
              Chapter 12

                    Evaluating Consumer Loans

Chapter Objectives

1. Describe the characteristics of different consumer loans. 

2. Evaluate the competitive environment in the credit card business. 

3. Explain why sub-prime loans are popular at many lending institutions.

4. Discuss various consumer credit regulations and their impact. 

5. Introduce fundamental issues when analyzing a consumer loan request. 

6. Describe the standard features of credit scoring models. Explain why the use of credit scoring is now widespread and, 
    how, on occasion, it is abused.

7. Describe the features of indirect consumer lending.

8. Describe the features and impact of the 2005 Bankruptcy Reform legislation.

Key Concepts

1. Consumer loans are generally classified as either installment loans, credit card/revolving credit lines, or non‑installment loans. Installment loans have fixed maturities and require periodic principal and interest payments. Credit cards and revolving credit lines are commitments to consumers for any expenditure, and require monthly payments with no fixed maturity. Non‑installment loans are used for virtually any purpose and are typically repaid in a single payment.

2. Credit card lending has been extremely profitable for banks with large portfolios. Card issuers get revenue from annual fees, charges against merchants who accept the cards, and interest paid on outstanding consumer credit card balances. Since the early 1990s, charge-off rates on credit card loans have been far higher than charge-off rates on other types of loans. Similarly, personal bankruptcy filings have generally increased. These latter trends appeared in spite of the sustained economic growth in the U.S. economy during the 1990s and after the slowdown in 2000 – 2001. Exhibit 12.1 documents profitability measures for banks by asset concentration. Credit card lenders reported the highest ROAs, on average, and the highest net interest margins.
3. Many lenders have increased their exposure to “subprime” borrowers. As the label suggests, these borrowers are high risk compared to traditional bank borrowers. Often, the loans are labeled “B,” “C,” and “D” paper. Not surprisingly, lenders charge high interest rates and high fees on such loans because the borrowers have limited alternatives. Many subprime lenders experienced high defaults and ultimately closed operations. Not surprisingly, credit card lenders experienced the highest loan charge-offs as a fraction of outstanding loans in 2004.
4. The federal government has authorized a broad range of regulations to protect individuals when obtaining or requesting credit. These include:

a. Equal Credit Opportunity Act: prohibits discrimination and requires proper reporting.

b. Truth in Lending: requires lenders to disclose finance charges on loans in a standardized format so borrowers

    can compare credit terms across lenders.

c. Fair Credit Reporting: enables individuals to examine credit reports filed on themselves.

d. Community Reinvestment Act: prohibits lenders from selectively not extending credit within specific 
    geographic markets.

5. Credit scoring models use information supplied by prospective borrowers to quantitatively determine whether a bank should accept or reject a loan. The basic framework involves identifying the key characteristics of borrowers who regularly repay their loans as promised and the key characteristics of borrowers who systematically default. These factors are weighted by statistical models and used to assign a score to a potential loan application. If the score exceeds some threshold value, the loan is accepted. If the score falls below another threshold value, the loan is rejected. If the score fall between these threshold values, the loan is subjectively evaluated. The presumed benefits of credit scoring include lower costs, objectivity, and nondiscriminatory lending because the factors are structured to eliminate biases. 

6. In recent years, non-lenders have started using credit scoring models and their results in making financial decisions. For example, insurance companies often use an individual’s credit score to help assess the likelihood that he or she will file a claim. This usage has created widespread debate as to whether a credit score should be used to set insurance premiums and/or to make accept/reject insurance decisions.

7. Indirect consumer lending involves a bank buying loans or dealer paper from a retailer.

8. The U.S. Congress passed new bankruptcy reform legislation in April 2005 that increases the consequences of filing for bankruptcy. Specifically, it is now more difficult for borrowers who default to avoid making any payments on outstanding debts. Credit counseling is required and debtors need to provide documentation on their spending habits.

Teaching Suggestions

Differentiate between consumer and commercial lending by comparing basic features of two general categories of loans. The average size of consumer loans is smaller, the maturity is longer, and the number of payments to be processed is larger. Thus, it costs a bank proportionately more to handle consumer loans. Have students compare the relative profitability of consumer and commercial loans by examining the spread between different consumer loan rates and the national prime rate. Discuss why consumer loan rates do not change as quickly as commercial loan rates and money market rates.

Credit scoring is extremely popular with widespread use among lenders. Students need to know how lenders and insurance companies use credit scores, as well as what information is contained in a credit score. Spend time with students on this issue. Refer them to the many internet sources that provide credit scoring information. For example, refer them to www.fairisaac.com and www.myvesta.com, which contain current data and useful information regarding the construct of a credit score. Spend time going through the data in Exhibits 12.6 – 12.9.
Credit reports are now available online. Have students request and analyze their personal credit score and the underlying diagnostics. Be sure to help them acquire the reports without paying any fees.
Have students discuss personal bankruptcy filings. The data in Exhibit 12.3 are disconcerting given the relatively strong U.S. economy over time. What has caused the increases in charge-off rates for credit cards and the increase in bankruptcy filings? Discuss reputation effects and apparent loss of any adverse stigma, the ease of filing for bankruptcy and the resulting costs. Are lenders at least partially responsible for the increase in bankruptcies given the mass mailings of credit cards and perceptions that many customers are pushed or induced into borrowing.

