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Consumer credit
	Key points

	· State and Territory governments agreed in 2008 to refer their legislative powers in the areas of mortgage broking, margin lending and non-bank lenders to the Australian Government. 

· National regulation of these areas of consumer credit became operational in 2009. 

· The reforms are intended to enhance consumer protections and reduce unnecessary regulatory burdens associated with multiple pieces of regulation across jurisdictions.

· National regulation has introduced new licensing requirements, greater information disclosure arrangements and placed additional obligations on credit providers. ASIC has been given a wider array of enforcement tools. 
· Both consumers and credit providers will be directly affected by the reforms:

· Consumer detriment associated with the use, or misuse, of consumer credit could be reduced — estimated to provide ongoing benefits of around $35 million per year.
· The harmonisation of the credit code could also be beneficial, reducing business compliance costs — estimated at around $10 million per year. 
· The additional consumer protection arrangements imposed on credit providers are likely to increase business costs by around $20 million per year. 
· Transitioning to the new system also requires additional one-off costs — estimated at around $5 million for business and $70 million for government. 
· Concern was expressed about the pace of overall regulatory changes in consumer credit markets and the interaction of reform with other changes affecting the sector. Consideration of the pace of reform and associated sectoral adjustments may be warranted. 

	

	


The national regulation of consumer credit follows State initiatives to develop a uniform credit code in the early 1990s. The move to a national regulatory regime was first recommended by the House of Representatives Economics, Finance and Public Administration Committee in September 2007 following an inquiry into home lending practices (CRC 2009a). Similar recommendations were also made by the Commission as part of its broader inquiry into consumer policy (PC 2008a). The initiative was adopted by COAG as part of the Seamless National Economy reforms in 2008. 
The Commission’s assessment of the likely direct impacts from these reforms is presented in this chapter. This has required judgements to be made about the effects of the reforms and the timescale over which benefits may accrue. The results are exploratory and should be regarded as broadly indicative of the likely effects of the reforms. 
3.1
Reform objectives and changes

At its March 2008 meeting, COAG reached in-principle agreement that the Australian Government would assume regulatory responsibility in the areas of mortgage broking, margin lending and non-bank lenders. COAG agreed that the national regulation of other areas of consumer credit would also be investigated. It was agreed these reforms would be implemented in two phases (box 3.1). 

Phase One of the reform package, which is the focus of this study, comprises three deregulation priorities, made up of the:

· national regulation of mortgage broking;

· national regulation of margin lending; and

· national regulation of non-deposit lending institutions.

Phase Two covers a fourth deregulation priority — the remaining areas of consumer credit. These have not yet been fully implemented, and although the Australian Government has already implemented some reforms beyond the Phase One deregulation priorities, assessment of these is outside of the scope of this study.
The broad objective of the reforms is to create a single national approach to consumer protection regulation in relation to the use of credit. The key changes are contained within the National Consumer Credit Protection Act 2009, which covers most of the changes from Phase One. The exception is margin lending, which has been dealt with by amendments to the Corporations Act 2001 (Cwlth). 

The Australian Government is responsible for the implementation of the new regime, with State and Territory governments referring power to enact and amend the new credit legislation and repealing their existing regulation.
	Box 3.

 SEQ Box \* ARABIC 1
Elements of the two phase implementation plan

	Key elements of Phase One

· Enacting the existing State legislation, the Uniform Consumer Credit Code (UCCC), into Commonwealth legislation. 

· Establishing a national licensing regime for providers of consumer credit and credit-related brokering services and advice. 

· Extending the powers of the Australian Securities and Investments Commission (ASIC) to be the national regulator of the new credit framework with enhanced enforcement powers. 

· Requiring licensees to observe a number of general conduct requirements including ‘responsible lending’ practices. 

· Requiring mandatory membership of an external dispute resolution (EDR) body by all providers of consumer credit and credit-related brokering services and advice. 

· Extending the scope of credit products covered by the UCCC to regulate the provision of consumer mortgages over residential investment properties. 

· Extending the operation of the Corporations Act to regulate margin lending. 

Key elements of Phase Two 

· Enhancements to specific conduct obligations to stem unfavourable lending practices, such as a review of credit card limit extension offers, and other fringe lending issues as they arise. 

· Regulation of the provision of credit for small businesses. 

· Regulation of investment loans other than margin loans and mortgages for residential investment properties. 

· Reform of mandatory comparison rates and default notices. 

· Enhancements to the regulation and tailored disclosure of reverse mortgages. 

· Examination of remaining existing State and Territory reform projects.

	Source: COAG (2009e).

	

	


In the course of developing the reforms, governments commissioned a number of analyses and provided stakeholders with opportunities for consultation. These included the:
· Commission’s Review of Australia’s Consumer Policy Framework,
 released in April 2008 (PC 2008a); 

· Green Paper on Financial Services and Credit Reform: Improving, Simplifying and Standardising Financial Services and Credit Regulation in June 2008; 

· Regulatory Impact Statements (RISs) undertaken in 2008 and 2009 — both included in the explanatory memorandum for the National Consumer Protection Bill (Bowen 2009a); and

· Green Paper on National Credit Reform released in July 2010 as part of the implementation of Phase Two of the reforms.

What was the nature and structure of consumer credit laws pre-reform?

Before the reforms, consumer credit was regulated by State and Territory governments. State and Territory governments had previously agreed in 1993 to make consumer credit regulations nationally uniform. To this end, they entered the Uniform Credit Laws Agreement and developed the Uniform Consumer Credit Code (UCCC). The UCCC was template legislation that was enacted in each of the jurisdictions.

The key provisions of the UCCC included:

· provisions relating to the credit contract, including the form and content of the contract, how information about the contract is disclosed to the consumer, and how the contract may be changed; 

· special provisions relating to circumstances where consumers are affected by hardship, including powers of a court to intervene in such circumstances; 

· provisions relating to the enforcement of credit contracts, in particular what steps creditors must undertake before they can enforce a contract against a defaulting debtor; 

· extensive provisions relating to civil penalties for breaches of the UCCC; 

· special provisions regarding related sales and insurance contracts, as well as consumer leases; and 

· provisions relating to the advertising of credit, including requirements for using a comparison rate (Bowen 2009a). 

