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35 The Large Exposures Directive

The concentration of large exposures of risk in the hands of one creditor
can lead to serious risk of loss. The intention of the Commission was o
control these exposures, along with the principle of supervision in effect
with the previous directives mentioned. Hence the Large Exposures
DirectiveSS was enacted, with the aim of neutralizing distortion of

competition by differing large exposure limitations in the various Member
States.

The Directive defines the rules for taking credit risks for credit and
financial institutions. First, a credit institution must not incur a credit
exposure to a customer or group of connected customers which exceeds 25
per cent of the own funds of the credit institution. Second, a credit
exposure to a company linked with the credit institution may not exceed
20 per cent of the own funds>®. Finally, the total amount of all large credit

exposures must not exceed 800 per cent of a credit institution's own
funds>7.

The definition of a "large exposure” is every exposure of a credit
institution to a client or a group of connected clients, equal to or exceeding
10 per cent of its own funds>8 . In this context, "group of connected clients”
refers to two or more natural or legal persons who constitute a single risk,
because one of them, directly or indirectly, has control over the other or
others or interconnected group of persons, regardless of relationship,
where the financial position of one of them, affects the repayment of the
othersS9. It is the duty of credit institutions to inform the proper
authorities of large exposures they have encountered®%. Member States
have the right to impose more stringent limits.

SS Directive 927 121/EEC of 21 December 1992 (O} L 29 of 5 February 1993).
56 Art. 4(2).

57 Art. 4(1) and (3).

58 Art. 3(1).

59 Art. 1{m).

60 Art. 3(2).




36 Other Related Directives

There are several other directives that supplement these main directives.
The Winding-up Directive is concerned with the reorganization of failing
credit institutions, their winding-up if reorganization should fail.

The Bank Accounting Directive provides Community-wide harmonized
accounting standards for credit and financial institutions, in order to make
it possible for creditors, borrowers and shareholders, as well as the public,

from different Member States to compare the annual accounts and the
consolidated accounts.

A Directive on prevention of the use of the financial system for the
purpose of money laundering was adopted.

After the outbreak of the BCCI affair, the Commission seeked to amend
certain directives to ensure stricter supervision. Amendments included
the requirement that befare authorizing a credit institution which is part
of a close link, the authorities must satisfy themselves that the structure of

the close link is such as to enable the credit institution to be supervised
effectively. This lead to the enactment of the Prudential Supervision
Directive.

The Second Directive and related directives discussed above have ensured
the process of harmonization in Member States banking and finance laws
and practices, allowing for a more liberal Community market for their
services and an acceptable level of supervision. The idea was to give a
picture of the legislative framework of the EC in banking and finance, to
show under what conditions the different players in the field have to
operate. Finance companies are considered “financial institutions" under
this legislation, but are affected by their rules as such. There are also other
directives related specifically to their operations. These include the
Consumer Credit Directive, The Directive on the APR in consumer credit,
and other directives involving consumer protection. These will be
discussed in later sections.




The Second Directive and other related directives have ensured

harmonization, but other factors existent in Member States have
shadowed their importance. These are other areas of regulation in
Member States which affect the operations of banks and financial
institutions, which need to be mentioned. It is up to the Commission to
provide harmonization in this area, otherwise the harmonizing effect of
the Second Directive and other directives will be depreciated. The next
section will discuss these problems.
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III. Regulatory Environmentinthe EU

So far the legislative framework of the EU concerning operations of credit
and financial institutions have been investigated. Their effect on the
functioning of the Single Market can not be denied. Accompanied with
national deregulation of structural rules in Member States, the market
players have enjoyed significant price competition and freedom of
establishment. However, there are other means of regulation which still
need to be harmonized across Member States, in order to fully utilize the
advantages of Community legislation. Different costs in different Member
States forces institutions to analyze the costs and benefits of moving
businesses to areas where these regulations are less stringent. Hence, the
net regulatory burden®! (NRB) of minimum reserve requirements should
also be examined.

Finance companies are labeled as "financial institutions" in Community
legislation and are not allowed to collect deposits from the public. Hence, it
may be true to say that these regulatory burdens are not really applicable to
their operations. However, because their competition (mainly banks) are
also players in the consumer credit market, it is necessary to study these
points in order to show the advantage finance companies have over these
institutions.

1. Minirnum Reserve Requirernents

The authorities of a Member State (the Central Bank), may require a bank
to hold a particular proportion of demand deposits at the Central Bank.
The minimum reserve requirement is that minimum percentage which
has to be kept at the Central Bank. At the moment, this type of regulation
is not a matter of Community harmonization, hence different levels exist
between Member States. Table 1 gives the level of reserve requirements in
the EC countries in 1988 (for comparison purposes, Turkey's figure is also
included).

61 Hoschka, Tobias C.. Cross-Border Entry in Europcan_ Financial
Services: Determinanis, Regulation and the Impact on
Competition The Macmillan Press Ltd., London, 1993, p.55.
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Table 1: Reserve Requirements inthe ECin 1988

Italy % 25
Spain % 18.5
Portugal % 15
Ireland % 10
Germany % 4.15-12.1
Greece % 7.5
France % 2.5-5
United Kingdom % 0.5
Belgium 0
Luxembourg 0
Netherlands 0
Denmark 0
Turkey % 17

Source: Morgan Guaranty Trust, World Financial Markets, No.5,
1988

To analyze the NRB of such requirements on institutions, the difference
between the remuneration rate (the rate the Central Bank gives to the

institution for its reserves, if any) and the return which the institution
would receive if it could freely lend or invest these funds has to be
calculated. For example, an institution in Belgium obtains 100 ECUs as
deposit and pays 10 per cent interest on it. Now it has 90 ECU to lend out at
a rate of 12 per cent, so in fact earns 0.8 ECU. On the other hand, a bank in
Ireland which also collects 100 ECU has to keep 10 ECU with the Trish
Central Bank, as the reserve requirement ratio there is 10 per cent (see
Table 1). Hence, it is left with only 80 ECU to lend out. If we assume both
countries have the same deposit and lending rates, the Irish institution
has a negative margin of -0.4 ECU (Luxembourg; paid 10 ECU for deposit,
earned 10.8 ECU for loan (90*12 per cent), difference: 0.8 ECU; Ireland: paid
10 ECU for deposit, 10 ECU to Central Bank, earned 9.6 ECU for loan (80
ECU left to loan * 12 per cent), difference: -04 ECU). This example clearly
illustrates the fact that different reserve requirements may lead to
significant competitive distortions between Member States, taking into
account the differences in deposit and lending rates6? .

62 bid., p.56.
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Hence, countries like Italy, Spain and Portugal (and Turkey), have a
significant disadvantage in international operations. There are really no
benefits to credit institutions. Reserve requirements are utilized as a
monetary policy instrument, effective in increasing revenues for
governments, but they have no necessary role in stabilizing the economy.
The excess monetary base created by the Treasury's operations can be
technically sterilized on the open market, independently of the level of
reserve requirements, provided that the authorities are willing to pay the
market rate and give up the tax on compulsory reserves which is implicit
in their lower remuneration®3. What these institutions can seek from the
Central Banks is an introduction of more competitive remuneration rates
for deposits held with them to reduce the implicit cost of these reserve
requirements, and therefore allow these institutions to compete with
other Member State institutions on fairer terms.

The high level of reserve requirements for credit institutions in certain
countries also has its advantages for other institutions, mainly financial
institutions that are not allowed under regulations to collect funds from
the public. Hence, finance companies have a significant advantage over
commercial banks, in that the cost of lending funds to the public is lower

for them. This will be discussed in detail when studying finance company
operations in Turkey, as Turkish credit institutions are subject to high
reserve requirements, and these rates are not applicable for finance
companies.

Up until now this paper has tried to give a picture of the legislative and
regulatory environment of the EC banking market. It was necessary to
study the conditions under which credit and financial institutions have to
operate, in order to understand the rules and regulations they are subject
to. The comprehension of the whole sector makes it easier to understand
the competitive pressures existent among classic credit institutions like
banks and finance companies.

63 Thid., p.57.
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IV. Institutional Structure in Major EU Banking Industries

In this section the institutional structure in major EC banking industries
will be studied. For this purpose, I will concentrate on the industries of
France, Italy, Germany, United Kingdom, Spain, and Sweden. 1 will not try
to attempt to study all EC Member State industries, as I believe the
countries I have included represent the overall situation in the EC. France,
Germany and the United Kingdom, being the most industrialized states,
represent one area, Italy and Spain, traditionally more regulated and
economically weaker, represent another area, and Sweden represents the
Scandinavian region.

In studying these industries, I will not go into specific detail, as my main
objective is to give a relative picture of the competition among traditional
banking institutions and finance companies.

7. General Classification

In general, credit institutions can be classified according to their specific
functions in the sector. There are universal banks, which offer numerous
financial services to its customers. Institutions which engage in all of the
activities listed in the Annex to the Second Directive can be considered
universal banks. These banks are usually joint stock companies, but in
some Member States savings, co-operative and public banks are also
labeled as universal banks.

The opposite of universal banking requires specialized banks. These
institutions include commercial banks, investment banks, mortgage
banks, and industrial banks. They offer services in “specific" areas of
financing, and concentrate on providing services in this respect64 .

64panorama of EU Industry - 1994. European Commission, Official
Publications, Luxembourg, 1994, p.23-8.




26

According to EC directives, institutions that are not allowed funding from
the public are labeled as “financial institutions". These institutions
provide specialized credit and are active in consumer credit, industrial
credit, factoring, leasing and car financing. Finance companies specialize in
providing credit to consumers and industry and are considered "financial
institutions”.

There, of course, exists differences in the classification of credit and
financial institutions in Member States. Each state's banking operations
are conducted by different banking laws, specifying the conditions for
operation of these institutions which will be taken up in the sections that
follow.

2 Institutional Structure in Major EU Banking Industries

2 1 Frarnce

Until 1984, the French financial system was regulated by a set of rules
which favored a high degree of specialization. Institutions were classified
according to their field of operation (agriculture, export finance) and the
term of credits (shortJong) determined the difference between commercial
and investment banks®S. Different legal requirements for each type of
institution was established. However, as the French economy needed to
open up into the international markets, along with the tendency to move
toward universal banking, a new legislation had to be enacted.

In 1984 the new Banking Act was enacted. This act provided for the
definition of a "credit institution" as being an institution that carries out at
least one of the three following operations; collecting deposits from the
public, granting loans and issuing or administrating means of payments
(credit cards, traveler's cheques, bank drafts, etc)66. Therefore any
institution that engages in any one activity is labeled as a credit institution.
This ensures that all institutions are subject to the law, hence there is no
incentive for specialization among the institutions. The law also states

65 Dermine. Jean (ed.)_European Banking in the 1990s. Blackwell
Publishers, Oxford, 2nd Edition, 1993, p.198.

66 Vesala, Jukka. Retail Banking in Europcan Financial
Integration Bank of Finland, Helsinki, 1993, p.53.




27

specific rules for credit institutions who want to engage in other activities.
For exampile, a credit institution that wants to provide insurance services
can not receive income from these services that are greater than 10 per
cent of its global net income. This way the extent of diversification is
controlled.

The Banking Act of 1984 makes a distinction among institutions that can
collect deposits, being ordinary banks, mutual and cooperative banks and
savings banks. Some institutions are not included in the scope of the law,
but are allowed to conduct banking operations. These are the Treasury, the
Bank of France, the Deposit and Consignment Office, which centralizes the
deposits with savings banks, and the Post Office. The Post Office can not
grant loans. Banking supervision is carried out by the Banking
Commission, including representatives from the Bank of France and the
Ministry of Finance®”.

The law classifies credit institutions into four categories. First, there are
commercial banks that perform all types of banking operations. They also
engage in foreign exchange transactions and marketing of transferable
securities and other financial products. Second, there is a structured
network of banks, made up of mutual and cooperative banks and savings
banks, which operate in exclusive territories and have their central bodies
at national level. They are subject to special legislation, but allowed to take
deposits and grant loans freely.

The third category of institutions consists of finance companies. They
engage mainly in lending or securities trading according to their status.
They are not allowed to take deposits from the pubilic for terms of less than
two years. Finance companies in France will be studied in more detail in
later sections. The final category of institutions are specialized institutions
assigned by the state to conduct specific activities of public interest and are
not allowed to extend their activities beyond what is related to their tasks.

Banking industry is more concentrated in France than in other large EC
states, dominated by the three largest banks. Commercial banks control
more than half of the banking operations (measured by public non-bank
deposits), followed by cooperative and mutual banks. There is also a

67 Ibid., p.54.
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significant state ownership, affecting competition. Privatization of 19 of
the 38 commercial banks belonging to the public sector was initiated,
however, the two major public banks still remain. Banks under foreign

control also have a strong presence in France, but their market share in
terms of total assets is smaller68.

Since 1990, France has adopted various EC Directives, forcing stronger
requirements on French credit institutions. Full liberalization of capital
movements was provided in 1990. The December 1988 Law allowed for
securitization activities. French monetary authorities wanted to extend
competitive pressures in the banking sector and to induce downward
adjustments in the intermediation costs. However, short-term consumer
credits were excluded from the securitization process, allowing for only

medium and long-term housing credits, due to macroeconomic
constraintsé® . The process of securitization will be discussed when
investigating finance companies.

The reserve requirement in France is relatively low in comparison to
other EC states. Still, the high deposit rates on demand deposits are, for
banks, partially offset by the high interest rate on these compulsory
reserves. France also implements a liquidity ratio not existent in other EC
states. In February 1988, liquidity ratios were extended to all credit
institutions, to branches settled abroad, and to all currencies. There is also
a scheme of deposit insurance, which will have to be maodified, as the
market for deposits expands’®.

22 Italy

The Italian financial system is regulated by the Bank Law of 1936. In its
early years, due to the financial crisis of the 1930s, the Law did not allow
for a system of universal banking and instead specified specialization
according to credit and deposit maturity terms. Hence, different
institutions provided for short, medium and long-term deposits and

68 Tbid., p.55.

69 Dermine, Jean (ed.)._Europecan Banking in the 1990s. Blackwell
Publishers, Oxford, 2nd Edition, 1993, p.207.

70 Ibid., p. 228.
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loans’! . Today, this difference has diminished, with all institutions able
to grant medium and long-term loans up to a maximum of 30 per cent of
all loans. However, this 10an granting is subject to specific capital adequacy,
deposit coverage and maturity matching rules and special credit
institutions are still largely excluded from the short-term credit market’2.

The Italian financial sector consists of two distinct groups. Among these
groups commercial, savings, cooperative and rural banks are authorized to
receive deposits and grant credits for their own account according to the
1936 Bank Law. Credit institutions and the Postal Administration are the
main providers of payment services.

The first group of banks in Italy are made up of government-owned banks,
national banks, commercial banks and cooperative banks. Commercial
banks are owned by private shareholders, whereas others are either
publicly owned or controlled by the government {(cooperatives).
Commercial banks concentrate on short-term financing, however none of
them engage in specialized operations?3.

The second group of banks consists of general savings banks, rural savings
banks, foreign banks, and special credit institutions. Savings banks are

government-owned and account for a significant part of the market.

Special credit institutions are authorized to give loans for terms of more
than 18 months. Other credit institutions concentrate on granting long-
term credit to specific sectors of the economy (agriculture, real estate)’4 .

There are also specialized financial intermediaries that grant credit.
Finance companies engage in consumer credit operations, while other
firms provide leasing and factoring services. These firms have been
considered part of the non-bank sector, hence they are not subject to the
same rules as other credit institutions. However, as banks are now allowed

71 Canals, Jordi. Competitive Strategies in Europecan Banking.
Clarendon Press, Oxford, 1994, p.168.

72 Vesala, Jukka. Retail Banking in Europcan Financial
Integration Bank of Finland, Helsinki, 1993, p.56.

73 Canals, Jordi. Competitive Strategies in European Banking.
Clarendon Press, Oxford, 1994, p.172.

74 1bid., p.173.
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to provide similar services, the supervision of these specialized
intermediaries will become stricter’>.

There exists a strict separation between banks and industry in Italy as
banks' equity participation in non-financial firms is banned according to
the Law. Also private household consumption absorbs a small part of the
output of Italy’s financial industry, due to the fact that a large part of its
activity is devoted to financing the public sector. This is accompanied by
high reserve requirements, used to ensure financial stability and more
importantly to collect implicit inflation tax revenues (seigniorage)’®.
These requirements greatly affect the competitive position of Italian credit
institutions in the EC.

23 Germany

The German Banking Law of 1961 (revised 1985) covers all institutions
that conduct one or more of the banking businesses like deposit taking,
granting loans, discount business, sale of securities, safe custody services,
guarantee and gjiro businesses’’. The banking system is grouped into
universal banks, specialized banks, and other specialized institutions.

“Bank" generally has the same meaning as “credit institution® in
Germany”’8.

