Introduction to the Case, the Parties, their knowledge and background:

Substance of the case: 








This Case is
· about the misleading, false and deceptive conduct by licensed reputed institution operating in Victoria, not abiding by the requirements of Fair Trading Act 1999.

· about the ‘justification’ (and not legitimacy) of charging compound interest on home loans/ car loans and personal loans in Victoria. 

This Case is NOT
· about rate of interest advised and fluctuations in interest rates.

· about the rights of the licensed lenders charging Compound interest or Simple interest.

· about the borrower’s duty to pay interest at ‘agreed’ rate, subject to changes due to and ONLY due to market fluctuations.

· about whether it is appropriate or not that compound interest charged by licensed lender is tax deductible as interest expenses in productive loans.

· about ability of the borrower to pay either the principal or the interest or both.

Further this case is

· about government and administrative agencies like Australian Prudential Regulation Authority, Australian Taxation Office, Australian Competition and Consumer Commission, Australian Securities & Investments Commission, Federal government Department of Treasury, Reserve Bank of Australia, Stock Exchange etc., for many years, not intervened/ identified this behavior

· about total failure in the enforcement authorities, their total negligence or incompetence or unwillingness to take any available action due to ‘impact of effect of the action’, in spite of them coming to know clearly of the misleading, false, deceptive conduct.

· about the licensed reputed business showing total disregard to the law relating to Mandatory Comparison Rates (effective 1st July 2003), (intentional or incompetence). Intention of  ‘Mandatory Comparison rates’ law (making borrower to know the ‘total cost’ of their borrowing including standard fee etc) is still totally disregarded. The comparison rate advertised till date on Internet is still misleading (in spite of the fact that all these lenders have definite message from this applicant regarding the compound and simple interest omissions in documents).

· possibly these licensed lenders are engaged in anti-competitive collusion / cartel or an illegal ‘understandings’ against the intentions of  Fair Trading Act 1999 (or Trade Practices Act, a founder legislation), (documents leading to this hypothesis is provided with this).

· about bringing in a change to be honest and upfront in disclosure in financial market, but any change is usually resisted though change is nature.

· about seeking remedy from one of the root causes of rich becoming richer and poor becoming poorer in Victoria.

· the applicant is approaching your high office as the last resort in an attempt to (a) stop the lenders deliberately misleading the public and (b) to bring social justice and balance in the society. In this endeavor, the applicant already raised awareness with the highest offices of 3 of the 4 independent (so called independent) pillars of democracy. All those 3 pillars only expressed their helplessness in this issue. The application is now before your high office, as the fourth and last independent pillar of democracy, seeking justice for all Victorians! 

Applicant: 

Hari Iyer has about 12 years of teaching experience in Accounting, economics and commerce overseas and about 8 years of experience in teaching accounting, business computing and legal procedure in Australia, of these at RMIT for 6.5 years. Written and published 5 books in Australia. 4 of them are used by students at Universities all over Australia. The books cover subjects like ethical ‘issues in accounting’, ‘external audit procedures’ and ‘financial accounting applications 1 & 2’. 

Hari has done post graduation in Commerce, Education and Personnel Management. Registered secondary Teacher in Victoria for government, non-government schools and TAFE. Hari is also a member of professional bodies in education, tax and accounting. 

Defendant:

National Australia Bank is a Licensed, regulated and reputable institution.

Public assume that the banks will be law abiding and be honest and upfront in their calculations and disclosure.

Public believe that the government regulations are fully adhered by these licensed lenders and that government will be able to easily identify and regulate these institutions immediately, if there is any breach of any law by them. 

Public believe that the bank will not discriminate any individual in their dealing, and trust that all documents are standard documents in so far as the policies and terms and conditions etc.

Bank uses and can afford services of various specialists to drive and maintain their business and the economy. Hence public believe the banks cannot go wrong, at least in any major aspect on a large scale at least intentionally!

Introduction to Interest as a substance:

Bank’s Basket








AUD 100
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Borrower’s Basket








AUD 100
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Bank’s Basket








AUD 100

Money Returned by Borrower (in 155 installments). AUD 100 = (155* $ 0.6443 = $ 99.86672, rouded to AUD 100. So the borrower took time to repay)

[image: image3.wmf]
In the above circulation of money, the Bank is entitled to a reward…namely…INTEREST, due to ‘time taken’ in repaying this.  An interest rate is agreed in advance as a % “p.a.” (the notation ‘p.a.’ is specific to simple interest only!). The 155 installments taken to repay could be 155 days or 155 weeks or 155 months according to borrower’s capacity. 

There are two sets of transaction involved in the above example. One is the primary debt AUD 100. This was the physical exchange of money either as withdrawal and deposit or by direct transfer or in the form of bank cheque or personal cheque. The second part of this transaction is the secondary debt (the debt arising only due to the existence of the primary debt AUD 100), namely ‘interest’. About the primary debt there would be no confusion, on the money owed as this is very clearly known to both parties. The secondary debt, the interest, is only a calculated amount of debt based on the service of primary debt offered (money offered) by the lender. This is the compensation entitlement of the lender from the borrower, for the sacrifice of the use of the money lent!

