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Abstract

Comparison rates are a method of measuring the total cost of a fixed term loan, including interest and all fees and charges, by using a single percentage rate. Australia has recently introduced a system that makes it mandatory for credit providers to include the comparison rate in advertisements for consumer credit where an interest rate is advertised, and to supply consumers with schedules of comparison rates for any such consumer credit. The aim of the comparison rate is to inform consumers about the true cost of a loan. This paper evaluates the effectiveness of the Australian comparison rate regime, by asking consumers whether they are aware of and value the comparison rate as a measure to compare credit products. 

Introduction

Financial de-regulation and significant innovation within financial markets has seen a rapid increase in the type and number of consumer credit products available in Australia. As a consequence, while twenty years ago consumers had few choices in products and suppliers, they now must navigate through an enormous range of choices. From relatively straightforward calculations based on a loan repayment schedule, consumers now also have to contend with a variety of different charges on top of the loan repayments. For many, credit is a lot easier to secure than it once was. 
Arguments for more flexible and responsive consumer markets rely on the existence of consumer sovereignty for their persuasiveness. Firms operating in free and flexible markets, it is argued, have no choice but to deliver products that consumers want, at prices they are prepared to pay. Failure to address consumer demand will lead to those firms becoming unprofitable and ultimately, to their demise. While flexible and responsive markets are often considered the best mechanism for delivering the greatest consumer benefit, consumer sovereignty requires informed consumers with the capacity to act in their own best interests and choose between products on offer. Furthermore, it requires credit providers to be relatively powerless, and unable to shape the conditions and terms on which credit is available. 

Despite the appearance of a competitive market due to the explosion in the number of credit providers and products, the very complexity of the products on offer means that there is an asymmetry of knowledge between consumers and providers. Providers have specialists with an intimate knowledge of the products they develop and sell, while consumers often have low levels of financial literacy and many make consumer credit decisions very rarely. A key public policy issue that arises from this asymmetry of knowledge, therefore, is how to ensure consumers are well informed and have the capacity to make effective evaluations of the products on offer. Equally important is how best to protect the interests of consumers trying to make informed choices in markets involving complex and technical information, which might be beyond their capacity. 

One recent means of addressing this problem in Australian has been the introduction of Mandatory Comparison Rates (MCR). Comparison rates measure the total cost of a fixed term loan, including interest and all fees and charges, by using a single percentage rate. This, it is argued, enables consumers to more easily compare the overall cost of loan products. Mandatory comparison rates have been in force since July 2003 and will, depending on a Regulatory Impact Statement that is currently being undertaken, end on June 30th 2006. This paper is reporting on research funded by the Victorian Consumer Credit Fund, which while independent of the regulatory review has been structured to complement this review.
This paper begins with an overview of the international context in which the Australian MCR regime was implemented, followed by a description of the key Australian legislation and rationale for the MCR regime in Australia. Findings from survey and focus group research are then presented, which address the issue of effectiveness through two key questions. Firstly, to what degree have consumers understood comparison rates, and secondly, do consumers believe the comparison rate is an effective means for comparing consumer credit options? 

