked at this issue and Chapter 3 sets out the measures we intend

to introduce. Of particular relevance to the over-indebtedness agenda
are the measures designed to make it easier to challenge unfair

credit agreements.
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5.67

Finally, at an EU level, we will support the inclusion of a duty on
creditors to lend responsibly in the forthcoming Consumer Credit
Directive. Government, industry, and the voluntary sector will look
at how to deliver the requirements of the directive.

Debt Collection

5.68

5.69

5.70

5.71

5.72

There will inevitably be those for whom over-indebtedness leads to court
proceedings and, where this is the case, the Government has an
important role in matters of debt collection and enforcement. A sensitive
approach to debt collection distinguishes between those who can pay
their debts over time, and those who genuinely cannot pay.

Consumer credit debt collection is a licensable activity under the
Consumer Credit Act 1974, and traders are required to satisfy the OFT as
to their fitness. The OFT published revised guidance on debt-collection
practices in July 2003, setting out a number of practices that it regards as
unfair and which could call into question fitness to hold a consumer
credit licence.

Under the Enterprise Act, the OFT can approve codes of practice which
meet core criteria relating to content, disciplinary procedures, redress and
monitoring processes. The OFT is encouraging the credit industry to
develop approved codes of practice and we will report on progress in the
strategy for tackling over-indebtedness in spring 2004.

Court action is sometimes required to ensure repayment of debt.
However, legal processes can increase costs, both to creditor and debtor,
and should be avoided wherever possible. The DCA has commissioned
research into the ‘can’t pay, won't pay’ divide. This research sought to
identify those consumers who wish to, but are unable to pay their debts,
and those who have chosen not to pay.8” The DCA is working to develop
pre-action guidance in debt cases, which will encourage creditors to
engage in dialogue with debtors before entering the court process. This
would help identify whether or not debtors are in a position to pay.
Progress will be reported in the strategy for tackling over-indebtedness
in spring 2004.

In addition, the DTI, DCA and Defra (for OFWAT) will work with Trade
Associations and utility regulators to ensure that codes of practice
encourage creditors to avoid court-based action, except where it is
genuinely necessary.
87 Kempson, E (2003) “Can’t pay or won't pay? A review of creditor and debtor approaches to the non-payment
of bills”.
91
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Time Orders

5.73 Two sections of the CCA have the potential to give particular benefit to
those who fall into the trap of over-indebtedness. S.129 enables the court
to make an order giving additional time to a debtor to pay what they owe
under a credit agreement. S.136 provides courts with the power, when
they make such orders, to amend the terms of the agreement, where it is
just to do so - for example, by extending the term of the agreement or
altering the rate of interest to be paid.
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5.74 It is clear from consultation and discussion with stakeholders that little oy} 9]geUs 01 ABM BAI1984S 1SOW dY1 BUISSNOSIP OS|E a1e am “Ajjeroniy 9/°G

use is made of Time Orders, especially in relation to the additional
powers the court has available to it under S.136. There seems to be a
general lack of awareness of these sections and the way in which they
operate, especially among borrowers.
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5.75 We are discussing with the DCA and the devolved administrations what
may be done to encourage wider use of the Time Order provisions,
including allowing a debtor to apply for a Time Order before notice of
default has been served. We are discussing with external stakeholders
what arrangements should be put in place, and will report the outcome
in the strategy for tackling over-indebtedness, in spring 2004.
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court to take account of post-judgment contractual interest when
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Insolvency and Court Provisions

5.77 As well as providing advice, the market also offers solutions for
consumers with some income to help them repay their debts, through
debt repayment programmes, such as Debt Management Plans.
Consumers without income have recourse to insolvency procedures as
an option. However, there is a cost for the administration of insolvency
schemes, which is typically borne by the consumer. This can act as a
barrier to those most in need.
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5.78 The individual insolvency provisions of the Enterprise Act 2002 (which
apply for England and Wales), allow for proportionate treatment of
bankrupts, having regard to the facts of their individual case.
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The Insolvency Service and the DCA are working together to consider
whether these current statutory systems are sufficient. In particular, they
are examining whether there is a need to provide a non-court-based
resolution to debt problems for those who are unable, for whatever
reason, to go through the existing channels. We will consult on viable
solutions early in 2004.

Personal bankruptcy in Scotland is an area of law devolved to the
Scottish Parliament. This area covers individuals, sole traders and
partnerships. The Scottish Executive is currently considering the reform
of personal bankruptcy legislation and a public consultation will be
carried out in due course.

Administration of Government Support

5.81

5.82

As well as responsible lending, we need efficient administration,
particularly in connection with financial support from Government to
consumers on low incomes.

For example, problems with Housing Benefit administration can
exacerbate difficulties experienced by tenants through over-indebtedness.
The Department for Work and Pensions issued a set of Performance
Standards in April 2002. More than £200m will be invested over three
years to help local authorities meet these new standards. These steps
have already begun to make a real difference. The Local Government
Ombudsmen for England has recently reported a further significant fall in
the number of Housing Benefit complaints received, meaning a reduction
of nearly 50% in the last two years.

The Way Ahead

Co-ordination of Government Policy

5.83

We are committed to tackling over-indebtedness. Successful development
and implementation of the proposals set out in this chapter will require
co-ordinated action across Whitehall, local government, the credit
industry, the utilities and the voluntary sector.
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A cross-departmental Ministerial Group will oversee development,
co-ordination and implementation of the programme of action.

The Ministerial Group will be supported by an Officials Group, and we
will work with industry and the voluntary sector through a new Advisory
Group. The Advisory Group will build on the important contribution made
by the Taskforce on Tackling Over-indebtedness and will have reinforced
representation from government, business and consumer groups.

The first task of these groups will be to develop and agree specific
proposals in response to the issues outlined in this White Paper. We wiill
draw up a strategy based on clear principles and responsibilities. In
particular, the strategy will set out proposals for financial literacy, debt
advice, access to affordable credit, and improvements to insolvency and
court provisions. The Officials Group will begin work by the end of the
year, with the aim of agreeing the strategy by spring 2004.

Monitoring

5.86

5.87

We will establish indicators to monitor the extent of over-indebtedness
in the UK and the profile of the over-indebted (who is affected, and what
type of debt they have). These indicators will be used to monitor the
effectiveness of the policies and to inform the development and targeting
of future work. Progress will be reported in the strategy for tackling over-
indebtedness in spring 2004.

The OFT will monitor the effect of the updates to the regulatory
framework announced in the White Paper, with a view to advising the
Secretary of State on the need for further changes. It will have particular
regard to the position of vulnerable consumers.

'S1aWNsSuU09 a|qesau|nA jo uojisod ayy o} piebau

Jejnanied aAey ||im )| ‘'sabueyd 1ay3rin} 10j pasau ay} uo ajels jo Aielaldss
ay) Buisianpe 0} malA e yum “1aded ayIypA 9y} ul padunouue }JoMmawely
A1o3e|nbaa ay) o3 sajepdn ayj Jo 199440 ayl Joyuow ||IMm 140 Yl

‘100 Pulids ul ssaupalqapul

-19A0 Buipoel 10y ABalells ayy ul paliodal aq ||Im ssalboud JOM aininy Jo
Bunebiel pue Juswdo|dAap ay} WIoUl 0} pue sa191j0d 3y} JO SSOUDAIIIDYD
3y}l JollUowW 0} pasn aq ||IM sJ03ealpul asay] “(aaey Aayj 3qap jo adAy
JeyM pue ‘pajdajje sl Oym) palgapul-Iano ay} jo ajiyoid ayy pue N ayjl ul
S$S3UPa}YaPUI-IBN0 JO JUIIXI aY} JO}UOW O} SI0}edIpul Yysijqeisa ||Im apA

L8

98'G

BuLIo}IUOA|

‘00z Bulads Aq ABajenys ay) buieaibe Jo wie ay) yum ‘1eal

ay3 jo pua ayy Aq yiom uibaq |im dnoan) sjeldiyQ 3yl ‘suoisinoid 34nod
pue Asuanjosul 0} sjuswadaoidwl pue ‘}IpaJd ajgep.lojje 0} SSadde ‘@dIApe
1q9p ‘Aoeuayl| jeloueuly 1o} sjesodo.id 3no 33s ||Im ABajes)s ay) “aejnanied
uj ‘saMiqisuodsaa pue sajdioulid 1eajd uo paseq Abajesys e dn meap

A BpA 19ded MYAA SIYl ul pauljino sanssi ay} o} asuodsai ul sjesodoad
aiy1oads aaube pue dojanap o} aq |jim sdnoib asayy Jo ysel 3saly ayl

'sdnoJb Jawnsuod pue ssauisng ‘JuswUIdA0b woJy uolejuasaidal
paoJojulal aAeY [|IM pue ssaupalgapul-19AQ Bulpoe] uo adiopise] ayl Aq
apew uolnqgiuod Juepodwi ayl uo pjing ||Im dnodc) AlosiApy ay| ‘dnoug
Aosinpy mau e ybnoay) 10393s Asejunjoa ay) pue Asasnpul Y HIOM |[IM
am pue ‘dnoun sjediyo ue Aq pajioddns aq |jim dnoug jerid)siull 9y |
‘uonjoe jo awwesbo.id ay} jo uonejuawajdwi pue uoleuipio-09
‘JuawidojaAap 83s43A0 [[IM dnour) [elsdlsiull)l [eludwliedap-ssold