Bank supervision is carried out by the Federal Banking Supervisory Office
in conjunction with the Bundesbank. The capital requirements for credit
institutions have been higher than other EC states, however other
requirements laid down by EC directives have forced the authorities to
revise less restrictive measures concerning equity, liquidity, investments,
large-scale loans and loan concentration. For example, the ceiling for large-

75 European Money and Banking Statistical Methods: Description
of the Compilation of Banking and Monetary Statistics in the
Member States of the EEC and the Countries of EFTA. Eurostat, 1993,
p.63. :

76 Vesala, Jukka. Retail Banking in European Financial
Integration. Bank of Finland, Helsinki, 1993, p.57.

77 1bid., p.58.

78 Europcan Monecy and Banking Statistical Methods: Description
of the Compilation of Banking and Monetary Statistics in the
Member States of the EEC and the Countries of EFTA. Eurostat, 1993,
p.59.
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scale loans was reduced from 75 to 50 per cent of the equity of a credit
institution”®.

The universal banks comprises of three groups. They are labeled as
universal banks because in principle they carry out the full range of
commercial and investment banking services. These three groups are the
commercial banks, savings banks and the credit cooperatives. Each group
has their related regulations and deposit protection schemes.

Commercial banks are organized as stock corporations or limited liability
companies. They are also divided among themselves. The first group
comprises the largest commercial banks that operate nationwide branches
and their own giro transfer networks. The second group consists of
commercial banks concentrating strictly regionally or operating only with
a few branches nationwide. The other group consists of single banks,
branches and subsidiaries of foreign banks and private bankers80.

Savings banks consist of more than 750 local saving institutions and their
11 regional central institutions, including a central institution. They are
incorporated under public law and owned by their respective
municipalities or districts. The regional central institutions are organized
as public law corporations and owned by the state itself and/or by the state
savings banks association.

Credit cooperatives consists of more than 3,000 local credit cooperatives, 8
regional institutions and a central institution. The credit cooperatives
have the legal status of cooperative banks, whereas their central
institutions are limited liability companies®!.

In addition to the three groups of universal banks, there are a number of
specialized banks with different legal forms and sometimes with their own
associations and regulations. They consist of private and public mortgage

79 Dermine, Jean (ed.)._European Banking in the 1990s. Blackwell
Publishers, Oxford, 2nd Edition, 1993, p.377.

80 Vesala, Jukka. Retail Banking in European Financial
Integration. Bank of Finland, Helsinki, 1993, p.59.

81 Dermine, Jean (ed.)._European Banking in the 1990s. Blackwell
Publishers. Oxford, 2nd Edition, 1993, p.374.
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banks and banks with special functions like the Reconstruction Loan
Corporation, the Industrial Bank and Export Loan Banks and the Postbank.

Other specialized institutions include building and loan associations
(including finance companies), investment companies, securities clearing
houses and special guarantee banks. This group of institutions, except for
building and loan associations, are not direct competitors to universal or
specialized banks. Building and loan associations also operate under a
special law supplementary to the Banking Act and are central to the
financial services industry82.

The structure of the German banking market is quite competitive, such
that the three sectors of universal banks compete with one another in all
services and markets, and specialized banks put pressure on universal
banks in specific areas.

Another characteristic of the German banking market are banks'
partnerships with and equity ownership in other enterprises, including
those in non-financial companies. There is no limitation in bank
ownership of these companies, but there is a requirement to notify the
authorities when holdings exceed 20 per cent. It is expected that German
legislation will come in line with rules outlined in the EC Second Banking
Directive. Control is exercised through equity voting rights and
supervisory board memberships. However, this canlead to a distortionate
effect on competition among banks. Large companies do acquire finance
from other banks and sources, hence are not really affected, but small and
medium sized companies are not in a similar favorable position and can
be forced to accept the conditions of the controlling bank at unusual terms.
The trend to participate in non-financial companies has slowed down in
recent years, as banks seek to reduce the dependency of affiliated firms in
possible future financial difficulties. Partnerships with other banks and
financial firms have increased, as banks seek to widen the range of services
they provide and aim to expand into other regions without establishing
their own branches83.

82 1bid., p.376.
83 Vesala, Jukka. Retail Banking in European Financial
Integration. Bank of Finland, Helsinki, 1993, p.62.




24 United Kingdom

The UK banking sector consists of authorized banks organized as public
limited companies operating under the Banking Act of 1987, and of
building societies ruled by the Building Societies Act of 1986. The Act
prohibits the use of the words "bank" or "banking' by institutions
engaging in a business in the UK other than the banks authorized under
the Act®4 . The National Savings Bank functions through the post offices,
and is part of the UK central government sector. The Post Office, through
its Girobank network, provides payment services related to postal orders
and cash payments of state payments to the public. The Girobank is
independent of the Post Office, and has been owned by a building society
after privatization in 1990.

Authorized banks are divided into two subgroups. First, there are the
clearing banks which offer a wide range of banking services, and other
authorized banks consisting of smaller deposit-taking banks, consortium
banks, merchant banks (investment banks), discount houses and foreign-
owned banks. These institutions are specialized in their line of business,
and some of them are subsidiaries of the clearing banks. Merchant banks

provide corporate finance, investment management and financial advice
services.

Building societies are the most important source of finance for house
purchases in the UK. They do not construct or build houses by themselves,
but are financial institutions which grant secured loans to individuals for
house purchases. Their funding relies largely on short-notice accounts, but
they can also issue CD's, negotiable bonds, and subordinated debt. Hence,
they are required to maintain a higher amount of assets in liquid form, as
their lending is of a much longer term than their borrowing. Unlike
banks, building societies are mutual institutions, that is they are owned by
their depositors and borrowers. The Building Societies Act restricts the

84 European Moncy and Banking Statistical Methods: Description
of the Compilation of Banking and Monctary Statistics in the
Member States of the EEC and the Countries of EFTA. Eurostat, 1993,
p71.
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amount of non-mortgage business a society can undertake. They can also
convert to a bank?>.

The term "credit institution" is not used in the UK to describe banks and
building societies, as it is used in other Member States. Deposit-taking is
the legal determinant of the business of banking, Hence some companies
are classified as public sector banks, overseas sector banks, and other
financial institutions.

Investment trusts, unit trusts, insurance companies, and pension funds
are classified as other financial institutions. Institutions other than banks
and building societies which grant credit usually specialize in the
provision of hire-purchase and other instalment credit, often at point of
sale for specific consumer durables, cars and other equipment. These
companies are called finance houses in the UK, equivalent of finance
companies in other Member States. These companies cannot accept
deposits from members of the public. They raise funds by borrowing in the
capital markets, or by borrowing from banks. They are also referred to as
non-bank credit companies, consumer credit companies or mortgage
finance companies.

The UK banking market has been slightly regulated compared to other EC
states. The stringjest rules apply to building societies. The 1986 Act allows
them to engage in unsecured lending and to provide credit cards, which
have led to an expansion of their services. The UK lacks a significant
group of specialized, publicly owned credit institutions that are typical in
other EC states. There is much less banks' involvement in the ownership
and management of non-bank entities, even though there is no constraint
on banks' ownership in these entities.

The UK banking market is quite competitive. Loans to the private non-
bank sector are supplied by banks, building societies and other financial
institutions, mainly finance houses. There is also a larger market share of
foreign banks' branches and subsidiaries, in comparison to other EC states.
This can be attributed to London's role as a main financial center6 .

85 Vesala, Jukka. Retail Banking in FEuropean Financial
Integration. Bank of Finland, Helsinki, 1993, p.63.

86 Ibid., p.64.




2.5 Spain

The Spanish Banking Law of 1988 describes credit institutions as those
institutions that engage in borrowing funds and granting loans on their
own account. These institutions are divided among themselves into
commercial banks, savings banks, and credit cooperatives. Each group has
their own deposit guarantee fund, financed by banks in proportion to their
liabilities and by contributions from the Bank of Spain. They are
supervised jointly by the Ministry of Finance and the Bank of Spaind7 .

Commercial banks are incorporated as joint-stock companies. Savings
banks' own resources are initial endowments provided. Cooperatives raise
their own resources through members' contributions. Current regulations
ensure that savings banks and credit cooperatives are authorized to
perform identical functions as commercial banks.

Commercial banks usually provide finance to companies, but competition
from savings banks is also apparent in this area. However, loans to
households have a larger share in the activity of savings banks. Savings
banks are grouped into two separate entities, the Confederation of Savings
Banks and the public Postal Savings Bank. Agricultural and other credit
cooperatives do not play a significant role in the Spanish banking system.

Other financial institutions operating in Spain are official credit
institutions, like the Institute of Official Credit and the Official Credit
Banks (Mortgage Bank of Spain, Agricultural Credit Bank), and other
bank-like institutions. These institutions are all credit entities whose
funding and lending activity is limited in scope by law. They include
finance companies, mortgage loan companies, factoring and leasing
companies. They are not allowed to raise sight or short-term deposits of
less than one year maturity. Their share is relatively smail in the Spanish
banking sector?8 .

87 Ibid., p.65.

88 Europcan Money and Banking Statistical Mcthods: Description
of the Compilation of Banking and Monctary Statistics in the
Member States of the EEC and the Countries of EFTA. Eurostat, 1993,
.68,




The Spanish banking system has undergone a very rapid liberalization
process during 1980s from a heavily regulated system to close free-market
business, were most conduct and structural rules have been removed.
Adoption of EC directives brought a strengthening of requirements.
Capital controls have been eliminated in 1992. The reserve requirement of
Spain was also one of the highest in the EC. This allowed monetary
authorities to finance their public deficit. Since the return on reserves was
much lower than the market return and the reserve requirement ratio was
much higher than other EC Member States, the competitive position of
Spanish banks were jeopardized, hence the ratio was brought down from
17 per cent to 5-6 per cent by 199289,

The Spanish banks have also been involved in participation in non-
financial entities. This caused a crisis in the Spanish banking system
between 1975 and 1983, as 33 banks went bankrupt due to management
problems and the crisis in the industry. As a result, some banks have been
involved in mergers between themselves. Another reason for this trend
was the concern of domestic banks being too small to survive in an
unified European market®0 .

26 Sweden

The operations of banks are governed by the Banking Companies Act of
1987 in addition to separate laws relevant to the three different categories
of credit institutions according to the classification of the Sveriges
Riksbank (Central Bank). These are banks, mortgage institutions and
finance companies, excluding insurance companies, the national pension
fund and securities trading companies. The banking legislation prohibits
the use of the word "bank" in the name of all other enterprises.
Supervision of banks and other financial institutions are carried out by the
Financial Supervisory Board®! .

89 Dermine, Jean (ed.)_European Banking in the 1990s. Blackwell
Publishers, Oxford, 2nd Edition, 1993, p.276.

90 Vesala, Jukka. Retail Banking in Europcan Financial
Integration. Bank of Finland, Helsinki, 1993, pp.67-68.

91 Europecan Monecy and Banking Statistical Methods: Dcscription
of the Compilation of Banking and Monectary Statistics in the
Mcmber States of the EEC and the Countries of EFTA. Eurostat, 1993,
p.68.
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There are three categories of banks in Sweden, commercial banks, savings
banks and cooperative banks. However, at the end of 1992, the group of
banks was reduced to two, due to an universal merger and conversion of
the entire Swedish cooperative bank sector into a limited liability
company. Savings and cooperative banks have operated largely as single
nationwide banking organizations, offering the same range of services as
the nationwide commercial banks. The three largest commercial banks
together with the savings banks group clearly dominate the Swedish
banking industry (%85)%2. The growth of lending, combined with an
economic recession, has affected significantly the position of banks, as
credit losses surged in 1991.

Mortgage institutions function as intermediaries and arrange long-term
financing for households, businesses, agriculture and local governments.
They finance their operations mainly by issuing bonds, as they cannot
accept deposits from the public. These institutions are also broken into
four distinct groups of specialized institutions, specified in the by-laws of
the institution. They have the legal status of either limited companies or
associations. Some are subsidiaries of banks, while others are fully or
partly owned by the government. The most important group of mortgage
institutions is that of housing intermediaries, which have a larger share of
the Swedish credit market than banks. The lending of these institutions
has expanded due to deregulation of interest rates, providing for flexible
rates. Still most of the credits carry a fixed interest®3.

Finance companies are limited companies that arrange financing for
enterprises and households and also provide administrative services.
Their operations are heterogeneous, with financial leasing being the main
activity followed by conventional lending Approximately one third of
finance companies are subsidiaries of banks, while others are owned by the
industrial or commercial sector. The Finance Company Act stipulates that
authorization from the Financial Supervisory Board is required for all
financing activities aimed at consumers. Their overall role in the Swedish
credit market is smaller than that of banks and mortgage institutions. Like

92 Vesala, Jukka. Retail Banking in_European Financial
Integration. Bank of Finland, Helsinki, 1993, p.76.
93 Ibid., p.77.
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mortgage institutions, they are not allowed to collect funds from the
public®4.

In 1989, all remaining exchange controls were abolished, lifting all
restrictions on capital movements. Foreign banks market share is small,
even though in 1990 it became possible for foreign banks to set up branches
in Sweden, and the freedom to participate in ownership of domestic banks,
housing intermediaries, finance companies and securities trading firms
was provided. This move was in spirit with EC guidelines.

It can be seen that generally the banking structures of the EC states
discussed here are similar in that the definitions of "credit institution" and
the rules applicable to these institutions are very identical. All states
mentioned have provided limitations to which institutions can collect
deposits and grant credits, through their respective banking legislation.
Some states, due to their economic nature, have relied on stricter
regulations and complementary tools (e.g. reserve requirements), while
others have achieved full liberalization of their sectors. It was my
intention to give a fair picture of these sectors in these selected states in
order to understand the conditions apparent for all participants.

Finance companies' role in these sectors are significant in some states, and
minor in others. It is now necessary to understand in depth the operation
of finance companies, by investigating all aspects of their existence. The
next section is dedicated solely to finance companies. I will try to make it as
comprehensible to the reader as possible.

94 Ibid., p.78.




V. Finance Companies

The importance of consumer credit, particularly instalment credit and hire
purchase (seen mainly in Commonwealth nations) dates back to the
nineteenth century. In those days of inventions, the masses were attracted
to the functionality of these goods through incentives by manufacturers.
Sewing machines, invented by the Singer company, were offered to
housewives and small tailors on a low initial payment with the balance
payable by instalments over a period of up to two years. The sewing
machine was a productive instrument, hence it provided the purchaser a
source of income to pay off the instaiments. Later the sale of pianos and
other household furniture were financed by instalment sales through
special finance companies formed for this purpose.

The earliest example of finance companies not originating from
manufacturers are the wagon companies of the 1860's. In industrial
Britain, the coal mined by companies had to be supplied to markets by
themselves, but they could not provide the additional capital to purchase
trucks. Hence the wagon companies stepped in and provided the capital to
these companies through hire purchase contracts and financed the sale of
wagons through short-term and medium-term debentures (bonds).

Eventually, with the mass production of automobiles, the finance
companies provided consumers with the capital to make purchases that
were beyond their means. The finance company relied on the durability
and repossessability of these goods. Also dealers relied on finance
companics to finance stocks during off-scasons. Laler this was followed by
financing of household durables like televisions and washing machines,
which enabled the expansion of these industries®>.

95 Harris, Ralph, Margot Naylor & Arthur Seldon. Hire Purchase in_a
Free Society. Hutchison of London, 1961, pp.21-23.
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Finance companies have grown in years to become very profitable
businesses. Some of the largest finance companies now offer bank like
services to industry, while others remain focused on the consumer
market, where they have originated from. The services available from
these companies include consumer instalment credit (and hire purchase),
business inventory, mortgage financing and money market accounts.

The wide scope of operations of finance companies comes from the fact
that, unlike commercial banks, who can collect deposits from the public,
finance companies are not allowed to collect deposits, hence they are not
subject to the same regulatory burdens associated with them like reserve
requirements and capital requirements. Hence, the commercial banks
restricted by regulatory measures have seen finance companies dominate
in fields traditionally covered by them. They are also in direct competition
with banks in that they get more involved with the borrowers because
they risk more in deals. Commercial banks are less anxious to get involved
unless they can cover their risks fully. “Hands-on" motto of finance
companies ensures a close relationship with firms in their operations.
Hence, due to the diversified playing field of finance companies, they
make more money. For example, in 1990 the five largest banks in the
United States earned $2.4 billion on assets of $604 billion. By comparison,
the five largest finance companies owned by industrials made $3.2 billion
on less than half those of banks' assets%6.

Finance companies are stock companies in the sense that they are privately
owned entities with ultimate control vested in their owners. Some are
operated as units of bank holding companies or as subsidiaries of
conglomerates, and others are dependent or "captive" finance companies.
The rest are independent, ranging in size from a single office to multiple
offices located throughout a country®”.

96 pare, Terence P.7ough Birds That Quack Like Banks Fortune, March 11,
1991, p.53.