Please read the loan contract copy of the bank (Evidence 1, ‘E1’) and have look at the monthly loan statement from the bank/ ask the bank if they are charging compound interest at all (leave alone that they are compounding monthly!). Is there any clarification on the compounding monthly? Or is it clear from the agreement that the bank will be charging interest ‘compounding monthly’? Is there any clarity that the effect of this monthly compounding makes a 6% p.a. quoted equals to 9.66% p.a?

If this is not clear by reading the contract or by looking into the loan account statement, but becomes clear up on reading this material, is there not a definite misleading, false and deceptive conduct? The letter from the managing director of Commonwealth Bank of Australia (Evidence 2), proves that the industry is charging compound interest, reflects that they are knowingly misleading the borrowers.

Compound / Simple Interest and notations:

In the above example, if the interest rate was 6%”p.a”. then the following table provides the comparison: (freq = frequency, installment = $ payable each time, SI = Simple Interest, CI = Compound Interest)

Freq 

Installment
(SI)


(CI)

every 2nd day
$ 0.04244
$ 4.93


$ 5.06

weekly:
$ 0.1485
$ 15.84

$ 17.40

Fortnightly:
$ 0.2972
$ 27.58

$ 33.70

Monthly:
$ 0.6443
$ 39.05

$ 66.20

Row No 1 (in table above):

The borrower repaid the $ 100 in 310 days. The interest rate quoted is 6% “p.a”. The borrower would pay $ 4.93 as he paid within a year (simple interest). The lender cannot prove, that 6 % “p.a”, inferred 6% “p.a compounding monthly” (unless specified clearly, please note that the lender has to specify both that it is ‘compounded’ and the frequency of compounding period, namely ‘monthly’ in this case!). (The same analogy regarding simple interest will apply to weekly/ fortnightly / monthly repayments, provided the borrower is able to settle the full borrowing in first 12 months (either due to a windfall or sale of property or bankruptcy of borrower etc.). 

In the above analogy, just because the borrower is unable to settle the loan in first 12 months cannot automatically convert interest calculations from simple to compound.

If the lender has specified 6% and NOT “p.a.”, then could it be argued that 6% means “compound” and the borrower must question the frequency of ‘charging’ this 6%? No, because Compound interest must be expressed with reference to frequency / or compounding period (otherwise, it has lost its relevance). 

If the compounding frequency is NOT specified, then 6% “p.a.”, can mean ONLY simple interest. If ‘p.a’ is not mentioned, then it is left to anyone’s discretion to manipulating the frequency from compounding yearly, to half yearly, to quarterly, to monthly, to fortnightly, to weekly, to daily etc. 

(Examples of compound interest notations: Annexure 1,  copy of a letter from CGU Workcover expressing compound interest as 1.104% per month ‘compounded monthly’. Annexure 2, ‘Compound interest’ definition and its impact on a longer term lending.  Annexure 4: Pages 42, 50,60 and 63 from ‘owner’s manual’ of Financial Consultant FC 200 model of Casio calculator showing ‘n’ in @PMT function means compounding frequency!. Annexure 5, Text book published by Thomson (Nelson Australia Pty Ltd), titled ‘Financial Institutions and Markets’ Fourth Edition by Ben Hunt and Chris Terry and Chapter 2 page 26, 28 and 33 were explaining the definition and illustration of ‘Simple Interest’ and ‘Compound interest’).

In the attached excel example, one can notice that the interest is charged not for the ‘money sacrificed’ but on the “money owed + interest owed”, i.e. interest on interest or Compound interest. Since the frequency of adding this interest to the principal is monthly, the interest rate is compounded monthly.

The loan statement has 3 columns for recording the cash/money movement, namely, Debit, Credit and Balance. Debit column contains entries of (a) money drawn by borrower and (b) interest and fee. Credit column contains entries of (a) money repaid. Balance column provides a ‘running summary’ of adding debits with debit balance and subtracting credits or adding credits with credit balance and subtracting debits. In any case, the amount appearing in the balance column is a ‘compound’ (as in medical terminology, a combination of two different items) or mixture of money (drawn and repaid) and interest.  So the interest charged on this compound amount is compound interest.

The lender calculates monthly repayment amount on any loan. But the lender NEVER told that on top of this monthly repayment, unless we pay the monthly interest debited to the loan account as additional repayment, the borrower will end up paying interest on such interest. The borrower chose the option of principal and interest repayment only. From the very name of the option, the borrower believes that there is NO compounding interest on this option. The lenders’ staff themselves are not able to confirm appropriately whether they are charging simple interest or compound interest, leave alone the borrower knowing about the same! 

The product sold is so named that it not only misleads the borrower, but also confuses their staff. Their (NBA) staff even after understanding from me that they charge compound interest (Evidence 4 ‘E4’) he didn’t correct the situation. Why neither the loan documents nor the staff let the customers know in advance? Is this not a deliberate misleading, false and deceptive conduct?

Alternatively, like when we buy a car on Hire Purchase, the lender could have explained that we pay $ xx.xx per week/ fortnight/month for ‘xx’ number of instalments + a balloon payment at the end of the last instalment (this balloon payment can be the total interest accrued to that date). They could have included a condition, like in car HP contracts, that if the balloon payment is not made at the last instalment, there will be a new contract for that amount to pay with interest! But the lenders didn’t do this, knowingly that they charge compound interest compounding monthly, still hid this from the borrower. Is this not an intentional false, misleading and deceptive conduct by the lender?