However, the UCCC was relatively narrow in scope and a number of problems relating to consumer credit were found to exist (box 3.2).

In addition to the UCCC, individual jurisdictions could also implement other regulation. For example, the regulation of mortgage brokers varied across jurisdictions. Western Australia — where a licensing scheme existed — had the most stringent requirements. In Victoria and the Australian Capital Territory, there was a registration scheme for lenders and intermediaries, while in New South Wales, there was a negative registration scheme.
 The other jurisdictions had no licensing or registration schemes.

	Box 3.
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Concerns with the Uniform Consumer Credit Code

	The RIS conducted in 2008 identified a number of problems associated with the UCCC, including:

· amending the UCCC was difficult due to the need to get agreement between all jurisdictions, making it difficult to respond to market changes;

· the introduction of additional State-specific regulations created inconsistency across jurisdictions; and

· the UCCC did not apply when credit was obtained for investment or small business purposes, so protections for borrowers were more limited.

It was also suggested that:

· there was evidence that some consumers accessing credit through brokers were suffering detriment;

· similarly, there was evidence that some consumers experienced difficulties due to excessive levels of debt;

· some consumers were poorly informed about the features and risks of some credit products. The UCCC disclosure requirements did not sufficiently inform consumers of features and risks;

· consumers’ access to dispute resolution mechanisms other than the Courts was limited, as under the UCCC providers were not required to be members of an EDR scheme; and

· penalty provisions in the UCCC were largely limited to civil remedies for breaches of legislation, with no scope for the regulator to intervene through administrative action.

	Source: Bowen (2009a).

	

	


Margin lending was not subject to specific regulations. However, many operators, by virtue of their structure or other activities, are likely to have been subject to licensing by ASIC, or requirements under the banking code of practice.

What has changed under the national consumer credit laws?

The key changes from Phase One of the consumer credit reforms are:

· the change from the State-based UCCC to a new National Credit Code;

· the licensing of industry participants;

· changes to disclosure and lending obligations;

· the inclusion of lending for residential investment properties;

· changes in enforcement powers; and

· changes to the regulation of margin lending.

The new arrangements commenced on 1 July 2010. However, there was a phased introduction of some of the changes. For instance, those already engaged in credit activities who registered with ASIC prior to 1 July 2010, had until 31 December 2010 to apply for a credit licence. Also, the ‘responsible lending obligations’ applied to brokers from 1 July 2010, but not to authorised deposit taking institutions and registered finance companies until 1 January 2011. 

The Australian Government made some further changes in the area of consumer  credit in 2011. These were part of the National Consumer Credit Protection Amendment (Home Loans and Credit Cards) Act 2011, which included requirements to provide one-page key fact sheets to home loan consumers (from 1 January 2012), and changes aimed at increasing consumer protections with respect to credit cards (these are to commence mid-2012). In addition, the Australian Government introduced regulation banning mortgage exit fees. While these changes have similar objectives, they are not part of Phase One of the COAG consumer credit reforms, as outlined in the National Credit Law Agreement 2009 (COAG 2009e) that underpins the reforms. Accordingly, they do not fall within the COAG Reform Council’s performance reporting for these reform areas and are not included in the assessment of impacts in this study. 
National Credit Code

The consumer credit reforms have replaced the UCCC with a new, Australian Government administered, National Credit Code. While the new Code largely replicates the previous State-based UCCC, some changes were made. These were intended to both harmonise the Code, and to enhance the consumer protections that existed under the Code.

Licensing

The introduction of a national licensing regime is one of the most substantive changes from the reforms. Key elements of the licensing regime are that:

· those who engage in credit activities are required to, initially, be registered with ASIC, and to subsequently hold an Australian credit licence;

· there are entry standards for registration and licensing, and ASIC is able to refuse an application where the applicant does not meet those standards;

· licensees are required to meet ongoing standards of conduct when they engage in credit activities and to certify annually that they continue to meet the requirements set out in the legislation; and

· under the legislation, ASIC has the power to suspend or cancel a licence or registration, or to ban an individual from engaging in credit activities (Bowen 2009a).

Eligibility criteria for licensees include confirmation that they are a fit and proper person to be a licensee or a responsible manager for a licensee, as well as training requirements, professional indemnity insurance and membership of an external dispute resolution scheme. 

Disclosure and lending obligations
Disclosure and lending obligations have been altered through the ‘responsible lending conduct’ provisions, which place a number of more stringent obligations on those licensed under the National Consumer Credit Protection Act — that is, those involved in the provision of credit to consumers. The key obligation is intended to ensure that credit licence holders do not provide, or in the case of intermediaries, suggest or assist with, credit contracts or consumer leases that are unsuitable for the consumer. In order to meet this obligation, licence holders are required to make reasonable inquiries to verify a consumer’s financial circumstances to assess both the appropriateness of a contract or consumer lease and the capacity to make repayments. There is also an obligation on licensees not to make false or misleading representations. The provisions also stipulate a range of disclosures that licensees are required to make to consumers, including the likely commissions brokers will receive and costs to the consumer, as well as the availability of dispute resolution services. 
Residential investment properties

The UCCC did not cover loans for the purchase of residential investment properties. Under the new national approach, the coverage of the Code has been extended so that these loans are covered in a similar manner to owner-occupied housing loans (except where the property is purchased by a company).

Enforcement powers

Under the new regime, there is an expanded range of enforcement options. ASIC is able to take a range of actions against licensees — including administrative actions/issuing of infringement notices — in dealing with compliance breaches.

Margin lending

The new margin lending regulations are broadly similar to those applying to the other areas of consumer credit. However, they have been implemented as amendments to the Corporations Act, rather than being incorporated into the new National Consumer Credit Protection Act. 

The key changes relate to requirements placed on margin lenders such that:

· issuers and advisors of margin lending facilities must be licensed;

· lenders are to meet increased disclosure and lending requirements;

· consumers are to have access to external dispute resolution services; and 

· greater clarity exists around the responsibility to notify clients of margin calls.

3.2
Who will be affected by the reforms?

There are two broad groups affected by the consumer credit reforms. These include credit advisors and providers, as well as consumers of the types of credit covered by the reforms.  