97 Seitz, Neil & Yeager, Frederich. Financial Institutional
Management: Text and Cases Renton Publishing Co., Virginia, 1982,
p.227.
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The main characteristic of finance company operations is that they
specialize in lending money to consumers and businesses. Some firms
specialize in consumer or commercial credit, whereas others offer a broad
range of services to many different types of borrowers. The range of these
services extends from traditional car loans to credit cards, investment
management to leasing. As they are restricted in collecting deposits from
the public, they acquire their funds from investors and bankers and then
lend this money directly to consumers and businesses.

This section on finance companies will start by distinguishing between the
different types of finance companies. The operations and management of
these companies will then be taken up to give a picture of their methods of
acquiring customers. The sources and uses of funds of finance companies
will then be studied. Finally, a comparison of their operations with that of
their main rival, commercial banks, will be mentioned, including a focus
on captive finance companies.

1. Types of Finance Compariies

As already mentioned, finance companies concentrate on making loans to

consumers and businesses. There are three different types of finance
companies which deal with these loans, consumer finance (personal
tinance) companies, sales finance compantes and cormnrnercial finance
companies Some larger firms have diversified their operations to cover
all areas of financing,

11. Consumer Finance Companies

Consumer credit is defined by the Federal Reserve of the United States as
"short and intermediate-term credit that is extended through regular
channels to finance the purchase of commodities and services for personal
consumption, or to refinance debts incurred for such purposes"?8,
Consumer finance companies are one source of consumer credit.

98 Edmister, Robert O.. Financial Institutions: Markets and
Management. McGraw Hill, New York, 2nd Edition, 1986, p.198.
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The main distinguishing factor of consumer finance companies is that
they deal dlirect/y with consumers and grant cash loans. People in need of
financing apply directly to these companies at their offices or through the
mail. The loans financed by these firms is between $1,000-$5,000. The loans
are used for the purchase of automaobiles, household appliances,

recreational vehicles, and for financing holidays, education and
consolidation of other debts.

Personal loans are categorized according to whether they are duwrable goods
or cash Joans. The bulk of loans granted to consumers are for durable
goods, notably the purchase of automobiles. When granting such a loan,
the finance company takes the purchased good as collateral against losses
that can be incurred in case of consumer default. Cash loans, on the other
hand, are based largely on the ability of the borrower to earn money in the
future, hence the finance company can not rely on collateral in this case.
These signature loans, as they are more commonly known, usually bare a
higher rate of interest than durable good loans. However, they are more
expensive to administer and have greater levels of default than durable
goods loans.

The loans granted by consumer finance companies are also used to
consolidate existing debt incurred by consumers. The relatively high cost
of collecting payments on small loans and the relatively high default rates
on loans granted results in different rates of interest available to
consumers. In general, the cost of processing loan applications, credit
reports, and investigations for loans becomes proportionately smaller as
loans become larger, hence the interest rate applicable to a larger loan is
smaller compared to a signature loan. Consumers who can not obtain
credit from commercial banks, because they are considered high credit
risks, usually rely on consumer finance companies?®.

99 Ibid., p.200.




1.2 Sales Finance Cornpanies

Sales finance companies are specialized financial institutions which
extend instalment credit through retail dealers to consumers. The primary
activity of sales finance companies is the purchase of retail instalment
contracts from dealers who have made instalment sales. These contracts
are known as closed-end retail instalment contracts. This contract
obligates a consumer purchasing goods to pay the lender specified
instalments for a specific period of timel00. This type of credit is extended
principally for the purchase of consumer goods, and also for purchase of
producer goods like industrial vehicles. In addition to their retail
financing, most companies also engage in wholesale financing, thus
supplying the dealer with the funds he needs for the purchase of goods
from the manufacturer. This is essential because without supplementation
by financing of this type, instalment sales could not be carried out on large
volumes. This is done through AHoorplan loans generally for
automobiles.

After receiving assurance that the automobiles will be financed, the
manufacturer ships the autos to the dealer with a sight draft drawn on the
finance company and sends the bill of lading to the finance company. The
dealer is given the bill of lading after signing the finance company loan.
Now, the manufacturer is paid, the finance company has a floor-plan loan
as an asset, and the dealer is borrowing to finance the autos standing on
the showroom floor. The autos are held by the dealer in trust to the
finance company, which holds a trust receipt issued by the dealer. As autos
are sold, the dealer redeems the trust receipts and repays the floor-plan
loan. Thus, the consumer acquires an automobile on instalment loan and

the dealer by floor-plan loan101 |

100 johnson, Hazel F.. Financial Institutions and_Markets: A Global
Perspective. McGraw Hill Inc., New York, 1993, p.517.

101 Edmister, Robert O.._Financial Institutions: Markets and
Management. McGraw Hill, New York, 2nd Edition, 1986, p.202.




121 Crganization

Sales finance companies can be divided among themselves according to
their operations. Some companies handle only automobile sales, others
only accept "diversified" business, that is they finance instaiment
purchases of various household articles other than automobiles, such as
electrical appliances, televisions, furniture or industrial equipment and
some companies handle both automobile and diversified sales. Those
companies that are factory-controlled are also known as captive finance
companies, which will be discussed later. Factory-related companies are
more present in the diversified field. There are also independent
companies having no affiliation with, or preference from any particular
manufacturer.

Sales finance companies can operate throughout a country, in regional
areas and locally, in contrast with consumer finance companies which
operate mainly in a specific geographic area.

122 Credit Frocedure

The market for the services of sales finance companies is tapped in the first
instance by the seller of the commodity rather than by the sales finance
company. The loan and credit procedure of the finance company is thus
more complicated than credit procedure involving only two parties. The
relationship between the finance company, the dealer and the purchaser
are given form and made specific by legal instruments. The most
important of these are a conditional sales contract, chattel mortgage or
bailment lease. When signed by the buyer these instruments evidence the
sale and the credit arising from it102,

The contract is designed to protect the finance company's claim to the
collateral until payment has been made in full, and it typically contains
provisions intended to guard the finance company's interest in almost
every situation which might lead to loss.

102 pjummer, Wilbur C. & Young, Ralph A. Sales Finance Companies
and Their Trade Practices. Haddon Craftsmen, New Jersey, 1940, p.105.
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The bulk of instalment sales acquired by sales finance companies are those
of automobile puréhases. It is necessary to understand how an intention of
a consumer to purchase an automobile can involve so many different
procedures. The focus will be on a typical automobile purchase and the
relationship of the purchaser with the dealer and the finance company. A
similar approach will be followed for diversified financing,

123 Relations Between Dealer and Furchaser in Autornobile Financing

The dealer or his salesman is the first to negotiate with the potential user
of instalment credit for the purchase of an automobile. If the purchaser
needs credit in order to buy his auto the debt may be handled through one
of several channels. It is possible for the purchaser to make arrangements
with a bank himself, or find other sources of funds, but generally the
dealer performs this service for him. The dealer may forward the
purchaser to various financing institutions or finance the sale through his
own resources, but what typically happens is that, unless commercial
banks are in competition for these funds, the dealer utilizes the services of
a sales finance company.

At the time of sale a contract is drawn covering the finance charge, the type
of insurance, the down payment and the number of instaiments. The
purchaser signs all the necessary legal forms and fills out a "purchaser’s
statement”. The dealer determines the finance charge on the basis of a rate
chart furnished to him by the finance company. The chart indicates
standard minimum down payments and maximum number of
instalments that are encouraged by the finance company103. Insurance is
also usually provided for by the finance company, either through their
own insurance companies or independent companies with which they
have contractual relations.

103 1bid., p.106.
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The purchaser's statement or credit application contains detailed
information concerning the automobile and the terms of sale as well as
the financial status, employment, family relations and references of the
purchaser. After the sales transaction has been arranged the dealer may
verify the credit standing of the purchaser by either making the
investigation himself or through the use of a credit bureau or by
forwarding the information directly to the finance company's acceptance
department, which can verify this information and if necessary seek
further information from the dealer. An investigator may be sent by the
finance company to see the automaobile which is the subject of the
transaction in some cases. The decision to accept the transaction by the
finance company is usually given in a few hours or a maximum of a day.

Usually finance companies refuse very few deals submitted ta them from
dealers because they rely on dealer's controls on purchasers and in a
competitive environment finance companies should be ready to accept all
offers from reputable dealers, even though they might not be in line with
customary terms of credit. In that case, a cosigner may be required to
strengthen the offer made by the dealer.

The dealer which gets the contract endorsed delivers it to the finance
company along with the purchaser’s statement, and receives his payment
for the transaction, less the finance charges and insurance charge. Hence,
the dealer is no longer involved with the rest of the transaction,
depending of course on the type of endorsement made to the finance
company (to be discussed later). Hence, the purchaser is left to deal with
the finance company.

124 Relations Between Finance Company and Furchaser in Automobile
Financing

After payment to the dealer, the finance company sends out a "‘welcome
letter" to the purchaser, noting him that his contract has been bought from
the dealer. In this letter, the purchaser is instructed how to make payments
to the finance company. For this purpose, the finance company may also
send a coupon book, which enables the purchaser to make his instalment
payments with the necessary coupon on the date of instalment, either
through the post or at the premises of the company.
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The finance company is generally in no personal contact with the
purchaser, as long as his payments are made with reasonable promptness
each month. All outstanding purchaser accounts are reviewed on a daily
basis, and when one account becomes 2 to 5 days delinquent (unpaid and
overdue), it receives special attention. Letters of notice are forwarded to
the purchaser and if this does not result in payment then the account is
removed from the normal collection file and assigned to a credit
personnel for immediate attention, depending on the history of the
account, the creditworthiness of the deal and the number of payments that
have been made. Delinquencies on the first four payments generally lead
to repossessions, hence close attention is given to accounts of this type.

The purchaser may be brought attention by special letters and telephone
calls104, |

If the payment is still not realized within 15 to 25 days, more positive
action must be taken. An authority of the finance company makes a
personal call on the delinquent purchaser. It is his purpose to get prompt
payment, lo adjust the account so thal payment will be possible or to
repossess the automobile in question. It is in the interest of the finance
company, as well as the dealer to provide means to the purchaser to make
payment rather than to repossess, since this means a loss to the finance
company. On the other hand, as time passes and delinquency continues,
the value of the collateral is depreciating, hence it is necessary for the
authority of the finance company to make the right decision to either settle
the matter without repossessing or if he thinks the purchaser is in no
position to make payments, to repossess the automobile. It is possible to
extend the contract terms, by allowing smaller payments and more
instalments or influence the purchaser to refinance his debt through other

institutions. If the purchaser has an incentive to complete his payments,

he can resort to these means.

1i contract readjustment fails as a means of settling an delinquent account,
repossession follows as the final solution. The purchaser usually
surrenders the automobile voluntarily, but if he is not willing, the finance
company may confiscate the auto or result to legal action.

104 1pid., p.109.
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125 Relations Between Dealer and Finance Company in Automobile
Financing

The relations between the dealer and the finance company involve the
granting and liquidation of wholesale credit as well as the financing of
retail deals. The financial reliability of the dealer is therefore of
considerable importance to the finance company. It is the task of the
finance company's sales department to make a careful original
investigation of the dealer and to keep in touch with the changes in his
financial position. These include analysis of financial statements, reports
of credit reporting agencies and references.

A credit line granted to a dealer is a good method of tracking his financial
performance by the finance company. The dealer’'s own payment record on
his wholesale financing and the record of the accounts purchased from
him are watched closely. Delinquency on his own account or a large
number of delinquencies in deals purchased from him gives a good
picture of that dealer's standing, and in most cases leads to termination of
purchases from that dealer!05.

The relationship between finance company and the dealer after
repossession rests upon "retail plans" which can be classified generally
into non-recourse recourse and repurchase plans.

a) Non-Recourse Harns

If a contract has been endorsed by the dealer without recourse, and if there
is no repurchase agreement, the dealer’s liability aimost always ceases at
the time the contract is purchased by the finance company. Therefore, the
dealer has no responsibility in the event of purchaser default and any
collection or collateral repossession expense must be borne by the finance
company. Only in the unusual case where he is liable under the warranty
in the contract or endorsement is this not true. Usually the finance
company makes the repossession, disposes of the repossessed collateral
and assumes the loss. The dealer may be informed of the delinquency, and
may even cooperate with the finance company in its attempts to callect,

105 [bid., p.114.
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but this is done to improve relations with the finance company and as a
guide to possible future relations with the purchaser.

b} Recourse Flans

Credit risk for the finance company is substantially reduced or eliminated,
and the dealer is committed to absorb the losses in the event of purchaser
default. In such cases the dealer is responsible for full payment to the
finance company of the unpaid balance on the contract. If the automobile
has to be repossessed the dealer is obligated to pay the finance company the
remaining balance, and then he recovers what he can by sale of the
automobile, if possible106.

¢/ Repurchase ( Fartial Recourse) Flans

Under such plans the dealer's liability derives not from his specific
endorsement of the individual contract, but from a separate agreement in

which he assumes responsibility for payment of the unpaid balance in the
event of default and repossession. In some arrangements the dealer is
obligated to absotb losses up to some fixed sum or is perhaps abligated only
until a number of payments have been paid by the purchaser.

In this type of endorsement, as well as recourse plans, the finance
company usually sets aside a dealers reserve of 1 to 3 per cent of the
original amount of the contract, depending on the size of the contract and
whether the automobile is new or used, to cover losses arising through
defaulls on contracts. This reserve is payable Lo the dealer periodically if
his liability on the contracts from which it arose has been fulfilled! 07,

The nature of contract endorsement is thus important for finance
companies. The finance company would prefer to have all contracts
endorsed on a recourse plan. However, this can also involve risks.
Recourse arrangements with financially unsound dealers may provide
little protection for the finance company. Hence the quality of the

106 Seitz, Neil & Yeager, Frederich. Financial Institutional
Management: Text and Cases. Renton Publishing Co., Virginia, 1982,
p.231.

107 plummer, Wilbur C. & Young, Ralph A.. Sales Finance Companics
and Their Trade Practices. Haddon Craftsmen, New Jersey, 1940, p.117.
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instalment contracts and the reliability and reputation of dealers is an
important factor in accepting these type of endorsements. Even in the case
of financially sound dealers risk exposure may be substantial if the finance
company relies excessively on dealer endorsements and relaxes credit
standards. Also the nature of endorsement depends on the geographic
location of the dealers and the finance company. In larger urban areas
where finance companies compete in the retail automobile sales market, a
finance company may have little choice other than to finance contracts
from dealers on a non-recourse plan, whereas dealers in rural areas, who
tend to have fewer financing outlets, have no choice but to endorse their
contracts on a recourse plan to finance companies! 08,

126 Dyiversitied Financing

Diversified financing involves the financing of household appliances,
which are in general lower in price than automobiles. The collateral
underlying the instalment sale becomes part of the home of the purchaser
and is not traveling across the country like an automobile. Also a dealer of
these type of goods usually does a larger proportion of his business for
cash, unlike auto dealers who rely largely on instalment sales.

The relations between the dealer and the purchaser are similar to
automobile purchases, with a few exceptions. Due to a smaller price of
these appliances, dealers can allow for smaller down payments and
monthly instalments in relation to the purchaser's income. The credit
investigation is conducted mainly by the dealer, as the transactions are
conducted on a recourse plan, although some companies offer a limited
recourse plan, whereby the dealer's liability is limited to the period of the
first four or six instalment payments, provided they are paid promptly.
The lower down payment does not assure a great reliance on collateral, so
it is up to the dealer to investigate the purchaser’s willingness and ability
to pay. Dealers make use of reports from retail credit bureaus and check the
purchaser's past payment record with other dealers. A personal interview
with the applicant, information from the employer and relatives, and
sometimes a bank reference can be useful109.

108 Edmister, Robert O.. Financial Institutions: Markets and
Management. McGraw Hill, New York, Znd Edition, 1986, p.201.

109 piummer, Wilbur C. & Young, Ralph A.. Sales Finance Companies
and Their Trade Practlices. Haddon Craftsmen. New Jersey, 1940, p.118.
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Since it is the dealer's responsibility under a recourse plan for the
repayment of the credit, the finance company does not get much involved
with the purchaser in the event of delinquency and repossession. The
finance company usually sends the dealer periodic lists of delinquencies
and expects him to take the necessary action in deciding the faith of its’
accounts. Rehabilitation of accounts usually extends over longer periods
than automobile financing, and outside agencies are recommended to the
purchaser as aids of refinancing, though a dealer may not want to lose
customer goodwill in such a situation. Usually personal loan departments
of commercial banks are recommended. If rehabilitation and readjustment
of the contract does not lead to desirable results, the dealer and finance
company cooperate closely to repossess the good in question. Usually 60
days of delinquency is sufficient for action to be taken. However, purchaser
are more than reluctant to surrender their goods and it is usually not
necessary to take any other action!19.