Uniform Consumer Credit code:

How a legislation helps in disputes: E.g.:  Jack and Jill start a partnership business. Jack contributes $ 80,000 and Jill contributes $ 20,000. Jack spent all the time in the business. Jill never attended to the business. Let us assume they never discussed/agreed on profit sharing ratio. Assume they earned $ 10,000 in profits in the first year. One would believe that Jack should get $ 8,000 and Jill should get $ 2,000, to be fair for both. 

But the Partnership Act assists in the dispute, if any. It says that in the absence of agreement to contrary profits and losses are always shared equally, i.e. $ 5,000 each for Jack and Jill. 

So any Law would endeavor to make duties and rights clear for any two parties involved in any transaction or event. 

Similar to the way the bank loan documents are missing the word ‘compound’ or ‘simple’, Uniform Consumer Credit code legislation too is missing this crucial concept! As Uniform Consumer Credit Code is also failing to specify this crucial concept, it leaves open end for an individual like me, only to resort to the interpretation, wisdom and the independence in delivering of justice by the Courts. Since 1st July 2003, Mandatory Comparison Rates requirements apply, but these are still not adhered to, in the spirit of this legal requirement, by any lenders.

(Annexure 6. Relevant pages from Uniform Consumer Credit Code and copies of internet download of comparison rates from NAB and the table showing cost of the loan, taking into account only the compounding effect and not any hidden fees and charges).

Trends in Interest Rates:

Interest rates in Long term, Medium Term and Short term lending tend to have inverse relationship to the duration of the loan:

Say, 
25 year loan
6.0% p.a (Usually for home buying)


10 year loan
7.5% p.a (Usually for business)


 5 year loan
8.5% p.a (Usually for Car and personal)

If the term is longer then the rate is lower and vice versa. This may be because on a long term loan there is a guaranteed return for the lender throughout the long term. (a long-term loan is comparable to a permanent job where hourly rate is less compared to a casual job where hourly rate is more. A casual job is comparable to short-term loans). 

Whatever is the positive or negative reason for this trend (inverse relationship), if ‘simple interest’ and ‘compound interest’ can be used interchangeably, then consistency or similar trend should exist, when we substitute ‘simple interest’ for ‘compound interest’ or vice versa. 

But if the amount of interest calculated as ‘simple interest’ and ‘compound interest’ yields two totally different & opposite trends, then it become essential that licensed lenders disclose this to the unsuspecting borrower. In the following table assumed monthly repayments in all: 

	Term of loan
	Quoted Rate % p.a.
	Compounding Monthly 
	Compounding Quarterly
	Compounding Half Yearly
	Compounding Annually

	25 Yrs
	7% p.a.
	12.25%
	12.14%
	11.98%
	11.66%

	
	9 % p.a
	16.53%
	16.34%
	16.05%
	15.49%

	
	14% p.a
	27.03%
	26.51%
	25.77%
	24.39%

	10 Yrs
	7 % p.a.
	9.79%
	9.71%
	9.60%
	9.38%

	
	9 % p.a.
	13.29%
	13.15%
	12.95%
	12.56%

	
	14 % p.a.
	23.07%
	22.67%
	22.10%
	21.04%

	5Yrs
	7 % p.a
	8.46%
	8.41%
	8.32%
	8.14%

	
	9 % p.a
	11.39%
	11.29%
	11.13%
	10.81%

	
	14 % p.a.
	19.25%
	18.95%
	18.52%
	17.73%


(Supporting calculations above in Excel files provided in Annexure 6.

Evidence 2. Copy of letter from managing director of Commonwealth Bank of Australia confirming that the industry charges compound interest. So they know what they are doing.)

There is contrast between what rate is quoted and what rate is applied!! The contrast between the trend of simple interest rate as advertised/ advised, the longer term loans with lower interest rate and vice versa, but the actual trend is that longer term loans bear highest interest rate and vice versa, being two totally opposite rates!!! Simply due to compounding monthly!!! 

Evidence how the lenders finance the lending business:

Lenders get their finances in many ways. Of these major methods, raising equity share capital, preference share capital (even if it is a cumulative preference share) and debentures, all these NEVER charge compounding returns. Out of the deposits collected and used for lending, savings deposit and current deposit cannot be used for long term lending, as they are payable on demand by the depositor. Savings deposit gets interest compounded quarterly, but since this deposit is NOT to be used for long term lending, it is irrelevant to discuss this here. Current deposit does not carry any interest, leave alone compound interest. Term deposits for one year and more can be considered for long term lending, but the interest gets compounding only when the depositor chooses to reinvest. In that case bank makes informed decision that the interest is payable on the total, unlike the home loan borrower being concealed of this compounding monthly. The lenders get the repayment from the borrowers to re issue them as short-term loans. These repayments are taken currently as interest free. These repayments earn a higher interest rate compounded monthly, when the lenders lend for shorter term.

(Annexure 3, internet download on compound interest explanation and worked out examples  ‘Chapter 24’ Debit Credit accounts I and II).

Lenders may borrow at compound interest from other sources. So if the lender borrows at 6%, lender will be lending this at say 8% (usually a minimum 2% margin applied). But it is important to note the frequency of compounding period in borrowing and frequency of compounding period in lending. If the lender borrows it at compounding annually or half yearly and lends it at the same rate compounding monthly, still there is a profitable difference to the lender. But the lenders borrow at a lower rate, keep a margin of about 2% and lend it at the higher rate and also ‘compound monthly’. The lenders may borrow at compound interest, but definitely NOT compounding quarterly or monthly. The short-term borrowing CANNOT be used by the lenders to lend for long term, as short-term borrowings/ deposits are repayable on demand or at short notice, hence it cannot be tied with a 25-year loan.

