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I. Introduction

In this paper, I will build on our earlier work on uncertainty, risk and trust in the Russian and American credit card market  QUOTE "(Guseva and Rona-Tas 2001; Rona-Tas 2003)" 
(Guseva and Rona-Tas 2001; Rona-Tas 2003)

 QUOTE ""  ADDIN PROCITE ÿ\11\05‘\19\02\00\00\00\00\01\00\00¡\00\00\00*C:\5CMy Documents\5Cnsf\5Cdata\5Ccreditproject.pdt\13Rona-Tas 2003 #1650\01\02\00\08\00\00\00\00\00\00ðŠ\00ˆ\1A@_¸\00\00\00\00\00\00\00\07\00\00\00ŒðŠ\00ü€\00\00ØðŠ\00\0B\00\00\00\00\00\00ºI_�žž\00\01\00\00\00\01\00\00\00\00\00\00\00dñŠ\000¬W\00ÿÿÿÿ 
. The Russian and the American credit card markets, with their very different practices allowed us to develop sharply contrasting ideal types of economic action; one based on rational calculation of risk and the other on (reasoned) trust. From this distinction we argued that rational calculation is impossible without certain institutions, missing in Russia and present in the US. This large contrast, however, obscured other important distinctions and made any causal claim quite tenuous, as we had to sort out a multitude of causal factors by contrasting only two cases. This paper reports on new research in progress in Hungary, a market in between the two poles of the Russian and the American. While Hungary is much smaller than Russia and the US, it is in many ways in a middle ground between the two. Hungary, like Russia, had state socialist economy and society until 1989, although from the 1960s it was one of the economically most liberal societies in the Soviet Bloc. As a result, at the beginning of the 1990s it was plagued by many of the same economic ills Russia struggled with, though its troubles were less severe and easier to remedy. Its level of economic development and institutional stability places it in between the two countries. 

Hungary is only one of ten developing countries we plan to investigate. (We also plan to return to Russia.) We have already done a part of the fieldwork. We interviewed bank managers at four banks issuing credit cards, officials at the Hungarian Bank Association and staff of the Hungarian International Training Center for Bankers, an institute where Hungarian bank personnel receive training on topics like consumer and credit card lending and which is also engaged in bank related research. We met and consulted with officials of the Hungarian National Bank who monitor the domestic card industry and attended a meeting of card industry experts. We also gathered application material and other publicly available information.  There is still a lot we need to do. Here first, I will expand our argument and then I will report on our research in progress in Hungary. 

II. Credit Card Markets, Uncertainty and Rational Calculation

Lending involves uncertainty. When lending money, banks cannot be certain borrowers will pay the loan back. Banks face uncertainty and to stay in business they must be able to see the future and predict what their clients are going to do.  Uncertainty is a challenge to rational calculation, as ignorance must be quantified, turned into measurable probabilities or risk, to enter formal decision models. 

But while we focus on the trouble uncertainty present for lenders, bank credit is theoretically exceptionally interesting not just because of the problem it raises for rational calculation, but also because of the difficulties it does not pose for rationality. Financial institutions are super-rational actors. They are not hampered by cognitive limitations. Unlike fallible individuals, prone to simple errors even when they are aware of the rules rational calculation should follow, economic organizations with their trained staffs can avoid many pitfalls  QUOTE "(Stinchcombe 1990)" 
(Stinchcombe 1990)
. Banks keep detailed records and have the capacity to calculate the most tantalizingly complex optimizing algorithms.  Moreover, banks are consumers of economic theory; they read and sometimes implement what economists, those tireless promoters of rational decision making, advise.  

If banks have the capacity of calculation, the problem they must solve is also quite amenable to calculation, as lending money is by and large free of the other two chief cognitive scourges of rational decision making: ambivalence and ambiguity. Ambivalence, the inability to assign clear utilities to outcomes is hardly at issue here: preferences are complete, transitive and context independent, transactions are fully monetized and financial institutions are rarely confused whether they want to earn more or less money on the transaction. Banks know what they want. Ambiguity, the inability to properly map out all the options and interpret the choice situation, is also minimal. 
 The borrower either pays or does not, and once one adds to this the dimension of the timing of the payment, the decision space is fairly complete. The possibility of disagreement over what constitutes payment is quite limited. If the borrower disbursed the amount on time, there is no further question about the “quality” of the payment. It is clear what is what and what options the lender must choose from. 
 Theoretically, the only difficult issue in bank lending is uncertainty.

Banks can’t complain about the unavailability of technology either. They can purchase credit-scoring software off the shelf, or in customized form, or they can develop their own. The literature on credit scoring methods is growing by leaps and bounds and risk models are a thriving branch of mathematical statistics. 

Banks in the credit card business have additional incentives to act according to rules of formal rationality. The loan amount individual card holders take is usually much smaller than what companies borrow and therefore, lending cost relative to the money lent for consumers is higher. To make credit card lending worthwhile, banks must lend to a large number of individuals and must cut cost at the same time. Mechanization of lending makes both possible.  

A. •Screening, Control and Sanctioning

Could banks simply depend on punishing bad borrowers after the fact? Could they simply solve the problem of uncertainty by cutting out screening altogether and focusing on penalties? They could not. In the 1960s, American credit card lenders, in an attempt to boost the number of cards to reach critical mass, actually tried this method, and it was a great fiasco  QUOTE "(Krumme 1987; Mandell 1990; Nocera 1994; Shepherdson 1991)" 
(Krumme 1987; Mandell 1990; Nocera 1994; Shepherdson 1991)
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. Relying fully on ex post sanctions is very expensive. Lending smaller amounts to many customers makes sanctions more costly because the cost of legal action relative to the money owed by consumers is high.

