Chapter 2
Consumer Credit

What is consumer credit?

O Consumer credit is a type of credit extended to
individuals for purchasing consumer goods and
services.

O Credit is any arrangement by which one obtains
money, goods or services now, and agrees to pay for
them later

O This kind of financing is usually unsecured.

O It can also be defined as a non-mortgage personal
loan.

O Consumer credit is popular among average consumers
because:

® [t allows consumers to buy expensive items.
® Consumers do not need to carry a large amount of
cash.

Types of consumer credit
O There are several common types of consumer credit in
Hong Kong:
® Credit cards
® Overdrafts
® Lines of credit (Revolving loan)
® [nstalment loans

Credit cards

O Credit cards allow cardholders to purchase goods and
services on credit.

O By using their credit cards, cardholders can borrow
money anytime to purchase goods and services up to

a gre-agroved amount.

Characteristics of credit cards

O Credit cards are convenient for consumers because
they can make purchases without having cash or
cheques on hand. Cardholders just need to sign a
sales voucher.

Credit cards do not involve a fixed deadline or
number of payments for repaying the loan in full.

This means that consumers can repay the loan by
irregular or lump-sum payments.

Consumers have greater flexibility in repaying the
loan.

Cardholders receive a statement from the issuer
every month. This contains a list of transactions which
the cardholder has made with the credit card over the
period.

Upon receiving the statement, cardholders can decide
whether to pay the balance in full. Interest will be
charged on any unpaid balances.
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Credit cards
Process of credit card consumption:

1. After dining at a Chinese restaurant, Mr Wong paid
the bill using his credit card.

2. The restaurant captain asked Mr Wong to sign the
sales voucher.

3. One copy of the sales voucher was given to Mr Wong,
one was kept by the restaurant for its records, and
another copy would be sent to the bank.

4. The restaurant sends sales voucher copies to the bank
every day. The bank will handle the transactions and
settle the amount owed to the restaurant later.

5. At the end of a period, Mr Wong receives a credit card
statement listing all the transactions made with his
credit card.

Types of credit cards

O Visa, MasterCard and American Express are the
major credit card operators in Hong Kong and around
the world.

O Their cards are issued through banks and are widely
accepted by merchants.

O Affinity cards are credit cards that are jointly offered
by two organisations.
® One is a financial institution, usually a bank; the

other is a non-financial group.

O Affinity cardholders can enjoy discounts and other
benefits from purchases with their credit cards.

Advantages and disadvantages of using
credit cards
Advantages
O Convenience:
® Worldwide acceptance: Cardholders do not have

to carry different currencies when they are
travelling overseas

® Avoid delaying a purchase due to a
lack of cash.
O Safety:

® Cardholders do not have to carry a large
amount of cash with them.
® This reduces the risk of theft and robbery.
O Privilege:
® can enjoy discounts or special gifts
O Repayment flexibility:
® Credit cards do not involve a fixed deadline or
number of payments for repaying the balance in
full.
® Can purchase goods or services without paying
cash instantly.
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Advantages and disadvantages of using

credit cards

Disadvantages

O High interest rate:

® |[f cardholders choose not to pay their credit card
balances in full within the Interest-free repayment
period, they have to pay high interest charges.

® Therefore, consumers who lack self-discipline may
get into serious financial trouble.

Risk of credit card abuse:

® As cardholders do not have to settle payments
immediately, they may be tempted to buy more
than they should.

® These people mostly end up filing for personal
bankruptcy as they are unable to repay their
debts.

Rejected by certain shops:

® Some shops may refuse to accept credit card
payments for transactions of low-value products.

® Some shops do not accept credit cards at all.

Overdraft

O An overdraft occurs when a bank customer withdraws
more money than he has in his bank account.

The bank charges interest every day based on the
client’s overdraft amount.

An overdraft facility enables customers to obtain
short-term funding.
However, the amount

exceed a pre-approved limit.

O
O
@) borrowed cannot

Advantages and disadvantages of using overdrafts
Advantages

O Overdrafts prevent a cheque from being dishonoured
due to careless mistakes by the account holder.
O Overdrafts provide short-term liquidity to individuals
who are temporarily short of cash.
® Unlike other types of consumer credit, overdraft
facilities allow consumers to borrow money for as
short as one day.
O Overdraft facilities do not involve a fixed deadline or
number of payments to repay the loan in full.
® Consumers only need to settle the monthly
minimum_payment on time. This gives them
greater flexibility in repaying their loan.