So if they borrow at compound interest, the compounding frequency could only be half yearly or annual compounding. Long-term borrowing can be as ‘term deposit’ or ‘debenture’ or capital from superannuation funds etc), in all these cases the returns are paid NOT daily/ weekly/ monthly/ quarterly….but half yearly or yearly. 

So kindly consider the impact of the compounding period on actual rate applied for any given interest rate quoted.

Please note, there is a very important reliable source of cash inflow for the lenders, which they are currently getting as Interest free!  This is the repayment made by all initial borrowers. The banks don’t give any interest credit on these repayments received. The weekly/ fortnightly/ monthly repayments received (from the borrowers) are NOT kept idle by lenders for nothing; these are reissued as a short-term loan at a higher interest rate, again compounded. So the efficiency of this money is worth much greater than any borrowing the lenders do or any one can imagine!! This makes it necessary to explain the multiplier effect of Dr Keynes, a great economist, to understand the efficiency of the money received as repayments!

(Annexure 7. ‘Multiplier effect’ of Dr Keynes, from a text-book titled ‘AS & A Level Economics through diagrams’ by Andrew Gillespie, cover page, pages 85 & 86.)

Multiplier effect can be explained in simple example as follows: 

Let us assume that a lender has $ 100,000 as capital and decided to lend it for 10 borrowers for 25 years each, equally. Let us assume the repayment per loan per month is $ 40. On 1 Jan 2000, he lends $ 100,000. On 1st Feb 2000, he gets $ 40* 10 = $ 400. The lender will reuse this to lend for a medium term loan for say another 10 people for 10 years each having to repay $ 4 per month. On 1st march he gets $ 400 from Long-term borrower + $ 4 * 10 = $ 40 from Medium-term borrowers, so total $ 440 from the two sets of borrowers. This would be again lent to 10 short-term borrowers for say 5 years of $ 44 each having to repay $ 1.5 per month. On 1st April 2000 the repayment received is $ 400 + $ 40 + $ 1.5*10 = $ 455. So this way, the money lent becomes a deposit back for re lending at a higher interest rate. The shorter is the term of lending the higher is the interest rate. 

So the money repaid in installments, currently, is an ‘interest free’ money for the lenders. Besides this, this repaid installment money has the efficiency to earn a higher interest rate (as this will now be used for short term loans), than the interest rate at which this was originally lent. This is something to be noted!! This is the multiplier effect of money, though Dr Keynes explanation of the theory is about the multiplier effect in relation to government spending and the impact on economy, but this theory can be applied to calculate the efficiency of the repaid installment money here.

Are the lenders borrowing at Compound interest?

At the first when started, the bank couldn’t have commenced their business ONLY by borrowing money as loans on compounding interest. There must have been, investment from risk taking shareholders. Shareholders get dividends only when there is sufficient profit. If the profits are not sufficient, the shareholders get nothing in that year. These dividends are NEVER compounded, i.e., though the dividends may be paid twice a year, this amount of dividend is NOT ADDED to the share value to calculate the dividend for the next period! So the initial investment DOES NOT carry compounding returns. The initial investment is used for lending has been obtained without compounding effect, as explained above, after all that is the primary source of funding the loans for the lenders. 

Later the banks would have collected deposits from customers under various categories of deposits. Except the Term deposit (and recurring deposit, but recurring deposit is practically non existent), other forms of deposits are short-term deposits and hence CANNOT be used for long term lending (as they are payable on demand by the depositors). On term deposits there is NO compounding interest. Monthly compounding will arise on term deposit only when the term deposit is for one month and is reinvested at the end of the month (but, in that case this money still cannot be used for long term lending, as it is a short term deposit!). 

If the depositor reinvests, then the bank accepts that as a new term deposit but the bank is aware of the compounding effect. Besides, the compounding calculation is NOT done by the depositor and definitely NOT taken out by the depositor from banks treasures, without informing the bank, unlike the banks do to their borrowers!!!

The banks (or for that matter any other business) would borrow (as Loan) for their expansion or to help financial crisis. In either case, it is the commercial choice and managerial prudence and cost Vs benefit analysis and the ‘evaluated & informed judgment’ by the management to identify the need for such borrowed financing at compound interest. But the ultimate borrower on a home loan has not even been told by the bank that they would charge ‘compound interest’ leave alone telling them they will charge that ‘monthly’.

Special features when bank borrows at compound interest:

The special features of difference between banks’ borrowing at compound interest and lending at compound interest are (a) It is bank’s choice and their informed decision that interest is compounded and the frequency of compounding, prior to borrowing (b) banks borrow to expand the profitability and viability of the business and not out of necessity. But the home loan borrowers borrowing to fulfill the basic needs of life(c) The banks claim income tax deduction for all the interest they pay on their borrowing, whereas the home loan borrower is NOT entitled to this deduction. Please note the discussion below on income tax deduction impact on compound interest. You will notice that the tax deduction helps the borrowers that borrowed loans at interest rates that ‘compound monthly’!!!

