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BEING RESPONSIBLE – CREDIT REFORMS (RESPONSIBLE LENDING) BILL
A Member’s Bill was introduced on 20 August 2009 which would if passed amend the Credit Contract and Consumer Finance Act 2003, the Credit (Repossession) Act 1997 and the Secondhand Dealers and Pawnbrokers Act 2004
This article does not examine the proposed changes to the Secondhand Dealers and Pawnbrokers Act 2004.

Credit Contract and Consumer Finance Act (“CCCFA”) proposed changes
The Bill proposes to introduce a cap on the maximum interest rate a creditor can charge under a consumer credit contract. The maximum amount will be the interest rate prescribed by regulation from time to time.  
The proposed section (which will amend the current section 39 – Limit of Interest Charges) reads as follows:
“5
 Limit on interest charges 


(1) The heading to section 39 is amended by inserting “rate and” after “Limit on interest”.

(2) Section 39 is amended by inserting the following subsection after subsection (2):

“(2A) No consumer credit contract may charge a higher maximum annual percentage rate than that prescribed under regulations, if regulations have prescribed a maximum annual percentage rate.””
As currently drafted the Bill does not specifically impose a maximum default interest rate that may be charged, although excessive default interest rates may be caught under the “oppressive” regime under Part 5 of the CCCFA.
The Bill also proposes to extend the meaning of “oppressive” (section 118 of Part 5 of the CCCFA).

The word “oppressive” is currently defined in the CCCFA as meaning “oppressive, harsh, unjustly burdensome, unconscionable, or in breach of reasonable standards of commercial practice.”
The Bill proposes to amend the meaning of “oppressive” to read as follows:

 “oppressive, harsh, unjustly burdensome, unconscionable, or in breach of reasonable standards of commercial practice including extending credit to a debtor without a reasonably held belief on the part of the creditor that the debtor is able to repay the amounts which will fall due under the terms of the credit contract.” [words underlined are the proposed addition to the definition].
Our comments on the CCCFA proposed changes
Cap on the Maximum Interest Rate
Labour MP, Charles Chauvel (who instigated the Bill) has said that the intent of the interest rate cap is to try and curb the actions of “loan sharks” who charge excessive interest rates on consumer credit contracts. He has also said that the proposed cap could be 48 percent per annum. [source: Radio Live, 21 August 2009]
Whilst it is generally accepted that curbing the actions of loan sharks is desirable, there are flaws with this approach. 
For example, by specifying a cap, could this not provide a “loan shark” license to say to a prospective customer “the law allows us to charge that amount”, thus giving the customer a false sense of security? And let’s not forget that most people who go to “loan sharks” use them as lenders of last resort and therefore there is a risk that the interest rate ceiling might become the target.

Would it not be better to let the market dictate interest rates chargeable and for a customer to rely on the “oppressive” regime under the CCCFA, particularly given the proposed changes to the meaning of oppressive?
Definition of “oppressive”
The Explanatory Note to the Bill says that the “amendments to the Credit Contract and Consumer Finance Act 2003 will require lenders to seriously consider the actual means of a prospective borrower and their ability to service the debt……”
There are a number of points we have identified (and questions raised) in relation to the proposed change to the meaning of oppressive. These are as follows:

· The changes would apply to all credit contracts not just consumer credit contracts. Therefore, credit contracts entered into by business borrowers will be caught. We are not sure whether this was intended, given our understanding is that the proposed changes are to “rein in loan sharks”.
· The phrase “a reasonably held belief” is open to interpretation. Does it mean that it is the creditor’s belief must be reasonable? Is the test subjective, objective or a combination of both? It is most likely that the intention is to have both a subjective element and objective element. The subjective element is that the creditor must believe that the debtor will be able to repay the amounts which fall due under the terms of the credit contract. The objective element is that this belief must be formed and held on reasonable grounds. This issue will likely require judicial interpretation.
· All creditors will need to revise (and possibly change) their lending practices and no doubt the associated costs will be passed on to the customer through increased establishment fees.
· What does “extending credit” mean? At the basic level it would mean advancing the loan. 
· What is the impact on lending practices in relation to credit cards?
· It would need to be made clear that “amounts which fall due under the terms of the credit contract” do not include amounts which may fall due under an acceleration clause.
· The proposed amendment is, in our view, a clumsy tack-on to the existing meaning of “oppressive” under the CCCFA.  Any proposed change could be dealt with separately under Part 5 of the CCCFA, possibly in a similar manner as the unreasonableness of credit and default fees are dealt with under section 44 (1) of the CCCFA.  
· The Bill does not say that it applies only to those credit contracts entered into after the date it comes into force. We presume this is the intention and that this will be rectified assuming the Bill goes ahead.
Credit (Repossession) Act 1997 (“CRA”) proposed changes

There is only one proposed change to the CRA and that is to section 35.