Credit advisors and providers

There are several different types of industry participants affected by the reforms, with finance brokers and mortgage brokers accounting for around two thirds of license applicants (table 3.1). 

Table 3.

 SEQ Table \* ARABIC 1
Licence applicants by typea
	Type of applicant
	Number

	Aggregator
	214

	Assignee of debts
	84

	Bank
	39

	Credit union or building society
	123

	Finance broker
	3 964

	Financial planner/advisor
	564

	Lenders mortgage insurance providers
	17

	Lessor
	182

	Mortgage broker
	4 560

	Mortgage manager
	699

	Other lender
	842

	Property developer or real estate agent
	184

	Responsible entity of a managed investment scheme
	80

	Securitisation manager
	53

	Seller of goods by instalment
	186

	Seller of real property by instalment
	193

	Other
	507

	Total
	12 491


a(Applicants can cover more than one category.

Source: ASIC (2011). 

In 2009, it was estimated around 10 000 businesses would be affected by the reforms. Since the enactment of the new laws, there have been around 6000 licences issued, from around 7000 applications. In addition, as at 30 June 2011, there were also about 24 000 authorised credit representatives (ASIC 2011). Authorised credit representatives can engage in credit activities on behalf of a licensee. Employees do not need to be authorised. A person can become a credit representative of more than one licensee (if both licensees consent), and a licensee can also be a credit representative for a different class of credit activity. Some of those who originally applied for a licence subsequently changed their business arrangements and became representatives of another licensee instead.

The nature of the reforms means that all industry participants are directly affected by some aspects of the reforms — notably the requirement to be licensed and the associated obligations under the licence such as training and insurance requirements. The impact of these requirements on participants will depend on the obligations faced by participants under the previous arrangements. To the extent that these obligations varied, the reforms may have a greater impact on some categories of participants than others.

The number of businesses involved in margin lending is somewhat smaller. In the RIS, it was estimated that there were between 1000 and 2000 financial planners involved with margin loans, as well as around 15 lenders (Bowen 2009b).
Consumers

A key objective of consumer credit reforms is to reduce the risk of consumers suffering a financial loss as a result of their use of credit. Broadly, this is achieved in two ways. The first is through aspects of the new regulations that improve information and access to lower cost dispute resolution. The second is the aspects of the new regulations that further restrict some consumers’ access to credit, such as through more stringent lending obligations.

The consumer population potentially affected by the legislation is very broad, as most of the adult population either uses or is a potential user of credit. For example, in the case of housing loans alone, in the 12 months to May 2011 there were around 577 000 loans taken out.
 However, evidence suggests that most consumers operate in credit markets without any substantive adverse effects. And, while applying some general safeguards for all consumer credit borrowers, the reforms are primarily targeted at a smaller group of vulnerable credit consumers. It is difficult to gauge the size of this vulnerable group, but one potential indicator of the at-risk population of credit users is the number of bankruptcies. 
In 2009, 28 665 people filed for bankruptcy, while a further 8559 entered debt agreements and 642 entered personal insolvency agreements (ITSA 2010).
 Not all insolvencies, however, arise from the misuse of consumer credit. In 2009, for example, the main causes of bankruptcy — around 45 per cent — were related to business failure, unemployment or other loss of income. In only approximately 20 per cent of cases was excessive use of credit cited as the primary cause (figure 3.1).
Overall, taking into account those who entered into debt agreements and personal insolvency agreements, the number of individuals who cited excessive use of credit as the primary cause of insolvency in 2009 was around 9000 people.

Figure 3.

 SEQ Figure \* ARABIC 1
Causes of bankruptcies, 2009
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Data source: ITSA (2010).

Another potential indicator is the number of loans in arrears. However, this measure also suggests that those targeted by the new laws represent a relatively small share of the total consumer credit market. For example, in 2010-11, Commonwealth Bank home loans that are 30 plus days in arrears accounted for around 2 per cent of their outstanding loans, with those 90 plus days in arrears about 1 per cent (CBA 2011). Earlier studies have suggested even lower rates (RBA-APRA 2007). At any one time, the proportion of loans actually in arrears is likely to reflect the economic conditions of the time as well as lending and borrowing practices. 

Most cases of loans in arrears are resolved without recourse to repossession. It is difficult to gauge the number of repossessions, but in 2006, there were around 5000 court applications for repossession orders in New South Wales. Notably, this was substantially higher than earlier years and around double that recorded in Victoria. Further, not all applications result in repossession, as cases may be resolved through, for instance, voluntary sale prior to court orders (RBA-APRA 2007).

While insolvency and repossession represent the extreme adverse consequences of use of credit, many borrowers report experiencing hardship or ‘mortgage stress’ as a result of their borrowing practices. For instance, in a recent survey of home loan borrowers, 25 per cent reported experiencing difficulties in meeting their mortgage repayments (Genworth 2011). However, as the survey also found, the majority of those experiencing mortgage stress still met their repayment obligations.

While elements of the new laws, such as increased disclosure obligations may have some impacts across a broad cross section of borrowers, the arrangements are mainly targeted at a smaller at-risk population of credit users. This smaller group is more likely to be represented by indicators of acute credit-related problems, such as bankruptcies, than it is by broader measures, such as mortgage stress. 
3.3
Understanding the direct impacts of the reforms

The direct impacts of the consumer credit reforms on businesses, governments and society more generally can be separated into four components, made up of the effects of:

· harmonisation of common regulatory elements — such as the move from the UCCC to the National Credit Code — on the ongoing compliance costs faced by multi-state firms;

· substantial changes to consumer credit regulation — such as additional disclosure requirements and new licences — which will change the manner in which regulatory outcomes are achieved; 

· altered governance arrangements on government administration costs — the referral of powers from State and Territory governments will potentially lead to cost savings in the provision of consumer credit regulatory services; and

· removing the impediments to the efficient operation of the market — over time, lower compliance costs of operating across State and Territory borders may alter incentives for businesses to operate in multiple jurisdictions and/or increase competition between businesses.

In achieving these changes, businesses and governments may incur some one-off learning or transition costs. 