International precedents and research: USA and the UK

The landmark legislation in the field of consumer credit is the United States Consumer Credit Protection Act of 1968, which has become synonymous with its most well-known section, ‘Truth in Lending’. This legislation includes provision for an Annual Percentage Rate (APR) that includes certain fees, charges and other fixed costs to be included with any advertising that includes interest rates, and on the Federal Truth in Lending Disclosure Form that is given to customers applying for credit. The United Kingdom Annual Percentage Rate regime followed the United States example in 1974 with the passing of the Consumer Credit Act, which is comparable to the Australian Mandatory Comparison Rate regime. Advertisements for relevant consumer credit products must contain a ‘typical’ annual percentage rate or a range over which the annual percentage rate will vary. Unlike Australia, there are no pre-contractual disclosure requirements, although the annual percentage rate must be included in any contract for consumer credit to which it applies. 
In both countries, research has been conducted to assess consumers’ knowledge and use of the APR, and address the broader question of the instrument’s effectiveness. Lee and Hogarth (1999) summarised some American research on the APR by the Board of Governors of the Federal Reserve System and the Department of Housing and Urban Development (HUD), prior to a Joint Report to Congress in 1998. The researchers asked 219 households with mortgage lending experience in the previous five years questions related to their knowledge of the APR and the relationship between the APR and the contract interest rate (CIR).
 Among these questions was “When a home mortgage is described as having an 8.9 percent APR - that is an 8.9 annual percentage rate - does that mean that the interest rate is actually 8.9 percent, or would the interest rate be higher than 8.9 percent or lower than 8.9 percent?” Given that there was some ambiguity regarding whether the APR is actually the interest rate, the measure’s validity was tested by asking 104 households this same question followed by ‘Would you describe what the APR and the interest rate are?’ For the latter question only 16 respondents (15%) correctly identified the relationship between the APR and the CIR. They found that over 70% of consumers had used the APR to make comparison between loan offers. However, at least 40% of mortgage borrowers did not understand the relationship between the CIR and the APR
, which the authors felt indicated a significant gap between awareness and understanding.

In the Joint Report to Congress, the Board of Governors and HUD acknowledged that the APR has limitations as a benchmark. Much of this debate centres on the trade-off between the simplicity of a single figure and the complexity of the information being conveyed. The report makes the point that the single APR figure does not assist consumers with all aspects of their decision. For example, the APR cannot help consumers to decide whether they are better off paying fixed charges and fees associated with a mortgage upfront, or rolling these into the loan repayments. Similarly, it is unhelpful in deciding the financial impact of the repayments on a budget, or those factors unrelated to costs such as pre-payment penalties or various features of the loan. Nevertheless, in relation to preserving the APR as a benchmark the report acknowledged the positive aspects as well, when it stated:

With the enactment of TILA in 1968, the APR was viewed as the key benchmark figure that consumers could rely on to evaluate credit costs. Its preservation as a benchmark for consumer shopping has considerable support. A single figure is simple to use. For example, consumers can evaluate competing products using one variable rather than having to consider multiple figures such as discount points and interest rates. Also, the APR has a nearly thirty-year history in consumer finance disclosures. The value of its familiarity was supported by consumers participating in the Board’s focus group meetings of February 1998. In addition, the APR concept deters hidden or “junk” fees to the extent that the fees must be included in the APR calculation (Board of Governors 1998: 9).

As part of the British government’s Deregulation Initiative, the Office of Fair Trading was asked to review the Consumer Credit Act 1974. As part of the review, a survey was conducted exploring consumers’ appreciation of the APR, with the results being published in a report entitled Consumers’ Appreciation of ‘Annual Percentage Rates’ (1994). A random sample of 3832 people across Britain was interviewed with the aim of investigating consumers’ understanding of the purpose of the APR; their awareness of the warning statement required to be included in credit advertisements for loans secured on debtors homes
; and the extent to which consumers bother to request written quotations.

As a preliminary question to give an indication of general financial literacy, the researchers asked respondents to recognise some common symbols. It found that 81% named a division sign correctly; 84% named an ampersand/‘and’ sign correctly; and 91% named a percentage sign correctly. When asked which of four statements on a card best explained what a percentage was, 77% chose the correct answer of ‘a rate per hundred’, 4% thought it was ‘a rate per thousand’, 4% thought it was ‘a short way of writing down large numbers’, 3% thought it was ‘a mathematical expression of per year’ and 11% didn’t know. After having the term percentage defined for them respondents were asked to calculate 10% of 500.  Seventy-eight percent of respondents gave the right answer, 7% gave another answer and 16% said they ‘didn’t know’.