Where is the point of compounding?

In the loan agreement, ‘interest calculated on daily basis’ is NOT the cause for this. It is when the lender makes a ‘debit entry’ for the amount of interest. Once debited, the interest amount is added to the ‘balance column’ (added to principal). When the bank calculates interest for the next period on this ‘balance’, it becomes (interest on previous period interests + principal) compound interest! (When you read the loan agreement or look into bank loan statement, prior to reading this much of this document, it is NOT clear that this debit means compounding, leave alone monthly compounding). Reading the contract and looking into the banks statement before reading this document, does not give the clue that the compounding makes one to pay nearly 42% of the loan sum borrowed as interest on interest! So definite mislead!!

(Annexure 8. Excel print out showing 2 months entries in an imaginary bank loan statement and proving the compounding occur in second month interest calculation!)

The period of compounding is NOT synchronized with the frequency of repayment on any loans. For e.g. if a borrower chooses to repay monthly it doesn’t automatically mean, interest is compounding monthly. If the borrower chooses to repay fortnightly it doesn’t mean interest is compounding fortnightly. If the borrower chooses to repay weekly it doesn’t mean interest is compounding weekly. Regardless of the repayment frequency as weekly, fortnightly or monthly, the banks compound the interest monthly. So there is no question of ‘assumed/understood relationship between repayment frequency and compounding frequency’. 
When expressed as % p.a. and not specified ‘compounded’ and ‘monthly’ and when the trend of announced interest rate on a long-term loan is lower (compared to medium and short term loans) but the actual rate applied on the long-term loan is highest (compared to medium term and short term), isn’t this misleading, false and deceptive conduct???? 

Conclusion of my personal Case:

Kindly order the bank to pay my claim for the following:

Excess Interest Paid (on 3 loans) = about 56.10 % of Actual Interest paid (in each financial years ended 30 June):

Year 2001- 2002

$    1,957.91

Year 2002- 2003

$    3,268.19

Year 2003- 2004

$    3,324.63

Total Interest Paid 

$    8,550.73 

56.10% (as per excel attached) of $ 8,550.73 = $     4,797.18

Legal Cost in bringing this matter before you= $        553.60

Compensation sought for the torture, trouble and turmoil undergone in paying the above repayments promptly + the amount of time, skill level, education experience etc spent in bringing this matter clearly before you   =  $ 999,972,422.82

Total Claim



    =  $ 999,977,773.60

(Annexure 9: Calculation of difference between simple interest and compound interest for an assumed $ 100,000 loan taken for 25 years at 6% p.a., compounding monthly, over the full term loan.)

Why Exemplary Damages? And Why I request you to declare Compound interest on Home loans is unjustifiable?

· Mandatory Comparison Rate, effective 1st July 2003. In spite bringing the Uniform consumer credit code to the attention of WBC, the bank still continue to ignore the intentions of ‘Mandatory comparison rate’ (till date) NOT yet adhered to in their advertisements on internet. Continuously misleading and NOT law abiding. This applies to all lenders’ advertisement!!! 
(Annexure 6. Mandatory requirements of Uniform Consumer Credit Code regarding Comparison Rates to provide total cost of the loan as an annual percentage and internet download of the comparison rate from National Australia Bank as at 16th January 2007.)

· Secondly, the lenders do mislead deliberately. They know they are charging compound interest monthly compounded, but NOT let the borrowers to know clearly that they charge interest compounding monthly, rather they explain their terms and conditions in a way that their own staff don’t understand that they mean compounding leave alone compounding monthly. This is a false and dubious action by licensed lenders. 

(Annexure 10. Minutes of telephonic discussion with Mr Timothy Goss, manager, Westpac Banking Corporation, on 16th November 2006 proving that such level staff are not aware of interest compounding, leave alone compounding monthly and its impact. Evidence 2 copy of letter from Commonwealth Bank of Australia confirming that the industry charges compound interest rate)

· Thirdly, interest compounding monthly has been one of the single major causes that widened the gap between rich and poor with the multiplier effect of rich becoming rich and poor becoming poor.

· Fourthly, there is a possibility that an undisclosed ‘Cartel’ exists among the lenders NOT to disclose the compounding feature of the loans and NOT to charge Simple interest!!

(Annexure 11.  Page 42 from a text-book titled ‘AS & A Level Economics through diagrams’ by Andrew Gillespie, explaining the economic impact of anti competitive Cartels.)
Deliberately misleading:

Mandatory comparison rate came into effect on 1st July 2003 with the primary aim that the borrower must know the ‘total cost’ of borrowing including fee etc. But from attached internet downloads of licensed bank at 16th January 2007, one can notice that the advertised comparison rate is NOT taking into account the impact of compounding monthly. Is this the behavior of a licensed institution? This is a deliberate total disregard to mandatory requirements of law. This is a culpable offence in my view.

From the attached copy of letter from Managing Director of Commonwealth bank of Australia, it is clear that the banks are aware that they are charging compound interest. Yet there is no mention anywhere in their loan document and most importantly the communications with the banking staff in this regard proves that even their own staff is not aware they are charging interest compounding monthly! If banks claim that they borrow at compound interest for lending, (a) firstly we have to know the major difference between interest compounding at different frequency (b) it is their informed decision (c) it is their commercial decision (d) they have a tax deduction (e) multiplier effect of repayment received is ignored and (f) no interest given on repayment but these amounts earn further higher interest on re-lending (g) it is their lack of care or lack of skill that they borrow at compounding. But then it is their intentional disregard to the borrowers that they disregard the disclosure of this fact in clearly understandable terms!!.