Sanctions are also not the only option for banks to recover their money. They can also try to prevent the borrower from defaulting after the loan was granted. This is why banks remind customers of their obligations even when the customers are well behaved. If the borrower is not paying on time, the bank can warn, nudge, contact and ask for an explanation, try to work something out and pressure, without actually resorting to sanctions. To be in a position to prevent default, the bank must have a measure of control. One function of screening is to estimate how much control the bank will be able to exercise.

The suggestion of relying completely on sanction and eschewing screening also overlooks one important aspect of sanctioning: sanctioning itself is wrought with uncertainty. Thus screening is crucial not just to gauge the likelihood of the borrower to default, but also the likelihood of the lender to prevent him from doing that and the likelihood that the lender will be successful at sanctioning him if he does. In other words, the lender must assess in advance both creditworthiness and accountability. 

B. • Sources of Uncertainty in Lending
One can distinguish three sources of uncertainty in lending: strategic, ecological and cognitive. An important part of the lender’s uncertainty is strategic, it stems from the possible opportunistic behavior of the borrower. Borrowers have an informational advantage because they know more about their own intentions and circumstances than the lender and they can use that strategically to their own advantage. This leads to adverse selection and moral hazard  QUOTE "(Akerlof 1970; Stiglitz and Weiss 1981)" 
(Akerlof 1970; Stiglitz and Weiss 1981)

 QUOTE ""  ADDIN PROCITE ÿ\11\05‘\19\02\00\00\00\00\01\00\00\04\00\00\00*C:\5CMy Documents\5Cnsf\5Cdata\5Ccreditproject.pdt\19Stiglitz & Weiss 1981 #40\00\19\00 
.

The adverse selection problem in credit card markets is amplified by several reasons. First, credit card loans are general-purpose loans. Not having to reveal what the funds will be spent on exacerbates information asymmetries.  Furthermore, it is granted to individuals. Individuals do not have to follow the same accounting practices companies must, and the bank cannot scrutinize the books of a household the way it can for a corporation. Moreover, people have certain rights that corporations don’t. They have a right to privacy and to non-discrimination. 
Moral hazard plays also an important role in credit card lending. The absence of collateral and the permanent availability of credit once one qualifies, are all invitations to irresponsible behavior. People often turn to credit card borrowing when encountering financial difficulties. Willy-nilly, the credit card lender is often the lender of last resort.


Yet strategic uncertainty is not the only kind lenders face, uncertainty also emerges from the borrower’s environment. Borrowers may be unable to pay because of unforeseen circumstances beyond their control. Losing one’s job is one example, but sickness, family problems, accidents can all render borrowers unable to fulfill their obligations. Grave economic crises, such as the ones that occurred in the last decade in Argentina, Russia, or Mexico, that not only can cause unemployment, but can wipe out people’s savings, erratic and radical economic policies, such as the ones many East European countries followed after communism, are all sources of ecological uncertainty. 

Finally, there is a third type of uncertainty that has to do with the fallibility of customers. Unlike companies, individuals follow a complex set of goals, which can create ambivalence. Individual customers often misjudge their own preferences, miscalculate their own future behavior and make suboptimal decisions. Customers in the US, for instance, seriously underestimate their own willingness of paying off balances before the end of the grace period (only 40% do it), or keep large balances on their card revolving at high interest rates while stashing money on low-interest savings accounts. Bad choices can lead to desperate acts. 
C. Credit Scoring and Calculation

Quantifying these uncertainties is the necessary condition for rational calculation.  Banks in the US and in many other countries use credit scoring that quantifies these uncertainties. Turning uncertainty into calculable risk, credit scoring uses data on past behavior of similar borrowers to estimate the probability of the applicant’s failure to pay in the future. The statistical model deployed to predict the borrower’s future action is usually a logit or probit model that assigns a weight to each predictor variable.
 Armed with these weights, the bank then calculates the weighted sum of the applicant’s characteristics. The resulting credit score is then evaluated against a cut off point. Scores just below the cut off point may be overridden, giving some marginal discretion to loan officers. Credit scores can also decide not just whether but under what condition the applicant will receive the loan. 

There are also various modeling assumptions scoring depends on, such as the additivity of the effects of the independent variables, the linearity of the relationships, and the shape of the unobserved probability distribution of payment behavior, that seem quite arbitrary and follow only statistical convenience rather than any considerations for good lending. Another key assumption is that the observations are independent; default of one customer has no effect on the default of others.
 In the industry, the fit of these models is usually a closely guarded secret. Models that predict 80 percent correctly are considered good.  In Hungary, they can go as low as 40%. 

Most importantly, all scoring systems suffer from the problem of selection bias. The people who are turned down for loans have no subsequent credit history. The analysis is based on the probability of default given that one was selected by the model and thus received the loan. Yet loan officers need to decide on the basis of the unconditional probability of failure to pay. As a result, to evaluate these models in practical terms is not easy. A low default rate of customers selected by scoring could be simply a reflection of the low unconditional probability of default in the population, i.e., the fact that people, in general are decent and reliable. This way even a random model can bring good results. One would have to compare default rates for people randomly selected for loans with the ones selected by scoring. Scoring professionals are aware of this problem and they are trying to get around it, with little success. 