Harmonisation

While the objective of the national consumer credit laws is to establish a harmonised system across jurisdictions, the impacts from harmonisation are likely to be relatively limited because of minimal prior differences between jurisdictions under the UCCC.
Although the likely gains would be small, harmonisation of the UCCC to the National Credit Code could result in red tape cost savings to those industry participants that operate across multiple jurisdictions. Such firms no longer need to be aware of, and fulfil the different requirements due to any variation in, the Code. For businesses previously licensed in Western Australia that operated across multiple jurisdictions, there may be some cost savings from only having to be aware of and keep up-to-date with one set of rules under the new arrangements. 
Substantial changes to consumer credit regulations

The bulk of the impacts from the consumer credit reforms are likely to arise from changes intended to improve the effectiveness of regulations in protecting consumers from predatory lending practices or poor borrowing decisions. These effects could arise from changes to licensing, lending practices, enforcement options and expansion in regulatory coverage to include residential investment properties and margin lending. Such changes will have both costs and benefits.

Licensing

Licences to operate are commonly used to regulate the relationship between consumers and service providers where information asymmetries exist that make it difficult for consumers to evaluate the quality of service provision. Licensing arrangements are widespread in the financial services industry. 

In the Commission’s Review of Australia’s Consumer Policy Framework (PC 2008a), it was noted that licensing was useful for targeting specific industry problems and could increase consumer confidence in the operation of the credit industry (PC 2008a). The Commission also noted that licensing can limit competition, impose compliance costs and raise prices for consumers. Overall, the Commission concluded that new licensing arrangements for those involved in credit provision to consumers were likely to confer net benefits as the potential consumer detriment from poor decision making is significant and information costs are high or quality is difficult to verify.

The benefits of credit licensing would accrue to consumers through a reduction in the chance of receiving improper advice that increases the risk of adverse borrowing outcomes. There are also benefits from the new remedies and protections, such as external dispute resolution provisions, available to consumers when a breach of the law occurs. For industry, the potential benefits could include increased consumer confidence leading to greater demand for credit. 

The costs of the new regulatory arrangements fall predominately on business. These are in the form of additional compliance costs made up of licensing fees, as well as the costs to meet the eligibility criteria, such as insurance, external dispute resolution services and training. 
Disclosure requirements
The increase in the use of intermediaries, such as brokers, and the development of low documentation loans has created a potential separation between credit providers and credit recipients. Further, intermediaries involved in issuing loans may face incentives to issue loans to at-risk borrowers given the presence of brokerage commissions. It has been argued that these factors have increased the risks of adverse outcomes from the use of credit for both borrowers and lenders (Treasury 2008).

Consumers defaulting on loans can suffer financial losses, such as a loss of equity or transaction costs associated with selling assets or refinancing. They are likely to also suffer non-financial losses, such as emotional trauma. More stringent lending obligations could have benefits to the extent that they reduce the risk of consumers suffering these losses. Consumers may also face lower costs in resolving issues with unsuitable credit contracts due to greater access to dispute resolution processes. 

Reductions in adverse consumer outcomes could also create some benefits for credit providers and governments. For credit providers, the reduction in the frequency of defaults could reduce costs associated with managing default cases. For governments, lower rates of default may reduce social welfare expenditure and the costs of running court systems.

However, the implementation of more prescriptive lending conduct obligations is only likely to have benefits at the margins, due to the pre-existing standards applied in most lending transactions and external factors that cause most financial difficulties. As the Australian Bankers’ Association (ABA) noted:

The main causes of consumers falling into financial difficulties with their loans are unemployment, illness and family breakdown. Banks’ lending standards are recognised as very high and were demonstrated during the course of the global financial crisis in 2007/2008, particularly when compared with overseas lending experiences. Default rates with bank lending are extremely low relative to nonbank lending in Australia and overseas. Also, banks have the major share of consumer lending in Australia. (sub. R9, p. 6)

The most immediate costs of more stringent lending obligations are the additional compliance burden on licensees. To some extent these costs are likely to be transferred to consumers, through higher fees. 

There is also likely to be some restriction of financial transactions of both credit consumers and providers as a result of the obligations potentially limiting some beneficial credit transactions.
Enforcement powers

Inappropriate enforcement mechanisms can undermine or negate the achievement of regulatory objectives. The 2009 RIS suggested that the limited number of enforcement options under the UCCC, which relied on criminal sanctions as well as civil penalties that could be pursued by private parties through the courts, limited the enforceability of the Code in relation to minor breaches. Further, with only more severe penalties available in instances of breach, an overly cautious approach to compliance by business may result.

In contrast, the best-practice approach by regulators to business compliance employs a range of criminal, civil, administrative and educational tools, under what is referred to as an ‘enforcement pyramid’. That is, there is a range of compliance measures and sanctions of increasing severity that can be applied, dependent on the nature and level of the breach (PC 2008a). 
As part of the reforms of consumer credit there have been changes to the enforcement regime consistent with this pyramid approach. Providing ASIC with wider enforcement powers was considered to increase the likelihood that minor breaches would be addressed — creating more certainty for consumers when operating in credit markets, while for businesses, greater enforcement powers could reduce the costs of unintended breaches of the law. 
The changes to the enforcement regime are difficult to quantify. The greater range of enforcement options should make it easier to enforce low level breaches. To this extent the regime should offer benefits to consumers, in terms of increased confidence, reducing their transactions costs. It should also lower the costs for businesses of unintentional breaches of the law.

However, given that there have been very few enforcement actions to date, the impacts of changes to the enforcement regime have not been quantified in this study. Despite this, it should be noted that:

· the new approach is consistent with best practice (as discussed above); and

· it would be presumed that there would be positive (albeit small) benefits from such an approach.

External dispute resolution

One of the changes under the reforms is the requirement for credit providers and intermediaries to be members of external dispute resolution (EDR) schemes. There are two authorised services to which businesses must belong — the Financial Ombudsman Service or the Credit Ombudsmen Service. Under these schemes consumers are not charged to make a complaint. Instead, EDR services are funded by members through annual membership fees and additional fees charged to members when a complaint against them is lodged.