Rich becoming Richer and Poor becoming Poorer:

(a) 
A Social Injustice:

All loans can be grouped under 2 headings, as ‘tax deductible/productive loans’ and ‘non deductible/non productive loans’. Interest on Principal residence loan (home loan) is personal expense and hence the interest doesn’t qualify for income tax deduction. 

If the loan is a productive loan, a taxpayer is entitled to tax deductions of the interest expense, at a rate between 31.5%-48.5% (a tax payer with 16.5% marginal rate doesn’t get the entitlement to qualify for medium or long term loans). This makes that taxpayer’s out of pocket Interest rate as in the table below;

(TL = Term of Loan in years

AR = Actually charged rate % p.a not advertised Rate

Net Rate p.a.= the net out of pocket interest rate % p.a., after taking tax benefit into account).

TL
A R 
Net Rate p.a 



@ 48.5% tax rate
@ 43.5%
@ 31.5%
25 
10.17% 
5.23755% 
5.74605%.
6.96645%. 

10 
8.15% 

4.19725% 
4.60475%
5.58275%

5 
7.13% 

3.67195% 
4.02845%
4.88405%

A taxpayer pays 48.5% marginal rate only when the gross annual income exceeds $ 95,000. This taxpayer would be reasonably financially comfortable compared to a taxpayer paying 31.5% or less (where the gross annual income is less than $ 63,000). 

When the income is more than $ 95,000 a year, the taxpayer usually adopts legitimate tax saving methods by going for a (a) second home, for the sake of ‘negative gearing’ or (b) by starting a business or professional activity. The primary or the most important cost (next to purchase price) in home buying is the interest expense. 

For e.g. Joe may be a taxpayer paying 48.5% tax rate. He may buy a second home for investment income and claim a tax deduction for interest. Jack may be paying 31.5% or lower tax rate. Jack may be able to afford only his principal home loan for 25 years (as his income is low). Joe would be able to afford 2 homes (as his annual gross income is higher, the reason why he pays 48.5% tax rate). By the time Jack pays off his one home, Joe can pay off 2 homes! Effectively Joe will own 3 houses, by the time Jack is struggling to own his first house. 

Due to demand for 3 houses by Joe, the market price for the houses in 25 years would increase to the level that Jack’s children will realize the ‘pain’ of inflation or whatever we can call it. Effectively this will make a third consumer, Jill, who may not have had opportunity to get the first home at the time Joe and Jack bought theirs to be left out in the competition. So Jill, in due course will become poor and Jack and Joe will enjoy their game of buying homes. 

Is this not contributing to the poor becoming poor and rich becoming rich problem in our society? Why are there, the problems in relation to credit card payment defaults (already credit card incurs higher interest rate p.a. and since it gets compounded monthly, the impact forces people to their inability to pay!!)?

(b)
Economic Impact:

To start a business, capital contribution is a must. To commence a licensed bank the capital requirements are stipulated by APRA. The licensing regime for a bank has stringent regulations. There is no standard application form, to fill in to apply for a license to start a bank, till date, though Banking Act 1959 came in to effect in 1959. This may be because the application is approved with ‘no objective criteria’. It is worth noting that Immigration department and Tax department have managed to bring some standard application forms for people to provide all the details required (though these laws are considered very complicated to simplify and make it as a form, yet they made it, but APRA is not able to make application form for a bank license). The assessment by APRA for a banking license is done, after considering all aspects of the business plan and its viability demonstrated in documents, and knowledge experience and ‘character and fit and proper person’ test on its directors. There is on going monitoring of ADIs (Authorised deposit taking institutions) by APRA including banks. Not having a set standard in application procedure, can contribute to hindrance to new entry into market by other competitors!

Annexure 12. Internet download print out and communication from APRA regarding licensing requirements (capital requirements for a banking license and viable business plan, to be demonstrated to APRA prior to obtaining license)

Any business commences operation by capital investment from risk taking shareholders. Shareholders have NO right to demand dividend. Dividends are given ONLY when there is sufficient profits made. The shareholders may get dividend, once only or may be twice a year (but in either case, the dividend is NOT compounded. The dividend is paid only as some dollars and cents per share, on the number of shares owned by each shareholder (at $ 0.00 per share and not as a % on $ value of share). Even if the dividend is expressed as % of $ value of a share, this dividend is NOT ADDED to share value in calculating dividend for the second half year! Dividends NEVER compound. So the bank’s initial business must have commenced only from capital contribution. 

Later the bank gets deposits from customers under various categories of deposits. Except the Term deposit (and recurring deposit but recurring deposit is practically non existent) other forms of deposits cannot be used for long term lending (as the other deposits are repayable on demand by the depositor). On term deposits there NO compounding interest, unless the depositor chooses to reinvest, in that case the bank accepts that as a new term deposit and bank is aware of the compounding effect and definitely the depositor does NOT do the compounding calculation without informing the bank!!!

The banks (or for that matter any other business) would be borrowing (as Loan) for its financial crisis or for expansion. In this case, it is the commercial choice and managerial prudence and benefit and the evaluated informed judgment of the management to identify the need for such borrowed financing at compound interest.