D. Institutional conditions of scoring

Credit scoring is based on sorting new borrowers into groups with other people who are like them, and then making predictions about the future behavior of those people on the basis of past behavior of theirs and others. There are, therefore, three conditions, we can identify drawing on Frank Knight’s ideas on probability  QUOTE "(Knight 1957[1921])" 
(Knight 1957[1921])
, that must be present for scoring to be viable. 1. There must be good and strictly comparable (i.e., standardized) information on borrowers. 2 There must be stable circumstances that allow for extrapolation from past to future behavior. 3. And finally, there have to be enough cases to cancel out random fluctuations  QUOTE "(Langlois and Cosgel 1993; Runde 1998)" 
(Langlois and Cosgel 1993; Runde 1998)

 QUOTE ""  ADDIN PROCITE ÿ\11\05‘\19\02\00\00\00\00\01\00\00W\00\00\00*C:\5CMy Documents\5Cnsf\5Cdata\5Ccreditproject.pdt\0FRunde 1998 #910\00\0F\00 
. The first two are validity, and the third is a reliability condition. Institutions furnish these conditions. 

As one of the main sources of data for lenders is other banks, good and standardized data requires a strong banking system. Banks are social accountants: they keep track of how much money their clients keep on their accounts, and that signals to others about customers creditworthiness  QUOTE "(Stiglitz and Weiss 1988)" 
(Stiglitz and Weiss 1988)
. Lenders always want to know how much money applicants keep in other banks, and they will look upon any applicant without a bank account with great suspicion. Most emerging markets have weak banks that are undercapitalized, poorly run and insufficiently supervised. If the banking sector is weak and unreliable, that will have two deleterious consequences. On the one hand, lenders will not trust the accuracy and the veracity of what other banks report. On the other, most clients will not trust their money to banks, but will keep it under their mattresses in cash, gold or some other form, and that will make assessing the applicant’s financial situation very difficult. Banks as lenders are also responsible for monitoring and keeping track of people’s credit behavior. If banks don’t do that properly, the dependent variable in scoring models suffers. Banks also must cooperate with each other in setting reporting standards and sharing information in the form of a credit reporting system or credit bureau. 

Another institutional condition of good data is an efficient tax system that can establish the veracity of incomes. Truthfulness of reported income in developed economies is maintained by the cross-pressures of tax and credit. The two provide contradictory incentives. Tax forms elicit under-, credit applications over-reporting of incomes. If lenders can see what report the Tax Office received from prospective clients, and the clients filed those figures with anticipating that they will be applying for credit, their true incomes will be easier to ascertain. But if the benefits of cheating on taxes vastly outweigh the benefits of credit, income tax figures will be useless for lenders.  Moreover, most applicants are employees, whose income reporting depends on how the company that employs them file. In economies where companies cheat on payroll taxes, lenders will have a hard time figuring out just what the applicant earns.  Where tax collection is ineffective, and the shadow economy is large, mass credit will encounter serious difficulties. 

To enable extrapolation from past to future, there must be a measure of macro-economic and political stability. If property rights are insecure, the judiciary is corrupt and tardy, if political coups and revolutions interrupt the flow of everyday life and if the economy is on a roller coaster ride, borrowers’ past actions cease to be a good indicator of their future doings. Many of these problems are exacerbated in transition countries. The very essence of the transition is the break with the – communist -- past. The restructuring of the economy re-routes career paths; comfortable middle-aged engineers lose their jobs and become unemployed or take early retirement, while other comfortable middle-aged engineers become wealthy entrepreneurs. In countries, like Russia, the banking system itself is one of the chief causes of instability. Russian banks are prone to go under bringing their depositors money with them. In some cases, the owner or top manager of the bank simply absconds with the funds of the depositors  QUOTE "(Guseva and Rona-Tas 2001)" 
(Guseva and Rona-Tas 2001)
. Lending to someone, whose savings can be wiped out is not an attractive proposition. But not just crooked bankers but also fiscal crises, such as the one in Russia in 1994 and 1998, in Mexico in 1994 or the current disaster in Argentina can erase people’s life savings overnight. To operate a credit scoring system under such conditions is futile.

Each institutional condition corresponds to one or two of the Knightian theoretical conditions. Credit bureaus aggregate information to create sufficiently large numbers and allow the proper sorting of people on the dependent variable of credit behavior (similarity across cases).  An efficient tax system helps in sorting people properly on one key independent variable, income. The banking system by keeping accounts contributes to both ends. Economic and political stability is necessary for extrapolating future behavior from past performance (similarity across time). If those institutions are absent, credit scoring will be useless for coping with uncertainty.

E. Trust
Whenever uncertainty cannot be reduced to calculable risk, economic actors must rely on trust to sustain cooperation and economic transactions.  I define trust as positive expectations in the face of uncertainty emerging from social relations. These expectations are good intent, competence (ability), and accountability (availability of the object of trust for sanctioning). This notion of trust contrasts with the usual conception of formalized rational calculation.  It highlights the precise difficulty rational calculation confronts in this particular case: intractable probabilities and the inability to formalize knowledge and judgment. While trust cannot be routinized, it is by no means arbitrary. It must be justifiable, but actors understand that following rigid rules to calculate risk would not lead to good results.  Trust relies on a different decision making process and generates a different kind of transaction and in the credit market leads to different results. A summary of the difference between the two is given in Table 1. 


TABLE 1. ABOUT HERE


The literature on the relative merits of formal calculation and judgment that is involved in trust based decisions is immense  QUOTE "(Chandler and Coffman 1979; Chandler and Parker 1989; Bunn and Wright 1991; Glassman and Wilkins 1997; Somerville and Taffler 2001; Somerville and Taffler 1995; Taylor 1979; Dawes, Faust, and Meehl 1989; Dietrich and Kaplan 1989)" 
(Chandler and Coffman 1979; Chandler and Parker 1989; Bunn and Wright 1991; Glassman and Wilkins 1997; Somerville and Taffler 2001; Somerville and Taffler 1995; Taylor 1979; Dawes, Faust, and Meehl 1989; Dietrich and Kaplan 1989)
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. Those who believe that statistical calculation is always superior will point out that statistical methods are more accurate, that judgment tends to be overly pessimistic, as it tends to focus too much on the negatives. They argue that formalized methods are easier to monitor for the exclusion of discriminatory criteria, and more consistent across loan officers making their decisions not just more defensible, but also allowing for the exchange and accumulation of experiences and the correction of mistakes. Scoring models are less intrusive because they require less information, they are cheaper and quicker, and when used loan officers are easier to train and supervise. Finally, they also point out the statistical models do what judging experts do, except they do it better. 