The general approach to complaint handling by EDR services is to first refer the complaint back to the member for resolution through their internal dispute resolution processes. There is also scope for agreement to be reached at any stage during the assessment process, but if a resolution is not reached by agreement between the parties, a determination can be made by the ombudsman. The majority of complaints are resolved by agreement. For example, in 2010-11, for all complaints closed by the Financial Ombudsman Service (this includes complaints outside the consumer credit area), 71 per cent were resolved by agreement. Only 10 per cent were resolved by a determination by the ombudsman, while the remainder were either discontinued or out of scope (FOS 2011). 

The introduction of the consumer credit reforms has been accompanied by an increase in the number of complaints received by EDR services in relation to consumer credit disputes — these increased by around 50 per cent in 2010-11 (table 3.2). 

Table 3.

 SEQ Table \* ARABIC 2
Consumer credit complaints lodged with EDR providersa
	
	2009-10
	2010-11
	Change 

	Financial Ombudsman Service
	6 466
	9 357
	45%

	
–
financial difficulty
	1 810
	4 398
	143%

	Credit Ombudsman Service
	790
	1 614
	104%

	
–
financial difficulty
	313
	672
	115%

	Total consumer credit disputes
	7 256
	10 971
	51%

	
–
Total financial difficulty
	2 123
	5 070
	139%


a Financial difficulty represents the number of complaints lodged that are related to disputes over hardship, such as where a customer is seeking a variation in payment arrangements. These numbers are approximate. The Financial Ombudsman numbers are derived from reported percentages, while the Credit Ombudsman numbers may include some hardship disputes not related to consumer credit.

Sources: COSL (2011); FOS (2011).
Overall, it appears that most of the increase in disputes can be attributed to complaints related to financial difficulty or hardship — that is, where consumers are seeking relief (through various types of payment variations) because they are in financial difficulty. The Financial Ombudsman Service attributes the increase to a combination of a rise in the number of people in financial difficulty, as well as the introduction of the new credit laws, in particular, the compulsory membership of EDR under the new regime and the requirement to include EDR contact details on default notices (FOS 2011). 

Although difficult to quantify, as with the enforcement reforms more generally, EDR is likely to have an overall positive impact. EDR is a lower cost method of dealing with disputes. The majority of disputes are resolved by agreement, but it is likely that this is facilitated by the formal structure and transparency of the EDR process. In the absence of EDR, it is likely that these disputes would either be resolved through a much more expensive court process, or (perhaps more likely) not be resolved at all. Accordingly, EDR should reduce the transactions costs of resolving these disputes, increase consumer confidence and, possibly. improve the efficiency of the market. And, in resolving issues that would have otherwise been unresolved, it should reduce any consumer detriment associated with the use of credit (this impact is discussed below). There are some concerns that the provision of free (for consumers) EDR can encourage frivolous or vexatious complaints (MFAA, sub. DR-R22). However, most complaints are either resolved by mutual agreement or a determination is made in the complainant’s favour suggesting this is not the case. Further, complaints classed as frivolous or vexatious by the ombudsman are deemed to be outside its terms of reference (FOS 2011).
Residential investment properties

Investment in residential property accounts for almost one third of borrowing for residential properties
 and represents a significant area of investment for many households. However, unlike other areas of financial advice, property investment advice is not regulated by ASIC (PC 2008a). 

The inclusion of lending for residential investment properties was intended to address concerns over the conduct of credit providers in relation to the purchase of residential investment properties (Treasury 2008). More specifically, concerns related to cases where consumers received unsolicited offers, were sold investment properties above market value or where there were misrepresentations about potential income streams and taxation arrangements. Further, where an individual’s residence was used as security for investment properties, default could lead to the loss of both the investment property and their residence.

Because this aspect of reform simply expands the scope of other credit provisions to the financing of residential investment properties bought by individuals, the impacts of the expansion of the scope of the Code are similar to the impacts from the changes to lending conduct obligations and the licensing regime (discussed above). 

Margin lending

Some of the specific problems surrounding margin lending identified in the RIS include:

· concerns around consumers’ understanding of how margin loans operate, particularly those who have taken out loans in the context of a strongly rising market;

· lack of awareness of risks by consumers;

· lack of understanding of how the loan to valuation ratio works; and

· concern that marketing of margin loans does not fully highlight downside risks (Bowen 2009b).

While margin lending is somewhat different from the other areas of credit covered under Phase One of the reforms, and it is not covered within the same legislation, the general features of the reform are the same. As in other areas, the reforms have imposed licensing and increased disclosure and lending conduct obligations on providers, as well as an expanded enforcement regime. The additional activities advisors and lenders have to undertake due to these new obligations are the main impact of the new regulation and are likely to impose some additional costs in the provision of margin loans.
Because the licensing for margin lending is being imposed as another class of Australian financial services licence, rather than within the new Australian credit licence, the effect on margin lending advisors and providers should be relatively small, as the majority of industry participants would already be licensed as a result of their other financial service activities.

Government administration costs

The reforms have resulted in the Australian Government assuming responsibility from the State and Territory governments for regulating consumer credit. This could potentially reduce government administration costs as the number of regulators and governments responsible for policy development has fallen from eight to one. However, because the scope of the regulation has been expanded, the administration costs incurred by the Australian Government may only be partially offset by reduced administration costs for State and Territory governments and licence fee revenue.
Removing impediments to efficient market operation

It is possible that the change to a national regulatory approach could have some effects on the efficiency of market operations. While the harmonisation benefits from the National Credit Code and the uniform licensing regime appear small, the removal of these slight differences could encourage more multi-state operators in the future. Further, the referral of powers also removes the opportunity for increasing regulatory divergence over time, which could impose additional costs on multi-state firms in the future.