ssaupalgapul-lonQ Buisiwiul G Jaydeyn

g oreld / 8% :6IS / XL "Ge0r091L01L0

G8'g

¥8'S

v6

-y



| ‘ 0101604025_Txt / Sig: 49 / Plate A

v a1eld / 6 BIS / XL 520091010 | ‘



0101604025_Txt/ Sig: 49 / Plate B |

Chapter 6 Implementation 96

900¢

19Q010Q0 L€
‘700¢ 1990190
LE o1 4oud

6.1 We can only achieve our vision of a more competitive, fair and apew sueo| 104
transparent consumer credit market if we implement the reform as set
out in this White Paper in consultation and partnership with all our (sesuodsa
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6.2 This chapter summarises in the table below the commitments and
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6.3 Annex A of this document sets out our success measures and how we uoI1e}NSu0d 01 apisbuoje panssi sjuawoalbe
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Measure How Consultation Timescale Target date for
implemented implementation
Online Secondary | Consultation Comments by | 31 October
Agreements legislation | document 15 March 2004 | 2004
issued alongside
White Paper
Clarification and | To be Discussion with | Approach To be decided
presentation of |decided industry and agreed by in light of
different interest consumer end February | discussions
rates applying groups 2004
on a credit card
Standardising To be Discussion with | Approach To be decided
ways of decided industry and agreed by in light of
calculating consumer end February | discussions
interest on a groups 2004
credit card
Scope for giving| To be Further Approach To be
different discussed | discussions with |agreed by discussed with
repayment with industry and end February |industry and
scenarios on a |industry consumer 2004 consumer
credit card and bodies bodies
consumer
bodies
Chapter 3 - Creating a Fairer Framework
Chapter 3 Primary Share draft Prior to the Subject to
provision which | Legislation | legislation with bill being Parliamentary
require primary stakeholders introduced Timetable
legislation prior to the into
Parliamentary Parliament
process
Strengthen Primary Consultation Consultation | As soon as
consumer credit | legislation | paper was closed 30 Parliamentary
licensing issued in April 2003 time is
system January 2003 available
Reform the law | Primary Consultation Consultation | As soon as
on extortionate | legislation | paper was closed 6 Parliamentary
credit issued in June 2003 time is
March 2003 available
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Measure How Consultation Timescale Target date for
implemented implementation
ADR System Primary Consultation Comments by| As soon as
legislation | document on March 2003 Parliamentary
the details of the time is
provision in available
December 2003
Extent to which |Primary Involve key Decision by As soon as
proposals on legislation | stakeholders end January Parliamentary
unfair credit and relevant 2004 time is
transactions Government available
should apply to departments in
existing loans detail of the
proposals
Encourage Primary Involve key January 2004 | As soon as
wider use of legislation | stakeholders Parliamentary
Time Orders and relevant time is
Government available
departments in
development of
the proposal.
Reflect outcome
of the ongoing
discussions in
the strategy for
tackling over-
indebtedness
How the Court |Primary Involve key January 2003 | As soon as
should take legislation | stakeholders Parliamentary
account of and and relevant time is
contractual through Government available
interest when adminis- departments in
making a default | trative detail of the
judgment arrange- proposal
ments with
DCA
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Measure

Removing the
financial limit

How
implemented

Amendment
to existing
primary
legislation
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Consultation

Consultation
paper was
issued in March
2002. Proposals
to remove the
financial limit on
lending to
consumers and
reduce the
scope of lending
regulated by the
CCA were
announced in
July 2003

Fair, Clear and Competitive
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Timescale

Proposals will
be published
in Spring
2004

Target date for
implementation

As soon as
Parliamentary
time is
available

Whether
changes are
needed to the
provisions on
modifying
agreements,
multiple
agreements and
enforceability

Amendment
to existing
primary
legislation

Involve key
stakeholders
and relevant
Government
departments in
detail of the
proposal

Spring 2004

As soon as
Parliamentary
time is
available
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Target date for
implementation

Measure How Consultation Timescale

implemented

Chapter 5 — Strategic Approach to Minimising Over-Indebtedness

Co-ordination Ministerial | Advisory Group | Officials Action Plan for
of Government | Group, (including Group to implementing
Policy on Over- | supported representatives | begin work by | proposals
indebtedness by Advisory | from end of year on over-
Group and | Government, 2003. indebtedness
Officials Consumer Ministerial in White Paper
Group Groups, Industry | Group and — Spring 2004
and Voluntary Advisory
Sector) to be set | Group to
up. We will begin work
consult more early in 2004
widely as
appropriate
Establish Statistical | Working with Approach to Report on
monitoring of Research | OGDs, be agreed by | progress
over- Consumer Spring 2004 in over-
indebtedness Groups and indebtedness
Voluntary Sector strategy -
Organisations Spring 2004
through and annually
Advisory Group thereafter
to develop
indicators
Strategy for Strategy The FSA has set Strategy to be
Financial up a steering published - 31
Capability group including March 2004

representatives
from
Government,
Consumer
Groups, Industry
and the
Voluntary Sector
to develop the
strategy
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Measure How Consultation Timescale Target date for
implemented implementation
Joined up free | 1) Provision Details of Delivery of Implementation
debt advice of new delivery of Vision to be plans to be
services gateway and | vision being discussed reported in
referral developed by with Action Plan
procedures Round Table of | Ministers, Spring 2004
2) Signposting | providers of January 2004
from free debt advice
Government | and the
Services industry in
3) consultation
Development | with
of Government to
sustainable develop joined-
funding up debt advice
strategy
Enforcement of| Funding of | Evaluation in N/A Pilot
law against two-year consultation implemented -
illegal money- | pilot project | with April 2004 nitial
lending pilots Stakeholders Evaluation -
June 2004
Final
Evaluation -
June 2006
Access to Informal HM Treasury N/A Progress
Affordable Consultation | will continue to reported in
Credit work with the over-
credit union indebtedness
movement to strategy —
identify options Spring 2004

for further
developments
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Measure How Consultation Timescale Target date for
implemented implementation

Pre-action Guidance Department for | Consultation | Progress
Guidance in (format to Constitutional - January reported
Debt Cases be decided) | Affairs led 2004 in over-

working group indebtedness

involving strategy —

representatives Spring 2004

from legal

profession,

OGDs,

consumer

groups, industry

and voluntary

sector.

Consultation in

New Year.
Access to Consultation | The Department | N/A Dependant on
Insolvency for outcome of
Arrangements Constitutional consultation

Affairs intend to

consult early

2004.
Promoting Codes of OFT and DTI N/A Progress
industry “good | Practice working with reported in
practice” on and OGDs, Industry, the over-
responsible Industry Consumer indebtedness
lending and Guidance Groups and strategy —
protecting Voluntary Spring 2004
vulnerable
consumers
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Fair, Clear and Competitive
€oL The consumer credit market in the 21st century
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Promoting Awareness

6.4 Given the scale of the reform envisaged, it is essential that those affected
— consumers, advisers, lenders and their agents — are made aware and
fully informed of the implications of the new legislative and other
measures. The changes we seek to introduce already reflect the outcome
of intense and wide-ranging discussion with the credit industry, consumer
groups and regulators. This dialogue will continue with these
stakeholders to ensure that knowledge of these changes is disseminated
in a wide, timely and effective way.

6.5 In addition, in line with usual practice, we will be evaluating the impact
of the reforms to consumer credit legislation once they have been in
force for two years. The evaluation will be carried out in consultation with
industry, consumer groups, regulators and others. It will look at whether
or not the reforms are achieving the aims set out in this White Paper.

The results of these evaluations will be published.

6.6 This is a major programme of reform. We are committed to acting
quickly, effectively, and in partnership to create a framework in which
consumers get a fair deal and business the certainty and freedom to
continue to innovate.
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Annexes A, B,C,D, E

Annex A: Measuring the success of our reforms

We have set out our reform programme with a view to:

* creating a consumer credit framework that is fair, transparent and
competitive; and

* minimising the number of people becoming over-indebted,
particularly among vulnerable groups.

Whilst changes in the credit market will be influenced primarily by factors
such as the overall state of the economy, changes to interest rates and
cultural factors, we will monitor the specific measures set out below
which in turn will provide important indicators on whether we are
achieving our overall outcomes.

Having identified the areas of the current consumer credit regime which
require amendment and set out our proposals in terms of changes, we
intend to implement a process whereby we will assess on an ongoing
basis the success of these changes.

Consumer Credit Advertising

Risk

There is a difficult balance to strike in ensuring the provision of
simplified, yet more prescriptive information. One risk is that consumers
will ignore the information provided to them. However, measures to
improve financial education of consumers will mitigate against the risk
and help to ensure that the improved information is both valued and
utilised. Alternatively, regulators may find they receive too many
complaints about illegal adverts to resolve them quickly. We will minimise
these risks by ensuring that the new advertising regulations are both
simple and transparent, so that they are easy to comply with for
businesses and easy to understand for consumers.
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Annex A: Measuring the success of our reforms

Measures of success
We intend to assess:

* whether credit advertisements are clear, fair, balanced and
not misleading;

* whether enforcement authorities are more successful in enforcing
compliance with the advertising regulations;

* whether the costs to business of complying with advertising
regulations have decreased.

The conduct of annual opinion polls will be a key way of assessing the
success of the proposals. These polls will be aimed at obtaining
consumer views on whether the changes implemented have achieved the
desired result. The existing MORI poll, undertaken in August 2003, will be
used as a benchmark for the first post-implementation poll and thereafter
each year’s results can be compared against the previous year.

We will also examine on an annual basis figures for complaints relating to
consumer credit advertisements and numbers of advertisements
withdrawn or amended as a result.

Form and Content of Credit Agreements

Risk

The proposed changes to the form and content of credit agreements
should result in a more efficient market, in which consumers are better
able to select the products to meet their needs. There is a risk, however,
that consumers may not utilise the new information to change the way
they purchase products.

By ensuring the form and content regulations are simple and transparent,
resulting in agreements which are easy for consumers to understand, we
will reduce these risks significantly. In addition, measures to improve the
financial education of consumers should help to ensure that consumers
are in a position to understand and use the information provided to them.
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10

11

Measures of success
The areas we intend to assess include:

* whether consumers have a better understanding of credit
advertisements and of APRs;

* whether consumers have a better understanding of the terms and
conditions of their credit agreements, including early settlement costs;

* whether better information has led to more consumers switching
credit products.

The conduct of annual opinion poll (see 6.11)

Online Agreements

12

13

14

15

16

Risk

The question of whether to offer online completion of loans will be a
business decision for each lender. The internet is a relatively low cost
sales channel which should make it easier for smaller businesses, without
a branch network, to enter this sector of the financial services market. On
the other hand, some smaller firms may not have the capability to offer
online completion of loans, particularly in view of an increased risk of
online identity fraud.

The introduction of the completion of contracts online should result in a
more competitive market. Lenders may offer special deals online which
exclude those without access to the internet. We recognise this
potentially discriminates against lower income, less educated classes
and elderly people.

The conduct of annual opinion poll (see 6.11)

Furthermore, the Government has a target to ensure internet access for
all who want it by 2005. The Office of the e-Envoy is leading work across
Government to achieve this objective.