1.2 7 Credit Standards and Terrmns

Dealers and sales finance companies have evolved a more or less defined
set of standards which guide them in evaluating the prospective

purchaser's ability and willingness to meet his obligations. The relative
importance attached to these various standards varies from one company
to another, and varies even more as between the different types of articles
financed. Factors relating to collateral security, such as the cash selling
price, durability and resale value of the commodity purchased, are given
more weight in automobile than in diversified financing, and factors
relating to the purchaser's reliability, such as income, credit record, age and
occupation, character, employment record, are typically given more
emphasis in diversified financing, where there is less possibility of
reselling the collateral at an assured price. The size of the down payment
that the purchaser is willing to make, and the length of time that he needs
in order to repay his debt, are also important considerations, especially in
automobile financing, and both these factors have to be considered in
relation to the purchaser's income.

110 1pid., p.120.
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Down payment and contract length are also dependent on what the
finance company will accept. In automobile financing a standard down
payment of one-third of purchase price for new cars and 40 per cent of
purchase price for used cars, and a standard contract length of 12 months
for all cars was desirable for finance companies in the United States in the
1920s. Since 1938, a down payment of one-third of purchase price on all
carsand a contract length of 18 months on all except used cars more than
two years older than current models, on which the contract should be no
more than 12 months, have been affirmed by resolution.

In diversified financing, as a rule, the larger the down payment, the longer
the contract may run, but the down payment is typically a much lower
percentage of purchase price than it is for automobiles, with an average of
10 per cent for most commodities. Contract length varies widely, from 12
to 36 months, and sometimes 48 or 60 months, in accordance with the
amount of original cash selling price. The loans range from $1,000 to
$10,000, with a majority of loans given between $2,000 and $5,000111,

The knowledge of the financial soundness of the purchaser as well as the
dealer in the relations of the dealer and the purchaser with the finance
company has been outlined previously. It is important to look into detail
the techniques that are utilized to measure a purchaser's and dealer's
financial ability by investigating the different credit appraisal techniques
that are available to a finance company.

128 Credit Appraisal Technigues

The credit officer of the acceptance department of a finance company is the
man who commits the finance company to a transaction. In cases where
the amount to be given as credit is outside his limits of approval, he
requires the authorization of his manager and sometimes the board of
directors at the head office. In a very competitive market, the manner in
which the credit officer accepts, strengthens, defers for further approval, or
rejects an application will greatly effect his company's progress.

111 Johnson, Hazel F.. Financial Institutions and Markets: A Global
Perspective. McGraw Hill Inc.. New York. 1993, pp.524-525.
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The analysis of credit applications is based on the three C's of credit,
character, capacity; and collateralt 12

a) Character

Character refers to the reputation of the potential borrower in terms of his
reliability in repaying the loan. Usually the finance company contacts prior
or existing creditors, the names of which are generally disclosed by the
applicant. The finance company investigates these references and gathers
information on the applicants' past performance. In addition to direct
contact with other creditors, the finance company may gather information
from a local credit bureau, which has a file on the applicant's credit
repayment history. The file contains employment history and residence
information in addition to an evaluation of past loans and other
information. This information is collected by the credit bureau as a result
of previous applications of the applicant for credit with other creditors.

biCapacity

Capacity refers to the applicant's potential ability to repay the loan from
current income or existing resources. The existing financial obligations
and income limitations of the applicant helps the credit officer to evaluate
this potential.

) Collateral

The credit officer also seeks to investigale any security to which the finance

company may turn in the event of loan default. However, collateral

liquidation is viewed as a last resort.

112 Seijtz, Neil & Yeager, Frederich. Financial Institutional
Management; Text and Cases. Renton Publishing Co., Virginia, 1982,
p.236.
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During a transaction, the credit officer requires basic information from the
applicant on the item that is to be financed. On automobile purchases,
some of the typical informationl!13 that are sought are:

-- Is the car new or used?

- Is the cash price reasonable for the make and model?

- Was the down payment cash or trade-in (of purchaser's current
auto)? If a trade-in, was the allowance reasonable?

-- Is the term (maturity of the loan) reasonable?

-- What is the applicant’s equity?

-- What is the applicant's age, marital status, period of residence,
period of employment?

-- What are the applicant's prospects of making the monthly

payments?

In dealing with applications for personal loans or mortgages, the credit

officer has an advantage compared to instalment credit applications. This
is because more emphasis is put on a personal interview with the
applicant. The assessment of the creditworthiness of a transaction is made
easier by having the applicant at hand to answer relevant questions. In
case of mortgages, an inspection of the property is also an advantage to the
evaluation of the credit officer. A typical application form can be seen in
Figure 1. Usually there is little risk in financing household appliances for a
married man who has lived at the same address for a number of years and
who has a record of stability in well-paid employment. With medium-
priced goods, such as automobiles, the credit officer might also seek a
banker's reference from the applicant. In the case of high-priced goods,
generally industrial equipment, a banker's reference may be accompanied
by an analysis of the customer's balance sheets and accounts, cavering a
period of a few years114,

113 Runcie, Neil (ed.). The Management of Instaiment Credit: The
Australian Experience. University of London Press, London, 1969, p.155.
114 Harris, Ralph, Margot Naylor & Arthur Seldon. Hire Purchase in a
Free Society. Hutchison of London, 1961, p.58.
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Figure 1: Sample Credit Application Form

CREDIT APPLICATION

Surname of Applicant:

Christian Names in full: Age:
Christian Names of Spouse: Age:

Is loan to be taken in Joint Names?

Dependent Children: No.: Ages:
Present Address:

Previous Address:

Telephone Numbers: Business: Home:
Occupations: Applicant: Spouse:
Employer:

Period of Employment:

If less Lthan five years show name of previous imployer and period of
employment:

Bank Accounts: Bank: Branch:

For what purpose is loan required? (If auto purchase, state make and
model):

Cash price of good:

Amount of loan required:

Number of instalments:

What amount is to be borrowed from any other source, if any:

Have you or your wife ever been bankrupt or insolvent or assigned your
estate for the benefit of your creditors? If so, give details:

Give names of companies and other institutions with whom you have
current instalment credit and/or other credit accounts:

Company: Account No.:
Monthly Payment: Date of Contract:

Give details of any finalized accounts:

Company: Account No.
Monthly Payment: Date of Contract:

Source: The Management of Instalment Credit.

An intelligent interview and evaluation of the applicant results in a clear
picture of the applicant's ability to meet the commitment proposed and
the assessment of credit can be propetly made.




1.29 [Dealer Evaluation

The credit officer must also take into consideration the qualifications of
the dealers that refer applicants to the finance company. The relationship
between a dealer and a finance company should be one of mutual
confidence, the dealer knowing his customers will be fairly treated and the
finance company being able to rely upon the dealet’s honesty both for the
quality of his merchandise and the standing of his prospective instaiment
credit customers. Due to the fact that default by individual customers and
losses incurred by the finance company can often be traced back to

inefficient or dishonest dealers, caution is taken by the credit officer to
evaluate a dealer's soundness.

Again as in the evaluation of borrowers, the three C's method is also
utilized for dealers, except in this case the last C represents the cgpita/ of
the dealer. Thus, when a credit officer is reviewing and considering a
dealer for a particular transaction, he evaluates under these headings and
produces a written analysis at least once a year, and twice in case of weaker
dealers. All aspects of a dealer should be investigated under the headings
of character, capacity and capital! 15 and they compromise the following;

a) Character

-- The form of organization. Is it a private company, public company or
partnership?

-- The background and date of its formation

-- The names and history of its Board of Directors and management

b)Capacity

-- What is the manager's experience in running this type of business?
-- What are the facilities available for handling sales, service and parts?
—- What were the amount of sales over the last 6 months?

-- Can the business expand?

-- Do the salesmen understand instaiment selling?

115 Runcie, Neil (ed.). The Management of Instalment Credit: The
Australian Experience. University of London Press, London, 1969, p.156.




o) Capital

- How much is the paid-up capital?
-~ Are reserves being built up or are profits fully disbursed?
- Is capitalization adequate for the present size and potential growth of the
dealership?
-- What is the source of borrowed funds?
-- How are inventories financed?

The answers to these questions allows the credit officer a thorough
appraisal of the dealer's standing and is a guide for future transactions of
the finance company with that dealer.

The credit officer also keeps a record of a dealer's activities throu gh a trend
file. The file shows the officer at one glance the following information of a
dealer by month116

-~ Vaolume - By number and amount, all deals handled for the month

— Qutstandings : The amount and number of retail and wholesale
outstandings at the monthly balance date

- Arrears: The percentage of accounts over 30 days past due

- Repassessions ‘The number of repossessions made for the month

- Losses: The amount written off for losses during the month

In the event that deals are submitted from a dealer with which the credit

officer is not completely familiar, he usually refers to these files for further
information.

1270 Collection Frocedures

Collection is generally more difficult than granting credit. It is the duty of
the collection department to "collect” overdue instalment payments. The
collection department needs to be conscious of the competitive state of the
industry and of the need to preserve goodwill when collecting the overdue
amount of a instalment credit. Therefore accounts must be kept in line at
all times.

116 Ibid,, p.156.
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The services offered by the collection department include the granting of
an extension of time for payment of accounts, the relaying of information
relating to account balances through post and telephone, alteration of the
original terms of an account to meet extreme circumstances, personai
discussions with delinquent customers, the collection of overdue accounts
and initiation of legal action for the recovery of goods!17 .

The control of arrears is important for the efficient operation of this
department. Files on customers usually reflect general information on the
transaction made by the finance company. This information includes the
customer's name and address, contract number, unit description,
particularly including engine number and registration number for
automobile transactions, cash price and deposit, insurance, credit charges
and the term of contract. Also the current gross balance outstanding and
the dates on which payments have been made, when the next payment is
due, and which notices have been sent for overdue accounts is

available! 1%, Close relationship is kept with lhe accounting department

who hands over to the collection department those accounts which have
not responded to normal requests for payment, hence becomes overdue.

An effective method of arrears control is called the "fixed due date"
method. Usually customers' instalments fall due at various dates within a
month, depending on the date on which the agreement was signed. Under
this method the due dates are limited to four each month. The dates are
determined by the first letter of the customer’s surname, thus:

A-D 1st  of month
E-K 9th of month
L-Q 17th of month
R-Z 25th  of month

The advanlage of this method (o the collection officer is that the
supervision of overdue accounts is organized based on only four due dates
instead of thirty-one.

117 Mashell, Roy E. The Hire Purchase and Instalment Habit Trends
in Australia, New Zealand, Great Britain and the US.A. Sweet&
Maxwell Ltd., London, 1964, p.42.

118 Runcie, Neil (ed.). The Managcment of Ipstalment Credit: The
Ausiralian Experience. University of London Press, London, 1969, p.162.
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The collection officer can usually decide upon what action to take for
overdue accounts if he has a general understanding of the customer's
situation. If the account has required frequent notice follow up or if the

customer continues to delay monthly payments, this is a good indication
that it is beyond the customer's capacity to continue making payments.
The collection officer is seeking payment while preserving the customer's
goodwill and avoiding any possibility of loss on the transaction.

The collection department therefore tries to minimize the loss on such an
overdue account by utilizing different methods to help the customer in
question. If an account is in arrears but the equity appears sound it is more
likely to receive gentle handling than if the equily appears doubtful. If
repossession becomes necessary due to serious arrears and a continued lack
of response by the customer, the appropriate notice of intention to
repossessis sent! 19, The repossession can only be carried out after a court
order is obtained, and a notice is sent by the court to the customer.

If the customer fails to comply with the notice, the matter goes before the
court where the court usually orders the customer to pay the instalments
or return the mentioned goods to the finance company within aprescribed
time. A non-compliance of the court order results in the matter coming to
court again. This time, a further order is made demanding the customer to
pay weekly instalments of a fixed amount, and in case of not complying,
returning the goods within a specified period!20.

If repossession does oceur, the finance company is faced with a loss. The
customer who aims al having an equily in the automobile would have
paid his account fully. As a last resort, the collecting officer may visit the
customer and try to collect the arrears rather than repossessing, hence
establishing equity for the customer. It is therefore important to have
efficient collection officers in a finance company. The quality of the
collection department determines the public image of the finance
company. Hence, differences exist among companies arising from internal

119 Thid., p.163.

120 Mashell. Roy E. The Hire Purchase and Instalment Habit Trends
in Australia, Ncew Zcaland, Great Britain_and the US.A. Sweet&
Maxwell Lid.,, London, 1964, p.43.




60

training and procedures, which separate the successful companies from
the rest.

The cost of delinquent accounts for the finance company can be divided
into tangible and intangible costs. The loss of turnover, that is the costto
the company of the use of money that was not paid in time, is an
important part of tangible costs to a finance company. Detection of these
costs rests on the collection department personnel, who must be ready to
make the collections while being polite in order to retain cooperation and
goodwill from customers. Such staff of high quality are paid highly, hence
these costs are also part of the company's staff costs. The cost of collecting
officers who travel to customers, with the cost of their automabiles,
gasoline and other expenses are also important.

However, it is the intangible costs of delinquency which have greater
effects on the finance company. A company which gains a reputation for
being too lenient on delinquent accounts soon gets overloaded by
customers with bad intentions. On the other hand, a company that is too
aggressive on its' customers with unskilled personnel that drive away
potential business will result in a deterioration of a company's reputation,
which no advertising effort can replace.

The causes of delinquency can be split between those caused by the
customer and those by the finance company. Customer defauits usually
arise from sickness, unemployment, improper budgeting, overbuying and
carelessness. The objective of the customer should be to discipline himself,
by clearing present debts before undertaking new ones. Otherwise, the
customer gets over-obligated and all his accounts are delinquent.

The finance company's role in delinquent accounts can not kx
underestimated. The management driven by profit motives and
demanding more volumes of business usua]ly' neglects a good
investigation into the customer's application. The reasons for the credit
should be considered. Usually these companies rely on the collateral of the
transaction rather than investigating the character and capacity of the
customer, hence complement the process of delinquency!21.

121 Runcie, Neil (ed.). The Managcment of Instaiment Credit: The
Ausiralian Experience. University of London Press, London, 1969, p.167.
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Many credit officers do not take the time to analyze the economic situation
of the customer. A resulting problem is not setting a realistic due date for
monthly instalment payments!22. Usually customers want to delay the
first payment on their account without considering its' relationship with
their income. If a person has a due date of the 20th of each month, it will
most likely lead to delinquency if that person receives his pay on the first
of each month. Hence, the credit officer should be careful to set a date close
to the pay day of a customer. It is important for the credit officer to
implement sound policies for the granting of credit to customers and not
allow for any delinquent accounts to affect the finance company. Finance
companies can not put all the blame for delinquency on the customer.

1.3 Cormmmercial Finarnce Compan/bs

Credit granted to businesses are usually provided to finance accounts
reccivable, inventory, fixed asscts, research and development, and other
assels. Generally, finance companies provide their services Lo businesses
through leasing, secured lending and factoring,

Leasing is an arrangement in which the finance company holds the title to
equipment while the lessee uses it. Unlike an instalment purchase, the
finance company retains title to the equipment after the termination of the
lease. The equipment may be purchased by the lessee at a bargain price
upon termination of the lease. Most leases finance a greater percentage of
the equipment cost and extend for a longer period than instalment loans.

Secured lending involves pledges of accounts receivable, inventory and
other fixed assets in return for credit. This is sometimes referred to as
asset-based lending. By safeguarding against losses of collateral and having
the expertise to market these repossessed collateral, finance companies can
provide financing for businesses at market interest rates, where normally
the loan would be considered risky by other financial institutions.
Specialized personnel provide tailor-made services to businesses acquiring
high levels of credit, confident of the quality of their accounts receivable.

122 1bid., p.168.
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Another service pravided by commercial finance companies is factoring,
Finance companies purchase accounts receivable from businesses viewing
them as an investment, while businesses are provided with a new source
of cash from the sale of these receivables. The business receives full
payment less the necessary commissions immediately and the finance
company receives funds when customers of the business make their

payments!23,

So far the various types of finance companies and their scope of operations
have been discussed. The bulk of this section was devoted to sales finance
companies because these firms are the major providers of consumer
instalment credit. It is now important to study the sources and uses of
finance company funds, which will be taken up in the next section.

2 Sources and Uses of Finance Company Funds

The management of sources (liabilities) and uses (assets) of finance
companies is very important for their operations. Both these components
must be closely integrated to ensure that there will be sufficient cash at the
time and place needed to meet the company’s financial obligations. Failure
to accomplish this aim would have serious consequences for the company,
such as reduced credit ratings, obtaining funds on unfavorable terms and
even liquidation.

217 Sources of Furnas

The supply of funds for use in the business involves an examination of
the funds sources available and choosing those which best suit the aims of
the company, with an objective of minimizing the cost of funds. The
major sources of funds for finance companies are loans obtained from
commercial banks, commercial paper issues in the money markets and
long-term bonds in the capital markets.