Increased regulation could also increase the transparency and ease of comparison of individual credit suppliers, which could enhance competition and therefore provide incentives for innovation and productivity. For example, while competition could be reduced if operators are forced out of business as a result of licence conditions, by reducing information asymmetries, the reforms could increase competition by making it easier to compare businesses’ offerings. This could also reduce barriers to entry as the ‘goodwill’ barrier is reduced.
3.4
What are the direct benefits of the reforms?
Phase One of the consumer credit reforms has been implemented. However, it is very early in the process with many of the direct impacts from the reform unlikely to have been realised. The impacts are therefore predominately prospective in nature. 
As noted in the previous section, many of the direct impacts are difficult to quantify. For this reason, quantification of the direct benefits from the reforms in this chapter is limited to an estimate of the harmonisation benefits to business from the implementation of the National Credit Code and a partial estimate of the consumer impacts, focussing on consumer detriment. Some elements of the increases in costs to businesses and government to achieve the implementation of the consumer credit reforms are also quantified (see next section). 
However, there is likely to be a much broader range of effects from the changes to consumer credit laws than those detailed in this section. In the Commission’s Review of Australia’s Consumer Policy Framework (PC 2008a), quantitative estimates were made of a broad aggregate of consumer policy reforms, including in relation to consumer credit — these are used as the basis for analysis in chapter 2 of this volume. Accordingly, some of the broader potential impacts from consumer credit reforms may be reflected in the estimates provided in chapter 2. 
Harmonisation

The impacts from the creation of the National Credit Code are likely to be small, as there were only minor differences between the previous jurisdictional arrangements. Further, it is likely that a substantial proportion of industry participants, particularly those who identify as finance or mortgage brokers, operate only within one jurisdiction, and hence will not benefit from harmonisation of these common regulatory elements. 

Nevertheless, there are likely to be some benefits to industry from ensuring there are no regulatory variations across jurisdictions as a result of the change from the UCCC to the National Credit Code. An indication of the compliance costs under the UCCC was made by the ABA (2008) in a submission to the Financial Services and Credit Reform Green Paper, where it submitted that the introduction of the UCCC had imposed ongoing compliance costs on banks in the order of $50 million per year in the mid-1990s. Using this estimate as a guide, the UCCC could be considered to impose ongoing compliance costs equivalent to approximately $80 million per year in 2010-11 dollars. As banks dominate credit provision in Australia, these costs are likely to represent the bulk of the compliance costs for the consumer credit industry. 
While there has been no feedback in this study to indicate how much compliance costs have changed under the new laws, for illustrative purposes, if it is assumed that compliance costs under the National Credit Code are 10 per cent lower than under the UCCC, then compliance costs savings in the order of about $10 million in 2010-11 dollars per year would be achievable. 
Consumer detriment

Extreme cases of detriment can be reduced in two broad ways — either through additional safeguards for borrowers who suffer financial difficulty or through lending restrictions which save consumers from making borrowing commitments that they might not have the capacity to service. 

With respect to borrowers who suffer financial difficulty, there were an additional 3000 consumers who sought a resolution of their concerns over a lender’s decision surrounding financial hardship through EDR services in the first year of the new reforms (table 3.2). In some of these cases, it is likely that consumers would have benefitted through avoiding foreclosure. Although estimating the benefits from this is difficult, one approach is to consider possible avoided transaction costs. If avoidable costs amounted to 10 per cent of the value of a loan, then for an average mortgage of $300 000
 they would be about $30 000. If a quarter of the additional financial hardship complainants were able to avoid foreclosure and its costs, the reduction in consumer detriment would be over $20 million. Such savings could accrue to consumers through lower financial service charges. 
There could also be reductions in consumer detriment if people are saved from borrowing decisions that they cannot service. As indicated earlier, there were around 9000 cases of insolvency in 2009 where excessive use of credit was cited as the main cause. If 5 per cent of these insolvencies could be avoided through more stringent lending conditions (and $30 000 in financial services changes could be avoided in each case), then a further reduction in consumer detriment of around $15 million could be achieved. Overall, the total benefits from the consumer credit reforms through reduction in the cost of severe financial stress could be in the order of $35 million per year. 

The estimates of reductions in consumer detriment are illustrative and focus on the extreme outcomes from the misuse of credit. It should also be noted that the laws are likely to have impacts on a wider range of consumers by reducing the number of people who experience financial stress as a result of borrowing. While such benefits have not been quantified in this study, they are likely to be significant.
3.5
Indicative costs of achieving reform

Implementing Phase One of the consumer credit reforms has entailed a range of costs. While available quantitative evidence on the likely costs is limited (as with the benefits), some indication of the possible magnitude of the business compliance costs can be estimated, using certain assumptions. The costs can be broadly categorised as either the compliance costs faced by businesses in adapting to reforms or the administration costs incurred by governments from regulatory changes. 

The lack of available data means that the assumptions underpinning these estimates of the prospective impacts should be considered illustrative and treated with caution.

Business compliance costs

Licensing costs
One of the most immediate costs of the new consumer credit regime is the cost to businesses associated with licensing. These costs include licence fees, as well as other costs incurred in meeting the licence conditions, such as required insurance, dispute resolution services and training.

The annual cost of licence fees is estimated to be approximately $6 million. This was derived by multiplying the number of licensees in each category by the relevant fee (table 3.3). As licensees pay a fee to lodge their annual compliance certificate each year, which is calculated in the same way as the licence fee, this represents the ongoing annual costs faced by businesses.

Table 3.

 SEQ Table \* ARABIC 3
Licensees by size of credit dealings

	Size ($m)
	Applicants
	Licenseesa
	Fee ($)b
	Licence cost ($m)

	Less than 100
	6 808
	5 693
	750
	4.3

	100-200
	215
	215
	1 033
	0.2

	200-600
	87
	87
	4 133
	0.4

	600-1 000
	31
	31
	8 267
	0.3

	1 000-1 400
	15
	15
	12 400
	0.2

	1 400-1 800 
	4
	4
	16 533
	0.1

	1 800-2 100
	3
	3
	20 667
	0.1

	2 100 million +
	33
	33
	21 700
	0.7

	Total
	7 196
	6 081
	
	6.1


a(It was assumed that all rejected applications were in the less than $100 million category. b(Fees in the less than $100 million category are either $465 or $1033 — the Commission has assumed an average of $750. Also, fees are slightly higher for paper lodgement.

Sources: ASIC (2011); Commission estimates.

There are also other ongoing compliance costs, including filling out forms as well as subscribing to mandatory insurance and external dispute resolution services, although businesses may have previously incurred these costs to some extent regardless of licence obligations. 

There will also be one-off additional costs associated with becoming licensed for the first time, including training requirements (for instance, mortgage brokers are required to complete or upgrade to a Certificate IV in Finance and Mortgage Broking). 

