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Consumer credit has been around for four thousand years and credit scoring -
the models that aid lenders’ decisions in consumer credit for nearly sixty years. So
the six years between the publication of the English and Chinese versions of this
book is relatively short given these time spans. However in that time two events
have increased the importance of credit scoring to lenders and regulators. First is
the banking regulations, outlined in Chapter 5 and known as Basel Il and Basel Ill,
which require lenders to build credit risk models for all segments of their loan book
in order to determine the amount of capital that needs to be set aside to cover credit
risk. The models in this book do this for the consumer loan segments. The second
event which is briefly mentioned in the text, but whose catastrophic effect on the
world economy was only just unfolding then, was the U.S. subprime mortgage
debacle and the subsequent global financial crisis. This showed how important
consumer credit was to the global economy since in many countries its value
exceeded that of corporate credit. It also showed that models which do not reflect
reality, either deliberately or through modelling errors, cause havoc. Thus
understanding such models and how they should be used is essential for any
financial professional or interested amateur.

The definition of a credit score in Chapter 1 and how it should be used by

lenders in their decision making remains fundamental to the area. The modelling
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techniques outlined in Chapter 1, particularly logistic regression continue to dominate
scorecard building. There is though some increasing interest in ensemble methods,
particularly random forests. Also the survival analysis approach outlined in Chapter 4
is proving useful in including economic variables into scorecards as well as dealing
with default over variable horizons but not just a fixed time horizon. These were two of
the defects of standard credit scoring models highlighted by the sub - prime
mortgage crisis.

In these six years there has been a significant expansion in the way credit is lent
to consumers and the reasons for doing this. Micro - credit is the lending of small
loans by governments and ethical organisations to impoverished borrowers to
support entrepreneurship and to alleviate poverty. So the objective is as much
improving the borrowers condition as getting a financial return on the loan. Payday
lending on the other hand involves extremely short duration loans at very high interest
rates supposedly to deal with short term cash flow problems. One of the most
significant developments though is crowd funding or peer - to - peer lending where
internet based payment platforms allow a number of lenders each to partially fund a
borrower's requirement. This means that lending is no longer the prerogative of
financial institutions but of individuals. However in all these instruments, as some
subsequent difficulties have shown, there is the need to have an accurate consumer
credit model, which is open and transparent to all the lenders. So the content of this
book is even more relevant.

| am extremely grateful to Dr. Zhiyong Li who translated this book into Chinese.
It was a wonderful gift to find someone with such expertise in consumer credit and in
English — Chinese translation to undertake this work. Let me finish by giving him a
hard task. In the six years since the original edition of the book the number of my

grandchildren has expanded from four to eight so my new dedication is the following :
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“To Margery with all my love and thanks
And to the portfolio of Abi, JJ, Tom, Olivia, Nathan, Catrin, Anna and

Megan. ”

Lyn C. Thomas
24 November 2015
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