Those who defend judgment contend that judgmental methods are more flexible, can factor in changing conditions, and can handle outliers better. They complain that statistical models are insensitive to bad data and compound mistakes with ruthless efficiency. They lament that most studies favorable to statistical calculations treat loan officers as solitary decision makers, and that puts them at a disadvantage against models that are the work of an entire community. They also claim that statistically based decisions are often incomprehensible to common people and give them little opportunity to remedy their creditworthiness. 


Between the two poles of trust and calculation one can find hybrid forms, such as rudimentary scoring based on common sense rules of thumb and anecdotes. There are also instances of using both methods, in fact, a part of the literature advocates taking advantage of the strengths of both and relying one to correct the other. 


In the context of credit card lending, those siding with scoring models have a decisive advantage, although not so much because scoring models are proven to do a better job of prediction. Scoring methods are highly preferable in credit card lending because routinization and formalization achieve three objectives independent of its success of improving the forecast of default: it cuts time and cost of decision making which is crucial in mass lending, it protects lenders against charges of discrimination and it gives greater control of management over loan officers and the lending process. In markets, like Hungary, scoring methods also supply legitimacy and cover for managers responsible for credit card lending. 

F. Control

When neither calculation nor trust can bridge uncertainty alone, increasing lenders’ control can reduce uncertainty. Control can complement both trust and calculation. One way lenders can achieve control is by demanding a collateral  QUOTE "(Stiglitz and Weiss 1981; Wette 1983)" 
(Stiglitz and Weiss 1981; Wette 1983)
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. Credit card lending, however, normally dispenses with collateral, and lenders must achieve control differently. 

To gain control lenders must establish the identity of their borrowers. Identification gives the person’s existence a stability that makes him findable and it also designates him as a unique individual. The information that lenders need to identify borrowers must therefore possess these three properties: stability, findability and uniqueness. 


Lenders who base their lending decisions on trust, and thus take advantage of social networks to get information about the creditworthiness of clients, can use these very same networks to identify their clients. The networks ensure findability, stability and uniqueness. Lenders, who use statistical calculation to grant loans, can fall back on formal institutions to fix the identity of the borrower. Hence the need for various ID cards, ID numbers and photographs. As probability calculations depend on the comparability of the client with others, none of this information is actually used in deciding creditworthiness (mother’s maiden name is never included in scoring models), but used solely to uniquely identify the client. Formal ID cards, however, guarantee only stability and uniqueness. Findability must be secured through anchoring, the rooting of prospective cardholders in stable social networks that are not necessarily responsible for the individual but which make them accountable by blocking their exit and thus keeping the “voice” option  QUOTE "(Hirschman 1970)" 
(Hirschman 1970)
 open to banks. The usual anchor is the work organization where people work and the neighborhood where people live. 

Control without sanctions can be quite effective in reducing the consequences of ecological and cognitive uncertainty. When borrowers miss payments because of some accident or miscalculation, banks can contact them and work with them to resolve the issue.

III. Hungarian Credit Card Market

The Hungarian credit card market is recent. Under socialism banking was highly centralized and consumer credit barely existed. Big-ticket items, such as housing or refrigerators were available on installment at a low interest charge, and smaller personal loans were also provided, but most people preferred borrowing from family and friends. In 1987, Hungary started to overhaul its banking system with peeling off some of the functions of the National Bank and giving them to newly created commercial banks. This resulted in a two-tiered system, with the National Bank at the top and the beginnings of a new financial services market below it.  The first bankcard was issued in 1989, originally to validate checks, but soon they could be used in ATMs. The first debit card that bore an international logo was released by the now defunct Dunabank that joined the Eurocard/MasterCard system in 1991, to be followed by the first Visa cards in 1993. When the Hungarian currency, the Forint (HUF), became freely convertible to any other currency in 1996, the cards issued by Hungarian banks became usable abroad. By 1997, there were over 2 million cards on the market and since then their number has surpassed 5 million. Most of these cards are issued through the two international giants of the card industry: Europay/MasterCard and Visa. Today, the Hungarian card market is doing somewhat better than one would expect considering its economic development, inflation rate and its post-communist transition (see Table 2).  

TABLE 2 ABOUT HERE

In Hungary, the overwhelming majority of bankcards, over 90%, are debit cards (Table 3).  One type of debit card is a wage card.  Much like their Russian counterparts, Hungarian employers set up an account for each employee at a processing bank to disburse wages and salaries. Each month, the employer deposits the employees’ earnings to their personal accounts, and the employees can withdraw the funds with the help of their debit cards. In a 1997 survey, 49% of cardholders reported that the only reason they had the card was to receive their pay. From 1999, all 800,000 state employees started to receive their salaries this way swelling further the ranks of wage cardholders.  A second type of debit card was issued to people who opened bank accounts of their own and needed access to their money. In 1997, 71% of cardholders used their cards exclusively to withdraw cash either from their wage or from their own bank account. Even as late as last year, the overwhelming majority of the value of the transactions on debit cards was cash withdrawals, and purchases accounted for less than 10%. While this percentage was higher for credit cards, it was still under 40% (Table 4).