123 Edmister. Robert O.. Financial Institutions: Markets and
Management. McGraw Hill, New York, 2nd Edition, 1986, pp.203-4.
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2117 Commercial Banks

| pans made by commaercial banks have been a major source of funds for
finance companies until recent years. Commercial banks make loans to
finance companies under preapproved lines of credit. Aline of credit is an
agreement between a bank and the finance company whereby the bank
agrees 10 lend up to a given amount to the company. The company may
borrow as much as it requires up 1O the given line of credit, although
usually banks require finance companies to make repayments within a few
months. The finance company has to remain in good tinancial condition
to ensure that its' line of credit is not cut off. Some companies have seeked
closer relations with banks just 10 secure such lines. Smaller finance
companies, which lack access t0 national credit markets usually rely more
on banks than larger companies where for them, the reliance on bank
borrowing has been reduced as nNew instruments O obtain funds have
been available. In fact, bank borrowing has dropped from around 28 per
cent in the 1960s 1o around 5 per cent in the 1990s124. Finance companies
have been taking advantage of the Jower rates that areé available for

commercial paper than for bankloans.
21.2 Commercial Faper

The commercial paper market is a major Source of funds for larger finance
companies, representing almost 50 per cent of their 1iabﬂitie5125.
Commercial paper refers to notes jssued inlarge denominations, due in 30
to 270 days, negotiable in the money market. They are usually supported b
lines of credit from banks. Banks usually require a compensation for
unused lines of credit by making finance companies keeping demand
deposits equalto about 10 per cent of the approved line of credit!26. Thus
the line of credit ensures investors of commercial paper of finance
companies that they will be repaid when their paper is due.

_  —

124 Johnson. Hazel F.. Financial Institutions and Markets: A Global
Pcrsgcctivc. McGraw Thill Inc.. New York, 1993, n.527.

125 {bid.. p.527.

126 Fdmister, Robert 0._Financial [nstitutions: Markets and

Man agement. McGraw Hill, New York. 2nd Edition, 1986, pp‘207-8.
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The flexibility in commercial paper issues allows finance companies to
adjust their volume of financing on a daily basis, by varying the rate of
interest on the paper. As commercial paper rates are lower than going
bank rates, it is more attractive for finance companies. However, the cost
of issuing commercial paper also includes dealer fees and maintenance
charges. Also, the compensating of unused lines of credit may offset the
cost-saving feature of commercial paper issues.

213 Bonds

Bonds issued by finance companies are primarily long-term subordinated
debentures. Long term sources of financing assure the availability of funds
at a fixed interest rate for a specific period of time. One disadvantage of
these bonds, however, is that, because they are subordinated debt, that is in
case of finance company failure, the holders of these bonds receive money
only after other senior claims are satisfied {(banks, senior debt), the holders
demand a higher return for their investment. This can be partially offset
because most bonds are callable, that is they can be called back by the
finance company, by giving a call premium to investors. Hence, if market
interest rates fall below the rate of the bond, the finance company can call

these bonds and issue new bonds with lower interest. Thus, the flexibility
of the call feature of these bonds can somewhat decrease the cost of these
bonds to the finance company!27. Bonds provide around 30 per cent of
funds to finance companies128,

Equity capital is also utilized, according to the size of the finance company.
Finance companies with less risky and better diversified assel portfalios
depend less on equity capital than smaller companies which normally
concentrate in limited types of lending in narrow geographic areas.

127 Seijtz. Neil & Yeager, Frederich. Financial Institutional
Management: Text and Cases. Renton Publishing Co., Virginia, 1982,
p.242.

128 Johnson, Hazel F.. Financial Institutions and Markets: A Elobal
Perspective. McGraw Hill Inc., New York, 1993, p.527.




65

The availability of funds to a finance company is also dependent on other
factors. The monetary and interest rate environment always remains
uncertain and companies who depend on long-term funding have to be
careful of not getting caught in maturity mismatching, that is giving
credits that are usually shorter in maturity than their borrowing. The
fluctuation of interest rates due to government monetary policies also
affect the operations of finance companies and they are always subject to
interest rate volatility. The change in the structure of finance company
assets is also an important factor in funding decisions. Thus the
proportion of lending to the commercial sector has increased over the
years, as this sector has preferred fixed interest borrowing for fixed periods.
This ensures the finance company less tisk of liquidity problems!2®.
Alternative funding techniques have emerged and securitization of asset-
backed receivables is one popular method. The issue of securitization is a
fairly new concept, especially in Eurape, hence requires further attention.

214 Securitization

Securitization offers traditional (banks) and non-traditional (finance
companies) intermediaries a source of low cost funds. By packaging

homogeneous receivables for sale to investors through the capital and
money markets, this new method of financing has grown popular because
of the savings and benefits it offers issuers and investors.

Any receivable that generates a cash flow can be considered for
securitization. Credit cards, auto loans, unsecured consumer loans,
housing loans are just a sample of the items that can be used. All non-
mortgage securitized debt instruments are referred to as asset-backed
securities (ABS)130 .

Economic and regulatory forces have spurred the development of ABS.
Especially for commercial banks, who are subject to capital requirements
and reserve requirements because they fund their lending activities by

129 Llewellyn, David T.. A/Zternative Funding for Finance Houses Credit
Quarterly Review, Finance Houses Association, Vol..22. No..4, Dece mber
1981, pp.80-83.

130 Bonsall, David C. (ed.). Securitization. Butterworths, London, 1990,
p.242.




606

collecting deposits, the banks move these type of receivables off their
balance sheets, hence escaping the regulatory environment. Securitization
is also seen as a method of competing with finance companies, as they are
not subject to such regulations131.

Sccuritization lowers the costs of funds by isolating risk. With asset-backed
securities, investors buy a specific set of receivables with a known amount
of risk. It is safer for investors as they know that the funds they have
invested in the company will be used only for this pool of receivables.
Therefore, rather than demanding a higher rate of interest for bonds based
on the general performance of a company, the issuers of ABS can satisfy
investors with a lower rate of return. By issuing ABS through a separate
subsidiary (special-purpose vehicle), a company can separate these claims
from other claims on its balance sheet. Investors, therefore, need to only
assess the performance of the asset pool rather than the general
creditworthiness of the borrowing company. As the assessment of this
poolis generally less costly to monitor than the entire company, the firm
can obtain better credit terms on the pool by taking these claims off its’
balance sheet, even if it has a low credit rating! 32. Of course it is important
that the issuers of ABS are unconnected to the company from which they
acquire these assets, as in case of a bankruptcy, the company’s creditors will
want to have claims on these assets if there exists such a connection.
Assets taken off the balance sheet will free capital and improve return on

equity.

An issue of asset-backed receivables needs to be given a rating by the
securities authorities to analyze the risk of the assets in a pool. The issuer
relays information to the authorities on the company's business and
operations, supported by company background, strategy, systems and five
year data on portfolio performance. The assessment of this information
will affect the rating level required and the potential weaknesses of the
issue are also considered. After a review of all documents, the authorities
examine the company at its' premises and meets with the management to
review the overall efficiency of the organization. Receivables are further

131 caristrom, Charles T. & Samolyk. Katherine A.. Securitrzation: More than
Just a Regulatory Artrfact in The Financial Institutions and Markets
Rcader, Robert W. Kolb (ed.), Kolb Publishing Co., Florida, 2nd Edition,
1993, p.51.

132 |bid., p.53.
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investigated and any delinquent receivable is traced through the system,
from the first notification through collection and liquidation of the
collateral, to determine the duration of the process!33.

As the cash flows of an ABS are dependent on the cash flows from its
underlying receivables, the problems of delinquency and default of these
receivables forces the ABS to be backed by additional support. Usually
over-collateralization, letters of credit and repurchase agreements are
utilized for this purpose. The investors of ABS are guaranteed their cash
flows even during times of economic trouble in this case.

The amount of additional support is determined by exposing the pool to
various tests. The maximum arrears and losses expected during times of
hyper-inflation, recession and depression must be compensated by
additional support. The higher a pool wants to earn a rating, the more
severe these tests are used.

Over-collateralization refers to the amount of receivables placed by the
company in the ABS that exceeds its value. Hence, in times of delinquency
and default, this excess serves as a safeguard. The greater the credit risk of
the receivables, the greater the level of over-collateralization. The
company receives back these extra receivables once the ABS matures. A
letter of credit (LOC) can also be a supporting tool for an ABS. A highly-
rated bank or institution underwrites a LOC, guaranteeing a set percentage
of the receivables from arrears and losses. Thus the ABS can also be rated
higher than the issuer thanks to the LOC. Repurchase agreements made
with the company ensure that a set percentage of receivables are bought
back in case they are not purchased through the pool! 4.

It is therefore to the interest of finance companies to make use of
securitization to utilize their receivables off their balance sheets. The issue
of automobile backed securities are referred to as Certificates for
Automobile Receivables (CARS) and make up the largest number of
issues. They are backed by self-amortizing personal auto loans that are paid
monthly with two to seven years maturities. Most loans are at a fixed rate

133 Bonsall, David C. (ed.). Securitization. Butterworths, London, 1990,
pp.250—1.
134 Ibid., p.252.
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and are secured by an attachment on the automobile. CARS can provide
finance companies with lower-cost funds. ’

The development of securitization in Europe has been improving, Both
the United Kingdom and France has adopted this form of alternative
financing, The French government decided to adopt securitization (known
as titrization) to support the housing finance industry , to lower the cost of
consumer credit and to give financial institutions an additional means of
balance sheet management. However, some complications have occurred
in the United Kingdom. The consumer credit laws allow a person who
purchases a new car on hire purchase terms to return the car to a finance
company once half the contracted price is paid. This complicated
structuring of ABS. Also a stamp duty of %1 on the transfer of assets is
another significant cost. Therefore, the development of ABS in this
country are limited. However, the benefits of securitization to finance
companies can not be denied!35.

It is apparent that there exist different means by which finance companies
can finance their operations. The most popular method is the use of
commercial paper sold in the money markets. Dependence on commercial
bank overdrafts have been diminishing. However, the differences in funds
sources of finance companies can be mainly attributed to their size. Small
companies with no associates are still confined to bank overdrafts and
because of this lack of funds are limited in terms of the territory in which
they function, the types of business they take up and their ability to expand
their markets and compete with other larger finance companies.
Consequently, the cost of funds raised by these companies will often be
greater compared to larger finance companies. Medium and larger finance
companies have lower costs, and make use of a variety of funds.

Companies which are associated with successful non-financial companies
can be more advantageous than their counterparts, as they make use of the
strong financial standing of their associates or parents. A good example is
GMAC (General Motors Acceptance Corporation) which is a subsidiary of
General Motors. Investors will be attracted by the parent and offer the

135 1bid., pp.262-3.
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finance company better terms. These parents also contribute additional
funds to finance companies, but at minimal levels (generally %10-15)136.

22 Uses of Funds

As it has been studied in some detail, the uses (assets) of finance
companies are derived from their operations. Therefore, it is most suitable
to summarize the assets of a finance company by dividing them into
consumer receivables and business receivables.

Consumer receivables include retail passenger automobile credit, credit
given for mobile home purchases, revolving consumer instalment credit,
personal cash loans, second mortgage loans and other consumer
instalment loans, mainly diversified loans. It is easy to note that consumer
finance companies will have a weight of their assets in personal cash
loans, whereas sales finance companies' assets will be made up mainly of
instalment loans for automobiles and diversified financing. Typically,
business credit, including leasing and factoring services are more
concentrated in commercial finance companies. In recent years, the weight
of business receivables has been increasing, being around 45 per cent of
total assets of finance companies!37.

23 The Budget and Financial Flanning

As a finance company’s main asset is its receivables, the primary budget
which management will be concerned with is the cash budget and the
forecasting of the flow of cash. Therefore, the first step needed for efficient
planning is a forecasl of the estimated sales for the period in the different
areas of business of the finance company. This must take into account
forecasts of business and economic trends, population growth, fashion and
consumer preferences, government statistics available and other indicators

136 Runcie, Neil (ed.). The Managemeni of Instaiment Credit: The

Australian Experience. University of London Press, London, 1969, pp.53-
1

137 Seitz, Neil & Yeager, Frederich. Financial Institutional
Managcement: Text and Cases. Renton Publishing Co., Virginia, 1982,
p.231.
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the company might make use of138 . For a realistic and accurate forecast,
the estimates should be prepared on a monthly basis. The estimated
monthly collections of instalments should then be deducted from this
sales eslimate. Attention must also be given to the level of early payments
and allowances for arrears and bad debts.

The cash budget also includes cash disbursements for operating costs,
interest on borrowed funds, taxes and dividends. Operating costs are made
up of salaries, occupancy costs, advertising expenses and other operational
expenses!39. Management can therefore have an effective tool for making
decisions for raising additional funds or investing surplus funds at given
periods. Funds must be available when required and it is useful to keep
some funds in liquid form even though their rate of return is very low.

The cash budget is complemented with an estimate of profit and a
projected balance sheet. The profitability of a finance company depends
mainly on the costs of funds, determined by the level of interest rates.
When interest rates are moving downwards profit margins expand and
conversely when funds costs increase profit margins contract. The
fluctuations in interest rates affect finance companies as their business is
carried with fixed rates repayable over two to three years.

The economic environment also determines what strategies a finance
company will devise. The trend of the market and the demand for services
of the finance company will have an important effect on profit levels. In
case of contracting markets, companies may be led to cut costs. The
improvement of technology has benefited most firms, however, as
employment costs have been reduced.

Finally, the existence of bad debts in a company reduces profit levels and is
mainly a consequence of both economic environment and the policies of
finance company management. In a period of recession, with a weak

138 Runcie, Neil (ed.). The Management of Instalment Credit: The
Australian Experience. University of London Press, London, 1969, p.62.

139 Smith, Paul F.. Consumer_Credit Costs: 1949-59. Princeton
Universitv Press, Princeton, 1964, p.11.
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economy and low business confidence, management has to increase bad
debt provisions and make do with lower profits for that yearl40,

It is apparent that finance companies have shown readiness and a capacity
to meet the challenge of changing conditions, both in their choice of funds
sources and the widening range of services they provide. Each company
has its own particular problems, and the management of the flow of funds
in and out of the finance company is an important task. A high level of
cash may not be profitable for a company, but it is important to have liquid
assets in order to meet obligations. This balance should be considered
when making forecasts for a particular period, and the availability of
different sources of funds should help expand the business of a finance
company and provide various uses for these funds.

3 Comparison to Commercial banks

Finance companies have been operating in the credit business for some
time with commercial banks as their main rivals. The advantage over
commercial banks has been provided by focusing on market segments
where specialization could take place. These "niches"141 were found in
the consumer credit market and the business credit market. The finance
companies therefore avoided direct competition with commercial banks by
offering services that were imperfect substitutes for bank credit.
Specialization occurred through captive finance companies lending to
buyers of their parents' products, and sometimes by taking advantage of
opportunities existing in markets barred to banks by regulatory restrictions.
These markets are utilized due to specialized information about credit
risks acquired through practical experience in the markets. The finance
company reduces its non-interest expenses as it learns more about the
market, borrower characteristics and ways to control risk.

140 1jttle, John N.. Finance House Profitability. Credit Quarterly
Review. Finance Houses Association, Vol..21, No.:1. March 1980, pp.2-7.
141 Remolona, Eli M. & Wulfekuhler Kurt C.. Finance Companies, Bank
Competition. and Niclhe Markets in The Financial Institutions and
Markets Reader. Robert W. Kolb (ed.). Kolb Publishing Co., Florida, 2nd
Edition. 1993, p.394.
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As commercial banks can rely on deposits as a source of funds, their
average interest expenses are a smaller percentage of their assets compared
to finance companies. Finance companies, prohibited from collecting
deposits from the public, compensate by charging their borrowers higher
interest rates hence earn higher spreads. The fact that finance companies
are willing to take more risk than commercial banks in these markets
justifies this higher interest rate. In addition, the dynamic economies of
scale in information allow finance companies to control their losses and
keep their non-interest expenses nearly as low as commercial banks".

Therefore, finance companies enjoy a higher return on operations than
banks142,

The growth of consumer credit in the recent years has allowed commercial
banks to gain markets from finance companies, mainly due to
improvements in data processing technologies. In the automaobile credit
market, the captives have tried to gain more share of the market by
subsidizing interest rates, but a slowdown of parent sales allowed banks to
gain back this lost share. Commercial banks have actively sought not only
to obtain a larger share of the dealet’s financing business but also to reach
the prospective customer directly, thus challenging both sales finance
companies and consumer finance companies. The finance companies can
defend their position by also trying to attract the consumers directly by
more effective advertising. This can lead to a reduction of rates and
competition among finance companies and commercial banks can actually
benefit the consumer. When the banks attempt to capture the dealer's
business, finance companies can strike back by offering more incentives to
dealers in forms of greater participation in finance charges and increased
loss reserves. A strong advantage of finance companies against banks is
that they are willing to accept all contracts from auto sales of dealers,
whereas banks will be more reluctant in this case, as they prefer financing
low-risk contracts!43. However, banks are concentrating more on the
consumer credit market, whether the finance companies like it or not.
Another area where banks have gained the edge is the personal loan
sector. The development of credit-card technologies has now allowed

142 1pid., p.395.
143 plummer. Wilbur C. & Young, Ralph A._Salcs Financc Companics

ang Their Trade Practices. Haddon Craftsmen, New Jersey, 1940, pp. 286-
87.
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consumers card-based revolving credit, which is seen more practical than
traditional personal loans from finance companies.