Forty-six percent of respondents were able to correctly tell the interviewer what the acronym APR represented. When asked which of four statements best explained the APR, 11% of respondents chose the most appropriate answer which said ‘you can use it to compare credit deals’. Over half (53%) chose ‘it tells you how much interest will be charged’, 8% selected ‘you can use it to work out your monthly payments’, 3% picked ‘it tells you how much commission the credit broker will receive’ and 25% didn’t know. The findings from this question are somewhat ambiguous (like those of the US study) as the majority response is not strictly incorrect and it does suggest that well over half of respondents (64%) could be expected to draw the conclusion that a lower APR, prima facie, represented a better value loan. Importantly, for those who had used a credit product in the last five years, the proportion who nominated the correct response to this question increased slightly (12%), yet the proportion choosing ‘it tells you how much interest will be charged’ increased from 53% for the sample as a whole to 66%. Overall, 43% of respondents who had used credit in the previous five years reported considering the APR when looking at credit or loan arrangements.
 This is an encouraging, if not overwhelming level of use.
Australia’s MCR regime

The uniform consumer credit code legislation was introduced to the Queensland parliament in 1994 following the deregulation of the Australian financial market a decade earlier. The original consumer credit code legislation had a number of objectives that were set out in the explanatory notes to Consumer Credit (Queensland) Act 1994. Among these, the Bill was ‘designed to apply to a deregulated credit market and provide standards for the provision of credit which will not be overtaken by changes in the financial marketplace.’ Furthermore, the Bill was to apply to all forms of credit lending and all credit providers in each Australian state and territory, and was based on the principle of truth-in-lending, allowing all borrowers to make informed choices when purchasing credit. This legislation included provisions for a ‘comparison rate’ that was:

…designed to take into account not just the interest charge based on the annual percentage rate but also all additional fees and charges relating to the particular product so that customers can more easily compare the true cost of competing products’ (Owens et al, 1994).

In relation to pre-contractual information, disclosing the comparison rate was optional. If it was disclosed, however, it had to be calculated in the manner prescribed in the accompanying regulations. All advertising of the cost of credit had to be accompanied by an Annual Percentage Rate (APR) (the percentage of interest to be paid per annum), with additional disclosure of any additional fees and charges payable. If a comparison rate was to be included it again had to be calculated in the manner prescribed in the regulations. 
While the original Consumer Credit Act therefore set out provisions for the use of a comparison rate, financial institutions were not obliged to use it. This situation changed when a draft bill was tabled in the NSW Parliament on 22nd June 2000. From here the issue was taken up by the Ministerial Council on Consumer Affairs, culminating in the bill (Consumer Credit (Queensland) Amendment Act) passing through the Queensland Parliament on 18 April 2002. This Act not only made it mandatory for credit providers to include the comparison rate in advertisements for consumer credit where an interest rate is advertised (except under continuing credit contracts), but further required all credit providers to supply consumers with schedules of comparison rates for any such consumer credit.

There were two distinct but related issues underlying the establishment of the mandatory comparison rate regime. There was a desire for a simple basis of comparison to assist consumers in choosing between providers and products, which was made more urgent given the increasing reliance of finance providers on fees and charges allied with the growing complexity of financial products available. A media release from the Financial Services Consumer Policy Centre (1999) captures this nicely:

This is long overdue reform. Displaying true interest rates will force the banks to compete on an equal footing with new mortgage lenders. They will no longer be able to drop their headline interest rates to match new competitors while raising application fees and monthly fees. In addition new borrowers will be less likely to be seduced into loans which they cannot afford by ‘honeymoon’ rates. 

The MCR regime that was adopted was similar to those operating in other jurisdictions such as the United Kingdom and the United States. Like the UK and US regimes it makes it compulsory to advertise a standard annual percentage rate with any advertising that includes reference to an interest rate. Distinctively, the Australian legislation also makes it mandatory for comparison rate schedules to be provided in certain circumstances. The regulations nominate set amounts and borrowing periods for which comparison rates must be included in these schedules. Comparison rate schedules are to be provided at any premises where consumers may be asking for credit (i.e. credit provider, finance broker or linked suppliers), at any internet site advertising credit and with the provision of any application for credit.