Measures of success
The key indicator of success will be the extent to which credit agreements
are being concluded online.
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60L Annex A: Measuring the success of our reforms

Early Settlement of Existing Loan Agreements
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19

20

Risk

The proposals relating to the early settlement of existing loan agreements
will bring fees charged on early settlement in line with the actual costs
incurred, but will not eradicate them entirely. However, survey data
shows that 17% of consumers who repaid a loan early (22% for HP) said
that they were unaware of any charge. As such, there is a risk that
consumers may remain unaware of any early settlement fees. The
requirement to highlight costs in agreements and statements should
improve awareness of these fees. Where consumers continue to be
unaware of the fees, the proposals will mean that any detriment suffered
as a result will be at a lower level.

In setting the level of the fees to be charged, it will be important to strike
a balance between ensuring that the fees are a true representation of
cost, so the lenders do not recoup lost revenue through hidden charges
or higher APRs, whilst ensuring that consumers do not suffer detriment.
The emphasis of the reforms on making clear, comparable information
available to consumers should ensure that new hidden charges are not
imposed on consumers.

Measure of success
The key measures of success will include:

* Increased consumer awareness of early settlement fees; and

*  how much consumers have saved as a result of the new early
settlement rules.

* Evaluation of success of measures to improve transparency

We intend to continue to engage with lenders as part of our stakeholder
panel and will actively seek feedback from them on the issues referred to
above. In addition, industry trade associations will be able to provide
statistics at an industry level from which we will be able to ascertain
whether we have achieved our original goals. We will be conducting a
poll to this effect two years after these regulations coming into force.
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Licensing
Risk
21 The responsibilities of the new regime, along with the licence fee and

22

23

24

25

110

other compliance costs, may act as a barrier to entry to the market.
Existing lenders may also withdraw from the market. As a result the
supply of credit may be reduced, leading to the possibility that vulnerable
consumers could be denied legitimate sources of credit, turning instead
to illegal moneylenders.

We will ensure the new regime strikes a balance between protecting
consumers and placing requirements on lenders. In particular, OFT will
consult in detail on a revised licence fee structure. The new regime will
result in a more transparent and competitive market, encouraging other
lenders and alternate providers of credit to enter the market.

The OFT will be taking a more proactive approach to weeding out
unscrupulous licence-holders. It will be important to monitor the success
of this approach, adjusting as necessary to ensure the OFT is able to take
action against unscrupulous lenders.

The OFT will ensure guidance is well defined — in terms of when to take
action against unfair practices. However, the OFT is reliant on businesses
keeping it up to date with their details, if businesses fail do to so, it could
make it difficult for the OFT to monitor compliance.

Measures of Success

*  Whether OFT action under the new licensing regime has led to
improved compliance in those sectors of the credit market which have
given cause for concern; and

* the impact on numbers of licence refusals/revocations and the
imposition of licence conditions and penalties.

Through our ongoing relationship with the OFT we will be able to obtain
feedback as to success of the two points referred to above. We will be
conducting a review within two years of the legislation coming into force.
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Annex A: Measuring the success of our reforms
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Consumer Redress

26

27

28

29

Risk

New opportunities for challenging unfair credit transactions may lead to a
surge in the number of cases coming before the courts and/or an ADR
provider. This may, also, lead to companies withdrawing from the market
or, alternatively, increasing prices in order to cover costs. This is expected
to be a particular risk for lenders in the sub-prime market. These lenders
may have to charge higher prices in order to cover the risk premium,
which, in turn, may make them more vulnerable to claims of extortionate
credit. Again, there is a risk that vulnerable consumers will be forced to
pay more for their loans as lenders withdraw from the market, restricting
supply and causing them to turn to illegal moneylenders.

However these anxieties may overstate the case. One mitigating factor
would be if the ADR was not available for existing loans. Additionally, the
new standards the OFT will enforce are not likely to go beyond the
requirements of the voluntary standards to which many firms, including
those who lend to the sub-prime market, are already committed. We
would not, therefore, expect to see a diminution in the supply of credit to
sub-prime markets, as they are currently defined.

There is a risk that unscrupulous consumers might try to work the system
by defaulting on loans at the point where it would cost the lender more to
retrieve the sum than to write off the outstanding debt. This risk would
not however be new; such behaviour would make it difficult for such
consumers then to obtain credit in the future, but we do not expect this to
be a widespread problem.

The decline in unfair credit transactions will increase consumer

confidence in their dealings with lenders who in turn will benefit from a

more competitive and transparent consumer credit market. An effectively

regulated credit market will benefit both consumers and firms.

Measure of success

» changes in the causes of consumer complaints and how they have
been resolved;

* cases on unfair credit transactions going to court or ADR;

* the impact on the number of cases going to ADR.

11
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Statistics will be available from the body that will assume responsibility
for consumer redress. These statistics can be analysed to assess whether
the number of complaints has increased/reduced. Court cases can also be
assessed. We will be conducting a review within two years of the
legislation coming into force.

Over-indebtedness — Debt Advice

31

32

33

Risks

The telephone debt advice gateway could generate more demand than
there is the capacity to handle and it may not be possible to increase
capacity in line with demand. Agreement on operational details needs to
be reached. The Money Advice Trust is chairing negotiations within the
sector and is hopeful that agreement will be possible by the New Year.

Success measures
» growth in the awareness and use of debt advice amongst the
over-indebted;

* whether the formal referral service and new telephone gateway are
addressing the lack of capacity, and more consumers are being helped;

* how satisfied consumers are with the new gateway to telephone
debt advice;

* whether the most vulnerable consumers are being adequately served
by debt advice services.

The Ministerial Group, with advice from stakeholders through the
Advisory group, will identify whether there are any remaining gaps in the
strategy on over-indebtedness and the steps needed to address those
gaps. A progress report will be published in Spring 2004.

Measures are being developed as a part of the work being undertaken on
building a unified debt advice service to monitor its impact on
consumers. This will inform future Government policy determining
requirements for debt advice services by spring 2004.
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(i) The Objective

A competitive and efficient financial sector, of which the consumer
credit market is an important part, is essential to raise the level of
economic growth in the UK economy. Our vision is to create an efficient,
fair and open market where consumers are empowered to make fully
informed decisions and lenders are able to compete on a fair and even
basis. This framework must also be considered in the context of wider
EU commitments.
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Devolution

The CCA currently applies to the whole of the UK, with certain special
provisions for Northern Ireland. These do not affect the substance of the

YL61 OV P31 IBSWNSUOY 3y} JO W09y statutory regime, and the OFT exercises its responsibilities under the Act
across the whole of the UK. However, consumer credit is now a devolved
matter with respect to Northern Ireland, so, we are discussing with the

|BSOdOJC| J.O 9|1|J_ | L Northern Ireland Office how these proposed changes should best be

reflected there. We are also consulting with the other devolved
administrations, as it is intended that the proposed reforms should apply
across the whole of the UK.
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(if) The Background

The CCA was introduced in 1974. Its main objective was: ‘to provide for
the small individual borrower the protection he unquestionably needs
without setting up artificial barriers between one sort of credit and
another’.88 Through the licensing regime, and other targeted regulations,
the Act protects borrowers in a number of ways. For example:

* It affords consumers a ‘cooling-off’ period, allowing the borrower to
cancel the credit agreement within a certain period of time;?°

* A creditor cannot demand early payment, try to get the goods back, or
end the agreement without, first, serving a written notice, 7 days
before taking action;

* If the borrower has paid a third of the total price of the goods under a
HP agreement, then the creditor cannot take the goods back without
first getting a court order;

* If a credit agreement is ‘extortionate’, then the borrower can apply to
the courts to ask them to look at the agreement;

* In the case where the seller of goods and the provider of credit are not
the same, the borrower can make a claim against either party in the
event of non-performance of the contract. For example, in the case of
a faulty product, where the supplier is declared bankrupt, the borrower
can make a claim against the supplier of credit;

* Certain written information must be provided to the borrower for the
credit agreement to be enforceable, including the total cost of credit,
the APR, and the cash-price for the goods.

Since the introduction of the Act, the credit market has been transformed
— the average level of outstanding debt per person, in real terms, rising
from £86, in 1969, to over £2,700, today. Thirty years ago £32m was owed
on credit cards, now over £49bn is owed. The range and complexity of
credit products and the sales strategies utilised by credit providers have
also developed at an unprecedented rate. And the number of licences has
increased by over 8,600% since the Act was introduced. The average
credit card now has four different interest rates, depending upon usage,
and credit is no longer simply sold on the basis of a face-to-face
interview. A number of sales channels are now used, including phone,
post and the internet.

88 Crowther Report (1971).

89 This cooling off period is limited to agreements signed away from trade premises, following face-to-face
discussions.
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Over the last two years we have reviewed the consumer credit market.
Our investigations and consultations with a wide range of stakeholders
have revealed problems in the consumer credit market, which the reforms
outlined in this White Paper aim to address. These problems can be
summarised as follows:

* Informational problems pre purchase: Consumers need clear
consistent information to be able to make informed comparisons
between the plethora of products currently available to them.
Innovation and evolution in the credit market has benefited consumers
through increase choice and flexibility. However many of today’s
products have become difficult for consumers to understand because
they are so complex, and because there is a lack of transparency of
standardised information, for example on the way the APR is calculated.

* Undue surprises post purchase: Often, problems arising from
misinformation occur after a credit agreement has been signed and
the consumer is committed. In this way, the widespread use of large
early settlement fees and other hidden costs can cause under
surprises post purchase.

+ lllegal money lenders: lllegal money lenders, who are unlicensed and
operate outside the CCA, are commonly referred to as loan sharks.
These loan sharks not only take advantage of vulnerable lenders but
also bring disrepute to legitimate lenders.

* Over indebtedness: Aggregate data shows that, while the majority of
consumers do not experience any difficulties with borrowing, 20% of
households who have credit, experience financial difficulties, while
7% have levels of credit use associated with over indebtedness or
unmanageable debt. (Household Survey (op cit 1)).

Since 2001, various focus groups have been held, comprising consumer
representatives, lenders, enforcement bodies and the legal profession.
These groups have assisted in the first major review of the Act since it
came into force.
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Throughout the period of this review, we have sought to build a
consensus between all the key stakeholders. So far, we have consulted six
times on different aspects of the review and have received a total of 362
responses — from consumer groups, trade associations, enforcement
bodies, the legal profession and individual lenders, including sole traders.