Answers to End of Chapter Questions

1. Installment loans are for specific purposes and have fixed payouts. Typically, they are collateralized by the asset purchased with the loan proceeds. An example is a car loan where the car serves as collateral. Revolving credit is much more open-ended. Borrowers determine the actual timing of borrowing and the amount. This type of loan is typically unsecured.

2. Expenses include the cost of extending credit, personnel expense and overhead, loan losses, and the cost of collecting loans plus record keeping. The average size of a consumer loan depends on the type, but is usually quite small. The average size of an installment loan is from $4,000 to $8,000. Because of the small size and high handling costs, consumer loan rates are relatively high.

3. Clearly, both net charge-offs and personal bankruptcy filings have increased since 1994. Both fell in 1999 and 2000 before increasing thereafter. The high level of charge-offs and bankruptcies is somewhat surprising given the strong growth in the U.S. economy through 2005. One argument is that the stigma against declaring bankruptcy has slowly gone away for many individuals. Some people view bankruptcy as a convenient way to manage debt and an easy way out of a problem. In many cases, lenders rush in to lend to these same borrowers who declare bankruptcy because there are limitations on how soon they can declare bankruptcy again and the lenders can charge high interest rates. Other analysts contend that excessive use of credit cards, which coincides with banks and retailers aggressively marketing cards to individuals, and the popularity of gambling in many states have increased the propensity of individuals to overspend. Interestingly, bankruptcy filings increased in 2005 in part because debtors wanted to complete their filing before the new, more restrictive, legislation became effective.
4. Home equity loans have been attractive since the passage of the Tax Reform Act of 1986 because individuals can deduct interest expense paid on these loans, but cannot deduct interest expense on other consumer loans. They can deduct mortgage interest expense. Many banks have issued credit cards or revolving lines of credit backed by equity in an individual's home, such that interest payments qualify for tax deductions. Some home equity loans are priced on a fixed-rate basis, but many are tied to floating interest rates such as the prime rate.

5. With direct loans, lenders and borrowers negotiate the terms directly. With indirect loans, the ultimate lender buys dealer paper from a retailer who sells the product to the borrower and negotiates the credit terms.

6. Equal Credit Opportunity: formally specifies that it is illegal for lenders to discriminate against potential borrowers due to race, religion, sex, marital status, age, and national origin. It specifies the types of information that cannot be requested, how acceptable information can be used in credit scoring models, and what information should be included in credit files, especially the reasons for rejecting a loan request.

7. Through an analysis of historical data, a bank identifies factors that represent key borrower characteristics that distinguish between loans that were repaid in a timely fashion and loans that were not. These factors are weighted after being certain that they do not violate equal opportunity lending guidelines. A new loan applicant completes a form that provides the statistical information for the weighting (scoring), the data are entered into the accept/reject formula, and the decision is indicated. In terms of the example in Exhibit 12.7-12.8, Melanie Groome’s credit score was 185, which was 15 points below the minimum accept score. There are several factors that favor granting her the loan. She has substantial equity in the car, she has a good job, and she apparently has enough income if she keeps her job to meet her debt service requirements, including principle and interest on the loan for the Jeep Cherokee. The primary factor against making the loan is that Melanie has not lived in the community very long and has not established permanence in the job and community.

8. The data in Exhibit 12.9 indicate that the bulk of FICO scores are over 650, and that delinquency rates, which indicate the highest likelihood of nonpayment, are much higher for lower scores. Clearly, an efficient and effective loan pricing model requires that individuals with lower scores pay higher rates and pay higher fees. The higher charges are necessary to compensate for the greater cost of servicing the low-scoring borrowers as well as covering the associated charge-offs.

9. Credit card loans generate revenues from annual fees, charges against merchants (discounts) who accept the cards, and interest paid by card users. The primary costs are operating expenses, charge-offs, fraud, and interest (carrying) cost. The clearing process is outlined in Exhibit 12.4. There are five participants, including the individual, retail outlet, local merchant bank, clearing network, and card-issuing bank. Work through the Exhibit to explain the process. The biggest risks are associated with fraud. Historically, charge-offs have been fairly predictable and the interest spread is relatively constant because the loan rate floats with a bank’s cost of funds.

