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We are asking for comments on this Consultation Paper by 29 December 2014.

You can send them to us using the form on our website at:  
www.fca.org.uk/your-fca/documents/consultation-papers/cp14-20-response-form.

Or in writing to:

Terence Denness
Policy, Risk and Research Division
Financial Conduct Authority
25 The North Colonnade
Canary Wharf
London E14 5HS

Telephone: 	 020 7066 6228
Email:	 cp14-20@fca.org.uk

We make all responses to formal consultation available for public inspection unless the respondent 
requests otherwise. We will not regard a standard confidentiality statement in an email message as a 
request for non-disclosure.

Despite this, we may be asked to disclose a confidential response under the Freedom of Information 
Act 2000. We may consult you if we receive such a request. Any decision we make not to disclose the 
response is reviewable by the Information Commissioner and the Information Rights Tribunal.

You can download this Consultation Paper from our website: www.fca.org.uk. Or contact our order line 
for paper copies: 0845 608 2372.

http://www.fca.org.uk/your-fca/documents/consultation-papers/cp14-20-response-form
mailto:cp14-20@fca.org.uk
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Abbreviations used in this paper

“MCD” or  
“the Directive” 
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ADR Alternative Dispute Resolution 

AML Anti-Money Laundering

APRC Annual Percentage Rate of Charge
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CBA Cost-benefit analysis

CCA Consumer Credit Act 1974

CF Controlled Function

CML Council of Mortgage Lenders

CONC Consumer Credit Sourcebook

CP Consultation Paper

DSR Debt Service Ratio

DISP Dispute Resolution: Complaints 

EIA Equality Impact Assessment

EBA European Banking Authority 

ERC Early Repayment Charge

ESIS European Standardised Information Sheet

FCA Financial Conduct Authority

FLA Finance and Leasing Association 

FOS Financial Ombudsman Service

FPC Financial Policy Committee 
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FSB Financial Stability Board

FSCS Financial Service Compensation Scheme

FSMA Financial Services and Markets Act 2000

HNW High-Net Worth

KFI Key Facts Illustration

LTI Loan-to-income ratio

LTV Loan-to-value ratio

MAS Money Advice Service

MCOB Mortgages and Home Finance: Conduct of Business Sourcebook

MIPRU
Prudential sourcebook for Mortgage and Home Finance Firms and Insurance 
Intermediaries

MLAR Mortgage Lenders and Administrators Return

MMR Mortgage Market Review

OFT Office of Fair Trading

PERG Perimeter Guidance Manual

PII Professional Indemnity Insurance

PRA Prudential Regulation Authority

PSD Product Sales Data

RAO Regulated Activities Order

RMAR Retail Mediation Activities Return

RTS Regulatory Technical Standard

SRB Sale and Rent Back

SUP Supervision Handbook

SVR Standard Variable Rate

SYSC Senior Management Arrangements, Systems and Controls

TC Training and Competence Sourcebook

URS Underwriting Risk Score
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Implementation of the Mortgage Credit Directive and the new regime for second charge mortgages

1.	 	
Overview

Introduction

1.1	 This consultation paper sets out our proposed approach to implementing the Mortgage Credit 
Directive (MCD).1 

1.2	 The MCD applies equally to first and second charge mortgages and the UK government has 
decided that second charge mortgage regulation should move from our consumer credit 
regime into our mortgage regime as part of the Directive implementation. 

1.3	 In this paper we set out our proposals for the new second charge lending regime alongside our 
plans for MCD implementation.

Who does this consultation affect?

1.4	 This consultation will interest lenders, administrators, intermediaries, and consumers in both 
the first and second charge mortgage markets and bodies representing these groups, including 
firms dealing with niche mortgage products such as bridging finance or lifetime mortgages. 

Is this of interest to consumers?

1.5	 These proposals will interest first charge mortgage consumers, as the Directive introduces 
additional protections beyond our existing requirements. 

1.6	 Our proposals are likely to be of greater interest to second charge mortgage consumers. We 
propose to introduce conduct requirements for second charge firms that are broadly consistent 
with our existing first charge mortgage rules, which will provide a more appropriate degree of 
consumer protection. 

Context and summary of proposals

Implementing the MCD
1.7	 The MCD introduces a European framework of conduct rules for firms selling both first and 

second charge mortgages. In many ways the MCD is designed to achieve similar consumer 
protection objectives as our existing mortgage rules. This alignment reflects our active 

1	 Directive 2014/17/EU on credit agreements for consumers relating to residential immovable property
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involvement in the MCD negotiations and the fact that our recent approach to domestic 
mortgage policy was developed to maximise compatibility with the expected MCD text.

1.8	 In view of the overlap between the MCD and our existing mortgage regime, we propose that 
wherever possible we should implement the MCD using provisions in our existing rules. Where 
this is not possible, we propose to copy out the Directive. This approach is designed to cause 
the least possible disruption to the market. 

1.9	 Before consulting formally, we discussed our implementation approach with the industry, 
consumer representatives and the independent FCA statutory panels representing the interests 
of firms and consumers. We have benefited greatly from the views of two industry workings 
groups.2 These discussions revealed a strong preference for the approach outlined in this paper.