Research methods and data

The research we conducted involved a random sample telephone survey of 200 people from across Victoria, which focussed on people’s knowledge and use of comparison rates. In addition to the telephone survey, three focus groups and 21 individual interviews were held in Victoria’s capital Melbourne (the interviewees had all taken out home loans in the past two years, while focus group participants had made a credit decision in the past twelve months). These face to face methods had a wider aim of discovering how people searched for and made credit decisions, and how comparison rates were understood and used as part of the decision making process. Undertaking face-to-face interviews enabled a more open-ended and nuanced discussion of the issues than the survey. In presenting our research we firstly discuss questions directly relating to the comparison rate, before addressing these results in light of the way in which consumers search for and make decisions about credit. 

Comparison Rate Research

Survey respondents were firstly asked their role in the household in relation to consumer credit, with five options provided. Those that said that they ‘were not involved at all’ were not questioned further. Over half of our respondents (56%) considered themselves to be joint decision-makers, while 28% claimed to be the sole decision maker. A small percentage considered themselves to be the main decision maker in consultation with others (12%), while very few (4%) said they were not the main decision maker but were involved. Cross-tabulating this question by gender for couple households revealed that men and women have different perceptions of how responsibility for decision-making is shared, with more men likely to say they were the main decision maker and more women likely to say they were joint decision makers.

Moving to awareness of comparison rates, 37% of survey respondents said that they were aware of the term ‘comparison rate’, although only 12% of our sample was able to tell us that the comparison rate included both interest and fees and charges when asked to explain the measure. A primary difference between the two is because the term ‘comparison rate’ is easily confused with simply a comparison between interest rates. Hence a further 18% explained it as ‘enabling comparison across providers’, a view that was also shared by focus groups and interview participants. This is consistent with work undertaken in the UK in 1994 in which 11% of respondents chose the most appropriate definition of the Annual Percentage Rate from four options. This ‘test’ was in a sense a little easier than ours as we required respondents to provide their own definition. 
This result does point to a lack of market awareness of the comparison rate. Respondents who had made a consumer credit decision in the last two years were more likely to say that they were aware of the term (45% compared to 31% for those that had not made a recent decision). This was also the case in relation to understanding that the comparison rate included both interest and fees and charges (15.9% to 9.5%). Those that had taken out a recent loan were much more likely to explain the comparison rate by saying that it enables comparison across providers (28% to 14%). This implies that consumers are likely to become aware of the term ‘comparison rate’ through their experience of shopping for credit and understand that it enables comparison, although the basis on which it enables comparison is not always correctly understood. 

Respondents who were aware of the term comparison rate were asked how they found out about it. The most popular source was advertising in newspapers and magazines (34%) followed by receiving a schedule at a financial institution. The role of friends and family (9.4%) and people’s work experience (9%) were also important. As expected, respondents were more likely to have heard of the comparison rate if they had negotiated credit in the last two years. Of those who were aware of it, a clear majority (62%) described it as somewhat or very helpful in making their decision, with tertiary educated respondents much more likely to find the comparison rate helpful than those that did not. While the numbers are small the difference is quite stark, with 85% of those with a tertiary education finding the comparison rate helpful (n=20) compared to just 37% of those without tertiary education (n=16). This suggests that people’s use of the comparison rate is closely related to financial literacy. Not only did education level relate to the use of the comparison rate, it was also related to peoples’ knowledge about it. Respondents (whether or not they had recently taken out a loan) with tertiary education were more likely to have heard of the comparison rate (51% to 28% without) although the difference was not as great for those that had recently taken out a loan (57% to 47%). Overall, women were more likely to find the comparison rate useful than men (71% to 50%).

Respondents who had not made a credit decision in the last two years or had made one without being aware of the comparison rates were asked whether it sounded like something that would be helpful in making a credit decision. An overwhelming 70% of respondents who already knew about the comparison rate but had not made a credit decision in last two years felt that comparison rate would definitely be helpful in making a decision. This response comes from a group that is likely to be a financially literate and aware, given they found out about the comparison rate without actually making a credit decision. Participants in our one-on-one interviews who had made a credit decision in the past two years but were not aware of the comparison rate generally agreed it would have been a very useful measure with which to compare products. Most felt that it would have made a significant impact on the decision they made, viewing it as useful or a ‘handy tool’ for comparison. Some interviewees, however, were more dismissive of the MCR. One person argued that factors outside the scope of the MCR including the flexibility of the loan would have been far more important, while another stated comparison rates didn’t matter because ‘I have the broker doing the work’. 