The main factors of difference between the compound interest paid on borrowings by banks are (a) It is their choice and it is known to them that interest is compounded, prior to borrowing (b) It is to expand the profitability and viability of the business and not out of necessity unlike the home loan borrowers borrowing to fulfill the basic needs of life (c) The bank claims income tax deduction for all the interest they pay on their borrowing, whereas the home loan borrower is NOT entitled to this deduction.

Impact of Tax deduction on compound interest on productive loans:

If the bank is borrowing funds at interest rate that is compounding and lending to productive loan borrowers (borrowers that can claim tax deduction as much as the banks can claim tax deduction on the interest expense they incur). The borrowers, though borrow at compounding interest, their net out of pocket interest rate would be less than the interest borne by non-productive (home/car loans and personal loan) borrowers! (I have already alerted the Tax office regarding the trillions of dollars revenue loss to the country and public, over the last so many years, due to compounding interest claimed as tax deduction on all productive loans).  From Hart Vs FCT it is clear that ATO never intended to allow deductions for compound interest (at least when the compounding took place due to default by Hart in his repayments).  It is also evident that ATO has not considered the compounding interest charged by banks on all loans (as otherwise, it shouldn’t matter who charges compound interest, compound interest wouldn’t be allowed. ATO only identified that due to split loan arrangements and due to non payment of interest charged on the productive loans, there was interest on this interest and ATO didn’t want to allow deduction for this part of ‘interest on interest’ (in other words compound interest!!)) Immediately after my submission to ATO on 27th November 2006, ATO has withdrawn TD 2006/298 on 1st Dec 2006 on this matter and are still considering the other issues raised in my submission to ATO.  ‘Interest only option investment loan’ is nothing but a scheme of anti avoidance of tax, promoted by licensed lenders that attract Part IVA of ITAA 1997. 

I showed in the calculation above to prove the injustice or lack of balance in the system.

Annexure 13. Copies of letter sent to ATO regarding both the compounding interest (against the intentions of ITAA 1997) and ‘interest only option investment loan’ a typical anti tax avoidance product promoted by licensed banks that is anti Income Tax Act 1993 and ITAA 1997.)

(c) 
Concept of banking business:
Generally banks make profit due to difference between the ‘rate of interest’ on lending and  ‘rate of interest’ on deposits.  Other charges are to be levied based on services provided and used by customer and type of customers as business or non-business.  

The fundamental concept of banking is to accept deposits and to lend. The deposits and lending can be divided broadly into 

(a) Deposits: (i) Recurring Deposits (ii) Term Deposit (iii) Savings and (iv) Current Deposit/ Account 

(b) Lending: (i) Overdrafts & Commercial Bills (ii) Term Loans: Short-term and long-term; Secured and Unsecured. 

All the above may have specific names and sub class as part of ‘marketing strategy’ by each bank, but all such accounts could be categorized within the classes listed above.

The rate of interest for (b) will always be more than (a) for reasons above. Within the (a) above the rate of interest would vary for each subclass. 

Deposits:

(i)
Recurring Deposit: Interest rate on this account is very close to the rate applicable for Term Deposit. As this money deposited with the bank, will be used for long term lending benefits. The customer is not expected to withdraw both the deposit and the interest until the maturity date. So the banks add the interest to the principal sum and calculated the interest, originally end of each year, later made as calculated on 31st Dec and 30th June, later on 31st Mar, 30th June, 30th Sept and 31st Dec.  Due to this many banks were able to attract most customers with a regular minimum savings each month to yield a considerable risk free reward at the end of 5, 10 and 15 year periods. This can be used for long term lending.

(ii) Term Deposit: Interest rate on this account is very close to the rate applicable for Recurring Deposit. As this money deposited with the bank, will be used for definite term lending benefits. The customer is not expected to withdraw the deposit for a definite period of time. The definite period is usually left to the choice of the customer and the rate usually varies based on the longer the term the better the rate vice versa. So the banks, on the maturity date, pay the interest to the customer calculating simple interest with applicable rate, for the period the deposit was held. This can be used for long term lending.

(iii) Savings Account:  Interest rate on this account is usually very less compared to the rate applicable for (i) and (ii) above. As this money deposited with the bank, can be withdrawn in short notice/without notice to the bank. So banks cannot use this for either any definite term or long term lending benefits. So the banks calculate simple interest, with applicable rate, ‘based on the lowest balance held on any day in the month’. Originally the banks calculated this at the end of each year, later twice a year on 31st Dec and 30th June, later on every quarter 31st Mar, 30th June, 30th Sept and 31st Dec. This can NOT be used for long term lending.

(iv) Current Deposit/Account: Normally this is opened to enable smooth running of business, so it is specifically meant for business customers. Since the withdrawal pattern from this deposit is by cheques, the number of withdrawals and amounts can vary very widely that the banks cannot consider the balance in these accounts as amounts available for any type of lending. So no interest /very low granted or perhaps fee charged to maintain these accounts. This can NOT be used for long term lending.

Lending:

(i) Overdraft and Commercial Bills: (a) Overdrafts: Usually the interest rate is very high. Usually meant for business customers. The banks have to make the funds available as ‘ongoing’ till the period of the overdraft as the customer may withdraw as (iv) Current deposit account above. The interest on this MUST be calculated on the daily actual overdrawn balance, as the customer has ‘used’ this money. Originally the banks calculated this at the end of each year, later twice a year on 31st Dec and 30th June, later on every quarter 31st Mar, 30th June, 30th Sept and 31st Dec. 