These formal consultations have been regularly supplemented by
meetings of key stakeholders, which have assisted with the development

of policy in areas such as advertising and early settlement.

Full details of our consultation strategy can be found in section 10.

(iii) Risk Assessment

Informational problems can result in consumers ending up with the
wrong form of credit at the wrong price. It has been estimated that
consumers could save £1.9bn a year in interest payments alone by
switching to cheaper credit cards.?? Assuming similar savings can be
made across all unsecured borrowing, this implies an annual consumer
saving of £6.1bn if consumers switched to cheaper products.

Hidden charges, large early settlement, and other post settlement
surprises can result in over commitment and over expansion of the
market. For example 58% of consumers who were unaware of early
settlement costs said that, if they had been informed they would have
gone to another lender. Hidden costs may also lead consumers into
financial difficulty and over indebtedness.

lllegal moneylenders can not only take advantage of vulnerable
consumers but also bring disrepute to legitimate lenders. lllegal money
lenders often lock consumers into exorbitant rates of interest which
can lead to escalating debt while failure to pay can lead to violence
and intimidation.

The consequences of over indebtedness are often worse for the lowest
income groups and can have serious repercussions, such as eviction,
imprisonment, disconnection, or repossession. Overindebtedness in these
groups is often linked to financial and social exclusion, and therefore has
wider costs for society and the economy as a whole.

90 |t has been estimated that consumers could save £1.9bn a year in interest payments alone, by switching
to cheaper credit cards. This is based on the £562bn outstanding credit card debt moving from the average
interest rate of 15.3% to the average of the lowest quarter of 11.7%. (A similar exercise by Which? In June
2002 also estimated this saving to be in the region of £2bn). Assuming similar relative savings can be
made across all unsecured borrowing, we estimate that if just 5% of borrowers switch to cheaper loans
and credit cards this will generate a consumer benefit of £306m a year.
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Annex B: Draft Regulatory Impact Assessment

The challenge of this approach outlined in this White Paper lies in

ensuring that any new regulations are able to reduce the risks to

consumers posed by the current market, without unnecessarily restricting

the supply of credit. The regulations will need to be flexible enough to
‘}IpaJo ,81eU0II01Xd, Bululjepal .« deal with such a diverse and innovative market.
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Option 1: Do nothing. This option does not address any of the concerns
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the efficiency and fairness of the credit market. The proposed regulatory
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» changes to pre- and post-contractual disclosure;

* ensuring the APR calculation is standardised;
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* encouraging responsible lending;
* enabling easier consumer redress;
* and abolishing financial limits.

The challenge of this approach lies in ensuring that any new regulations
are flexible enough to deal with such a diverse and innovative market,
without unnecessarily restricting the supply of credit. At the same time,
these regulations must provide adequate protection for consumers.

Option 3: Establish a voluntary code of practice that addresses the areas
highlighted in Option 2. The difficulty with this approach is that there are
over 200,000 credit licence-holders in the UK, and the largest trade
associations have only several hundred members.®! The vast majority of
licence-holders are not members of any trade association. This means
subscription to any voluntary code would, at best, be slow or, at worst,
be minimal. It is reasonable to assume that the rogue traders these
measures are designed to target would not be bound by a voluntary code
of practice, anyway.

4. Benefits

Option 1: This option has no benefits over the current system, but avoids
the risks of increased costs to industry and possible reduction in the
supply of legal credit to the less well off associated with option 2.

Option 2: Addressing the weaknesses we have identified in the current
regime will empower consumers and encourage competition in the
credit market.

Increased transparency will enable market forces to operate more
effectively, with both borrowers and lenders benefiting as a result. Those
lenders offering the most competitive loan packages prosper, while
consumers equipped with more comprehensive information will be able
to make smarter choices and, ultimately, benefit from better deals.

91 The FLA have 188 members; the CCTA have 500 members; the CCA have 500 members; the BBA have
295 members; CML have 144 members. Some of these will be duplicates and not all will offer CCA-
regulated loans.
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We estimate that, in the long run, there could be a consumer saving in
the region of £381m per year. This comprises:

* an estimated annual saving of around £306m from consumers
obtaining cheaper credit products,®2

+ a £60m per year saving on early settlement fees,?3

- and a £15m a year saving on consumer complaints,?* as a result of
better informed consumers making better decisions.

Then, there are also the unquantifiable benefits, which include: reduced
stress from over-indebtedness, together with reduced time off work
through stress-related illness; a more effective smoothing of
consumption; greater efficiency driven by fair competition; and increased
consumer confidence in the market as rogue trading practices are ended.

Honest, competitive businesses will benefit from reduced costs, saving in
the region of £3m per year (although, this figure does not factor-in the
industry set-up and ongoing costs detailed in section 5). Clearer
advertising and form and content regulations will contribute to a
reduction in legal fees, while freedom to complete applications online will
help bring down administration costs.

Option 3: The consumer benefits of this option would be similar in nature
to option 2. However, they would be on a smaller scale. As noted by the
OFT, there is a natural limit to how tight a voluntary code can be, since
tightening the code will exclude a large proportion of the market.?®> Given
that a typical voluntary code will achieve 50% sign-up, at best, we could
expect 50% of the consumer benefits in option 2. However, this is
probably an overestimate as legal traders likely to engage in unfair
practices are unlikely to sign up to a voluntary code of conduct.

It has been estimated that consumers could save £1.9bn a year in interest payments alone, by switching
to cheaper credit cards. This is based on the £52bn outstanding credit card debt moving from the average
interest rate of 15.3% to the average of the lowest quarter of 11.7%. (A similar exercise by Which? In June
2002 also estimated this saving to be in the region of £2bn). Assuming similar relative savings can be
made across all unsecured borrowing, we estimate that if just 5% of borrowers switch to cheaper loans
and credit cards this will generate a consumer benefit of £306m a year.

Estimated as the difference between the Rule of 78 and an actuarially fair premium on the 70% (estimated
by Data Monitor) of loans that are settled early.

This is calculated as a 10% fall in the consumer detriment in the credit market. Consumer detriment for
the industry is taken from the OFT Consumer Detriment (2000) Paper.
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Issues of Equity and Fairness

The current system does not provide a fair deal, particularly for sub-prime
borrowers who are more likely to suffer from interest rates which
represent an exceptionally high risk premium, and other practices that are
unfair. At present, it is very difficult for such borrowers to prove that a
credit agreement is extortionate. The proposed changes to the Act will
protect these consumers by removing unfair traders and better defining
extortionate credit and unfair lending practices. Reforming the definition
of extortionate credit on variable-rate loans to include the interest rate in
later periods, as well as the interest rate at the starting date of the
agreement, is a good example of the added protection built-in by the
proposed amendments. This is intended to address the problem lenders
increase interest rates when the base rate increase; but do not reduce it
when the base rate falls.

The reforms proposed will increase competition by removing the
possibility for unfair competition through the use of hidden pricing. At
present, it is possible for traders to cross-subsidise their products by
reducing the headline charge (APR) and regaining the capital on hidden
costs, such as default charges, early settlement fees, late fees,
administrative costs or alterations to the term.

The balance between lenders and borrowers will also be addressed,
where necessary. Early settlement fees based on the rule of 78, which
is always in favour of the lender, will be removed and replaced with a
fair premium.

95 OFT (1996), Voluntary Codes of Practice: A Consultation Paper.
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(i) Compliance costs
Option 1: No additional cost

Option 2:

Transitional Costs

Costs for lenders making the transition to the new regulatory framework
are estimated to be in the region of £127m. These costs reflect the

‘(suoljoesuedy auljuo Buluianob regulatory reforms as set out in Chapters 2 and three.
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These costs consist of IT development and installation, management
time, staff training, legal advice (in re-designing contracts), administration
costs and increased business risk.

Reforms to the way in which early settlement fees are calculated require
businesses to make substantial changes to IT systems. There are also IT
costs involved in redrafting the form and content of agreements. In
addition, there will, inevitably, be IT costs for those lenders that choose to
sell credit products online (in response to the reform to regulations
governing online transactions).
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SIOMBWEI) A1012[NBBI MBU Sy} 0} UOIISUEI) SY1 BUBEW SIapUS| 10} S1S07) General business risk will increase as consumers are empowered through

a more effective means of redress, such as the ADR. This empowerment
will lead to an initial increased cost to business as current practices are
challenged. However, as rogue traders are forced out of the market and
problematic practices are eradicated, we would expect the ongoing cost
to business to fall. We estimate increased business risk to total £8 million
in the first year after the reforms. This represents the cost to lenders

of higher consumer complaints than anticipated in the ADR running
costs. The transitional business risk is a third higher than the ongoing
business risk, to reflect an initial surge in complaints once the service
becomes available.
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31S0O . Training staff to use new systems will also impose a substantial
1 :) 9 transitional cost to business. However, this cost may be mitigated by
lenders’ staff turnover and ongoing training strategies.
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These transitional costs will be mitigated by:

* Allowing lenders a period of preparation and adjustment before
implementation is required. (The regulatory reforms of the CCA, as set
out in this White Paper, will not come into effect before October 2004.
The reforms that require primary legislation will be implemented
significantly later.)

* Making the framework as flexible as possible (for example, the
removal of the financial limits exemption, will remove the necessity
for continual updating of the limit, which has increased from £5,000 to
£25,000 since its introduction).

* Simultaneously introducing reforms on transparency (advertising,
form and content, online agreements and early settlement), in October
2004, which means lenders will be able to make all the system
changes and updates required, in one hit.

* The continued provision of clear guidance by the OFT to enable
lenders to adapt to the new framework with minimal disruption.

Compliance Costs

The ongoing impact of the proposed changes to lenders’ costs is
estimated at £84.4m per year.

The compliance cost, estimated above, results from the licensing fee;
introduction of the ADR system; increases in cases going through the
ADR system; increased business risk; reduced revenue from early
settlement fees; and administration costs from issuing regular statements
and possibly dealing with an increased number of early settlements.

The new licensing regime will impose two costs on lenders: the direct
cost of the licensing fee and, the indirect cost of complying with these
powers. These are the same costs imposed on businesses by the existing
licensing regime. The targeted nature of the new regime will need further
calculation of the costs specific to different categories of business, and
this will be a part of the planned consultation.