A majority of those surveyed that had made a decision but were not aware of the comparison rate were enthusiastic about the measure, with 57% saying it definitely sounded useful and a further 28% responding that it would perhaps be useful. Respondents who were not aware of the comparison rate and had not made a recent decision were the most ambivalent about its usefulness, although only a small minority felt that it would be of no use or not really of any use (17%). In this case, education was not a major factor in whether respondents who had not made a recent decision thought that the comparison rate would be useful (82% without tertiary education thought it would be helpful compared to 86% with tertiary education).

Consumer search processes and decision making

When considering the effectiveness of the MCR regime, we felt it was important to establish how consumers searched for and made decisions about their credit provider, given this would impact upon people’s knowledge and likely use of the MCR.

We began our face-to-face interviews by asking people how they would describe their search for credit, and how ‘educated’ they felt about the credit market before they started their search. The majority of people did not feel educated about the credit market, although most (but not all) of those who had taken out a loan previously tended to feel more comfortable with their level of understanding. Confusing, complex or ‘mindboggling’ were words frequently used to describe credit searches, although people who had used brokers stated that the search process then became a lot easier. The confusion and complexity stemmed from the large number of credit providers available, and from the difficulty of understanding and comparing information about various products. As one respondent stated:

It gets a bit frustrating because there are so many products out there now, it’s extremely hard to weigh the loans up against each other, they all have different features, so you have to look at what your main criteria are…if some aren’t of importance then you delete those. 

Most people who found the search confusing had not taken out home loans before, while a number also commented that they were not ‘financially minded’ or interested in financial issues. Some people even stated that after negotiating the loan they still did not fully understand some aspects of what they were being offered. People who did not search widely were more likely to suggest the process was easy or straightforward, as they undertook relatively little comparison across banks or products. Despite some people’s perceived lack of understanding and experience when beginning their search, the process of searching for credit clearly was an educative one that forced people to learn about the market and in some cases, the MCR. 

Our sample survey asked people more generally about researching consumer credit loans. Providers sites on the internet was the most popular information source (28%) followed by financial institutions (26%) and friends and family (25%). The internet was once again the most used source for interview respondents, who either visited individual websites, or in a few cases, used specific comparison websites such as CANNEX. The Age newspaper was mentioned as another primary source of information, while some people visited their existing bank or credit provider to discuss the options available. Importantly, like the survey results, about a third of those interviewed relied heavily upon the recommendations (as opposed to simple information) of friends or relatives, who either worked in the finance industry or who had positive experiences in the past with a lender or broker. Just over half of those interviewed used a number of sources of information to conduct their search, while others simply relied upon one, such as friends or the internet.

The degree to which interviewees considered alternative providers depended on a number of factors. A small number of people with the time or inclination undertook an extensive search process. This involved looking at a large number of alternatives, before narrowing down their search and then approaching a small number of favoured providers. People generally started their search using the internet, although often other sources of information such as newspapers and discussions with friends were also used. Some interviewees searched widely because of their relatively poor financial position and the difficulty this created in obtaining credit. For the majority of people, however, the search process was far less involved. People who had already purchased houses before looking for credit tended to approach only a few providers, due to time constraints. As a result they chose their existing bank, or quickly found a broker who could narrow down their options and help them find a credit provider. One woman’s response was typical of this group:

I had already purchased the property, so I didn’t have a lot of time to look around. And I work full time, so there isn’t a lot of time to do proper searching and so on. So I talked to my existing lender and looked at what one other had to offer.

Some people did not search widely due to their existing relationship with a credit provider, which in five cases involved already having a mortgage. People whose friends had made recommendations tended to listen to this advice, and therefore did not search widely. 

In our telephone survey, we asked people what the key factors were in choosing their most recent loan. Interest rate was nominated by 41% of respondents, while 25% said that a key factor was that they already banked with the provider. The next most popular response was similar, that the respondent felt comfortable with the provider (17%). Service (12%) and the level of fees and charges (10%) also receiving significant support. The interviews conducted found a similar pattern of factors affected loan choice, although more specific issues such as an institution’s size or reputation, and specific service features were mentioned. A few people suggested their most important criterion was whether the bank would lend to them, severely narrowing their choice.