As finance companies have lost ground to commercial banks in the
consumer credit market, their scope of operations concentrated more on
the business credit market. Factoring has been provided by some finance
companies, but this market has been dominated by banks, as in this area of
financing, the creditor does not gain possession of the asset financed.
However, the leasing market has been a major playing field for finance
companies, with a market share almost twice as much as banks.

Leasing by finance companies has been concentrated on equipment
lcasing, where Lhe advantages of informalion are again utilized. Finance
companies were in these specialized markets well ahead of banks and over
time accumulated valuable information and developed the expertise to
operate effectively in these markets. Banks were not ready to enter a field
dominated by finance companies, as they did not have the experience of
securing collateral in physical forms and lacked management of
repossessed physical assets. The connection of some finance companies
with equipment manufacturers also gave dominance over banks in this

areal44. So in order for banks to compete in these markets, they have to
make their entry, facing some loss at first, but as they expand their share
they would decrease these costs. Anolher stralegy for banks is Lo acquire
existing finance company operations and gain the necessary expertise to
succeed in these markets.

The funds acquired by banks can be regarded cheaper relative to finance
companies, as they can collect deposits from the public and also issue
certificates of deposit (CD). Finance companies have tackled this problem
by issuing commercial paper in the money markets and bonds in the
capital markets, depending less on bank overdrafts. Commercial paper
issues, backed by the ratings of the parent companies of some finance
companies, have been the main rivals of banks in the business credit
market. However, commercial paper issues also involve commitment fees
for obtaining backup lines of credit and placement fees, which contribute

144 Remolona, Eli M. & Wulfekuhler Kurt C.. Finance Companies. Bank
compeltition, and Niche Markels in The Financial Institutions and
Markeis Reader. Robert W. Kolb (ed.), Kolb Publishing Co.. Florida, 2nd
Edition, 1993, p.397.
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to their cost. On the other hand, banks costs include deposit insurance
premiums and the cost of required reserves and other regulatory
measures. Hence, it may be actually more precise to note that there is not
that much of a difference in the cost of borrowing for these two
institutions. Finance companies also enjoy access to cheap equity financing
from their parents that are close to that of banks, especially when banks are
also subject to capital requirements!45.

The competition between commercial banks and finance companies in the
consumer credit market can also be explained in terms of market
segmentation on the basis of customer risk. It is usually understood that
commercial banks have concentrated on sound credit policies whereas

finance companies, mainly consumer finance companies, have evolved

with the purpose of serving the credit needs of low and middle income
individuals146,

The main characteristics of a potential borrower subject to risk
scgmentation delermines the level of risk in that transaction. The age,
home ownership, credit-card ownership, number of dependents, marital
status, education, race, income and sex of the borrower are important
determinants in the evaluation of borrowers. Home ownership is seen as a
measure of consumer wealth and stability, and seen less risky than renters.
Possession of credit cards suggests that the person has used credit properly
in the past and probably has a good credit record. Age and marital status
are thought of as measures of income stability with the young and the
single considered to have less stable income than married couples.
Education is a contributing factor to income. The current income of the
borrower is a measure of the ability {o repay a loan. The more the number
of dependents in a family, the less likelihood of a repayment of a loan is
possible. The race and sex of the borrower also contribute in the evaluation
process147.

145 Ibid., pp.399-400.

146 Boczar, Gregory E. Competition Between Banks and Finance Compantes:
A Cross Section Study of Personal Loan Debtors Journ al of Finance,
Vol:33, No.:1. March 1978, p.245.

147 1bid., p.248.
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When all these characteristics were empirically tested for a given sampile,
‘he results showed that market segmentation clearly exists. Home owners
and holders of credit cards were more likely to obtain credit from banks
‘han finance companies. Finance companies lending was made to younger
>orrowers, and banks preferred lending to university-educated
ndividuals. The number of dependents, the marital status and sex of the
sorrower were not significant determinants of credit policies of both
nstitutions. There was no evidence that banks supplied credit to high-
ncome groups while finance companies lent out to lower-income
sersons. Hence it may be true to say that finance companies lending is
nade to more traditional risky groups than banks!43.

competilion against bank lending has mainly come from the larger
inance companies, mainly the captives, the financing arms of the
nanufacturers. Especially in the automobile credit market, banks have
seen fighting tough competition, even though in recent years they have

zained some ground. The operation of captives in this market should
‘eceive extra attention.

4 Captives

The largest and most famous captives in the world are General Motors
Acceptance Corporation (GMAC), General Electric Credit Corporation (GE
Capital), and Ford Motor Credit Corporation. On its own, GMAC would be
he fifth-largest bank in the United States. The captives of the auto

nanufacturers have been stiff competitors to banks, especially in the
United States.

The reason these finance companies have been successful in capturing the
narket is that they have been subsidizing their interest rates. As a result,
1ew car loans for banks have been low. The reason behind this drop, as
seen by the banks, is the end of consent decrees that were signed by the
rutomobile companies in the 1940s. The manufacturers pledged to allow
‘or other financial institutions, including banks, for the sale of their
wtomobiles. The banks therefore also enjoyed the benefits of subsidized

148 bid., p.250.
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rates and were compensated by the manufacturers for the difference
between market rates and these special rates each month.

But in 1982, these consent decrees were lifted, allowing the manufacturers
to finance their sales through their captives only, hence seriously affecting
bank business. Volume of bank loans on automobiles dropped as much as

50 per cent!49 . The rates offered by captives could not be matched by banks
as their costs of funds were much higher.

The captives have also been expanding their operations in emerging
markets of the world, threatening to be a major competitor of banks in
these regions. The method chosen to spread operations in Central Europe
has been to buy local banks. This way the captive can enjoy the benefits of
the sufficient ready-made network of branches across the country and also
provide itself with another source of funds, that of deposit taking. Almost
all major captives of automobile manufacturers in Europe now have
captive banks. Recently, Volkswagen and BMW have set up their banks
and enjoy the benefits of deposit taking while offering traditional banking
services like cheque accounts and interest rates higher than the average
rates offered by other banks. Others have preferred expansion through
domestic banks or joint-ventures without the need to establishing a bank.
GMAC has preferred such a move, as there exists some lending restrictions
on banks. The captive banks allow the manufacturers to finance their
expansion through Central Europe and also finance their products. The
concentration of the captives are on the consumer market. However, the
problem of a lack of credit-scoring institutions is a disadvantage, as
businesses will be cautious when expanding! 9.

Some captives have also been ending their relationships with domestic
leasing companies. Banking restrictions on new entrants in emerging
markets often force manufacturers to finance through domestic lessors.
Now that captives can establish themselves through acquisitions or joint-
ventures, they will no longer require close ties with domestic companies.
This will undoubtedly affect competition in these markets. Foreign leasing
firms will try to compete with lower rates from the captives, but domestic

149 Heaney, Christopher K.. Bankers Find the Car Loan Market a Tough
Road ABA Banking Journal, Vol.77, No..12, December 1985, p.50.

150 Keating, Sean. ke Rise of the Non-Bank Banks Asset Finance and
Leasing Digest, October 1995, p.20.
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banks may find themselves at a disadvantage when they are limited to
domestic funding resources.

So captives have found a profitable source of funding in Central Europe,
helped by the development of economies of these markets, hence
increasing the demand for consumer and business loans. The
privatization of domestic banks at low prices also gives an advantage for
captives to extend their operations. The rise of captive banks is surely
another opportunity of manufacturers to tap these resourcesid!,

471 Frofile GF Capfz‘a/

GE Capital has become a large source of commercial and industrial
financing, resembling the operations of a wholesale banker specializing in
asset-based financing. The company has reduced its share in consumer
finance, although instalment sales programs and inventory financing for
dealers, and issuing and servicing of private label credit cards for
department stores still takes up a substantial portion of operations.

The operations of GE Capital are corporate-based. It provides commercial

equipment financing, commercial real-estate lending, and finance for
leveraged buyouts. Its' leasing operations include automobiles,
commercial aircraft, trucks and rail cars. It arranges loan syndication for
regular customers. It also has an insurance subsidiary which provides
insurance on cars leased from GE Capital and travel, accident, and life
coverage.

Interest rates charged by GE Capital are generally lower than bank rates
because it has a AAA credit rating in the bond market and a A1/F1
commercial paper rating, therefore having lower cost of commercial paper
and long-term debt than most banks. The credit rating is assured of the
parent's performance, General Electricl32 .

151 1bid., p.23.
152 Gart, Alan. Banks, Thrifts, and Insurancc Companiecs:
Surviving the 1980s. Lexington Books, New York, 1985, pp.75-76.
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The diversified business of GE Capital has made it one of the most
powerful corporations in the world. As banks lose ground on their
traditional lending businesses, GE Capital stands out as the "bank of the
future"153,

Finance companies represent a significant challenge for commercial banks
because banks also provide many of the services that finance companies
also provide. There are areas where finance companies have overtaken
banks in the provision of financial services to industrial firms. Also,
finance companies are funded with short-term and long-term funds,
usually at better terms than commercial banks. The two institutions
operate in the same markets, and the competition between them will
intensify as new techniques of financing and new technologies are found.

The operations of finance companies across the European Union have also

been widespread, but their share in the credit markets has not been as
significant as it as been in the United States. The next section will discuss
the existence of finance companies in selected Member States of the
European Union.

153 Egan, Jack. 7fe Bank of the Future U.S. News & World Report April
29,1991, p.54.
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V1. Finance Companies in the European Union

1. France

The concept of credit sales in France dates back to the middle of the 19th
century, however, the first major development in instalment credit was
introduced by La Samaritaine and Dufayel, and other subscription
companies like La Semeuse who provided consumers with credit through
credit cards at selected stores, at the beginning of this centuryl34. At the
end of the First World War, the expansion in the motor industry together
with the introduction of new production lechniques led to the
establishment of specialized finance companies. These companies were
formed by manufacturers with backing from major banks. In 1918, one
major method for credit sales of motor cars was "loi Malingre", which
gave the finance company a guarantee through an immatriculation card,
which helped sales of motor cars!35 . The consumer could not obtain this
"grey card" without paying off all his debts for the car, hence could not sell
the car which remained the property of the finance company. Other forms
of sale on credit was introduced on this model of retaining ownership,
including the establishment of Credit Electrique et Gazier in 1927156, A
law was passed in January 1951, which resulted in more specialized
companies to pursue markets other than car sales, in particular industrial
equipment credit. These firms have o register as either banks or finance
companies.

Banks and insurance companies have taken interest in setting up and
developing finance companies specializing in the financing of consumer
credits. In 1919, Lazard Bank set up SOVAC (Industrial Moveables Credit)
to facilitate the sale of Citroen cars (classified as a bank). Other captive
finance companies soon followed, with DIAC (Industrial and Automabile
Expansion by Credit) for Renault cars in 1924, and DIN (New Industrial
Expansion) for Peugeot cars in 1928 (now PSA). In 1945, COFICA (Company
for the Financing of Industry, Commerce and Agriculture) was founded,

154 De la Vergne, Pierre. Across the Channe!/ Credit Quarterly Review,
Finance Houses Association, Vol.:15, No.:1, March 1974, p.18.

155 Harris, Ralph, Margot Naylor & Arthur Seldon. Hirc Purchasc in a
Frece Society. Hutchison of London, 1961, p.2038.

156 [bid., p.209.
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followed in 1953 by CETELEM (Electrical Domestic Appliance Credit) by the
large electrical manufacturers in association with the large banks, to
provide credit sales of household electrical appliances all over Francel>7.
Today, finance companies in France are members of the Association
Francaise des Societes Financieres (AS.F) with current membership in
1994 standing at 119 companies, including the French lerritories of
Martinique, Guyane, Tahiti and New Caledonia.

The competition for consumer credit in France has been strong, as finance
companies have been dependent on bank funds over the years. Finance
companies are not allowed to accept deposits and issue bonds or bills,
hence limiting their funding to banks, either by discounting their bills or
by receiving short term credit. French finance companies are also
submitted to a special regime of compulsory reserves on lending and that
thase specifically financing instalment credit are also subject to a
maximum coefficient of growth of loan operations, which limits their
expansion into credit markets!58. Consumers who relied on finance
company credits now find it easier to receive credit from banks, without
the need to connect the credit to the goods purchased. Hence the recent
strategy of banks to acquire more finance company business has led finance
companies to seek new markets.

Finance companies have been hitting back against the banks through
leasing departments. The manufacturing captives have dominated leasing
markets due to their competitive edge. Unlike banks, they can offer
operating leases to individuals at competitive prices, including flexible
time periods and services like maintenance and insurance which no bank
can come close to. The widespread network of manufacturers of Renauilt
has secured such an advantage over banks for DIAC15%. The market is
dominated by Renault and the PSA group, who provide their customers
with the hassle of car maintenance costs, which no bank can match.

157 De la Vergne, Pierre. Across the Channe! Credit Quarterly Review,
Finance Houses Association, Vol.:15, No..1, March 1974, p.18.

158 De 1a Vergne, Pierre. fnance Companfes (n france: Actrvities and
Juridical Regime Bancaria, Vol.:29(1), January 1973, p.20.

159 Collett, Naomi. Wasting for a War. Assel Finance and Leasing
Digest March 1995, p.13.
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Banks are responding to the situation and realize that service-oriented
leasing enjoyed by finance companies can only be provided by them
through joint ventures with companies concentrating on fleel leasing. The
French BNP bank did just that and utilized Europcar’s network to provide
similar services to that of the aggressive captives!60,

Z laly

The origins of instalment credit date back to the introduction of sale of
American sewing machines and the sale of gramophones and pianos at
the end of the 19th century. The entry of the motor car into the lives of the
Italian family resulted in spread of instalment sales after 1928. In fact,
consumer credit in Italy was boosted by instalment sales. As an alternative
source of finance to small and medium-size firms, finance companies
facilitated the financing of productive, commercial and professional
activities, and benefited consumers who could not supply adequate
security to acquire bank credit.

Finance companies are not subject to the regulations of the Banking Law
(Royal decree No. 375 of 12 March, 1936) hence the provisions of the
common law and the Civil Code apply. As they are not considered under
the same category as banks, finance companies are not allowed to take
deposits from the public161. The representative body of finance companies
in Italy is Associazione Fra Gli Operatori Finanziari (ASSOFIN), which
had 33 members in 1994162,

Before 1942, there was no specific regulation on contract clauses between
the consumer and the finance company. The company could easily cancel
the contract, retain all instalments paid in the event of a single instalment
being overdue. The 1942 legislation intraduced clauses for the protection
of both the consumer and the finance companies. Security was provided
for the company by allowing the ownership of the goods in question to be
retained by the company until all instalments were paid. In the case of

160 Ihid., p.19.

161 papp, P.A.. Finance Compantes in [taly. Credit Qu arterly Revicw,
Finance Houses Association, Vol.:14, No.:3, September 1973, p.60.

162 Eurofinas, Annual Report, 1994, p.2.
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insolvency, the company may obtain a court order annulling the contract
and repossession of the goods, forcing the company to refund all
instalments paid. The consumer also gains protection in case of default on
a single instalment, if the instalment does not exceed an eighth of the
price, hence allowing the contract to continue. In sale of motor vehicles,
an agreement retaining ownership in the goods must be entered in public
registers163. Another method of security for the finance company is the
guarantee offered by a lien on credit sales for motor vehicles, on part of the
price not yet paid. The finance company, in case of a breach of contract by
the consumer, has the right to possess the vehicle and settle the
outstanding balance. This method has been preferred by firms as it
involves less formalities than retention of property164.

The consumer seeking credit might be asked, depending on his economic
status, a form of guarantee from his employer, who undertakes to deduct
any instalments outstanding from the consumer's monthly salary. Usually
the deposit necessary for instalment sales varies between 10 and 20 per
cent, with greater levels for motor vehicle sales (25-30 per cent). The most
common instalment periods fall between 6 and 12 months, rising to 18
months and more in some cases!65.

The financing of instalment sales of motor vehicles are carried out mainly
by the manufacturer's captives. SAVA is the financing arm of FIAT group,
while COFI is the Alfa Romeo captive. A down payment of 20 to 30 per
cent is common and the balance is divided into monthly instalments of 6
to a maximum of 24 months, payment being made usually by bills of
exchange endorsed to the finance company! 66 Captives have also enjoyed
growth in industrial credit, especially in leasing activities. This was helped
by the attractiveness of leasing as a tax dodge up until 1987. A lack of time
limils on leasing contracts allowed great benefits both for the finance
companies and the lessee. But in 1987, the Italian authorities introduced
new rules stating that the lease term must be 50 per cent of the economic

163 Harris, Ralph, Margot Naylor & Arthur Seldon. Hire Purchase in a
Free Societly. Hutchison of London, 1961, p.222.

164 Ibid., p.223.
165 Ibid., p.225.
166 1bid., p.228.
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life of the asset, which suddenly diminished the popularity of leasing
among firms167.

