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Summary
I. This paper represents the Financial Services Consumer Panel's view

on the Treasury consultation "regulating mortgages".  The Panel is

responding separately to closely related consultations by the Treasury

(on financial promotions and the regulated activities order) and to the

FSA's consultation paper 70, on the regulatory regime for mortgages.

II. The Panel remains of the view that the Government has made a

mistake in deciding not to regulate mortgage advice.  Our research

shows that there is significant scope for consumer detriment during the

advice process.  We ask the Treasury to monitor the new regime for

problems that arise due to unregulated advice.

III. A key issue raised in the consultation paper is the boundary between

the mortgage regulation regime and the existing consumer credit

legislation.  It is clear from the consultation paper that there is the

potential for consumers to be confused as to which regime applies to

their loan, and the consequences for consumers of being under one

regime or the other.  As currently drafted there may be particular

confusions for consumers with flexible mortgages.  We ask the

Treasury to ensure that OFT and FSA co-operate with each other to

ensure that appropriate information passes between them, and that

consumers are made aware of the boundaries of each regime.

IV. The Panel has considered the proposed definition of a regulated

mortgage.  The Treasury appears to have decided to construct a

definition that is easy to use and then try to fit consumers into that

definition.  The Panel's view is that it would be more satisfactory to

decide on the type of consumers that ought to be covered by mortgage

protection and then try to construct a workable definition.  The potential

for consumer detriment from mortgages is not trivial, and this must be

born in mind when deciding on the balance between effective

regulatory coverage and the practicalities of tests.
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V. The Panel has identified a number of specific problems with the

definition as proposed, where it thinks that the definition would exclude

consumers that ought to be protected.  The Panel has also identified

some areas where in practice the tests proposed would not be entirely

straightforward to conduct, and may lead to an overly intrusive

regulatory regime.

VI. The Panel asks the Treasury to reflect on the issues it has raised with

respect to the definition of a regulated mortgage, and consider whether

there should be additional or different tests that would provide a better

regulatory regime.  In particular the Panel asks that the Treasury

considers reinforcing the definition of a regulated mortgage by

including the location of the borrower as well as the property.  The

Panel also asks the Treasury to consider including unsecured loans

linked to a flexible mortgage within the FSA mortgage regulation

regime.

VII. Whatever the Treasury's decisions in respect of the new regulatory

regime, we would expect to see them supported by a better discussion

of the issues than was contained in the consultation paper.
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Panel response to HMT consultation paper:
Regulating Mortgages

Introduction
1. This paper is the response of the Financial Services Consumer Panel (‘the

Panel’) to the HM Treasury consultation paper "Regulating Mortgages".

The Financial Services Authority (FSA) established the Panel to advise the

FSA Board on the interests and concerns of consumers and to report on

the FSA’s effectiveness in meeting its consumer protection and public

awareness statutory objectives.

2. The FSA is conducting a separate consultation on "Mortgage Regulation:

The FSA's high level approach" (CP70).  The FSA's proposals are strongly

interrelated with the proposals put forward by HM Treasury.  The Panel will

respond separately to the FSA, but will send copies of both responses to

both the FSA and to HMT.

3. HMT has published two separate consultation papers at the same time as

its consultation on mortgage regulation, which deal with some related

issues. The Panel is responding separately to HMT in respect of their third

consultation on financial promotions, and in respect of their second

consultation on regulated activities (the draft regulated activities order).

Further information about the Panel is available on page 16.

General comments
4. The Panel considers that the Government has made an error of judgement

by choosing not to regulate mortgage advice.  The Panel's view is that the

advice process is the source of many problems, particularly where

complex products are involved.  Our research shows that however good

the written information provided, verbal information has a disproportionate

influence on consumers' behaviour, and we note that there will be no

requirement for consumers to be given the best, or even suitable, advice.
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There is therefore considerable scope for consumer detriment under the

proposed regime.  The Panel requests that the Treasury monitors the new

regime to identify where problems occur due to unregulated advice, or

require the FSA to carry out the monitoring.

5. The Panel recognises that considerable effort has been put into

establishing the boundary between those mortgages and other loans that

fall within the Consumer Credit Act and those which form part of the FSA's

mortgage regulation regime.  However there is a significant risk of

confusion for consumers and a risk that the market will restructure to

operate under the least onerous regime.  We expect OFT and FSA to

liaise closely over the boundary issues and draw up appropriate systems

to ensure the relevant information is passed between them.  HMT should

ensure that OFT and FSA liaise to ensure that consumers are aware of

which regime they are protected by, and the consequences of being in one

regime or the other.  (For example the protection for consumers with

arrears will be different - courts can make a Time Order (under s129 and

s136) for a loan regulated under the Consumer Credit Act, whereas

mortgage arrears would have to use the findings in C&G versus Norgan.)