The increasing use of brokers in the consumer credit market has been an issue of debate in recent times. Those consumers that use a broker may be less likely to use and understand the MCR so that this trend may undermine the effectiveness of the MCR. Results from the survey show substantial use of brokers, particularly for those refinancing an existing home loan (32% - although this should be interpreted with care given that there were only 19 respondents in this category). There was a surprisingly high use of brokers in relation to car loans (17%) with 19% of those negotiating a home loan using a broker. Just over half the 21 interviewees used brokers to assist them in comparing lenders and products. The 24 survey respondents that had used a broker mostly found it a positive experience, with 14 finding the broker ‘extremely helpful’ and a further six describing the broker as ‘quite helpful’. Most of those participants we interviewed one-to-one who had used brokers had initially found comparison among products and providers difficult or confusing. Brokers were able to outline a range of options available, assist with comparison, and recommend a small number of providers to suit their needs. Conversely, some interview respondents stated they did not use brokers, in part because they did not trust the independence and quality of the advice provided. 
Conclusion and policy recommendations

Australia’s MCR regime has been in place since 2002, with the aim of providing a measure that allows for simple comparison between credit providers and products.

We found a low level of awareness and an even lower level of understanding of the concept. In our sample survey 37% of respondents claimed to recognise the term but only 12% could define it as being a rate that includes fixed fees and charges. Awareness was higher amongst recent decision-makers, but understanding did not increase at a corresponding rate. Our one-on-one interviews supported the finding that the concept is poorly understood, although comparable research in the UK in 1994 suggests this is not unusual (as only 11% of respondents chose the most appropriate response to define the UK’s Annual Percentage Rate).
When considering this low level of awareness and understanding of the MCR, it is important to recognise that financial literacy can vary immensely, and decisions involving credit (such as purchasing a house) are made only occasionally. While some people we interviewed demonstrated considerable knowledge about the market and the MCR, others commented they were not well educated about the consumer credit market, and found understanding the complex choices before them extremely difficult. Even those who had undertaken the process before did not always understand many aspects of consumer credit decisions.  
The most important question to consider then, is once people know about and understand the MCR, do they find it a useful measure to compare between products? Our research demonstrates that although interest rates and fees and charges are extremely important to many consumers when choosing a credit provider, others consider factors such as loan flexibility or past history with a financial institution as their central concern. Thus the MCR may have minimal utility for consumers such as these. Nevertheless, the majority of survey respondents who had organised credit in the past two years and were aware of the comparison rate found it helpful in making their decision. An overwhelming 70% who already knew about the comparison rate but had not made a credit decision in the last two years felt that the comparison rate would definitely be helpful in making a decision. Those that had made a decision but were not aware of the comparison rate were also enthusiastic about its usefulness, with 54% saying it definitely sounded useful and a further 28% responding that it would perhaps be useful. These findings are supported by our personal interviews, where the majority felt the MCR was, or could be, a useful measure for comparing loans.

These results lead us to believe that although the MCR does not assist consumers with all aspects of their decision, consumers have and will use the measure to compare the cost of various loans. The fact that those more likely to be financially literate (i.e. those with higher education levels) are much more likely to consider the MCR to be a useful tool for decision-making is important. We believe that a key issue for the Australian government is not whether the MCR regime should be retained, but how to more effectively inform consumers about comparison rates at the time they are making a credit decision, and more generally how to increase financial literacy amongst consumers.
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Notes







�Measured by answering which would you expect to higher


�There is more to this dot point





� It is worth noting here that five years is a long period over which to be asking respondents to recall their decision-making.


� Some demographic factors accounted for a greater understanding of the APR and other matters considered in the survey. Male respondents, those between the ages of 25 and 54, professionals, those who continued schooling above the age of 16, and those who had used some form of credit during the previous five years, generally had a better understanding of the APR the other matters considered in the survey (Office of Fair Trading, 1994).
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