‘uolleynsuod pauue|d ayl jo Hed e aq ||IM SIY}

pue ‘ssauisng O Sa110691ed Jualayip 0} 914198ds SIS0 8y} JO uolle|Nd|ed
Jayuny paau ||Im awifal mau a8yl Jo ainjeu palabiel ay| awibals Buisuasol|
Bunsixa ayl Aq sessauisng uo pasoduwl s1s09 awes a8yl ale asay| ‘siamod
9sayl yum BuiA|dw o9 Jo 1509 1084ipul 8yl ‘pue 99} Buisuadl| ayl Jo 1S09
10841p 8y} :SJI9PUB| UO S1S0D 0M] asodwll [|Im awibal Buisuadl] mau ay |

'Sjuswvles Ajdes Jo Jaquunu pasealoul ue yim Buijesp Ajqissod pue
sjuawalels JejnBal BuINSSI WO SISOI UOIIRJISIUIWIPE pUR S99} JUBWD|1IS
Aldea wou) anuaAal padnpal Hsid SSBUISNQ Pasealdul ‘WalsAs YAy

a2yl ybnouyl Buiob sased ul sasealoul !walsAs YQy dyl JO uoIloNpoJlul
99} BuIsuddl| 8yl WoJ} S}NSal ‘anoge palewllsa ‘1s09 aouel|dwod ay|

ueaA Jad w83 18 poalewilss
SI S1S09 ,s19pud| 01 sabueyd pasodoud ayi Jo 10edwi Buiobuo ay |

s}s09) asuejjdwo)

"'uondnusip jewIUIW YU }JOMBWEL) MBU 8y} 0] 1depe 0} SIapus|
a|geus 01 ] 4O @Y1 Aq @ouepinb Jes|d JO uoIsSIA0Id PONUIIUOD BY]

"1l 8uo ul ‘palinbai sajepdn pue sabueyo

walsAs ays ||e aew 01 9|ge aq ||IM SIapud| sueaw Yd1ym ‘v002

1800190 ul ‘(Juswanes Ajldea pue sluawdalbe auljuo ‘JUdu0d pue wWio}
‘Buisilianpe) Aouasedsued) UuoO swJojal Bulonpouaiul Ajsnosuelnwig .

"(uonoNpo.jUl S11 82UIS 000°GZT

01 000'GF woJj pasealdul sey yaiym ‘1wi| ay3 jo Bunizepdn |enuijuod 104

Al1ssa0au ay)l aAowal [|IM ‘uoildwaxa Sjwi| |eldueul) 8yl JO [BAOWDI
oyl ‘ojdwexa 10}) 9|qissod se 9|qIxd|} Se ylomawel} ayl Bupe|p .

(191e] Ajpueoiyiubis

paluawa|dwi aq ||Im uolie|siba| Alewisd adinbad jeyl swuojal ay |

"¥00Z 190100 910}8Q 1084}8 01Ul BWOI 10U [[IM “1aded dlLIYAA SIYl Ul 1IN0

18s se ‘yY)J dy1 4o swiojel Alolenbal ay]) ‘palinbali s uonejuswadwi
alojaq juawisnlpe pue uollesedaid jo pouad e siapud| BUuIMO||lyY

:Ag peleBiliw aq ||Im S1SOJ |eUOl}ISUBI) 8SBY |

3°a‘D ‘g 'V sexauuy

g oield / 29 :B1S /XL "Ge0r091L01L0

ccl

q



€clL
'sawayoag abeien poon pue yie|p AljenD 8y} jo sousiiadxs Jold uo paseq si }S0D 8y} JO d}eWNSA SIYL g

"MO| AjoAlle|al S1S09 daay pue uollsuedy Aue ple ||Im siy| "8dIApe papiaoad
Aj|e11udd 03 ss8o0k ualealb aney Apoq apedi e Jo 1ed aie oym s1apua| JINS

‘|lews AJaA aq ||Im S1S0O |euollippe J1ay) ‘poliad uolyisued)

alenbape ue yupA "Apjoinb aiow s1s09 asayl dnodad Os|e ued pue ‘asnoy-ul
Jjeis || pue |eBa| aaey o1 Ajay1| aie os|e Aay] "jieis Bululedy pue ‘|eliolew
Bunuid-ais pue Builjeipal Ajpuilnol aie s1Idpud| 9SaY)} 8SNedaq SI9pus)|
JabJe| Jo S1S00 8y} uo 1oedwl [[ews e 8AeY p|nOYs swJiojal uolyenbal ay|

"]JOU 8Je 1eyl SJIAIS puUe ‘UOIIeID0SSE Bpel] B JO siaquiaw aJle
yoIym sJINIS ‘siepua| abie| — 1@yJew syl ul 1sIxa siapud| Jo sadAl aaay|

ssauisng |eaidA] e 10} s3s09) (1)

‘abueyd o1

19Jew ay) Jo uonisodwod ayj 19adxa op 1ng ‘19yJew 1pald ayl JO azis ay}
uodn Bunoedwi sabueys asayl abesiAuS 10U Op SAA "183Jew 1pald ay) Jo
apisino Joedwi a|qib1Bau e aAey [|IM sainseaw JO 18S S1Y} 1eyl 10adxa apA

$150Q 43430 (1)

961€9A © 000°00G3 puno.e

aq p|nom oipel uo pue ssaid ayi ul Buisipaape BulobuQ '1oNpuoI Jo

9p09o ay1 BuisidApe JO 13S0 |eUOIlIpPe UR 8Q OS|e P|NOM 813y} 19AMOH
‘wiZyF punoJe |e1o} 01 paloadxa ale s1s09 aduel|dwod pue ‘wg €93 |e10] 01
po1oadxa aJe S}s09 |euollisuel) ‘dn-ayel 9%0G e Bulwnssy "9pod Alejun|oA
8yl 01 dn-paubis aaey oym si1apud| asoyl Aq autoq aq Ajuo p|nom 1nq

‘z uondo se aq p|nom uoi1do syl 4O S}S0I doukel|dWOI pue |euollsuel) ay |

:¢ uondo
‘Ajlenuue ‘wg'y3 |e101 0] paloadxa ale S1S09 UollelisiulWpYy

1eaA e w93 Ag anuanal ssauisng
2onpal ||IM S99} JUBWd|1I8s Allea ay} Jo uolle|no|ed ayl ul sabuey)

‘(8weu s,8s|8 duodwWOS Ul s1onpoud 11pald Jo) BulAidde "a°1 — Yayl

A1luapi ‘se yons ‘pneuy 0} aunsodxa pasealoul ybnoayl) auljuo sijuswaalbe
JO uona|dwod ayl Buimojje Ag ySId SSauISNq Ul 8SealdouUl dWO0S aq Os|e

[[IM 818y ‘uollisuel] [elllul 8yl Jo)e ‘Ajjlenuue wg3 0} ||e} 0} paloadxad

ale uoisinold YQy @yl 01 BUImo ysid SSauISNg Ul S8Sealdu| "UOoIle}jNSU0D
Bulwooylio) 8yl Ul pamalAal aq ||IM pue ‘91ew(1Se dAIIBAISSUOD e

SI S1yl ‘wnuue Jad w3 1S09 ||IMm walsAs YAy 9yl 18yl 91eWI1Sd apA

JuswIssassy 1oedul| Alojeinbay 1eiq :g Xxauuy

0101604025_Txt / Sig: 63 / Plate A

Annex B: Draft Regulatory Impact Assessment

vV ojeld / €9 :BIS /XL 76207091010

We estimate that the ADR system will cost £10m per annum, this is

a conservative estimate, and will be reviewed in the forthcoming
consultation. Increases in business risk owing to the ADR provision are
expected to fall to £6m annually, after the initial transition. There will

also be some increase in business risk by allowing the completion of
agreements online (through increased exposure to fraud, such as, identity
theft — i.e. applying for credit products in someone else’s name).

Changes in the calculation of the early settlement fees will reduce
business revenue by £60m a year.

Administration costs are expected to total £4.9m, annually.
Option 3:

The transitional and compliance costs of this option would be as option 2,
but would only be borne by those lenders who have signed-up to the
voluntary code. Assuming a 50% take-up, transitional costs are expected
to total £63.5m, and compliance costs are expected to total around £42m.
However, there would also be an additional cost of advertising the code
of conduct. Ongoing advertising in the press and on radio would be
around £500,000 a year.%6

(ii) Other Costs

We expect that this set of measures will have a negligible impact outside
of the credit market. We do not envisage these changes impacting upon
the size of the credit market, but do expect the composition of the market
to change.

(iii) Costs for a Typical Business

Three types of lenders exist in this market — large lenders, SMEs which
are members of a trade association, and SMEs that are not.

The regulation reforms should have a small impact on the costs of larger
lenders because these lenders are routinely redrafting and re-printing
material, and training staff. They also are likely to have legal and IT staff
in-house, and can also recoup these costs more quickly. With an adequate
transition period, their additional costs will be very small.

SME lenders who are part of a trade body have greater access to centrally
provided advice. This will aid any transition and keep costs relatively low.