6. The remainder of this document sets out the Panel's comments on the

definition of a regulated mortgage proposed in the consultation paper, in

particular the impact on consumers of the proposed definition. The

headings and order of comments are the same form and order as used in

the consultation paper.

Which mortgages?

7. The Panel agrees that mortgage regulation should aim to protect ordinary

people taking out retail mortgages, and agrees that the definition of a

regulated mortgage should be subject to careful scrutiny and testing to

ensure that regulation will deliver this aim.  But this does beg the question

as to the meaning of "ordinary person", particularly as consumers do not

form a homogenous group.  The Panel highlights below a number of points
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where the proposed definition would not in its view protect people who

should be protected.

8. The Panel agrees that there would be problems in policing a purpose-

based test for a mortgage, and there would be a risk that unscrupulous

lenders could deny some customers the protections of mortgage

regulation through artificial constructions if a purpose-based test alone

was used.  But this risk also applies to the objective definition proposed in

the consultation document.  The Panel's view is that the primary aim of the

definition should be to give protection to those who should receive it and

then to make that definition as workable as possible - not the other way

around.  Our comments on elements of the proposed definition are set out

below.

First legal charge

9. The Panel's view is that for many consumers there will be no difference in

the potential for detriment (through mis-buying or mis-selling) between a

first charge mortgage and a second (or further) charge mortgage or loan.

The Panel sees no reason why consumers' need for "good quality, clear

and comparable information about the mortgages on offer in the market"1

is any less for second charges or higher.

10. The Panel notes that under the proposed definition there would be no

change to the protection for consumers with mortgages less than £25,000

secured by a second charge as they will continue to be covered by the

Consumer Credit Act.  The Panel is concerned that the system of dual

regulation for certain types of mortgage product may be confusing for

consumers and may make it more difficult for consumers to be aware of

and exercise their rights under the regulations.  It may be necessary for

disclosure requirements under the Consumer Credit Act to be

strengthened such that consumers are made aware that those loans are

                                                          
1 HMT consultation paper, paragraph 4
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not covered by FSA mortgage regulation, and the consequences of the

different regulatory regimes.

11. Where a consumer's second mortgage is above £25,000 there is no

substantial regulatory protection other than, for example, the Unfair Terms

in Consumer Contracts Regulations 1999, which regulates terms and

conditions.  The Panel's view is that there are likely to be some consumers

with secured loans falling into this category who would benefit from the

protection of a regulatory regime, for example consumers undertaking

renovations or extensions to their property in order to accommodate

changes in family size or structure.  The introduction of mortgage

regulation provides an ideal opportunity to extend the benefits of regulation

to that type of consumer.  The Panel notes that extending the definition of

a regulated mortgage may bring in some loans that are not "ordinary

people with retail mortgages", however it is not clear that there is always a

direct link between the amount borrowed and the mortgage expertise of

the borrower".

12. The Panel has also identified some potential artificial arrangements that

unscrupulous lenders may adopt to 'get around' this part of the definition.

Some lenders may be unwilling to grant second mortgages below £25,000

(or will show a preference for granting amounts of £25,001 or more).  It

may also be possible for some lenders to apply a nominal first charge to a

property, whilst securing the bulk of the money outstanding against a

second charge, thus bringing it outside the regulatory regime.

Loans secured on properties in the UK

13. The consultation document proposes that a regulated mortgage should

apply only to loans secured on a property in the UK.  The Panel accepts

that this is an appropriate minimum level of protection.  The Panel is

concerned, however, that there may be some consumers who would be

excluded from regulatory protection by this definition - in particular

consumers who have an income in £ sterling and therefore wish to take



Financial Services Consumer Panel               December 2000  Page 9 of 18

out a mortgage in £ sterling from a UK lender on a property located

outside the UK (for example, in the Republic of Ireland).  The Panel

suggest that HMT consider whether to supplement this test by including

mortgages on non-UK properties where the mortgage is capable of being

enforced in UK courts by the lender.  The Panel agrees that timeshare

properties should be excluded from mortgage regulation.

14. The Panel notes that a complete definition of a mortgage would also

include a statement on the location of the borrower and lender.  Whilst this

may be a superfluous requirement for the majority of mortgages secured

on properties in the UK, it may become more important to provide

consumers with the reassurance of protection when business is carried out

over the internet or other e-commerce channels.  The Panel suggests that

the definition of a regulated mortgage be amended to state that borrowers

in the UK will be covered by FSA regulation.