TABLE 3 AND 4 ABOUT HERE

If debit cards are essentially used as ATM cards, and extend no credit,
 the credit function of most of the half million so-called “credit cards” is also quite limited.
 Of the 27 Hungarian retail banks
 20 issue bankcards but only 7 offers credit cards (Table 5). The largest issuer of credit cards, bearing the MasterCard logo is the biggest residential bank, OTP (National Savings Bank). OTP was the only residential bank under socialism; in fact, its name was used as a synonym for bank. Currently, OTP has 40% of all residential savings and claims it serves over 60% of all residential customers. Its most popular credit card provides overdraft credit to customers whose paycheck is directly deposited with OTP. The credit line is the amount of the monthly income, and a hefty opening balance is required. A second type of credit card offered by this bank is linked to a two-year personal loan account. The client must deposit directly each month his income to another account with OTP, and the credit line is five times the monthly pay. There is no grace period and by the end of the second year the entire loan with interest must be paid off.  

TABLE 5 ABOUT HERE


Of the credit cards which do offer open, revolving credit, about 90,000 are issued for purchases in a group of supermarkets and large retail chains by CETELEM, a bank specializing in purchasing credit. These are essentially store cards, usable in multiple stores. 


The number of real credit cards, the ones with revolving, general-purpose credit, is a little over 100,000, or less than 3 percent of all cards and about a fourth of all “credit cards.”  OTP’s third type of credit card dominates this market niche. This Europay/MasterCard is not conditional on having an account with the bank and does offer revolving credit, but there is no grace period. There were over 50,000 of those cards on the market in the summer of 2001. The number of the American style credit cards, the ones that do give a grace period, is less than 50,000, which is less than 1 percent of all cards.  Three of the remaining six banks have issued not more than a few thousands credit cards and only Citibank, CIB Bank and, recently, Raiffeisen Bank developed larger operations. 

A. Credit Bureau

For credit scoring to operate well, lenders must pool information. For competitors to share credit information is not a simple proposition QUOTE "(Padilla and Pagano 2000; Pagano and Jappelli 1993; Jappelli 1999; Klein 1992)" 
(Padilla and Pagano 2000; Pagano and Jappelli 1993; Jappelli 1999; Klein 1992)
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. Such information allows others to skim off the lender’s best customers.  The creation of a credit bureau also must surmount the problem of increasing returns. Starting a bureau is very difficult, because the fewer the members, the less information it can provide and the less attractive it is for the next member to join. After a certain point, however, staying out is more costly; the few lenders outside the bureau will be the place where all the crooks known to bureau members will go for credit.  In a few countries, such as the US, UK, Australia, Japan and Argentina, private credit reporting systems emerged, but in most countries, credit registries were created by state intervention.

While credit bureaus as an aid to screening alleviate information asymmetries and thus reduce adverse selection, the sharing of credit information is also a tool of sanctioning, as reporting can punish bad behavior by excluding offenders from future credit. 


In Hungary, the first credit registry for companies was created by the state in 1995. The reporting system is mandatory; banks must report to the registry all loan transactions involving companies. Banks were reluctant to form this corporate credit registry. They were in a competitive market, after all. Reporting on a good client risked the others trying to snatch them. Reporting on a bad client would benefit others, who would get gratis information that the reporting bank paid for dearly.

Foreign banks were especially hesitant. Many came to Hungary with clients from their home country and were unwilling to share business information about these multinationals for fear of others poaching their clientele. The law was passed in 1993, in the midst of an enormous two wave bail out of the ailing banking system, infested with bad debts, some inherited from the socialist era, others created after that. With the central budget rescuing banks from bankruptcy, banks had little choice but to follow orders, but they dragged their feet. It took another two years to start implementing the law and not until 1996 was the system operational.  

Including individuals in the registry proved to be even more difficult. There were two main obstacles. First, just as with corporate clients, banks are reluctant to share information about their customers with competitors. This has been exacerbated by the concentration of Hungarian retail banking.
  From information sharing, small banks gain more than large ones. OTP, once a monopoly, and still lording over 60% of the retail market, has very little to gain by sharing information with others.
  

The second obstacle has been the law protecting privacy. In the aftermath of Big Brother state socialism, not only did the legislature pass a law in 1992 on the protection of personal information, but it created an ombudsman, whose sole job is to prevent unwanted access to personal data and acts as a watchdog over any law, regulation or government action that would impinge on privacy.

Nevertheless, from 1998, the corporate registry began to compile a black list of individual debtors owing amounts in excess of the monthly minimum wage
 and delinquent on payment over 90 days. The black list is incomplete, as bigger banks, OTP in particular, prefer to use their own private database. Adding data requires standardization of the information and software compatibility between each bank and the registry is costly. So is sending in and updating information. Retrieving information is a hassle too. Loan officers must request information on each applicant individually and pay a fee per each inquiry. This makes using the system too expensive and cumbersome. 


This year, the Hungarian Bank Association began to prepare a new, and complete consumer credit registry that would include all credit information, not just bad ones. How the foot dragging of large banks will be overcome is unclear. The Association is also anxiously working on a legislative proposal to change privacy laws. The most optimistic expectation is that the system will start in 2005, but what kind of data it will be able to provide is unclear.  Since the registry is a record of credit history, the new law somehow would have to finesse that banks could use data from before the passage of the new law. This would make the law retroactive and raise serious constitutional questions. No access to data prior to the new law (if it passes) will render the registry of limited use for many more years. 