9% This estimate of the cost is based on prior experience of the Quality Mark and Good Garage Schemes.
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We acknowledge that transitional costs may disproportionately fall on 01 Buipioooe Jequiaw Jad g3 wouy Buibuel ‘selewiise Buluiel) yeis ul sa1ouedeldsIp 8pIM 81em 818yl ¢
SMEs without access to trade association resources. However, we do not _
envisage that SMEs will find these one-off costs unaffordable or that we'lles S1S09 V1oL
these costs will place them at any significant competitive disadvantage. Wy ye3F 1509 asuerjdwod [ejo}
The costs vary substantially between activities. Costs for traders using pawuod 8q oL $984 Buisusol
licences solely for credit brokerage (the most common activity for licence- We 3 4651500 UOIIENISIUIWPY
holders, constituting around 40% of all credit licence-holders) will only
increase by the increased licence fee, though those advertising loans may wolL3 4av
incur some of the costs associated with the advertising regulations. Only
. . ) . . Allenuue w93 oo }udwanes Ajeg
licence-holders who engage directly in lending will face the full cost of
the reforms. wG'63 eelSH ssauisng
aoueldwo))
Breakdown of estimated transitional and compliance costs
WL /eLF S1S09 |euollisues) jejo]
Transitional Costs
w/ylL3 g6S1S00 uonessIUIWPY
Business risk £8m
wiL3 S1S09 |eba
Staff training?’ £29.8m
we'63 awl uswabeuey
IT £54.3m )
weys3 1l
Management time £9.3m
wg'6z3 seBululel] yeig
Legal costs £11m
w83 )SI1 ssaulisng
Administration costs%8 £14.7m
$1S09) Jeuonisued]
Total transitional costs £127.1m
] $31S09 9sueljdwod pue Jeuoilisues] pajewi}sd JO umopyealg
Compliance
Business risk?® £9.5m "SWII0Jel 8y}
00 10 1S09 [N} 8yl 89e} ||Im Bulpua| ul Ajoalip abebus oym siap|oy-aouall|
Early settlement’ £60m annually AU -
[uQ ‘suoile|nBal BuisiLBApE 8yl YlIM paleIdosse S1S0J 9y} JO dwos Jnoul
ADR £10m Aew sueo| Buisiliaape asoyl ybnoys ‘a4 99uadl| pasealoul ayl Aq asealoul
o ] o AJUO |[IM (S18P|0Y-22Ud1| HP3JI ||B JO %0 punoJle BuilnN}lsuod ‘siapjoy
Administration costs £4.9m -99Ua91| 10} AJIAIIOR UOWIWOD 1SOW Y1) 96ela0.q 1IPald 10} A|9|0S S90UI||
Licensing fees To be confirmed Buisn siapeJ} 10} S1S0) "SAIlAIIOR UBaMIa] Ajjelluelsgns AJeA s1S09 ay |
Total compliance costs £84.4m -abelueApesip aAniadwoo juesiiubis Aue 1e wayl ade|d ||Im S1509 asay)
TOTAL COSTS £211.5m 1By} 10 9|gepJojjeun s1S09 JJO-auO0 8sayl pul} |IM SJINS eyl abesiaua
10U Op 9M ‘J9ABMOH *S9821N0SaJ UOI1RID0SSE 9pel] 0} SS8I0B INOYUM SIS
97 There were wide discrepancies in staff training estimates, ranging from £50 per member according to uo ||eJ A|e:|_eu0!]_,|0d0,|d8!p Aew S1S0J |euollisueldy jeyl 66p9|MOU)|OE 9MA

the CCA and £14,600 per member from the FLA. We applied an average cost per member of £7,300 to
our estimated number of lenders.

98  The CCA predicts administration costs per member of £4,800, we have applied this to our estimated

number of lenders, and assumed that 75% of the £19.6m total is transitional cost and 25% is ongoing.

99 £3.6m attributed to identity fraud associated with on-line completion (APACS state £25m in identity theft
in 2003, we forecast an annual figure of £35m in the future, and attribute 10% of this to on-line
completion.) The remaining £6m is ADR risk.

100 Estimated as the difference between the rule of 78 and an actuarially fair premium on the 70%

124 (estimated by Datamonitor) of loans that are settled early. 3°'a’D ‘g ‘v sexauuy
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Breakdown of Cost by Firm

"Jo)JewW 8y} JO IN0 W8yl dALIP pue a|geljoidun siapua|

[[eWS 10} SSBUISNg 11PaJd 8y} 8yew pjnod ‘uin} ul ‘siy| ‘19yJew awiid .
-gns ay} ul Ajjeloadsa ‘sasiJ 1paJtd JO 1S09 8y} leyl aq p|nod Jaded alypA TRANSITIONAL Small Medium Large
ay1 ul pasodoud sainseaw 8y} JO 109448 dAIlIR|INWND 8yl 1Y) )SIJ e S| 818y | Business risk 482 588 888
"JUBWNO0P SIY] JO pUd dY} 1B puUNO} aq Staff training 1,797 2,190 3,308
ued Yolym luaswa|nas Ajdes pue BuisiluaApe ‘sjuawaalbe auljuo ‘1uaiuod
yarym i n | p ISllIBApe “s] ! jusl T 3,274 3,990 6,028
pue wJoj uo suoije|nbal }yeap UO UOIIR}NSUOD BY} Ul SJUBUSSISSY
1oedw| Aiolenbay syl ul pue Jaded alYAA 8yl 4o 181deyd aAlloadsad ayl ul Management time 561 683 1,032
[Ie}9P 8JOW Ul PaJapISU0I ale ainseaw Adljod |enplAIpul Yoea O Sysid ay |
Legal Costs 663 808 1,221
JUBWISSISSY ) Siy Administration costs 886 1080 1,632
Total 7,663 9,340 14,110
, , COMPLIANCE
abue| aie 9,Gy pue ‘azIS-WwnIpaw ale 9% ‘||ewsS ale S1apud| JO %Gz 1Byl pawnssy
0LE'6 202'9 680°G |e101 Business risk 573 698 1,055
A 09¢ G627 $1S00 UOIRIISIUIWPY Early Settlement 3,617 4,409 6,661
oLL'L G/ €09 Hav ADR 603 735 1,110
199'9 607" /19'S Juewa|1esg Aes Administration costs 295 360 544
G50°L 369 £/ 31 ssaulsng Total 5,089 6,202 9,370
Assumed that 25% of lenders are small, 30% are medium-size, and 45% are large
JONVITdINOD
oLL'vL ove’'6 €99°L jejoL
ze9’L 0801 988 S$1S00 uoljeJlsIUIWPY Risk Assessment
Lze'L 808 €99 s1s0) |ebaT]
The risks of each individual policy measure are considered in more detail
zeo’L €89 L9G awi} Juswabeuep in the respective chapter of the White Paper and in the Regulatory Impact
. . ; Assessments in the consultation on draft regulations on form and
8¢09 066°€ vLC'E 1l . .. .
content, online agreements, advertising and early settlement which can
80c'e 06L'2 L6L'L Buluiesy yeis be found at the end of this document.
888 884 8y s ssauisng There is a risk that the cumulative effect of the measures proposed in the
abieq wnipapy lews TVNOLLISNVHL Whlte Paper coult.:i b_e that the cost of credit rlsest, esp(.emally in the sub-
prime market. This, in turn, could make the credit business for small
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lenders unprofitable and drive them out of the market.
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However, collectively, we think this package of policy measures will
increase consumer confidence in the entire credit market, including the
sub-prime sector. The spur to competition that this generates should
allow the more competitive and innovative firms (both small and large) to
gain market share, while less competitive lenders are forced out. This will
provide benefits to the consumer through lower prices, higher quality,
more innovation, as well as giving them the confidence that they are
making like-for-like comparisons between products.

There is a small risk that a vacuum will still remain in the sub-prime
market, however, there are already signs that larger credit businesses
currently operating in the prime market, may branch into the sub-prime
sector. A more credible risk is that the reforms increase the cost of
lending to the sub-prime market, reflecting the uncertainty of an
increased number of challenges to unfair agreements, combined with an
already higher-risk premium. However, this should be mitigated over time
as case law is developed, providing the average borrower in the sub-
prime market with better and fairer agreements, as transparency allows
the vacuum to be filled by fairer lenders, and alternate sources of credit
such as credit unions, COFl's and other social lenders.

The most difficult issue surrounds extortionate credit provision. The issue
of whether these measures restrict credit or not, lies within the nature of
the test. If the new test would focus unduly on the cost of credit, this
could introduce a de-facto rate ceiling. This, in turn, may have a particular
effect on the sub-prime market. However we will bear this risk in mind
and aim to avoid it when formulating the legislative factors and guidance
to define unfair credit transactions to ensure a balance is struck between
capturing unfair practices and not placing onerous burdens on the lender.

6. Consultation with Small Business:
the Small Firms’ Impact Test

Throughout the period of the review we have engaged with key trade
associations whose membership predominantly comprises small
businesses. We have also met with the owners of small lending
businesses from southern Scotland, north Wales, the north west of
England, Swindon, Hull and London. In addition, we have obtained advice
from businesses that lend extensively to small businesses in sectors, such
as, construction, and from businesses that act as consultants to a variety
of small businesses inside and outside of the lending community.
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On the basis of this, we have concluded that the reforms do not have a
disproportionate impact on small business nor will it restrict the ability of
small businesses to obtain credit.

7. Competition Assessment

The impact of the proposals on the consumer credit market was assessed
in relation to the consultation responses, and was found to be unlikely to
raise concerns about competition. In fact, we consider the proposals to be
generally pro-competitive as transparency, certainty, and fairness in the
market increases. Any change in the composition of the official lending
market will be the result of competitive forces, but will affect small,
medium and large firms equally. While smaller firms could incur slightly
higher costs in some instances, we expect this to be offset by the benefits
in terms of a more transparent, competitive market, with some
consumers feeling more confident in approaching smaller lenders as

a consequence.

We acknowledge that the transitional and compliance costs of these
reforms will place a burden on all lenders. In particular, there is a small
risk that this may raise barriers to entry into the market, particularly for
small lenders. However, we believe that the compliance costs will be
small relative to the vast sums incurred in successful entry into the
market in terms of infrastructure, IT, skills, marketing etc and should
not therefore represent a significant barrier to entry. At the same time,
there are likely to be significant benefits as rogue traders are eradicated
from the market and their market share is spread among the fair and
honest lenders.

8. Enforcement and Sanctions

While we are proposing significant reform of the regulatory regime, we
do not envisage any changes to the existing enforcement arrangements
which include criminal and civil sanctions, statutory powers available to
the court in relation to the enforceability of agreements, and powers
bestowed upon the OFT in relation to advertising for which local authority
trading standards departments (TSDs) have day to day authority.
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The proposals on licensing will enable the OFT to take sanctions against
lenders in a wider range of cases and will, therefore, lead to a larger
number of appeals against these determinations. It is predicted, however,
that after an initial peak, the number of cases should fall back to their
current level as lenders’ standards increase. Experience from the FSA
shows that businesses raised their game before the introduction of

new regulations.

The proposals on extortionate credit are designed to make it easier for
the courts to intervene where borrowers are being exploited. It has
therefore been estimated that the number of complaints and court cases
will increase as the new system is implemented.

We have indicated that we intend to introduce an Alternative Dispute
Resolution (‘ADR’) process for consumers seeking redress. This will
provide consumers with an additional form of redress.

The recent DTl survey showed that people are generally unwilling to go
through the court process, but would be more willing to challenge the
terms of an agreement through some alternative route, such as a third-
party intermediary or a financial ombudsman. Therefore, it is anticipated
that the number of cases dealing with extortionate credit may increase.
However, it is envisaged that these cases should be resolved at no cost to
the consumer, although the costs to lenders and traders will increase on
the assumption the number of cases increases compared with the
number that currently go to court.