Loans … at least 40% residential … occupied by the borrower or their
immediate family

15. The Panel's understanding is that the concept of a 40% threshold for

classifying a property as 'residential' already exists under present building

society legislation.  The consultation document did not provide any

evidence on the success of this threshold in practice, or any indication of

the number of properties that may be affected.  If the threshold has worked

well in practice, the Panel sees no strong reason to change to a new

industry standard.  However, this is an ideal opportunity to address any

known problems associated with this standard.

16. The definition of 'immediate family' both in the consultation document and

in the consultation on the RAO is narrow and does not reflect the actual

pattern of family life in the UK today.  An improvement may be to use the

"close relatives" definition in the RAO, although this would exclude

unmarried partners and ex-spouses, which we consider to be

unacceptable and unjustified.  If the motivation for the narrow definition
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was a fear of bringing buy-to-let transactions into regulation then that

should be dealt with directly in the definition, and not through the definition

of immediate family.

Loans granted for … at least five years

17. The Panel's understanding is that the five year minimum is intended to

draw a distinction between mortgages and other consumer credit, which

will remain regulated by consumer credit legislation.  The Panel is

concerned that the five-year limit may not accurately reflect this distinction

in some cases and may have a detrimental impact on some customers.  In

particular it would discourage consumers with less than five years

remaining on their mortgage from re-mortgaging.  There may also be

some consumers who wish to take out a mortgage for less than five years

(for example consumers close to their planned retirement date) or

consumers who wish to extend their mortgage beyond its original term

who would be excluded from mortgage regulation under this proposal.

18. It may be possible to mitigate these problems through a revision to the

legal drafting - although this may only serve to make unscrupulous lenders

concoct more ingenious methods to circumvent the legislation.  In any

case we are not convinced that any length of time is an appropriate or

sufficient test of what constitutes a regulated mortgage.

19. The discussions of the proposed definition above suggest that there will

always be problems in relying solely on an objective based tests to define

a regulated mortgage as these may exclude consumers who we think

should be given the protections and benefits of mortgage regulation.  We

think that consumers will not accept that they should not benefit from

mortgage regulation simply because they do not fit into a neat and tidy and

arbitrary category.

20. Annex A of the consultation document outlines types of mortgages and

secured loans that will and will not be regulated.  The Panel considers that

this list suggests some practical difficulties with the proposed definition.
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For example how is a lender to determine whether the student child of a

borrower is to use more or less than 40% of a property?  How should a

lender treat a borrower who has not used their holiday home in the past

year (indeed how is a lender expected to know)?  How should a lender

classify, for example, a clergyman or diplomat who has taken out a

mortgage on a property with a view to renting it out to third parties in the

short term but occupying it themselves at some stage in the future?  These

issues suggest that the regulatory regime may in practice become more

intrusive than lenders (perhaps) and consumers would wish.

21. It is clear that the proposed definition of a regulated mortgage would

exclude some people who would benefit from regulation.  The Panel asks

the Treasury to reflect on the issues and problems we have raised and

consider whether some additional tests on a different basis would prove

more acceptable and equally workable, for example the inclusion of a "by

way of business" test.  Whatever the Treasury's decision, we would expect

to see it supported by a better discussion of the issues than was contained

in this paper.

Which processes?

22. The Panel notes the Treasury's policy decision to regulate mortgage

lenders only and not to regulate advice.  We have commented on the need

to regulate advice in detail in our response to the Treasury consultation on

mortgages in 19992.  We believe the Government decision on this point to

be flawed.

23. The Panel believes that if regulation was extended to advice this would

benefit consumers by having a more understandable regulatory regime,

and our research has found considerable problems with advice.  The

current proposals that require unregulated brokers to have certain

promotions approved by an authorised person who does not work for that

                                                          
2 Financial Services Consumer Panel response to HM Treasury discussion paper on

mortgage regulation, October 1999
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firm is a solution that blurs the boundaries of responsibility and may

confuse consumers.

Which firms?

24. The Panel notes that the proposal in paragraph 28 of the consultation

paper is to apply a "by way of business" test to determine whether a

mortgage lender will require authorisation.  We draw your attention to our

comments in our paragraph 21 on the definition of a regulated mortgage.

25. The Panel is concerned that paragraph 30 (of the consultation paper)

suggests that local authorities may not be exempt from regulation, but the

decision will rest with the courts.  Whilst the Panel does not think that local

authorities should be exempt, it is concerned that in the absence of clearer

guidance, this uncertainty may damp down the emerging equity release

market for long term local authority loans for long term care and house

repairs.