Section 35 of the CRA currently limits the amount a creditor can recover from a debtor after sale of any of the debtor’s goods which are secured in favour of the creditor. 
The proposed change is most extraordinary and one which will fundamentally affect a creditor’s recovery right.
Currently section 35  provides that a creditor under a security agreement (for consumer goods) cannot recover more than the balance left (“shortfall”) after deducting the net proceeds of sale from the “amount required to settle the agreement”  referred to in the post-possession notice.  

Essentially, this means that the creditor may seek no more than the shortfall due at the date of sale.  No interest accrues on the remaining debt after sale.  

As drafted the proposed change will, in our view, mean that the creditor will not be able to recover any shortfall (although inclusion of the words “in relation to the sale of those goods” in the proposed new section (below) is confusing). 
In other words, the most the creditor can recover is the net proceeds of sale or (where applicable) the value of the goods at the time of enforcement. The Explanatory Note to the Bill suggests this is the intention. It states:
“The amendment to the [CRA] will change the provision from one which currently freezes interest at the time of sale, to one which limits the rights of the creditor to the value of the goods sold”

The proposed new section 35 reads:

35
Limit on creditor’s right to recover from debtor

Where goods are sold subject to a security agreement, or where an agreement to enable the sale of the goods is entered at the time of the sale of the goods, the creditor’s right to recover any amount from the debtor in relation to the sale of those goods is limited to the value of the goods at the time of enforcement, or the net proceeds of sale of those goods.
Our comments on the CRA proposed changes
· The effect of this proposal has far reaching consequences for both consumers and creditors.

· This is a significant, and from a creditor’s viewpoint, a most unwelcome change.  Inevitably it will result in creditors revising their security position.  This will also have a negative impact on borrowers wishing to borrow to purchase depreciating goods such as motor vehicles.  

· This will be a particular cause for concern for the motor vehicle industry.  Motor vehicles depreciate rapidly and seldom recover anywhere near the amount outstanding under the credit agreement when sold following repossession.  Often customers have damaged vehicles, failed to maintain their roadworthiness or otherwise reduced their resale value.  

· Many creditors do allow debtors to enter into repayment plans to repay any shortfall.

· How will the proposed change impact on credit reporting? If the creditor cannot (at law)  recover any more than the net proceed of sale of a motor vehicle, for example, then any shortfall is not a debt owing and therefore not a default. Creditors therefore will not be able to report this as “credit default information” with a credit reporter, such as Veda Advantage. The question then becomes – how then is a creditor able to fully assess the credit worthiness of a person and of course the person’s ability to make repayments under the proposed changes to the meaning of “oppressive” under the CCCFA? (see above).
· We do not believe the amendment to section 35 of the CRA has the effect of discouraging loan sharks, many of whom lend on an unsecured basis.  Whilst the restriction on recovery of further interest following sale can be explained as a policy decision, encouraging lenders to promptly recover losses rather than allowing them to continue and exorbitant amount of interest to accrue, this proposed change may have the effect of encouraging recklessness and irresponsibility by consumers – the very evil the other amendments are attempting to address in relation to creditors.  Why should the customer attempt to reduce their exposure if their exposure to the creditor can only be what the vehicle or other asset recovers once repossessed and sold?

· What is the intention of the words “in relation to the sale of the goods” in the proposed amendment? What if the loan was not to fund the purchase of an asset but to fund a holiday and the creditor took some security, not intending that the security was to secure the whole of the loan? Surely it is not intended that the creditor only recover up to the amount of the net proceeds of sale? It might be that some creditors will be forced not to take enforcement action in relation to the secured goods but rather seek judgment from the Courts for the debt owing. 
· The Bill does not say that the Bill applies to those security agreements entered into after the date it comes into force.  We presume this is the intention.
Conclusion

We are very concerned with the piecemeal changes to consumer legislation and this Bill is one of them, if passed.  

Although we agree that “loan sharks” need to be “reined in”, the Bill may have the unintended effect of punishing good lenders and driving many out of business and thereby punishing consumers. For example, the cost of borrowing may increase; some consumers might not be able to borrow to purchase a motor vehicle.
This piecemeal approach is dangerous. In our view it is time for a working group to review all consumer legislation starting with the rather outdated Door to Door Sales Act 1967.

It should be noted that the Bill was drawn out of a ballot in Parliament on 20 August 2009 for consideration. Such bills usually make slow progress (or no progress at all) through Parliament because as they are only considered in a specified fortnightly session.
And lastly, we don’t think Parliament would approve a separate piece of legislation titled “The Loan Sharks Act”!!
This article is also included in cogswell+jaduram, Lawyers website at www.cogswelljaduram.co.nz 
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