It is difficult to assess the magnitude of the additional compliance costs relative to the licence fees. In its study on performance benchmarking of Australian business regulation, the Commission examined the cost of business registrations (PC 2008b). The total cost of compliance was determined as the fees and charges plus the time costs associated with undertaking registrations. The study examined the costs of some generic business registrations, such as registering for a company and registering a business name, as well as some industry specific examples, such as for builders, real estate agents and wineries. For these case studies, the Commission concluded that the time, or paperwork costs were generally low relative to fees and charges. For example, in the case of company registration, the time cost equated to an additional 5 per cent on top of the fee. However, the Commission noted that this cost could significantly increase if there were ongoing compliance requirements (such as those involved for the new credit licences).

During consultations, the Commission received evidence about the response of some industry participants to the new licensing system that suggested the costs were significant. While it is difficult to isolate the impact of licensing from other market factors, a significant number of brokers who initially registered for a licence decided instead to operate as an authorised credit representative of another licensee. This grouping together of brokers to minimise the individual costs of licensing anecdotally suggests the costs of the additional requirements could be significantly greater than the Commission’s previous estimate.

Further, the MFAA provided an example of licensing costs for one broker aggregation group:
… in terms of a dollar figure all up it costs us as a Licensee, $150,000 per annum. This includes the cost to hold a licence, have in place a group PI policy covering 85 Credit Reps and employ a Credit Representative Compliance Manager to ensure our representatives are complying with their obligations. (sub. DR-R22, p. 2)

This indicates that there are potentially high compliance costs associated with licensing. While it is difficult to extrapolate from one example to the aggregate effect on the industry, some illustrative estimates can be made using the following assumptions:

· the compliance costs that businesses will incur in meeting licensing obligations are significant, and could be at least as much as the cost of the licence fee; and

· there will be additional transition costs in the first year of operation associated with businesses becoming familiar with the new arrangements, which could also be at least as much as the licence fee. 

For businesses in Western Australia, the pre-existing licensing and additional compliance burdens on businesses were broadly similar to the new arrangements, suggesting that the new arrangements will not have imposed significant costs on these businesses.

Under these assumptions, the total cost of licensing on businesses is estimated to be approximately $17 million in the first year, while in subsequent years the cost will be approximately $12 million. Given 13 per cent of licensees are from Western Australia (ASIC 2011), the additional costs of the reform to businesses from licensing is estimated to be approximately $15 million in the first year and $10 million in subsequent years.

Impact of licensing on competition

Licensing is also likely to have some effect on competition, although this effect is difficult to identify due to a number of confounding factors. Considerable change has occurred within the sector independent of the regulatory changes under consideration. In recent decades, there has been a substantial expansion of access to consumer credit in Australia, in part as a result of the expansion of non-bank lending. However, more recently the global financial crisis has curtailed some of these developments. As the Reserve Bank recently noted in its submission to the Senate Economics References Committee Inquiry into Competition within the Australian Banking Sector:

Over the past 25 years, Australian borrowers have enjoyed ready access to credit. There has been a continual expansion in the products available to both depositors and borrowers. Competitive forces have compressed the margin between lending rates and funding costs. These factors, combined with the lower interest rate environment associated with lower inflation and a gradual easing in lending standards, have provided a growing number of Australian households and businesses with access to credit that they would not have been able to obtain previously. 

Throughout most of this period, funds were readily available to financial institutions and competition was mainly focussed on lending money. The global financial turmoil has reduced the availability and increased the cost of funds to financial institutions. Some business models, such as those based on securitisation, which benefitted greatly during the period when funds were readily available, are now facing a particularly difficult environment. There has been some lessening in the degree of competition on the lending side but competition to attract funds has increased. (RBA 2010, p. 1)

Likewise, the Mortgage & Finance Association of Australia (MFAA) noted that the financial crisis has affected non-bank lenders and mortgage brokers:

The rise of the non-banking sector in the early 1990s played a significant role in enhancing competition particularly in the mortgage industry. The non-bank lenders introduced innovations such as internet and phone banking and mobile lenders. This put pressure on the banks resulting in greater competition, tighter margins and lower interest rates. …

The non-banking sector opened the way for ‘mortgage brokers’ to enter the market. Brokers acted as a ‘one stop shop’ for consumers by providing advice on the numerous home loans available. …

Prior to the commencement of the credit crisis, the non-bank sector sourced their funds primarily from securitisation (‘bundling’ individual loans and selling them in financial markets). …

In the last 12 months the global securitisation market has all but dried up and as a consequence the non-banking sector’s market share ‘has fallen from around 12 per cent in 2006 to 5 per cent.’ …

The lack of available funding has forced some providers and brokers out of the market. Less providers within a market would normally result in a fall in competition. (MFAA 2010, p. 2)

Because of the pervasiveness of these events on the operations and structure of the industry, it is difficult to quantify the likely additional impacts on competition of the licensing regime. Further, industry organisations, such as the MFAA, were also moving to a system of self-regulation though an industry code of practice (MFAA 2011). This move was driven, in part, by lenders only seeking to sell their products through licensed brokers. These factors suggest that many of the potential impacts on competition may have occurred irrespective of the reforms, further complicating any attempt to estimate the competition impacts of the consumer credit reforms. 

Increased disclosure and lending obligations
Increased information disclosure requirements — aimed at ensuring people can service their loan commitments — are an additional source of compliance costs from the reform. 
In estimating the direct effects of these changes, there are several points to consider. First, they create a burden on both industry and consumers as a result of the requirements to seek and provide additional information about the financial position of customers. However, the impacts are likely to be small, because most disclosure is commercially driven. As noted above, the ABA reported that Australian banks, who account for the majority of consumer lending, already had high lending standards which had the effect of avoiding significant consumer detriment (sub. R9).

As such, the new regulations are more likely to have an impact on the form of disclosure, rather than the level or quantity of disclosure. 

Accordingly, the additional requirements will likely result in a slight increase in the costs of establishing loans. To this end, loan establishment fees are one indicator of the costs to businesses of establishing a new loan. 