26. The Panel has considered the comments in paragraphs 32 to 35 relating

to foreign lenders and passported firms.  The Panel accepts that foreign

firms operating in the UK should be subject to the same regulation as

domestic firms, and that the protection given to consumers by mortgage

regulation should not depend on the domicile of the firm.  The panel is,

however, concerned that consumers may inadvertently stray beyond the

boundary of regulated firms or products, which may be a particular

problem for internet business.  The Panel asks that the definition of a

regulated mortgage be reinforced by adding a requirement that the

borrower be in the UK, thus there would be no doubt as to whether the

regulatory regime applied.

Related consumer lending

27. The Panel has noted the Treasury's proposals for fitting flexible mortgages

into the new regime.  Clearly, where one part of the flexible mortgage

consists of an unsecured loan consumers are protected from detriment of
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that part of the flexible mortgage by the Consumer Credit Act, and it does

not appear to fit the general description of "retail mortgages for ordinary

people".  Nonetheless there is a great deal of scope for consumers to be

confused as to whether, how and which parts of their flexible mortgages

might be regulated.  The Panel's view is that the regime applied to flexible

mortgages should be made clearer and simpler.

28. The Panel suggests that that unsecured loans linked to a flexible mortgage

ought to be included in the FSA mortgage regulatory regime so as to

minimise confusion for customers.  To a consumer, a flexible mortgage is

one product and should have one regulatory regime.  We see no simple

alternative.  In general, the Panel's view is that the Treasury should be

trying to design a regime that fits flexible mortgages rather than trying to fit

flexible mortgages into a regime.

29. There is a more general issue of how consumers are to be informed of the

boundaries between regulated mortgage lending, other regulated

consumer credit, and unregulated lending.  The Panel considers that there

is potential for consumer detriment if consumers are unaware of (and

unable to exercise) their rights.  This may in particular be the case when a

loan moves from one set of regulations to another or none at all.  Different

complaints and compensation arrangements will also apply depending on

the nature of the product.  The Panel suggests that Treasury requires the

FSA and OFT to inform the public of the boundaries between the various

products, and the impact and protections of each regulatory regime.

There should be a mechanism for informing borrowers if they are about to

leave or change regulatory regimes.

Loans sold or transferred to other lenders

30. The consumer panel agrees that outright sales or securitisations of

mortgage portfolios are beneficial for consumers as they provide a way for

lenders to spread risks and reduce the costs of funding, which will

ultimately benefit the consumer.  Mortgage regulation should therefore be
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constructed not to interfere with the sale or securitisation market.

However, from the perspective of consumers, what is important is the

protection from abuse that the FSA will provide - and that should not

depend on whether the original lender has or has not sold or securitised

his portfolio. The Panel is concerned that the relevant legal drafting in the

RAO may not provide adequate protection against lenders who wish to

remove their mortgage portfolio from regulation.

31. The panel is concerned that the definition of "the rights holder" in the

current draft of the RAO may be open to abuse by unscrupulous lenders.

Under Article 57, where the original lender remains in place, the exercise

of any right by him under the contract is a regulated activity.  However,

where the rights holder is someone else, the scope of the regulated

activity can be significantly narrower.  This is because of the definition of

the rights holder, which may allow the new person to limit his functions to

"most key decisions".  Someone else outside the regulatory net could then

take the rest of the key decisions and all other decisions.  It is possible that

this could include decisions on repossession, which would not be

acceptable.

32. The Panel believes that such differences in the scope of regulated

activities cannot be justified and that Treasury should consider the drafting

of the RAO in the light of these comments.

Conclusions
33. The Panel has carefully reconsidered the proposals made by the Treasury.

Our over-riding concern is that mortgage advice is not subject to

regulation, and we believe this will lead to consumer detriment.  Our

explicit requests to Treasury are summarised below:

•  HMT should monitor the new regime (or require the FSA to monitor) to

identify where problems occur due to unregulated advice. (Para 4)
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•  HMT should reflect on comments made by the Panel (in paragraphs 7

to 20) in respect of the proposed definition of a regulated mortgage and

consider if modified or additional tests would be more appropriate.

(Para 21)

•  HMT should consider reinforcing the definition of a regulated mortgage

by including the location of the borrower (as well as the property) in the

definition of a regulated mortgage.  (Para 26)

•  HMT should include unsecured loans linked to a flexible mortgage

within the FSA mortgage regulation regime.  (Para 28)

•  HMT should require FSA and the OFT to liaise closely with each other

and provide borrowers with information on the regulatory protections

under each regulatory regime.  (Para 29)

•  HMT should consider the drafting of the RAO in respect of the

definition of a "rights holder".  (Para 32)
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