B. Credit Card Lending

As our review of the Hungarian bankcard market suggested, the volume of credit card lending is still small in Hungary, yet banks understand that consumer credit is a potentially lucrative business.  The country’s economy began to grow in 1997 and has been on an upward trajectory ever since, with real wages and incomes rising steadily.  The real value of consumer borrowing grew fivefold between 1997 and 2000, but it is still at a very low level, compared to Western countries, to household income and to the value of financial instruments at the households’ disposal QUOTE "(Tóth and Árvai 2001)" 
(Tóth and Árvai 2001)
(Table 6). With wide spread use of debit cards, the card infrastructure (ATMs, position of sales (POS) terminals, electronic monitoring of card activities, large number of merchants accepting those cards etc.) is well in place. All these bode well for the Hungarian credit card business.

TABLE 6. ABOUT HERE


Because credit histories are unavailable, banks must work with a very limited amount of information for all those applicants who they do not know otherwise. It is understandable that they give preference to ”insiders.” In several banks, the majority of the thousand or so credit cards issued were given to preferred customers with long and distinguished history with the bank. In those banks credit cards are justified as having to have a full scope of services. Credit cards are just a way of keeping customers otherwise important for the bank from establishing banking ties elsewhere. These customers are affluent and are often eligible for private banking, a personalized form of service. Banks also have VIP lists. These lists are kept informally and are controlled by top management. VIP lists include members of the political and economic elite, top managers deem deserving. Less important and famous people can also get on the list if they work for the bank or are acquainted with members of the management. Credit cards are also easier to obtain if one is recommended by another customer in good standing. 


For those, who apply from the street, conducting business at arm’s length, must go through a more formal vetting. There are specific criteria one must meet to be given a card. The applicant must have a certain income (a range between 50-200,000 HUF depending on bank and card product), a permanent job held for at least a year or business owned for the same length of time. The applicant cannot be older than 65 years of age
 and must have a permanent residence in the country. The application form is usually simple and straightforward. There is a section that identifies the applicant. Apart from one’s name (and maiden name), one must divulge one’s address, phone number, mother’s maiden name, and must supply at least one, but often several of the following: personal ID card number, passport number, social security number and (almost always) the tax number.  One must also show these documents or provide copies of them. In many applications, a passport photo is required. The likeness of the cardholder sometimes ends up on the card, but more often it is filed as another way of establishing identity. To verify address, the applicant must produce a recent utility and/or a telephone bill with his name on it. At certain banks, not having a landline phone subscription, disqualifies the applicant, but in some cases a cell phone subscription is accepted as a substitute.  Then there are several questions about the applicant’s employer. 


The second set of questions are about income. This section is evaluated together with a second form that the employer must fill out and sign. Here, again, one set of questions is simply for identification and they anchor the applicant in a stable organization. But to authenticate applicants through their company, the bank must also authenticate the company itself. The company must provide its own identification. It is asked how long the company has been in existence, whether it is under bankruptcy procedures or what its tax record number is. The form, usually filled out by the company must reveal how long the person worked for them and in what capacity. There are also questions about the person’s income that banks learns from two sources: the applicant and the employer. If someone is self-employed, the Tax Office must verify his or her income.  One bank, Citibank, the second largest credit card issuer after OTP, requires cardholders to agree to let Citibank automatically deduct overdue payments from their paychecks through an agreement with their employer.


Finally, a third set of questions ask about the applicants accounts with other banks. Do they have accounts elsewhere? Do they owe money to other banks? 


There are other questions, that show up here and there: banks sometimes ask about marital status, number of dependents or whether the person is likely to be drafted. One or two forms also ask about wealth; the ownership of house or car. 


All banks, I interviewed claimed that they either already had a scoring system or were working on it, yet bank officials did not consider scoring terribly important. The good judgment of the loan officers and a few rules of thumb mattered more. They felt that the world is still too unsettled for relying exclusively on these models. As one director responsible for risk management in the consumer credit department of a bank put it: „Socially people move too much, the social structure has not settled yet. This is a problem.” 


The only bank that emphasized scoring was CETELEM, the bank providing purchasing credit, but not in the context of granting credit cards, but in connection with providing credit in single purchases. For CETELEM, the credit card, which is a store card for multiple stores, is just a means to simplify granting purchasing credit. Purchasing credit is given at the store, and without the card, the credit decision must be made within minutes, while the customer is standing there waiting. When the customer expresses interest in purchasing something on credit, the salesclerk gets on-line with the bank and enters a few pieces of information.  The program either makes a positive decision within 30 seconds or it kicks it to a credit analyst standing by. Then it is up to the analyst to accept or reject the applicant.  Whenever on-line connection is unavailable, the application form is faxed. The analyst enters the data in the computer at the bank and from there the same path is followed. This second process must be completed within 20 minutes, lest the customer should lose patience or change his mind.  The scoring system imported from France and then fine-tuned for the Hungarian market is a company secret, but it relies on a combination of the item to be purchased and the characteristic of the would-be purchaser. 


The card makes these purchase-by-purchase decisions under tremendous time pressure unnecessary. Cards are offered to clients who showed good behavior on previous purchases by paying their loans back on time. 

C. Default

In case the client misses a payment, the bank contacts him. Here is where all the detailed information about the person’s identity come into play. They remind him, then warn him, and then the customer receives a form letter from the legal department. On the basis of the identifying information, the legal department decides how far to pursue the client. In many cases, the nudging works and the client mends his ways or something is worked out. If the bank fails to persuade, some banks will submit the customer’s name to the black list.  They don’t have many other options. Going to court is much more expensive than it is worth, moreover, Hungarian courts take 2-3 years to process a case. Collection is also unfeasible. First, collection must follow a legal decision. Then, if the bank were successful in collecting, say the client’s car or jewelry, the bank would be stuck with the items, which it would have to warehouse, maintain and sell. Banks are not prepared to do this and hiring a collection agency adds to their expenses.
  Their best bet is to put a lean on the client’s paycheck if the client is an employee, if he stays with the same employer, and if there is a court decision.