As an example, for the Commonwealth Bank, these fees appear to range from $150 for personal loans to $600 for home loans. Using these as a guide, if the additional regulatory requirements increased fees by say $10 per loan, then in the case of housing loans alone (of which there were 577 000 loans established in the year to May) the additional costs would be almost $6 million per year. Non-housing loan establishment, including margin loans, also needs to be accounted for and could possibly double these figures. If this were the case the cost could be around $10 million each year.

Government administration costs

There are also substantial costs incurred by government in implementing the reforms. In the 2008-09 mid-year economic and fiscal outlook, the Australian Government allocated $70.2 million over four years to implement the consumer credit reforms. This will support the national regulation of mortgages, margin lending, personal loans, credit cards and pay day lending (the latter three items refer to the remaining areas of consumer credit that will be covered in Phase Two of the reforms).

There will also be ongoing government costs in administering the new system. Some of these costs will be recovered through the collection of licence fees. In the absence of further information, it is assumed that any additional administration costs incurred by the Australian Government will be offset by a reduction in State and Territory government expenditure.
3.6
Summary of effects
Overall, the estimated components of the consumer credit reforms indicate that they will deliver a small but positive net benefit to the economy. The greatest impact is on the target group — consumers (table 3.4). However, it should be noted that along with the quantified benefits to consumers, the reforms will also have other important impacts on this group related to reduced emotional costs from adverse borrowing outcomes. If the reforms also reduce the instances of households in financial stress, such impacts would be non-trivial. 

Table 3.

 SEQ Table \* ARABIC 4
Summary of estimated impacts from consumer credit reforms
$ million (2010-11 dollars)
	
	Annual longer-run ongoing direct impacts
	One-off direct impacts   (transition costs)

	
	Realised
	Prospective
	Realised and prospective 
	Potentiala
	

	Reduction in consumer detriment
	..
	35
	35
	..
	..

	Business compliance costs
	
	
	
	
	

	
Reduction in costs from harmonisation
	10
	
	10
	
	(5)

	
Increased costs from new licensing
	(10)
	..
	(10)
	..
	

	
Increased costs with additional disclosure requirements
	(10)
	..
	(10)
	..
	..

	Total business costs
	..
	..
	(10)
	..
	..

	Government administration costsb
	..
	..
	..
	..
	(70)


(.. zero or none estimated. Estimates in brackets ( ) represent cost increases. a Potential impacts relate to measures that are yet to be implemented, but which are sufficiently likely to be implemented in the future. Realisation of potential direct impacts will require continued commitment and sustained effort. b Costs incurred over four years beginning in 2008-09. Additional budgeted expenditure comprises $2.6 million in 2008-09 (plus an additional $0.8 million in capital funding), $13.8 million in 2009-10, $26.4 million in 2010-11 and $26.6 million in 2011-12.
Source: Commission estimates.
The transition costs for businesses are assumed to occur in the first year of operation (that is, 2010-11). Both the transition and compliance cost savings are assumed to influence the value‑adding inputs of labour and fixed capital along with the intermediate input of business and professional services. 
3.7
Opportunities for improvement

The regulatory changes considered in this chapter comprise Phase One of the consumer credit reforms, that is, they are part of a larger range of regulatory changes being implemented in the financial services sector. Phase Two covers areas such as: credit for small business; other types of investment lending; and reverse mortgages. Some changes have already been made to the National Consumer Credit Protection Act. It has recently been amended to introduce further compliance obligations on lenders with respect to home loans and credit cards. The changes related to home loan key facts sheets commenced 1 January 2012, while the changes related to credit cards are scheduled to begin in mid-2012.
The scope of Phase Two of the reforms is not entirely clear. In its most recent assessment, the COAG Reform Council made the following recommendation:

The council recommends that COAG develop new milestones to clarify the intent and scope of Phase Two of the reforms, relating to the remaining areas of consumer credit, particularly in relation to Part Two. The council further recommends that COAG clarify the extent to which States and Territories are bound to adopt Part Two of Phase Two of these reforms. (CRC 2012, p. 85)
In the course of this study, concerns have also been raised about the related topic of recent changes banning home loan exit fees. The MFAA submitted:
The ban on exit fees, which was introduced by the Government to increase competition, has a significant negative impact on competition … The removal of exit fees creates significant bias in favour of large lenders who can ‘take the punt’ across a large portfolio that the average life of loans will be acceptable. Smaller lenders cannot take this risk. Historically it has been the smaller lenders which have been the drivers of competitive pricing for mortgages. (sub. DR-R22, p. 3)

The approach to regulatory changes has also generated concerns over the pace at which reforms are being implemented. The ABA submitted:

The reforms are moving at a pace that is at odds with the significant regulatory burdens they impose on industry. In the ABA’s view, the pace of the reform program fails to take sufficient account of industry’s need to implement these reforms in planned, orderly and workable timeframes. (sub. R9, p. 4)

In a similar vein, the MFAA in its submission to the Senate Inquiry into Competition Within the Australian Banking Sector commented: 

MFAA has been a strong supporter of enhanced regulation in the credit sector, but it is essential that the rate of change to regulation is now slowed to allow the market to have commercial certainty and for new businesses to plant green shoots. (MFAA 2010, p. 10)

The Commission recognises that rapid changes in regulatory arrangements and the time available for consultation rounds can increase the transition costs of regulatory reform. The Commission also recognises that the implementation of consumer credit reforms coincided with broader regulatory and other changes affecting financial markets, including those associated with the Global Financial Crisis and its aftermath. 
In future Seamless National Economy reforms affecting financial and other markets, taking into account overall adjustment pressures facing the sector could moderate short-term disruption associated with regulatory change and lower adjustment costs. 
� 	While the impacts of consumer credit reforms were quantified as part of this study, they were aggregated with other consumer policy reforms and so cannot be separately identified. See chapter 2 for details. 


�	Under the scheme, brokers deemed to have engaged in unjust conduct could be prohibited from offering brokering services.


�	ABS 2011 (Housing Finance Australia, Cat. no. 5609.0).


�	Debt agreements are a simpler alternative to bankruptcy for an individual with low debts and income, while personal insolvency agreements are proposals that are voted on by creditors and become binding.


� ABS 2011, (Housing Finance Australia, Cat. no. 5609.0).


� The average loan for housing finance in May 2011 was $287 200 (ABS 2011, Housing Finance Australia, Cat. no. 5609.0).
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