Unless the customer authorized the bank to withdraw this interest, so calculated, from another bank account where the customer has some deposit, the banks were authorized by the customer to ‘add the interest’ to the overdraft balance.

There is some rationale to this here. The business customers use the money to make ‘profits’. The customer will be able to claim ‘tax deductions’ for such interest paid (i.e., if the customer is a Pty Ltd and paying Australian Tax, the customer gets 30% benefit on interest paid, leaving the customer to bear only 70% of actual interest paid). This form of lending is only for a short period. Most of the times such facility is granted without adequate security for the bank. 

(b) Commercial Bills: has similar characteristics and rationale with the difference of the commercial bill has definite sum overdrawn at the start of the facility, the interest prepaid in many cases, with additional security normally available.

(ii) Term loans: Short term/Long Term Secured and Unsecured: Usually on a short term, the interest rate is higher than Long term as the banks have to find borrowers more frequently than long term lending. The cost of finding the borrowers and administrative cost in setting up and maintaining such loans are costly compared to long term lending. Secured lending interest rate is normally lower than unsecured lending, due to the ‘risk’ factor. There is a definite period that the loan will not be fully repaid. Contrarily, there is a definite period that the bank is confident of generating income on these products.

Macro Analysis of compounding effect:

If the impact of compounding monthly for an individual borrower in any country increases the gap between rich and poor, one would be wondering why Australia would have ‘Current Account deficit’ in their ‘Balance of payment’ with other countries in the world. May be interest there too is compounded, with/ without disclosing!!!

Our attempt to show the business model:

In an attempt to commence simple interest concept in lending, we prepared the attached cash/ profit & loss budget. The banks can use the ‘Term deposit accounts’ or Retirement savings account (but not our lending company, unless we get license to operate as ADI) or raise the equity/debenture capital or borrow from other lenders. Using a variety of these methods of finance for our lending business plan, we have identified that we as lenders, can charge simple interest from our borrowers and still provide similar rate, if not more, as return on capital for investors, as provided by a leading bank in Australia in 2006. More interestingly, we also identified that we can borrow at compound interest and lend at simple interest, about 10% of our total lending operation and still break even on the additional business generated. So it is NOT that simple interest is NOT viable, it is that there is no one interested in caring for society?

Possible hidden Cartel:

Attached evidences of registered post I have sent, ‘person to person’ option to CEOs of 13 licensed lending bodies, 3 came back without having been delivered, 2 refused to receive the registered post (with / without knowing what is inside the letter!!!). Of the others received, a very delayed response came from 4. One responded, assuming as if I am looking for a job! 2 others responded, expressing that they may consider in their future plans, one clearly declaring that all in the industry did/ do this knowingly and no inclination to even consider the change proposed any further! 

Evidencing a possible illegal ‘Cartel’.  

The letter sent to each CEO suggesting that they can expand their market share by 90% of the mortgage industry and reap 60% + of the total aggregate profits earned by all lenders put together each year, they can increase the profitability by not having to pay trailing commission and commission on identifying a borrower etc and saving on advertisement. The letter suggested they achieve all these just by letting the customers know that they will charge only simple interest and this way the borrower would save 6 years of their 25 year loan repayments and save 42% of the total loan value. For this not one CEO came forward. Is it because all CEO’s thought that they don’t want to compete with any other banks!!!! Is it not because they have an understanding not to take away the business of others? 

Annexure 14. Copy of letters sent to CEO of Westpac Banking Corporation, National Australia Bank, Commonwealth Bank of Australia, ANZ Banking Group and other 9 major lenders, suggesting highlighting the benefits of changing to simple interest. Copy of registered mails, ‘person to person’ option, being returned by lenders refusing to receive them!
Copies of letters I have sent to ACCC, ASIC and the responses from these bodies, reluctant to take any ‘available action’ due to the ‘regulatory effect’ of such action!!! And copy of letter from Qld fraud and misconduct division, explaining ‘ a non disclosure is not an offence’!!

Annexure 15. Copy of response from Australian Securities and Investments Commission, Australian Competition and Consumer Commission, in response to my documents (28 + 44) pages.

Annexure 16. Copy of response from Fraud and Corporate Crimes Group, Qld and from Major Crime Section of South Australia Police in response to my documents (28 + 44) pages. 

If your high office believes the above false, misleading and deceptive conduct by licensed lender, in Victoria, is a culpable offence under Division 133 of Criminal Codes Act 1995 or under any other Act, kindly consider your powers in either suspending or canceling the lending operation of this bank in Victoria.

I request you to kindly consider my claim for exemplary damages with relevance to the strength of the offender (National Australia Bank), the length of time this behavior existed (over 20 years at the least) the amount of monetary benefit obtained by such behaviour (multi trillion dollars!) the size of public affected (all Victorians that took any type of loans from the offender!). 

Kindly declare that the concept of interest compounding monthly (in whatever way it could be expressed in a document) in Victoria, is unjustifiable or at the least, kindly make the disclosure of ‘compounding monthly’ as mandatory in Victoria, exactly in so many words. 

C564/2007
Hariharan Iyer Vs NAB
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