In the end, Hungarian banks have very few sanctions for those who decide to renege on their debts. Bank managers claim that default is low at their banks (1-3%). As credit cards are still rare and are given to only a select few, who tend to be affluent, this is to be expected. Data on the losses card-issuing banks suffer is available only for all bankcards  QUOTE "(Keszy-Harmath 2002)" 
(Keszy-Harmath 2002)
. Because the overwhelming majority of those cards are debit cards, it comes as no surprise that, currently, for banks the largest cause for concern is stolen and counterfeit (debit) cards (Table 7). 

TABLE 7 ABOUT HERE

IV. Conclusion

Hungary’s credit card market is a hybrid between the primarily trust based Russian and exclusively calculation based American market. Hungary has been suffering the turmoil of the post-communist transformation, but its disorder has been less profound than the chaos in Russia. It was able to build a reasonable safe banking system, where banks do not abscond with the money of their depositors and keep their books in a professional manner. The state was successful in forcing them to cooperate to some extent, though it remains to be seen whether it can create a working credit registry for consumers without the resources of the giant bail out that did the trick for the registry of company credit.  Privatization was a success, the legal system is solid if tardy and Hungary’s wish to join the European Union forced the country to accept rules and standards of Western Europe. The size of the underground economy is shrinking  QUOTE "(Semjén, Szántó, and Tóth 2001; Semjén 2001)" 
(Semjén, Szántó, and Tóth 2001; Semjén 2001)

 QUOTE ""  ADDIN PROCITE ÿ\11\05‘\19\02\00\00\00\00\01\00\00¦\00\00\00*C:\5CMy Documents\5Cnsf\5Cdata\5Ccreditproject.pdt\11Semjén 2001 #1700\01\02\00\06\00àà\00\00\00óŠ\00ˆ\1A@_¸\00\00\00\00\00\00\00\07\00\00\00LôŠ\00¼„\00\00˜ôŠ\00\0B\00\00\00\00\00\00ºI_`\0Až\00\01\00\00\00\01\00\00\00\00\00\00\00dñŠ\000¬W\00ÿÿÿÿ 
.  

It is possible, that in a few years the current hybrid system, where trust and control plays the key role will be replaced by a system of rational prediction and effective sanctions. 

[image: image3.wmf]Aspect of Lending

 

Rational Calculation

 

Trust

 

Form of ignorance

 

Risk

 

Uncertainty

 

Preconditions

 

Formal institutions

 

Social networks

 

Decision making

 

 

 

---

 cases

 

Homogenous, classifiable

 

Heterogeneous, dissimilar, 

unique

 

---

 information

 

Width, survey

 

Dept

h, diagnostic

 

---

 reduction of 

complexity

 

In framing the problem

 

In solving the problem 

 

---

 process

 

Routinized, calculation

 

Judgment, discretion

 

---

 decision

 

Category specific

 

Case specific

 

---

 justification

 

Correlation

 

Causal narrative

 

Resulting tra

nsactions

 

 

 

----

quantity

 

High

 

Low 

 

---

 nature

 

Disembedded

 

Embedded 

 

---

 loss

 

Insurable

 

Non

-

insurable

 

---

 commodification

 

(secondary markets)

 

Possible

 

Impossible 

 

----

 loan officer

 

Unskilled, less supervised

 

Skilled, more strictly 

supervised

 

---

 clien

tele

 

Lower status overall, more 

diversity

 

Higher status, less diversity

 

 


[image: image1.wmf]Table 1. Penetration of Bank Cards Issued by Visa and

MasterCard/Europay in Europe in 2000

Iceland

1798

798

United Kingdom

1567

724

Netherlands

1304

384

Germany

1186

294

Spain

1113

404

Portugal

965

325

Norway

927

-80

Belgium

869

-95

Switzerland

803

-247

Slovenia

735

213

Cyprus

703

-4

Austria

670

-258

Sweden

645

-207

Estonia

581

310

Greece

579

-62

France

540

-333

Croatia

514

284

Turkey

508

242

Italy

443

-394

Hungary

434

76

Ireland

398

-499

Czech Republic

362

-53

Slovakia

311

-16

Finland

299

-575

Poland

266

-1

Malta

189

-418

Latvia

168

-41

Lithuania

108

-105

Bulgaria

49

-114

Romania

46

-81

Kazakhstan

33

-110

Russia

21

-162

Ukraine

17

-63

Macedonia

7

-136

34

34

34

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

N

Total

Name of country

Bank Cards

by 1000

People

Unstandardized

Residual Factoring

in Development,

Inflation and

Post-Communism



Table 3.

Bankcards in Hungary

	December 31–1000s
	1997
	1998
	1999
	2000
	2001

	Debit Cards 
	2,052
	2,905
	3,695
	4,192
	4,632

	Credit and Charge Cards
	<1
	29
	148
	276
	454

	Total


	2,052
	2,934
	3,843
	4,468
	5,086

	Europay
	
	
	
	
	

	-- Debit
	750
	1,1413
	1,864
	2,408
	2,457

	-- EuroCard/

  MasterCard
	312
	395
	495
	529
	788

	Europay Total
	1,062
	1,808
	2,360
	2,937
	3,245

	Visa
	708
	1,038
	1,282
	1,517
	1,775

	International Total
	1,770
	2,846
	3,642
	4,454
	5,020


Source: Hungarian National Bank, European Payment Cards Yearbook 2002-2003, and Nilson Report

Table 4.