1.10	 Our implementation proposals are outlined in detail in Chapter 2, which provides an overview 
of the areas in which our existing rules will change. This will interest firms dealing with first 
charge mortgages, who are already subject to our mortgage regime. It will also be relevant to 
firms dealing with second charge mortgages, who will be subject to our mortgage regime for 
the first time. 

1.11	 For completeness, Annex 3 lists the areas where we have not made changes to our rules 
because we believe they already meet the MCD requirements.

Second charge mortgages
1.12	 Second charge mortgages are currently regulated as consumer credit. Following the government 

decision to move the regulation of second charge mortgages into our first charge mortgage 
regime when the UK implements the MCD, we are consulting on the rules that we propose 
to apply. As well as implementing the MCD for second charge firms, we propose to apply 
some additional protections from our first charge mortgage regime, which we believe are 
appropriate to protect consumers in the second charge market. 

1.13	 We recognise that second charge mortgages are beneficial to some consumers. However, 
we are aware of various poor practices that have put consumers at risk, such as poor sales 
practices, affordability assessments and the treatment of customers in payment difficulties. 
Our analysis indicates that consumers are subject to similar, and in some areas heightened, risks 
compared to those in the first charge market, particularly given the predominance of second 
charge mortgages taken to consolidate debt. The degree of risk is illustrated by arrears rates 
for second charge mortgages, which are significantly higher than for first charge mortgages. 
Given the risk of consumer harm, we want to embed good practice and ensure that past poor 
practice cannot re-emerge. 

1.14	 Our proposals for second charge lending can be found in Chapter 3, and our proposed approach 
to the authorisation of second charge lenders and intermediaries can be found in Chapter 6. 

Additional MCOB changes 
1.15	 This consultation also covers a number of areas where we propose to strengthen consumer 

protection and ensure consistent practice across both first and second charge lending. This 
includes proposals on disclosure of alternative finance options, provisions on the fair treatment 
of customers with payment shortfalls and rules on information sharing between charge holders. 
These changes to MCOB are outlined in Chapter 5.

2	 The following firms were members of one or both of these working groups: Lloyds Banking Group, HSBC, GE Money Home 
Lending, Coventry Building Society, Newbury Building Society, Principality Building Society, Freedom Finance, V Loans, London & 
Country Mortgages, Nemo Loans, Central Trust, Shawbrook, Paragon Group, Exact, Prestige Finance, L&G, Norton Finance and 
Virgin Money
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Timetable of changes
1.16	 A summary of the key milestones for firms is set out below. Further details of the transitional 

arrangements under the MCD are explained later in this CP (see paragraph 2.54). 

Further detail on transposition 
1.17	 The Treasury has recently published a consultation3 that sets out details of the legislative 

changes necessary to implement the Directive and move second charge mortgages from the 
interim consumer credit regime into our mortgage regime, including existing second charge 
mortgages.

1.18	 Where the MCD introduces a new prudential duty, the Prudential Regulation Authority (PRA) 
will impose the requirements on the firms that they prudentially regulate. The PRA will be 
consulting on changes to their rules separately.

3	 Treasury consultation ‘Implementation of the EU mortgage credit directive’ (September 2014).
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Consultation scope and compatibility with FCA objectives
1.19	 This consultation does not address any matters relating to activity that is defined in the Treasury’s 

consultation paper as ‘consumer buy-to-let’. We will consult as appropriate on any changes to 
our regulatory framework which might be required for us to supervise this type of activity. 

1.20	 This consultation also does not consider the regulatory fees that second charge firms will pay 
to us. We will be consulting on our proposed approach to fees for second charge firms as part 
of our annual consultation on fees in October.

1.21	 We are not using this consultation to set out how we might apply relevant minimum knowledge 
and competency requirements to firms passporting into the UK. Any proposals on this topic will 
be subject to later consultation.

1.22	 The transfer of second charge mortgage activity from our consumer credit regime to the 
mortgage regime will mean that we need to make some changes to the Consumer Credit 
Sourcebook (CONC) to reflect this. These changes are not considered in this consultation paper.  
We will consult on these changes in a separate consumer credit consultation paper planned  
for December. 

1.23	 The MCD contains complaints handling requirements for firms and requires cooperation 
between Alternative Dispute Resolution (ADR) entities where there is a cross-border complaint. 
We plan to consult on changes to our dispute resolution rules to implement MCD and the ADR 
Directive in the autumn.4

1.24	 For a full breakdown of how all our proposals support our objectives please see the compatibility 
statement in Annex 2.

Equality and diversity considerations
1.25	 We have conducted an assessment of the likely equality and diversity impacts of the proposals 

and we do not think they give rise to any concerns. We would welcome comments from any 
interested parties. 

Next steps

What do you need to do next? 
1.26	 We want to know what you think about the proposals in this paper. Please respond to our 

questions by 29 December. You can find a consolidated list of questions in Annex 4. 

How?
1.27	 Please respond to this consultation by using the online response form on our website or write 

to us at the address on page 2. 