The major player in the Italian leasing market is FIAT, which has tried
prolecting its edge by introducing full-service leasing for customers. This
has troubled banks, the main competition, as they still lack the expertise to
offer such services, but foreign firms, mainly Ford and GMAC (General
Motors Acceptance Corporation) have plans to enter the Ttalian market
and to offer a variety of services!68.

3 Germany

The sale of goods against fixed instalments dates back to the beginning of
this century where industrial and commercial enterprises financed
consumer demands with their own capital supplemented by bank credits.
By 1925, specialized banks took on the role of financing consumers and
business increased rapidly, with companies demanding more financing
from these banks. But as the economic situation worsened, companies
whose capital had been diminished by inflationary pressures were unable
to meet the growing demands of their customers for credit. Banks were
reluctant to provide funds to these companies as they were unable to offer
sufficient security, and banks could not offer the same facilities as these
firms because they lacked the experience in financing instalment sales!69.

This development led to the establishment of a number of specialized

instalment credit institutes, mainly finance companies. These companies
were founded on the initiative of the retail trade, with capital from firms
from the trade and the banks provided the credit demanded by consumers
against guarantees shared by the retailers. These companies enjoyed very
large shares of the instalment credit business (around 80 per cent) up until

1952, when savings banks introduced the "purchase loan”, an unconnected

167 Collett, Naomi. 7he Chill Winds of Change Asset Finance & Leasing
Digest March 1995, p.22.

168 1bid., p.23.

169 Harris, Ralph, Margot Naylor & Arthur Scldon. [lirc Purchasc in a
Free Socicty. Hutchison of London, 1961, p.200.
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loan between DM 2,000 and DM 6,000, running for 4 years!70. This move
by the banks gained popularity and soon finance companies share dropped
to 60 per cent of the market. The availability of funds not tied to a specific
object made bank loans attractive to consumers, and finance companies
introduced their own schemes of cash loans. Strong competition from
banks resulted in a market share of only 12 per cent for finance companies
in 1972171, Today, the finance companies are represented by
Bankenfachverband e.V, with 51 members in 1994, divided into
Arbeitsgemeinschaft Genossenschaftlicher Teilzahlungsbanken e.V.
(Building and Loan Association) and Mitglieder des Arbeitskreises der
Banken und Leasing-Gesellschaften der Automobilwirtschaft (Association
of Captive Banks and Companies)l72. They are regulated by a law

concerning credits, which requires them to obtain an official permit from
the authorities.

Finance companies provide three types of credits to consumers, classified
as A-transactions, B-transactions and C-transactions. Direct personal credits
to consumers without the intervention of the provider of goods are called
A-transactions or "business over the counter”. The customer repays the
credit to the finance company by agreed instalments. This type of credit is

usually for small amounts, but can sometimes be utilized for purchase of
furniture, refrigerators and other durable goods.

Most credit is granted through B-transactions, or indirect credit. This
involves an agreement between the supplier of goods and the finance
company where they share the risk. The finance company must be
prepared to grant credit to the customers of the supplier. The credit limit of
the supplier depends on its' size and reputation. As the supplier shares the
responsibility with the finance company, it is important that customers are
selected carefully. In case of arrears, the unpaid amount is debited to the
supplier, who is obliged to pay the finance company the outstanding
balance. These transactions are common for durable goods such as
household appliances and televisions.

170 Walter, Hans. 7#e Post-war Development of /nstalment Credit and of
Finance Houses in the Federal Republic of Germany Credit Quarterly
Review, Finance Houses Association, Vol.: 14, No.:2, June 1973, p.26.
1711bid., p.27.

172 Eurofinas, Membership List 1994, p.30.
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Credits for financing the purchase of motor vehicles and industrial
machinery are labeled as C-transactions. Additional security is arranged in
the form of a series of bills for the amount of the instalments, drawn by
the dealer on the buyer. In addition, the car registration book is held by the
finance company until the instalments have been paid!73.

As in other European markets, leasing activities have been the profitable
functions of finance companies, especially the captive companies who are
not satisfied with just sales. The share of manufacturers in the leasing
market has reached to 65 per cent, with the banks and independent
companies being affected by the competition. The weapon they use against
independents is giving special lease rates for their own cars and holding
dealership prices up for other companies, thus reducing their share of the
market. Independents and banks have tried fighting back by introducing
fleet leasing, offering greater choice of makes and models to customers,
unlike captives who concentrate on their own products. The key to
survival in these markets rests on flexibility and financial soundness. The
captives, backed by their powerful parents, are more advantageous in this
regardl74

4 United Kingdorm

The origins of credit in the United Kingdom can be traced 150 years back to
the development of the "hire and purchase system" by the early finance
companies, or finance houses as they are commonly known. With hire
purchase the customer does not buy or agree to buy the goods. It is merely
an agreement to hire the goods at a stated periodical rental. The supplier of
the goods agrees to sell the goods at a stated price, if the customer chooses
to buy them at the end of the contract. The customer, therefore, has an
"option” to purchase the goods!75.

173 Harris, Ralph, Margot Naylor & Arthur Seidon. Hire Purchase in a
Free Society. Hutchison of London, 1961, pp.202-3.

174 Stewart-Liberty, Olivia. Farewell to the Banks? Asset Finance &
l.easing Digest, March 1995, pp.20-21.

175 Mashell, Roy E.. The Ilire Purchase _and Instalment Habit:
Trends in Ausiralia, New Zealand, Great Britain, and the US.A.
Sweet & Maxwell Ltd., London, 1964, p.19.
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Hire purchase is different in its form in a number of ways. First of alj, it is
not a sale of goods, because the property in the goods does not pass to the
customer immediately on the sale being effected. Second, the goods are not
simply "hired" by the customer, as it is with other rental contracts. Finally,
it is not the same as instalment credit, where there is a binding obligation
to buy, after the last instalment is paid, whereas in hire purchase contracts
the customer has the option to buy176.

One of the earliest uses of hire purchase was by the wagon companies,
formed around 1860, in order to finance the sale of special purpose trucks
to the coal mines. The original purpose of these companies were to
construct railway wagons, engines and machinery for railways and
agriculture, and to sell, rent or hire. After the First World War, the finance
houses benefited from the rapid growth of the motor industry, and hire
purchase finance developed quickly. Finance houses were formed to
support the sales of manufacturers and others stepped in to enjoy the
profits generated from the process of making finance available at the point
of sale to customers177. However, a lack of legislation on hire purchase led
to the passing of the Hire Furchase Act of 7938 to counter malpractice in
the industry.

Also after the Second World War, finance houses were subject to
restrictions on their growth as the government introduced measures to
tackle inflation and balance of payments problems. 7he Borrowing
(Control and Guarantee) Act of 1946 gave powers to the Treasury to
control companies' borrowing and raising of capital by the issuing of

shares!78. Commercial banks were cautioned of their lending practices, as

they were large providers of funds to finance houses. Terms controls were
also imposed by the government, aiming at holding down the growth of
instalment credit. The initial deposit on a loan was specified and a limit
was set on the repayment period.

176 Ibid., pp.20-21.

177 Curwen, P.]. & Goacher, D.J.. British Non-Bank Financial
Intermediaries. Allen & Clawin, London, 1987, p.190.

178 Tbid., p.191.
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The beginning of July 1958 saw a relaxing of the restrictions set before and
banks were freed of restrictions on their lending operations. This led to
greater investment by banks in finance houses, and during the late 1950s
and early 1960s the finance house sector prospered. However, the days of
restrictions were back again, and in May 1965 the finance houses faced, for
the first time, quantitative lending controls. Along with banks, finance
houses' advances of instalment credit and other loans were restricted to an
increase of no more than 5 per cent up to March 1966, which greatly
hampered operations17.

The notion of free competition in banking led to another monetary
control device in the autumn of 1971 with the introduction of the
Competition and Credit Contro/  regulations. All banking institutions
were required to maintain a minimum 12 1/2 per cent of their liabilities
(mainly deposits with less than two years to maturity) in the form of
reserve assets. This reserve requirement also applied to some finance
houses, who obtained funds from the public in the form of deposits, and

some larger companies later apph'ed to be granted the status of authorized
banks 1380,

Since the abolition of reserve requirements and direct monetary controls
on banking activities in 1981, there has been a greater competition among
banks and finance houses. In 1982, the government also abolished terms
controls which benefited the finance houses, which was apparent by the
great increase in new car registrations due to a greater volume of financing

by the finance houses!81. In recent years competition from commercial
banks for granting of consumer credit have led finance houses to enjoy
profits in the business credit sector.

179 1bid., p.192.
180 1pid., p.193.
181 Tbhid., p.194.
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The larger finance houses in the United Kingdom are owned by a major
retail banking group. For example, Barclays Bank owns Mercantile Credit,
whereas National Westminster Bank owns Lombard North Central.
Finance houses benefit from being part of a larger banking group, whereas
the bank enjoys increasing profits through its finance house. Other than
competing with commercial banks, these companies have also been facing
strong competition from the subsidiaries of US financial institutions, who
have entered the market by offering innovative products and cutting
prices. Some finance houses are captives of manufacturers of automobiles
like Ford Motor Credit Co, and others are independent firms but feeling
more pressure from larger, more financially sound companies!82,

The Finance & Leasing Association (FLA) is the representative
organization for the finance and leasing industry in the United Kingdom.
It was formed in January 1992, by a merger with the former representative
body for the instalment credit industry, the Finance Houses Association
and the Equipment Leasing Association. The Association has more than
100 members. The FLA aims for best practice in lending and leasing and
has introduced a Code of Practice which is binding on all members183,

The Code sets out standards of good practice and is intended to assure all
who obtain services from the members of the FLA that they are doing
business with repulable organizations. The Code is in three parts, with

rules on all transactions, consumer transactions, and complaints
procedures. For all transactions in general, members are expected to
“conduct their business lawfully, comply with all relevant legislation and
judicial decisions and trade fairly and responsibly"134. They should also
"ensure that the credit, hire or lease documentation embodies all the
express terms and conditions of the agreement which affect the customer's
obligations"185,

182 Smith, Alison. "Range of Participants Widens" in (A" Consumer Credrt
aud Asset Finance Survey, Financial Times, November 3, 1994, p.6.

183 Finance & Leasing Association, Annual Report 1995, p.35.

184 Article 1.1, Code of Practice, FLA, March 1993, p.3.

185 Article 1.7.
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The section on consumer transactions of the Code outlines detailed rules
on terms and conditions of contracts, information on credit protection
insurance, rules on marketing and the provision of credit, activity of credit
brokers, suppliers of goods and services, confidentiality of customer
information, guarantees and other types of security and payment cards. For
example, “members shall tell customers the interest rates applicable to
their accounts and agreements for credit, and the basis on which other
charges are calculated and when they will be charged"186 . The customer's
confidence is ensured when he/she knows these rules are adhered to.
Complaints procedures outline rules for customers' complaints of
members in consumer and business transactions.

Finance houses in the United Kingdom provide various types of
consumer and business credit. Consumers can choose to apply for a
personal loan, where they make repayments in equal instaiments over a
fixed period of time, or a secured loan, where a form of security is taken by

the finance house, usually a first or second mortgage on house loans, as
these loans are larger in sum. Alternatively, the consumer can take out a
revolving loan, where the customer is given a credit limit, and can make
use of this limit according to his/her needs. Usually credit card facilities
offer consumers this type of credit187 .

Credit cards are divided among themselves into three distinctive types.
Budget accounts allow the consumer a limit equal to a multiple of the
monthly payment that he/she can make. For exampie, with a monthly
payment of 10 Pounds and a multiple of 20, the consumer can borrow up
to 200 Pounds. As borrowings are repaid, the consumer can make use of
the remaining limit. The aption account is the classic definition of the
credit card, where the consumer can spend up to a given limit, and has the
"option" to repay part of the outstanding balance plus interest on it, or pay
off the entire amount with no interest payabile. Finally, the charge card
allows credit up to a given limit, but the consumer has to make a payment
in full. A late payment results in a charge!55.

186 Article 3.2.

187 credit and the Finance House, Finance Houses Association, January
1991.p.4.

188 1bid., p.5.
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The most popular forms of consumer credit offered by finance houses are
hire purchase, conditional sale, and credit sale contracts. As mentioned
before, hire purchase gives the consumer an option to purchase the goods
after all instalments are paid. This is not the case in conditional sale
contracts, where the consumer is the final owner of the goods when all
instalments are paid, but the right of property remains with the finance
house until the contract ends. Credit sale is similar, but the consumer
obtains the title to the goods immediately!89. The granting of credit to
consumers is secured by investigating the consumers' credit record
through credit reference agencies and credit scoring techniques, to assess
the probability that an applicant will repay the loan.

Finance houses also offer facilities to business customers in different ways.
Hire purchase as it is provided to consumers is also available to businesses
to purchase a range of goods from photocopiers to motor vehicles. Bock
discounting involves the purchase of debts from a retailer at a discount.
This arrangement is made by retailers who prefer to offer their own
finance facilities. The retailer has a financial agreement with the customer
who pays the instalments to the retailer. The retailer then sells the
agreements to a finance house but continues to collect payments from the
consumer. The consumer may not even know that the finance house is
providing the funds. Stocking finance is provided by finance houses to
support relailers, mainly motor dealers, by providing credit which enables
them to stock up on goods. Other services offered by finance houses
include leasing and commercial loan provision!90,

The success of finance houses in providing consumer credit lies in the fact
that they are less bureaucratic than banks while they can offer a range of
services that banks can offer, like provision of current accounts which pay
interest and other facilities. As there is intense competition among the
finance houses and the banks, any innovatory promotional activity tends
to be copied throughout the industry. Thus finance houses must utilize
the great skills of their sales executives, whose understanding of the

189 Curwen, P.]. & Goacher, D.J.. British Non-Bank Financial
Intermediaries. Allen & Clawin, London, 1987, p.196.

190 Credit and the Finance House, Finance Houses Association, January
1991.p.8.
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customer's business, knowledge of his own financing products and of the
assets being financed, puts him one step further than his competition. The
objective of these trained people should be to build a long term
relationship with the customer. Direct mail to consumers has been
successful in this sense!1l. However, the main reason behind the success
of finance houses have been their ability to offer instalment credit throu gh
traders, at point-of-sale outlets. Banks have realized this potential, and
entered into this market through finance house takeovers. In 1992 and
1993, point-of-sale credit was the most profitable activity of Ford Credit192

Due to so many players in the market, and not enough business for
everyone, companies have been promoting new services to their
customers recently, with hire purchase and other forms of instalment
credit not helping manufacturers with their sales. Ford Credit has brou ght
a new scheme from the US called the Personal Contract Purchase (PCP).
Labeled Ford Options, other car manufacturers have also realized the

potential in this scheme, with Vauxhall introducing Choices 1-2-3, Rover
Select and Peugeot Passport!93.

PCPs are based on the principle of an operating lease, yet it is really not a

lease, as customers are given the option to buy the car at the end of the
term. Customers pay a deposit on a new vehicle, anything over a fifth of
the value. The dealer then calculates the future value of the car at the end
of the payment period, which can be between two to five years. The
customer pays the difference, plus interest, as a monthly payment. At the
end of the period the buyer has two options, to buy the vehicle, where
he/she has topay the outstanding future value sum, or part-exchange the
vehicle for another new car. Thus the buyer pays the remaining lump sum
to have a new car instead of owning the older one!94.

191 fjnance Houses Keynote Report, 1993, p.16.
192 Kelly, Jim. "Reluctant Spenders Put Brake on Growth” in & Consumer
Credrit and Asset Finance Survey, Financial Times, November 3, 1994, p.1.

195 Price, Christopher. "Quiet Revolution in Marketing Strategy” in /A"
Consumer Credit and Asset Finance Survey, Financial Times, November 3,
1994, p.5.