Card Transactions by Card Type in Hungary 2001

	
	Cash Withdrawal
	Purchase
	Total

	Value of Transaction  (HUF bn)

Debit Cards

Credit Cards

Charge Cards
	2,429.7

    35.2

      0.7
	228.1

  21.7

    2.3
	2,657.8

     57.0

       3.0

	Total
	2,465.6
	252.2
	2,717.8

	Number of Transactions (millions)

Debit Cards

Credit Cards

Charge Cards
	89.7

  1.8

  <1
	26.5

  2.0

  <1
	116.2

   3.9

    0.1

	Total
	91.6
	28.6
	120.2


Source: Hungarian National Bank

Table 5. 

Hungarian Retail Banks and Bankcards

	Name
	Cards
	Credit Cards

	Altalanos Ertekforgalmi Bank
	No
	---

	BNP-Paribas
	Yes
	No

	Budapest Bank
	Yes
	No

	CIB Bank
	Yes
	EC/MC

	Citibank
	Yes
	EC/MC, Visa

	Commerzbank
	Yes
	No

	Credigen
	Yes
	Store Card (BricoStore)

	Credit Lyonnais
	No
	---

	Daewoo Bank
	Yes
	No

	Deutsche Bank
	No
	---

	Erste Bank
	Yes
	No

	Hanwha Bank
	No
	---

	HypoVereinsbank Hungary
	Yes
	No

	IC Bank
	No
	---

	ING Bank
	Yes
	No

	Inter-Europa Bank
	Yes
	Visa

	Kereskedelmi es Hitel Bank
	Yes
	Visa

	Konzumbank
	Yes
	No

	Magyar Cetelem Bank
	Yes
	Multi-store card

	Magyar Kulkereskedelmi Bank
	Yes
	Visa

	Magyarorszagi Volksbank
	Yes
	No

	OTP
	Yes
	EC/MC

	Polgari Kereskedelmi Bank
	No
	---

	Postabank
	Yes
	No

	Rabobank
	No
	---

	Raiffesien Bank
	Yes
	EC/MC

	Takarekbank
	Yes
	No


Source: Magyar Pénzügyi és Tőzsdei Almanach 2000-2001, Bank Web sites and interviews.

Table 6.

Household debt obligations in various countries as percentage of disposable household income

	Country
	Value of financial assets
	Value of financial liabilities (debt) *
	Net financial worth

	Canada
	359
	113
	246

	France
	379
	 69
	310

	Germany
	285
	115
	170

	Italy
	310
	 40
	270

	Japan
	463
	130
	333

	Great Britain
	487
	114
	373

	US
	533
	105
	428

	Hungary
	70
	 7
	63


Source:  QUOTE "(Tóth and Árvai 2001)" 
(Tóth and Árvai 2001)

* Includes mortgage loans, consumer loans and other loans.

Table 7

Fraud in the Hungarian Card Industry in 2001

(All Cards)

	Type of fraud
	The value of loss suffered by the issuer bank

	Counterfeit cards
	52%

	Stolen and lost cards
	28%

	Internet/phone/mail transactions when card was not present
	 8%

	Cards obtained with false ID
	 5%

	Violations committed by the legitimate card holder
	 6%

	Total
	100%

	Value of total loss (million HUF)
	233

	Number of cases
	6,000


Source:  QUOTE "(Keszy-Harmath 2002)" 
(Keszy-Harmath 2002)
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� 	The common usage of the term ambiguity in the literature � QUOTE "(Fox and Tversky 1995)" � ADDIN PROCITE ÿ\11\05‘\19\02\00\00\00\16(Fox and Tversky 1995)\00\16\001\00\00\00*C:\5CMy Documents\5Cnsf\5Cdata\5Ccreditproject.pdt\17Fox & Tversky 1995 #500\00\17\00 ��(Fox and Tversky 1995)� refers to what I call uncertainty. 


� 	One could and, maybe should, argue that the rationality of financial institutions, and the virtual absence of ambivalence and ambiguity should not be seen as natural characteristics of bank lending and that they can be just as problematic as uncertainty. 


� 	Discriminant analysis is also used.


� 	This is why the risk assessment of corporate portfolios is so complex. Companies linked by market relations are clearly not independent of one another.


� 	The econometric literature on sample selection correction offers no silver bullet � QUOTE "(Stolzenberg and Relles 1997)" � ADDIN PROCITE ÿ\11\05‘\19\02\00\00\00\1D(Stolzenberg and Relles 1997)\00\1D\00S\00\00\00*C:\5CMy Documents\5Cnsf\5Cdata\5Ccreditproject.pdt\1EStolzenberg & Relles 1997 #870\00\1E\00 ��(Stolzenberg and Relles 1997)�. 


� 	Some of these credit cards do extend de facto credit, because processing of the payment can be slow. If money get deducted from one’s account only days after they made the purchase, they enjoy a de facto credit.


� 	 About 1% of all credit cards are charge cards issued by Diners Club and American Express.


� 	There are 57 banks in Hungary including investment, mortgage and trade banks.


� 	In the US, banking has been very fragmented. The McFadden-Pepper Act of 1927 and the Banking Act of 1933 banned interstate banking.  These stayed in effect until 1994, when the Riegle-Neal Interstate and Branching Efficiency Act eased restrictions somewhat, but barriers are still formidable. In the US, to get these midgets to cooperate was not easy but easier than to persuade big players to share information with smaller ones.


� 	OTP is not alone. Most post-communist countries have highly concentrated retail banking dominated by the old Communist savings bank (Sporitelna in the Czech Republic, Sberbank in Russia).


� 	Currently, the minimum wage is 50,000 HUF.


� 	This condition would be illegal in the US under the Equal Credit Opportunity Act.


� 	In Hungary, because only banks can engage in lending, car manufacturers set up banks to provide car loans. There are two such banks, Porsche Bank and Opel Bank, and their sole purpose is to finance the brands the car manufacturers produce.  They did develop a working system of repossessing cars.
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