Disadvantages

O As overdrafts give consumers flexibility in repaying
their loan, they can be a trap for creating debt if used
improperly.

O The interest charges on overdraft facilities are
relatively high. Therefore, they should not be used as
a way to obtain a long-term loan.
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Personal loans as consumer credit

Lines of credit (Revolving loan)

O A line of credit (or credit line) is a type of credit that
allows consumers to borrow and
anytime up to a pre-approved amount.

O In Hong Kong, lines of credit are usually called

revolving loans.

repay money

Characteristics of lines of credit

O Revolving loans are usually granted to consumers by
banks and finance companies.
O

As long as the consumer pays the monthly minimum

payment, he can use as much of the available credit
as he likes up to the pre-approved amount.
O Revolving loans do not involve a fixed deadline or
number of payments for repaying the loan in full.
repay the loan by irregular or
lump-sum payments.
Interest is charged only when there is an outstanding

amount and the credit limit is restored after a

O Consumers can

O
repayment is made.

Advantages of using lines of credit

O Lines of credit are convenient for consumers because:

® They can borrow money anytime they like.

® Once the line of credit is approved, consumers do
not need to apply for a new loan every time they
need money.

Lines of credit do not involve a fixed deadline or

number of payments for repaying the loan in full.

® Consumers only need to settle the monthly
minimum_payment on time. This gives them

greater flexibility in repaying their loan.
O Interest on lines of credit is usually lower than that on

credit cards and overdrafts.

Disadvantage of using lines of credit

O As lines of credit give consumers flexibility in repaying
their loan, they can be a trap for creating debt if used
improperly.
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Instalment loans

O Instalment loans are loans with a fixed number of
payments for repaying both the loan principal and the
interest.

O Such loans are also called instalment credit.

Characteristics of instalment loans
O Instalment loans are granted to consumers by banks

and car manufacturers, etc.

O They enable consumers to buy things that they cannot
immediately afford.

O The interest on instalment loans is charged on the
amount borrowed. Payments of interest and principal
for each period must be made.

Advantages of using instalment loans
O Instalment loans force the borrower to plan for the

repayment, for example, by how much he can afford
to pay for each instalment.

O Interest on instalment loans is usually lower than that
on credit cards and overdrafts.

Disadvantage of using instalment loans
O The repayment schedule lacks flexibility.

® If the borrower faces an unexpected financial
problem, the instalment arrangement can push
him into financial trouble or even bankruptcy.

Comparison of the common types of

consumer credit
O Credit cards
® Nature of loan : Consumers are allowed to borrow

and repay money anytime within a pre-approved
limit.
® Repayment schedule : No limitation

O Overdrafts
® Nature of loan : Consumers are allowed to borrow

and repay money anytime within a pre-approved
limit.
® Repayment schedule : No limitation

O Lines of credit
® Nature of loan : Consumers are allowed to borrow

and repay money anytime within a pre-approved
limit.
® Repayment schedule : No limitation

O Instalment loans

® Nature of loan : Consumers have to repay both the
loan principal and the interest with a fixed
number of payments

® Repayment schedule : Fixed
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Comparison of the common types of

consumer credit

Advantages
O Credit cards

® Repayment flexibility
® Convenient for making purchases
® Safe
® Worldwide acceptance
O Overdrafts
® Repayment flexibility
® Prevent a cheque from being dishonoured
® Provide short-term liquidity
O Lines of credit
® Repayment flexibility
® Convenient for borrowing money
® Interest is usually lower than that on credit cards
and overdrafts
O Instalment loans
® Force the borrower to plan for the repayment
® Interest is usually lower than that on credit cards
and overdrafts

Disadvantages
O Credit cards

® High interest rate

@ Risk of credit card abuse

® Rejected by certain shops
O Overdrafts

® High interest rate

® Can be a trap for creating debt if used improperly
O Lines of credit

® Can be a trap for creating debt if used improperly
O Instalment loans

® Lack repayment flexibility
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Comparing and choosing among different

types of consumer credit
O Consumer credit should only be used to provide

convenience and short-term liquidity.

O It should not be considered as a long-term or
permanent source of personal financing.

O When comparing and choosing among different types
of consumer credit, several factors should be

considered.

The price of the item to be purchased

O For small purchases, a credit card is a better choice as
it is convenient.

O When buying
instalment loan is more appropriate.

relatively expensive items, an

® |t forces an individual to estimate in advance how
much he can repay each month and how long it
will take to pay back the loan.