10. The interest spread between fixed‑rate credit cards and a bank's cost of funds widens when rates fall because credit card rates are sticky (rigid) and do not move quickly with market rates. The spread narrows when market rates rise, for the same reason. The differential between certain commercial loan rates (some fixed rates) and a typical bank’s cost of funds behaves similarly.

11. a. Interest = .10 ($5,000) = $500 per year for 2 years = $ 1,000.

Effective rate (is): obtain  is from $5,000 = $500/(l+is) + $'5,500/(l+is)2 

                            is = 10%

   b. $5,000 loan for 2 years, 10% add‑on interest, 24 monthly payments

Interest = .10 ($5,000) 2 = $ 1,000 Monthly payment = $6,000/24 = $250

24

Effective rate (i):

  $250/(l+i)t    =     $5,000     Solve for i.


 t=1


    i = 18.16%

c.   $5,000 repaid after 2 years, 10% discount rate

Interest = .10 ($5,000) 2      =   $1,000

            final payment after 2 years   =   $5,000

Effective rate (in): $4,000    =      $5,000 / (1+ in)2      Solve for in.

                                          in           =
11.8%

12. A dealer reserve helps protect the bank in indirect loan agreements. A portion of each payment is allocated to the reserve to cover loan losses and interest rebates. Thus, the payment is held in abeyance until losses are better known. A bank is especially at risk if charge-offs (losses) are high and deplete the reserve.

13. Community Reinvestment Act is intended to eliminate discrimination in lending based on geographic markets. Lenders are expected to loan funds in all markets where they conduct banking business, and to provide services to all customers independent of where they reside. In practice, consumer activist groups and bank regulators have used CRA to put pressure on banks to lend more to minority and low income neighborhoods. Banks are formally required to post their CRA ratings in places where the public can easily review them.

14. Many lenders like the risk versus return opportunities with subprime loans. The typical borrower has experienced credit problems historically or has no credit history. Thus, a lender charges high rates and can generally get higher fees because the borrowers have limited alternatives to funding sources. Prior problems include loan delinquencies, repossessions, charge-offs, and bankruptcies.

15. Smart cards, debit cards, and prepaid cards differ because they represent a different type of payment and information storage. Debit cards provide for the immediate reduction in the user’s balance at a bank. As such, they are like writing checks. Customers pay for prepaid cards in advance for services to be used at a later date. Because payment is already made, the card is immediately accepted and the customer can spend the balance. Smart cards are credit/debit card hybrids that contain a computer chip, which stores information. When inserted in a terminal, the user can conduct a wide range of transactions, including funds transfers, bill payment, authorize currency exchanges, make travel and other arrangements, etc.

Problem

I. Buying Paper from a Used-Car Dealer

Terms: Bank buys dealer paper at 5.5% add‑on rate; dealer charges customers a 7.5% add‑on rate on $15,000 over 36 months.

Interest expense to customer
=   .075 ($15,000) 3     =      $3,375.00

Interest income to bank
=   .055 ($15,000) 3     =      $2,475.00

Differential interest                          
           $900.00

25% allocated to reserve
=   .25 ($900)               =      $225

75% allocated to dealer
=   .75 ($900)               =      $675

End of 13 months

Interest earned        =     390/666     =    .5856 ($3,375)       =      $1,976.40

Unearned interest    =     276/666     =    .4144 ($3,375)       =      $1,398.60

Bank's portion

Interest earned        =     .5856 ($2,475)      =    $1,449.36

Unearned interest    =     .4144 ($2,475)      =    $1,025.64

Reserve

Earned                    =     $1,976.40 ‑ $1,449.36     =     $527.04

Unearned                =     $1,398.60 ‑ $1,025.64     =     $372.96

If the loan is repaid after 13 months, the borrower gets a rebate of $1,398.60. The bank's unearned income equals $1,025.64 with $372.96 charged to the reserve.

II. Credit Report
    1.  Data from Exhibit 12.6

a. Lenders prefer credit from a broad base of businesses, including gas company cards, retail outlets, etc. as long as the borrower makes timely payments.

b. Older accounts have a longer history of whether the borrower pays on time. It is more useful in tracking the probability of delinquency and/or default.

c. The date of last activity indicates whether an account is actively being used. 

d. The highest credit amount indicates the total availability of credit. The greater is this figure across all credit sources, the more the borrower can go into debt without seeking additional credit relationships. Thus, high amounts signal high risk. The terms indicate the amount and timing of periodic payments. These figures should be compared with sources of cash to assess coverage ratios and a borrower’s ability to pay.
e. The greater is the outstanding balance, the greater is the periodic principal and interest payment. This increases pressure on the borrower to generate cash flow to service the debt. A higher figure signals greater risk.
2. Courthouse records for John Doe indicate that a lien was filed against him; he filed for bankruptcy; and the courts imposed a judgment agains him. All are strong signals that John Doe has not met his debt obligations in the past, at least on these credits.