9. Monitoring and Review

The Government is committed to conduct a review within three years of
any regulatory changes it introduces, utilizing the success measures
outlined in Annex A.
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* July 2001: an overview of the CCA and priorities for reform entitled:
uoljeljjnsuosn ajgn 11
nell J3Mqnd (1) Tackling the loan sharks. We received 107 responses to this consultation.
* March 2002: increasing or removing the £25,000 financial limit in the
CCA and reviewing the status of some exempt agreements, to which
we received b5 responses.
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* August 2002: making the regulations on early settlement fair and

equitable to both lenders and borrowers, to which we received
38 responses.
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*  December 2002: we received 35 responses to a consultation paper on
enabling lenders and consumers to be able to enter into and conclude
credit agreements by electronic means.

JuswIssassy 1oedul| Alojeinbay 1eiq :g Xxauuy

129

Vv o)eld / 99 BIS /XL 7G20¥091010 ‘ ‘



o

130

0101604025_Txt / Sig: 66 / Plate B

Annexes A, B,C,D, E

* January 2003: we consulted on the reform of the consumer credit
licensing regime and received 57 responses.

*  March 2003: we received 70 responses to our consultation on the
reform of the protections offered to consumers in respect of
extortionate credit.

Each of these consultation papers has been issued for a minimum of
twelve weeks and has been sent to interested parties, as well as being
available electronically on the DTl website.

These formal consultations have been supplemented by a series of
meetings with key stakeholders to generate proposals in areas, such as,
advertising and the form and content of agreements, and understanding
the wider impact of the proposals on lenders. We have also consulted
with the FSA, a statutory regulator, and have other consultations planned
for the future, as outlined in chapter 6.

Our understanding of the credit market has been supplemented by
independent research on:

« Extortionate credit in the UK

*  The US credit market

* The Cause, Extent and Effects of Over-indebtedness
*  Consumer Credit Awareness survey

Wider social concerns about the rise in levels of consumer debt have
been addressed by the Taskforce on Tackling Over-indebtedness, which
was set up in October 2000. Its remit was to address concerns about
consumer debt in the UK by considering ways of achieving more
responsible lending and borrowing. It has reported twice to Ministers and
many of their recommendations have been incorporated in this proposal.

Several members of the team have been seconded from major lenders

to provide a detailed insight into how regulations are viewed and
interpreted. Finally, members of the Civil Service have spent short periods
shadowing staff of various lenders to gain a firsthand understanding of
the way different sectors within the financial industry are involved in
consumer credit.
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Annex B: Draft Regulatory Impact Assessment

11. Summary and recommendation

Option

Total cost per annum

No additional cost over the
current system. Consumer
detriment will continue and fair
lenders will continue to lose out
to unscrupulous lenders.

Total benefit per annum

Increase in ongoing costs
estimated as £84.4m, of which:

Reduced revenues to lenders
from excessive early settlement
fees of £60m.

Business risk: £6m to allow for
the increased risk of being
challenged over agreements or
practices through the ADR, and
£3m for identity fraud, if
companies opt for online
completion.

ADR system cost of £10m

Administration costs of £4.9m
include more frequent
statements.

Implementation costs of new
regulations: £127.1m of which:

IT costs £64.3m, the majority is
allocated to early settlement
system changes, with the
remainder going on form and
content and online contractual
changes.

Staff training: £29.8m
Administration: £14.7m

Approximately £10m allocated to
both legal costs and management
time. £8m in business risk has

been allocated to account for the
initial surge in demand for ADR.

Total benefits of £384m, of
which:

Consumers benefit from a direct
reduction in unfair settlement
fees of £60m.

We also estimate that
consumers will derive £306m in
benefit through switching to
more suitable loans.

Greater competition will bring
improvements in price, choice,
quality, and innovation. This will
benefit both consumers and
lenders, with most competitive
lenders gaining market share.

Businesses will also derive
benefit in the region of £15m
from fewer consumer
complaints, and £3m from
lower compliance costs as a
result of clearer legislation.
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Option

Total cost per annum Total benefit per annum

Based on our assumption of a At best we can expect 50% of
maximum 50% sign-up rate to the benefits under option 2.
voluntary codes of conduct, we
estimate the costs to be half
those of the above option, and
quite possibly less, because, as
already mentioned above, the
requirements may be less strict.

12. Recommendation

It is considered that Option 2 would promote competition, a consistent
and fairer deal for consumers and business, and allow confidence in the
credit market to grow. These benefits, when considered together, provide
a transparent, fair and adaptable framework that will allow the credit
market to continue to develop and innovate. Option 2 is consistent with
Government objectives to promote competition and empower consumers,
while still providing protection for vulnerable groups. This option is
expected to promote efficiency and allow savings for business,
consumers and Government in the longer term.
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ANNEX C: The Cost of Over-indebtedness

This Annex looks at some of the available data on the extent, causes and
costs of over-indebtedness.

Extent and Profile

The Household Survey'%! identified that some 20% of households were
experiencing financial difficulties at the time it was carried out. Of these,
13% were actually in arrears.

It also identified three warning signs indicating that consumers are,
either, already over-indebted, or are at risk of becoming over-indebted:

*  Spending 25% or more, of their grow income on consumer credit
repayments (5% of households surveyed);

* Spending 50% or more, of their grow income repaying their mortgage
and other credit commitments (6% of households surveyed); and

* Having four, or more, credit commitments (7% of households surveyed).

Of those surveyed, more households were in difficulties with household
bills compared with credit commitments. Household bills, for the
purposes of the survey, included mortgages, rent, council tax and utility
bills. Evidence from debt advice providers indicates that the majority of
consumers are more likely to risk not paying household bills (roughly 4%
having arrears in the 12 months prior to the survey, with the exception of
mortgages or rent — less than 1.5% having arrears) than credit
commitments (roughly 2% having arrears).

Of those people with credit commitments, most had been in arrears over
the last 12 months on overdrafts (3%) and credit cards (4%), compared
with store cards (1%), mail order (2%) and loans (2%).

This indicates that high levels of borrowing are problematic for only
a small number of people. However, a far greater number would,
potentially, be at risk of serious difficulties in an economic downturn
or a period of sustained increase of interest rates.

107 Op cit 10 or 64.
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Of those consumers who are, or are at risk of becoming, over-indebted,
the Household Survey identified some particular groups who were more
likely to be affected than others. Of those households who had been in
arrears over the 12 months prior to the survey, perhaps unsurprisingly:
* households earning less than £10,000 per annum (37%);

* lone parents (48%);

* young householders (32%);

* the newly separated (52%);

* those having a new baby (42%);

e part-time workers (30%); and

* the unemployed (43%),

were disproportionately represented. This means that some of the most
vulnerable people in society have a greatly increased risk of being, or
becoming, over-indebted, with the consequent costs associated with it.
Government policies need to pay particular attention to helping

these people.

In comparison, the older the consumer, or the higher their wages, the
lower the risk is of their becoming over-indebted.

Over-indebtedness is typically associated with the following reasons:

* An unforeseen change in circumstances due to unpredictable events,
such as redundancy, illness, injury, divorce, family breakdown;

+  Mismanagement of resources or over-optimistic future expectations.
This includes cases where the consumer has received credit, which
they are always unlikely to be able to repay. This can capture both
irresponsible lending as well as irresponsible borrowing.
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In addition it has been found that over-indebtedness is closely linked with
social exclusion and low-income groups, with 35% of low-moderate
income families being unable to meet repayments on at least one bill or
credit commitment'92, People on low incomes normally borrow relatively
small amounts. However, as a proportion of their income, the amount
owed is greater than that for borrowers in higher-income groups, and
the burden has increased over the last 5 years'93, placing them at
greater risk.
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The survey on over-indebtedness'%4 identified the following reasons for

*$50| qOI (|13 SBM A}NOIIP arrears on household bills and credit commitments.

|eloueuly Jo asned a|buls ‘1sabie| ay)l ‘JuswAojdwaun JO Ss[oAd| Mo| 8ldsa

Percentage

Loss of income 42
80z syiuow g| 1sed ul siealie ul ||e :8seg Redundancy 18
c Uosesl 18I0 R?Iationship L?realfc.iown 6
. Jounied Jowioy Aq 19| S195Q Sickness or d/.sab///ty 6
o Jone Auied piiyL Other loss of income 12
ZL awAed pjayyim 10 payooIanQ Low income 15
LL sasuadxa pajoadxaun/pasealou| Over-commitment 9
6 JUBWIHWWO2-18AQ Increased/unexpected expenses 11
GL aWwooUul MO Overlooked or withheld payment 12
21 oL0oUI J0 $50] 1910 Third party error 6
o ALIlIGesip 10 SSOUYOIS Debts left by former partner 2
9 umopyeaiq diysuonejay Other reason 3
gl Aouepunpay Base: all in arrears in past 12 months 208
v awWooUl JO SSOT

abeluaaiod

Despite low levels of unemployment, the largest, single cause of financial

*SJUSWIIIWILIOD 1IPaJd PUE S||Iq P|OYaSNOY UO siealle difficulty was still job loss.
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Results from the CAB evidence report ‘In too deep’'%® suggests that 82%
of the people seeking advice from CAB have a monthly income of less
than £1,199. The table below gives figures (% of debt clients) for the
distribution of types of debt by monthly income and how this compares
to types of loan and credit which the whole population have.