® The loan can be paid off within a reasonable

period.

The total costs of different plans

O Lenders may use different methods to calculate
interest and often state their interest rates in different
ways.

O Consumers should work out the total interest
payments under different plans for comparison.

The terms of the loans

O Before choosing a type of consumer credit, one
should also read the terms on restrictions on early
repayment, as well as charges and penalties related

to the loans.
O Some credit cards may charge different interest rates
on different amounts of outstanding balances.

O Consumers need to estimate their average
outstanding balance to know the appropriate interest

rates applicable to them.
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Personal credit record B AR
O A credit record (credit report) provides information on O E&atst (A EERE) REEAFEEENE
an individual’'s credit and repayment history, and BT TEAECEE » G EE T M 7S

whether he has filed for bankruptcy. O Sedafy (s BF A im E I ISR - (s
O Normally, a full credit report also includes a credit AT B
AN EERSEE -

score, which is a common way to express an

individual’s creditworthiness. O BMEBAFHMZENT  —RESFHEXHHEANE
O Credit records are commonly used by lenders in Sresk o EmaHh R ANEE A 5

determining an applicant’s creditworthiness. O MEANFHEE#HZESLEAEEL BTN HH
O Lenders are more willing to approve credit to Ao RUB (AR /R S ey = R B

applicants with goods personal records because they %I -

are higher chance of collecting debt on time and

O It &R H CHEE®RE » M

lower default risk.

O Individuals can also check their credit report. This ® MEAEIHIRREN K
allows them to: ® E(RH OB HEZANELBIENEES
® Ensure that the information about them is HX o
accurate.

® Check if there has been any identity theft or
possible credit fraud.

Major factors affecting an individual’s credit record §$ 3;5 B A f-;' ‘\ ‘&ésq'rﬂ 3 & 5 -%

O The major factors affecting the credit record of an %;@IM*%E@%E@E%I%’?%
individual include:

® INECEE SEC Bk
® Repayment history/Past delinquency ARG X R TSk

® Record of bankruptcy ® fELCH
® Credit history ® (SEILHF
® Financial situations ® IEIR
Maintain a good personal credit record BIFAFenR A ?‘ 2%
Importance of maintaining a good personal credit BIFF AR A iz ?\ ﬁs;rm‘é‘ 2
record | O s BLAF A A5 EFE08K T M0 5 1 1 S

O Maintaining a good personal credit record can help

B o HE SRR S R -

individuals obtain credit more easily and possibly at

lower interest rates. O WHEANHIEEELSERE » MEANBEHEZERA
O A poor credit record may result in higher interest rates AYERCRI - R RE MY SRS

or rejection of a loan application.

Factors of affecting personal credit record -2 -?3 A [ ?‘ ﬁ"ﬁ"ﬂ%
Repayment history/ Past delinquency ERkECER /T )\{ﬁf%nﬂﬁs?
O Pay all bills on time: O i%ﬂ?ﬁ,.ﬁk
® |[f a person repaid the loan on time in the past, his ® FUNMEEIBEEIER - AV (E NS S S
personal credit record would be better. 47
Record of bankruptcy RS
O Avoid bankruptcy: 0 ﬁ%ﬁﬂi}é
® |f a person has gone bankruptcy before, his ® LNTHEARELEE o MY E S A e

personal credit record would be worsen.
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Credit history

O Avoid an applications of multiple credit cards in one
time or a short time:
® [f a person applied of multiple credit cards in one

time or a short time, his personal credit record
would be worsened.

O Applied credit successfully in the past:
® if a person applied credit successfully in the past,

his personal credit record would be better.

Financial situations
O Outstanding debt:
@ if a person current outstanding debt amount is low,

his personal credit record would be better.

Behaviour of affecting personal credit record
O Plan for consumption:
® Individuals should understand how much they can

afford to consume.

® They should draw up some guidelines on
consumption (e.g., when to use credit and when to
use cash).

O Review spending habits regularly:
® [ndividuals should distinguish between necessary

and unnecessary consumption.
® They should check their actual spending every

month to make sure they do not overspend on
things that are unnecessary.

O Use consumer credit with discipline:
® |ndividuals should use consumer credit for

convenience, but not for buying things that they
cannot afford.

O Consider their repayment ability when applying
for loans:
® [ndividuals should think about their ability to repay

their debts before applying for credit cards or
loans.

® They should not apply for credit cards or
loans just for the gifts.
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