194 Ibid..
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The customer is in a better position when he makes use of this scheme
rather than the traditional methods of financing. Monthly payments are
lower in PCPs because in hire purchase or other loans the entire cost of the
car is repaid over the term of the agreement. The customer enjoys using a
new car every few years and many repair costs are covered by an extensive
warranty. The dealers and manufacturers also benefit as brand loyalty is
achieved when the customer brings back his car for a hew model and
servicing is done by the manufacturer. Also, the customer who decides to
return the car at the end of the term provides the manufacturer with a low
mileage vehicle, as these schemes limit the amount of mileage during the
term of the contract, hence providing vehicles in good condition to be
sold195. At the moment, the PCP scheme is utilized by one in three
customers both at Ford and Vauxhall and it is expected to account for 50
per cent of all customer purchases by the end of 1996196, The customer is
enjoying a vast variety of services offered by dealers and the finance
houses at the point-of-sale, mainly due to investment in new technologies
which can provide customers with all the information they need on
financing with different options in very small time. Better training and
technology and more innovative products have diverted customers from
banks to the finance houses. In 1995, members of the FLA provided
around 40 billion Pounds in finance to business and individuals through
business finance and leasing, consumer credit and motor finance. Tables
2 and 3 summarize their performance in the areas of business and
consumer finance for the year 1995:
Table 2 : Business Finance Provided by FLA Members (1995)

1995 1994 % change
Founds (m) Founds (m)
Big Ticket 3,614 1,926 88
Motor 6,398 5,745 11
Other 7,536 6,607 14

TOTAL 17,548 14,278 23
Source: FLA Annual Report 1995

195 Tbid..
196 Stewart-Liberty, Olivia. &AYectively Dead? Asset Finance & Leasing
Digest, March 1995, p.25. ’
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Table 3 : Consumer Finance Provided by FLA Members (1995)

1995 1994 % change
Founds () Founds ()

Secured Lending 309 269 15
UnsecuredLending 3,784 2,837 33
Motor 7,442 7,030 6
Other Point of Sale 816 818 0
Retail Instalment 1,996 1,289 24
Credit

Store Cards 3,820 3,207 19
Credit Cards 2,506 1,879 33

TOTAL 20273 17,329 17
Source: FIA Annual Keport 1995

Finance houses make use of a variety of sources of funds in the United
Kingdom, just like their counterparts on the continent. Table 4 gives a
distribution of sources of funds for finance houses in the 1980s:

Table 4 : Finance Houses Distribution of Sources of
Funds, average for early 1980s

Source o

Share capital and reserves 14
Borrowing from commerdial banks 32
Borrowing from money markets 24
Deposits from the general public 10
Deferred taxation 17
Other funds 3

Source: FHA, Credit Quarterly; February 1953

As it can be seen, the finance houses enjoy the benefit of also obtaining
funds from the public in the form of deposits. This has been bestowed to
finance houses under the Banking Act of 1979. The Act was designed to
bring regulations to banking institutions and finance houses falling within
the requirements of the Act. Those institutions not covered by other forms
of legislation were required to obtain specific authorization from the Bank
of England to collect deposits from the public. The legislation also made
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the distinction between full (recognized) banks which provided a wide
range of banking services and other institutions classified as licensed
deposit takers (LDTs). The integrity of management, the adequacy of capital
and sufficient liquidity were criteria for the Bank of England when
evaluating applications for the full-bank or LDT status. Most finance
houses applied for LDT status but some also chose to be identified as a full
bank. However, after the collapse of some financial institutions, a White
Paper was published in December 1985 which seeked to abolish the
distinction between full banks and LDTs and which aimed at creating a
single category of institutions to be authorized against a unified set of

criteria like capital adequacy, liquid reserves, provision of bad debts and
management expertise!97.

The necessity of knowing their customers' needs and offering specific
products for this purpose has allowed finance houses to enjoy profits in an
environment of intense competition from the banks. Finance houses have
also been very successful in providing leasing products to business
customers. The new rules on value added tax on leased cars, which became
effective from 1 August 1995, have also benefited finance houses as they
can now claim 100 per cent V.AT. back on cars leased for business use
whereas before they could notl98. In the future, improved risk
management and credit control will allow the fittest to survive in the
markets for consumer and business finance.

& Spain

The Spanish economy can not be compared to other EU countries, where
the Spanish financial sector is undeveloped, as free market economy has
been existent only for around 20 years. In recent years, Spain has suffered
unemployment levels of almost 20 per cent while interest rates went
upward to tackle inflationary problems. In such an unstable environment,
savings have increased substantially while credits have been available
only to secure customers.

197 Curwen, P.J. & Goacher, D.].. British Non-Bank Financial
Intermediaries. Allen & Clawin, London, 1987, p.211.

198 Finance & Leasing Association, Annual Report, 1995, p.23.
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Finance companies in Spain are represented by Representacion Nacional
de Entidades de Financiacion (ASNEF) with 75 members in 1993. They
have been regulated under the Roya/ Decree 771/1989 of 23 June which
requires their minimum capital to be 300 million Pesetas. They are also
limited as they can not accept deposits (Order of 28 February 1991). Hence
they have been affected by a lack of funds coming from banks while
struggling with increased bank commissions. There has also been an
increase in outstanding debts, with bills being returned and debts not being
recovered, which has forced finance companies to make large provisions
to cover them (2 per cent of the cash flow). In motor finance, the finance
companies have seen the consequences of a drop in car registrations, even
though the value added tax rate on car purchases were dropped, while
retailers experienced a decrease of direct financing due to lack of funds19°.

Business finance has also suffered in this economic environment.
Equipment investment has been held back not only by a lack of demand
but also by small and medium-sized firms deferring their investments
until recovery in the economy is seen. Many independent leasing firms
have not survived, and the traditional suppliers of business finance,
banks, have approached with extreme caution. However, there has been
one group who has concentrated on providing specific products and trying
to gain market share200,

Operating leasing has been a tool for gaining domestic sales. The players in
this field, like ING, and Lease Plan, along with Mercedes and VAG
(Volkswagen Group, who owns Spanish SEAT), have been targeting the
undeveloped country for expansion by their finance arms201. Unable to
offer similar services, banks have been left with traditional equipment
financing, which is hampered by the economic situation in the country.
Therefore, Spanish banks must create new products in order to compete
with the captives and other European firms. The markets are tight, and
there is intense competition for the few good credit prospects that are left.

199 Bugallal, Jose Ramone F.. 7he Spanish Finance Houses Credit
Quarterly Review, Finance Houses Association,Vol.:16, No.:1, March 1975,
p.19.

200 Kapoor, Michael. Stagnating in Purgatory Asset _Finance & Leasing
Digest, February 1995, p.27.

201 1pid., p.28.




6 Swedern

Instalment credit in Sweden dates back to 1915, when a law governing
these types of credits was passed and has been in force, with minor
revisions, the last one in 1953. These credits include a security right to the
goods, that is, the goods can be repossessed by legal means if the payments
are not maintained. No license from the authorities is necessary to
provide instalment credit, and there are no regulations governing the
level of charges. However, in 1955, in the hope of combating inflation,
"voluntary" agreements were arranged between certain instaiment credit
organizations and the public authorities, prescribing the minimum
deposit and maximum repayment period for such credit sales. These
concerned automobiles, radio, television, washing machines and pianos.
In 1959, these voluntary agreements were canceled and there has been a
law specifically for automobile purchases ever since. The down payment
has been fixed at 40 per cent and the credit period at 24 months maximum.
Even though these regulations are stricter than their counterparts in the
EU, around half of all automobile sales has been financed through
instalment credits. Not following the regulations, results in a conviction
for the salesman by a special court and not the general courts. Fines, which
are quite large, are used to help persons injured in traffic accidents?02.

Hire-purchase type of instalment credit was introduced by the Kooperativa
Forbundet (KF) (The Cooperative Union and Wholesale Society) in 1945 in
cooperation with the savings banks. To obtain such credits, consumers had
to be members of a cooperative society and there were rules concerning
minimum down payment, the credit period and the amount of the credit
in relation to the person's income. Also, there was no security right to the
goods in question.

Instalment credit is provided by a range of institutions. Retailers,
wholesalers and manufacturers form the large part of suppliers of credit,
with credit investigation, collection and financing undertaken by them.
These type of credits are discounted, with or without bills of exchange, by
commercial banks.

202 Lettstrom, Fredrik W.. 7he Swedish Finance Houses Credit Quarterly
Review, Finance Houses Association, Vol..15. No.:4, December 1974, p.104.
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Commercial banks and savings banks have also introduced a variety of
consumer loans throughout the years. In 1958, through the initiative of
the Midland Bank of London, personal loans were introduced, which was
followed by other Swedish banks203. Due to their lower cost than
instalment credits provided by other sources, they gained popularity and
are in great competition with finance companies ever since.

Finance companies have been specializing in providing credit for purchase
of automobiles and other household goods. These companies are either
independent or attached to banks or large undertakings. The Swedish
finance companies are members of the Finansieringsféretagens Forening,
with 30 companies as members in 1994. There is also the Svenska
Bankfdreningen Finansbolagsavdelningen, (Swedish Bankers'
Association, Finance Companies Department), which brings together
representatives of bank-connected finance companies. The two

associations are represented by the Association of Swedish Finance Houses
at Eurofinas204.

Finance companies usually have financed their own instalment and cther
account credits from bank loans. In recent years, they have found their
own methods of financing. The superiority of finance companies in
utilizing new technologies and specialization have given them the edge in
providing credits for automobile and other durable goods.

An interesting characteristic of Swedish finance companies is their lack of
branch offices throughout the country. This can be attributed to the highly
developed communication network. This lack of branch offices also
explains the reason for not providing personal loans of that offered by
banks, with these type of loans not protected by a security right to the goods
in question. Therefore, the centralization of the finance companies to one
head office also reduces the number of employees needed for operations.
With lower personnel and office costs, profits are higher and credit charges
are kept at a reasonable level. Finance companies in Sweden also do not
charge commission to companies using their services.

203 Harris, Ralph, Margot, Naylor & Arthur, Seldon. Hire_Purchase in a
Free Society. Hutchison of London, 1961, p.231.

204 Eurofinas Membership List, 1994, p.55.
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Finance companies have relied on the services of credit information
offices. Credit information was formerly collected by two major
information offices. This information cost about SK 8 and an enquiry often
took a week or more to obtain, hence resulting in most instalment credit
contracts by-passing this system and losses incurring particularly in TV
sales. For this reason, Kreditregister AB was formed and started work in
November 1959. By the end of 1960 almost a million persons were
registered and soon all the commercial and savings banks had joined the
system for their personal loans. The Kreditregister supplies the following
information at a cost of SK 2.30 per customer:

-- The extent and number of current credits (instalment and bank
credits)

-- The customer’s record (a bad customer has to be reported to the
Kreditregister by the associated undertaking)

-- Any special notes on the customer regarding payments. These are
published in the commercial journal /just/ifia and later registered
with Kreditregister

A special law on credit information was passed on July 1, 1974205

The Finance Company Act which has been the regulatory instrument for

finance companies in Sweden has been replaced by the Credit Market
Company Act, which came into force on January 1, 1994. This new act
provides a uniform regulation for finance companies and credit
companies engaged in the financing of the real estate market. The
principles of the 1st and 2nd EC Banking Coordination Directives as well
as of the Directives on Large Exposures and Capital Requirements were
also adopted in the new statute206,

Finance companies and commercial banks have been in relationship in
several ways in Sweden. Most banks have a large interest in the finance
companies. Even though Swedish banks are not allowed to have shares in
other companies, there are exemptions which allow them to own finance
companies completely or partly. The takeover of independent companies

205 Harris, Ralph, Margot, Naylor & Arthur, Seldon. Hire Purchase in a
Free Society. Hutchison of London, 1961, p.234.

206 Eyrofinas Annual Report, 1994, p.49.
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by banks have also brought this involvement in recent years as
independents could not face the competition.

In most cases the commercial banks are the main funding source of the
finance companies. Some finance companies have also tried to utilize
other sources, but access to capital markets still remains a problem in
Sweden and contributes to the dominance of bank-owned companies in
the market. Also, according to Swedish law, finance companies are not
allowed to borrow from the general public in the form of deposits, which
is a concession granted to banks207.

Damaged by recession and bad debts in recent years, some independent
finance companies have left the industry. Bank-owned companies have
survived, mainly due to their financial soundness, helped by an increase
in the savings of the Swedish public. Hence, independent companies have
relied totally on bank lines of credit, as the banks have large volumes of
funds and the capital markets are practically useless. In such an financial
environment, GE Capital, the international finance company, which has
been in Sweden since 1963, engaged in the takeaver of FinanSkandic
subsidiaries, about 40 per cent of the company and helped the company
maintain high levels of profit, in a market where finance companies
experienced huge bad debt write-offs208,

Banks have also been gaining market share in providing consumer credits.
The market share of finance companies have transferred to banks and they
now hold around 70 per cent of the market. Their advantage has been
direct financing to the customer and also interest costs of bank credits have
been deductible in their fiscal declaration, hence the net cost of the credit
have been less. This has also been seen in commercial credits.

207 Lettstrom, Fredrik W.. 74e Swedish Finance Houses Credit Quarterly
Review, Finance Houses Association, Vol.:15. No..4, December 1974, p.103.
208 Kapoor, Michael. Building on Survival Asset Finance & Leasing
Digest, july/August 1994, pp.41-43.




Eurotinas

Eurofinas (European Federation of Finance House Associations) was
formed in 1959. Its' aim was to encourage cooperation between the
representatives of finance companies in various countries of Europe. The
incentive for the creation of Eurofinas was to allow finance companies to
exchange experiences about the changes in the instalment credit industry
and make an effort to find out what was happening in other countries.

Since its foundation, Eurofinas has aimed to cover the whole of Europe.
Today, Eurofinas groups 14 countries, with a total of 1286 member
companies (1994). The American Financial Services Association of the
United States and the Association of General Banks of South Africa are
correspondent members of Eurofinas. Additionally, Eurofinas maintains
regular relations with Japan through the /Japanese Consumer Credit
Industry Assocration within the Federation of Bankers' Association of
Japan (ZENGINKYO), and with Canada through the Assocation of
Canadian Finance Companies For Latin America, the Federation has
established links with the Za#in American Federation (FIBAFIN),
grouping together Argentina, Chile, Panama, Paraguay, Peru and
Uruguay?209.

Eurofinas comprises the Chairman's Committee, the Executive
Committee, the Council, and the Technical Committees. It is the
responsibility of each of the technical committees to examine an important
element of the instalment credit business.

The Legal Aftarrs Committee deals mainly with the legal aspects in the
practice of the business. Legal reports on all the member countries of
Eurofinas are published regarding current matters involving members
like distance selling, data protection, and consumer credit.

The Corporate and Consser Afiairs Commitfee was formed from a
merger of the Consumer Affairs and Industrial Affairs committees. The
objective of this committee is to give member associations of Eurofinas
and their members the opportunity of exchanging experiences, working

209 Eurofinas Annual Report, 1994, p.2.
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out current trends and assessing future developments. The topics which
the committee deal with are determined by the needs of and the benefits
for all associated companies and those developments within the EU which
are likely to affect the business of partner companies. Recently, risk
management has been a topic of work210.

Created by the Executive Committee on March 24, 1994, the Jabby
Working Farty has the following objectives211:

-- To promote the image of the Federation to the Commission
(Director General XV-Internal Market and Financial
Services/ Directorate C-Financial Institutions), the Parliament and
other European Institutions

-- To engage in more effective lobbying in support of the Technical
Committees

-- To make Eurofinas a body whose opinion is valued within the
scope of work undertaken by the EU in the financial sector

-- To place the Federation in a position not only to influence the
development of existing draft texts but also to engage in"pro-
active” action (i.e. anticipating the prescriptive action of the
authorities)

The Auwfo Forurm was created in 1992 in order to be a place for the
exchange of information and if necessary to take action. It comprises all

finance companies with car financing as their principal or only business,
independent of whether these companies are the captives of European
manufacturers or else independent companies. There is a Steering
Committee comprised of eight representatives of captive companies and
seven representatives, nominated by the National Associations, of finance
companies with car financing as their principal activity, along with their
deputies?!2 . The Auto Forum engaged in compilation of statistics on car
financing in 1994, which concluded that approximately two-thirds of new
vehicles sold are financed and finance companies grouped within
Eurofinas represent two-thirds of this financing. It also discussed different
topics related to car financing in the two plenary sessions held in Cannes
and Frankfurt, and established contacts with other players in the car
market213.

210 1pid., p.27.
211 Ipid., p.11.
212 Byrofinas Annual Report, 1993, p.57.

213 Eurofinas_Annual Report, 1994, p.26.
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Appendix 1. Statistical Frofife of Eurofinas Members

1. Members of Eurofinas as of December 31, 1995:

Austria (A):

Belgium (B):

Switzerland (CH):

Germany (D).

Spain (E):

France (F):

Finland (FIN):
Great Britain (GB):

Italy (I):

Ireland (IRL):

Norway (N}

The Netherlands (NL):

Portugal (P):

Sweden (S):

*Interressengemeinschaft der Oesterreichischen
Finanzierungsbanken

*Union Professionnelle du Credit
*Beroepsvereniging van het Krediet

*Verband Schweiz. Kreditbanken und
Finanzierungsinstitute
*Association suisse des Banques de Credit et
Etablissements de Financement
*Bankenfachverband eV.

*Associacion Espanola de Entitades de
Financiacion (AS.N.EF)

*Association francaise des Sociétés Financiéres
(A.S.F)

*Finnish Finance Houses Association
*Finance and Leasing Association (F.L.A)

*Associazione fra gli operatori finanziari
(A.SS.0OFLN)

*Irish Finance Houses Association (I.LF.H.A)

*Finansieringsselskapenes Forening

*Vereniging van Financieringsondernemingen
in Nederland (V.F.N))

*Associacao de Sociedades Financeiras para
Aquisicoes a Creditio (AS.F.A.C)

*Association of Swedish Finance Houses
(A.FIN.A)




2. Member Statistics

2.1. Consumer Cradit { New Credit Granted




2.3. Industrial Credit ! New Credit Granted

Source: Eurofinas Annual Report 1994
































































































































