102 Family and Children’s Study, 2000-2001.

103 Audit Commission (2003) “Local Authority Housing Rent Income”.

104 Op cit 2.

105 Op cit 75.
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Clients’ Monthly Income

Type of debt Up to £400 up £800 up Whole
£399 to £799 to £1,199 population
"9|Joym e se
Bank loan 13.7 13.8 15.4 16 91e1S 8y} uo pasoduwil s3S0D Y} pue [19MO01I0( |[enplAIpul 8y} uo pasoduwl
S)}S02 9y} !SJ01PaID JO SUOIINMISUl [eloueUly AQ pade) S1S09 ay) :Sa1106a1ed
Bank overdraft 7.5 5.5 5.6 42 991Y) 01Ul UMOP U 0Iq 8] Aj|eJauaB Ued SSaUPaIGaPUI-IBA0 JO S199))8 oy |
Catalogue 12.2 12.9 10.1 11
SSauUpPaLgapuUI-IBAQ JO S1S0) 9y
Council tax arrears 4.7 4.6 5.5 -
. (€00Z AInr) @21ApY suazi) 104
Credit card 14.5 15.6 22.3 54 IHOW AqQ pa1onpuod Apnig youeasay :ABAING JUBWIIIWWO)-I8AQ |eloURUI{ pue (€002 ABIA)
. ,1g9p Jo 9ousladxa ,s1ualjd gyo "dasp 00} u|, 1odal 32UdPIAT gy WOJ) Udd el uolleuwlou|
Finance company loan 9.4 9.7 9.7 -
"sali0681e0 8s8Y} Ul BlRp PaMWIT |
Fuel arrears’ 4.7 3.0 1.7 -
- 6'Gl L 9’6l 18410
Money-lender or
home-collected credit’ 3.5 4.1 3.2 - - 6°¢C g'g 6'€ l1lq suoydaja]
Rent arrears’ 2.4 3.7 3.5 - ve L'y vy 6'€ LP1E3 31015
Store card’ 3.9 4.4 4.1 24 - g€ L'E v'e |Slealle jusy
Telephone bill 3.9 5.5 2.9 - - e L'y g€ 131P842 Pa1d9||0o-swoy
10 Japusdl-Asuo|p
Other 19.6 17.2 15.9 -
- L'l () L'V ,Siealle |ang
T Limited data in these categories.
- L6 L6 v'6 ueo| Auedwod aosueul
Information taken from CAB Evidence report “In too deep. CAB clients’ experience of debt”
(May 2003) and Financial Over-Commitment Survey: Research Study conducted by MORI . . .
for Citizens Advice (July 2003) va eee 9Gl vl P4E3 11Pai)
- GG 9'v LY sJealie Xe} |1ouno)
The Costs of Over-indebtedness ) ) :
LL Lol 6CL zeL anbojele)
The effects of over-indebtedness can generally be broken down into three v 9'G GG G/ JJRIPISAO Nueg
categories: the costs faced by financial institutions or creditors; the costs
imposed on the individual borrower; and the costs imposed on the State 9l Gl g8’clL L'EL ueo| jueg
as a whole. -
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Financial institutions

The largest potential cost facing financial institutions is the increased cost
of bad debts and the increase in the contingency fund set aside for non-
payment of personal debt. Over-indebtedness may also increase the costs
of chasing bad debts through management and administrative time, debt
collectors and court fees etc.

These costs are difficult to quantify, though evidence shows that cost of
collecting debt has substantially increased in the past five years. For
example, in 1995 it cost £70 to start court proceedings for a debt of £1,000
whereas, now, it costs £115, an increase of almost 65%'96. The cost of
collecting debts through dedicated collection agencies is in the region of
15-20% of the amount recovered07,

Below a certain threshold, it is unprofitable for a bank to incur the costs
of engaging debt collectors and court proceedings. Any mechanism that
enables these lower levels of debt to be repaid will be extremely
beneficial to financial institutions.

Individual borrowers

Over-indebtedness imposes various costs on individuals, such as higher
stress levels, depression, divorce, health problems, lower morale etc.
Many of these individual costs then impose a cost on society, which picks
up the tab for dealing with health and housing problems, for example.

Recent research found that 62% of CAB clients were suffering from stress,
anxiety or depression, and 43% were receiving medical treatment or
counselling for these problems'%8, Although it is difficult to isolate the
cause of these conditions, debt was highlighted as a contributory factor
by all those interviewed and, in just under half of the cases, it was felt to
be the main factor.

In 1992, the CBI estimated the cost of mental health and stress-related
problems to be in the region of £5bn through lost work days, alone —
equalling the total annual losses through theft.

A study published in Finland, screened the mental health of
approximately 250 over-indebted households in the City of Vantaa'%. The
study concluded that over 70% of the target group suffered from mental-
health problems, three times higher than the overall Finnish population.

106 Op Cit 6.
107 This charge is average between IDRS, FTS credit services, P & B collection services and VBS.
108 |n too deep: CAB clients’ experience of debt (2003).
109 Nykanen et al (1995), Economical peace in the eye of the storm, Report No 17, Helsinki.
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A further study, in Sweden, sampled 500 over-indebted individuals10.
This study also showed a marked negative effect on physical and mental
health in the over-indebted sample.

Research also shows a clear link between stress and absenteeism, with
an estimated 70% being linked to stress-related illness'1.

Finally, one other cost that may be felt by the individual, over the longer
term, is access to future credit lines through falling into arrears or
defaulting on debt. Credit rating systems are backwards-looking so
penalise individuals for their past credit history, regardless of whether
their current and future circumstances have changed for the better. Such
a situation could result in the individual paying a higher risk premium
over a longer period or time, if indeed credit lines are open at all.

Public expenditure costs

As mentioned above, debt problems that affect individuals, often have
further repercussions on public expenditure, imposing direct burdens on
services such as the NHS. These health problems will inevitably incur
costs on society through healthcare, medication, loss of production (sick
absences), rehabilitation, and so on. Similarly, debt problems that result
in eviction in the UK, will impose a direct cost on the Government’s
housing bill. And, the number of people claiming insolvency would raise
the legal aid bill.

The decline in productivity associated with over-indebtedness is
conservatively estimated to be 30% of salary''2. The cost of its workers’
financial problems to a company can be estimated by multiplying 30% of

a workers’ salary by the percentage of the workforce with such problems.

The recent household survey on over-indebtedness by Elaine Kempson
showed that about a quarter of households reported financial difficulties
in the last 12 months and 7% of households had been in financial
difficulty for more than a year. Using this estimate, the cost in terms of
lost output could be as high as 1% of GDP.

110 Ahlstrom, R (1998), Health and quality of life in severe financial crisis. Preliminary Manuscript.

1 Tang, T. L. & M. L, Hammontree (1992) The effects of hardiness, police stress and life stress on police
officers illness and absenteeism.
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Annex C: The Cost of Over-indebtedness

The US Department of Defence estimates that employee money problems
cost it $1 billion annually. This is despite the military having the best
financial counselling programme of any sector in American society.

The costs of financial stress include: absenteeism, work time spent

on financial matters, healthcare costs, job turnover, commitment to
organisational goals, job stress, loss of customers and revenues,
accidents and customer compensation claims, substance abuse,
workplace violence and employee theft.

Conclusion

The costs of over-indebtedness do not just fall on individual borrowers,
they have a much wider impact, affecting financial institutions or creditors,
and the State as a whole. Over-indebtedness, particularly among
low-income groups, also has a significant negative impact on a number
of Government objectives — for example, on eliminating child poverty,
welfare to work aims, health inequalities and neighbourhood renewal.
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Annex D: Glossary

Term
ADR
APR
CAB
CCA
CCD
DCA
DTI
FSA
HP

lllegal money-lenders

NCC
OFT
PPI

Rule of 78

Definition

Alternative Dispute Resolution
Annual Percentage Rate

Citizens Advice Bureau

Consumer Credit Act 1974
Consumer Credit Directive
Department of Constitutional Affairs
Department of Trade and Industry
Financial Services Authority

Hire Purchase

A person who engages in licensed credit activities
without a consumer credit licence

National Consumer Council
Office of Fair Trading
Payment Protection Insurance

Rule of 78 is a mathematical formula prescribed by the
CCA governing the early repayment of loans and is
based on the fact that borrowers do not pay off interest
in equal instalments. At the start of a loan borrowers
will be paying off more interest than at the end, even
though monthly payments are the same.

‘awes ayl aJe sjuswAed Ajyruow ybnoyl
uaA8 ‘pusd ayl 1e ueyl 1saJalul aiow o BuiAed aq ||Im
S19M04J0Q UeO| B JO MBS 9y} 1y ‘Ssusawjeisul |[enba ul

}saualul Jjo Aed 10U Op SI19MO0410Q Jey] 10B} 8y} UO paseq
S| pue sueo| 0 JuswAedal Ajuea ay) Buluianob yH)

ayl Aq paquiosald e|nwJoy |edllewaylew e si g/ Jo ajny
9doueJINSU| UOI109]04d JUswAed

Buipes] Jieq jo 92140

[IDUNOY) JAWNSUO0) |euOieN

99Ud91| PBJI JBWNSUOD B INOYLM
SOIlIAILOR 11PaJD pasuadl| ul sabebus oym uosiad y

aseyaind allH
AllIoyIny SadIAIaS |eloueUl
Ansnpu| pue aped] jo Juswnedaq
Sslieyy |eUOIINIISUO) JO Juswnedaq
9A119941( 1IpaJ) Jawnsuo)

Y7461 10V Hpal) Joawnsuo)

neaing adIApY SUazil)

aley abeluadiad |enuuy

uollnjosay aindsiq aAllRUILY Y

uoniuyaq

8L 30 ||ny
Idd
140

JON

siapua|-Aauow |eba|||

dH
VS

1La
vod
aoo
V20
avo
HdV

dav

wiaj

Aresso|p :q xauuy

geleld/ 12 B1S /X1 S20¥091010

3°a‘D ‘g 'V sexauuy

ovL



‘ 0101604025_Txt / Sig: 72 / Plate A

Lvi

Annex D: Glossary

Secured lending Borrowing by a consumer over which the lender has
taken a form of security. Over land this could be in the
form of a mortgage, but security could also be in the
form of an asset such as a car, where the lending is
advanced to purchase that asset.

Unsecured lending Borrowing that is not dependent upon security being
provided by the borrower.
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Annex E: Definition of Social Grades

The grades detailed below are the social class definitions as used by the
Institute of Practitioners in Advertising, and are standard on all surveys
carried out by MORI (Market & Opinion Research International Limited).

Social Grades
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Contacting Us:

The Government does welcome any comments and views from
individuals and organsiations. If you are responding on behalf of a
representative group or organisation, it would be helpful if you could
make this clear. If you have not already been part of the consultation
process and would like to be involved in future consultations on
consumer credit issues please contact us.

Please address any comments on the White Paper by 15 March 2004 to:

Andrew Cormie

Consumer Credit Team, Bay 411
Department of Trade and Industry
1 Victoria Street

London

SW1H OET

Tel: 02072153818

YN'A0B1S6 11p@11paldIawNsuo) Comments can also be sent by e-mail to:

10} |lew-8 AQ Juas 8 OS|e ued sjUBWWOY) Consumer.credit@dti.gsi.gov.uk
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