What will we do? 
1.28	 These proposals are driven by our need to implement the MCD by 21 March 2016. To give 

firms sufficient time to prepare for implementation, we will consider your feedback and aim to 
publish our rules in a policy statement by the end of Q1 2015.

4	 European Directive on Alternative Dispute Resolution (ADR) (2013/11/EU)
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2.	 	
Mortgage Credit Directive

Introduction

2.1	 This chapter sets out our approach to implementing the Mortgage Credit Directive (MCD). The 
MCD covers both first and second charge loans, so this chapter describes our policy approach to 
both markets. Chapter 3 describes our detailed proposals for regulating second charge mortgages.

Background 
2.2	 The MCD introduces a framework of conduct rules for mortgage firms. We already have 

mortgage rules and guidance in place in many of the areas covered by the MCD. Figure 1 
summarises the key regulatory standards introduced by the MCD. The shading shows how many 
of the MCD requirements are on issues already covered by our national regulation. This means 
that there are several aspects of the MCD where we propose making no changes to existing 
regulation. Annex 3 summarises these. For several other parts of the MCD we are able to satisfy 
the directive by only making some minor tweaks to our rules rather than wholesale changes.

Scope 
2.3	 Exemptions in the MCD mean we can avoid imposing new rules on certain types of lending, 

such as:

•	 Lifetime mortgages – the distinctly different nature of lifetime mortgages, for example, 
with interest typically rolling up, is recognised by such loans being exempted from the MCD. 
We think it appropriate to apply this exemption, but to do so we need to amend the current 
Handbook definition of a lifetime mortgage as it differs slightly from the approach in the 
MCD (see the draft Glossary definition in Appendix 1). In particular this new definition 
removes any link with the age of the target market for the product. The MCD definition also 
puts beyond doubt that equity release loans requiring regular repayments of capital are not 
lifetime mortgages. This has implications for new so-called ‘hybrid mortgages’. We have 
been discussing these products with the Equity Release Council and will provide an update 
on our thinking in the feedback statement.

•	 Bridging loans – the specific issues raised by short term lending are reflected in there 
being an MCD exemption for bridging loans. We can make use of this exemption to carry 
on applying more tailored requirements for such lending. However, the MCD exemption is 
narrower than our existing Handbook definition of bridging loans and so there will be some 
bridging loans where we will need to apply the MCD obligations. 

•	 Credit union mortgages – an MCD exemption for credit unions allows us to avoid 
imposing new requirements, but credit unions will still have to meet our existing rules. 

•	 Overdrafts lasting less than one month – while there are likely to be very few loans of 
this kind it might be a useful exemption for some specialist lending, such as for secured 
overdrafts for high net worth consumers. 
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•	 Business lending – while we are not proposing regulatory change it is worth emphasising 
that the MCD largely excludes business borrowing (as do our existing rules).

Figure 1 –  Key MCD interventions and a comparison with our existing  
mortgage rules
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2.4	 Where the MCD does not apply, we still want to allow firms to adopt the MCD standards 
voluntarily. There is just one area where we have decided not to allow this. A firm selling 
lifetime mortgages will not be able to choose to use the MCD disclosure document (the 
European Standardised Information Sheet – or ESIS) rather than a lifetime mortgage Key Facts 
Illustration (KFI). We consider a disclosure document designed with lifetime mortgages in mind 
better serves consumers. 

Product disclosure and the Annual Percentage Rate of Charge (APRC)

2.5	 The MCD largely establishes minimum standards for mortgage sales. However, in two areas 
(product disclosure and the APRC) maximum harmonising standards are set. On these two 
topics we need to replicate the MCD requirements.

Product disclosure content and ‘topping up’ the KFI
2.6	 The ESIS is a prescribed and standardised product disclosure document designed to help 

consumers shop around. The MCD allows Member States until 21 March 2019 to make the 
transfer to the ESIS where there is an equivalent national disclosure regime already in place.

2.7	 To take advantage of the transitional provision, our existing national disclosure document – the 
Key Facts Illustration (KFI) – needs to provide equivalent information. There is a high degree of 
equivalence between the KFI and the ESIS; however, to ensure the same content is addressed, 
we believe it will be necessary for firms who intend to keep using the KFI for the transitional 
period, to make three extra disclosures. These ‘top-up’ disclosures cover:

•	 information on the new seven day right of reflection period the MCD introduces (see 
paragraph 2.19)

•	 where applicable, extra information for foreign currency loans, including an illustration of 
the impact of a 20% change in the exchange rate and new rights introduced for foreign 
currency borrowers because of the MCD (see paragraph 2.47) 

•	 information for consumers on the potential impact of interest rate changes, describing both 
the APRC and monthly payments should interest rates rise to the highest level seen in the 
past 20 years

2.8	 This ‘top-up’ information (see MCOB TP 31) should be provided with the KFI, but to reduce the 
cost for firms and consumers we propose that it need not to be part of that document. Our 
approach to this ‘top-up’ information is to express it in similar terms to the ESIS requirements 
because eventually that is the form of disclosure all firms will need to provide. However, it might 
be that respondents can see alternative means of achieving the same objective of the disclosure 
being equivalent to the specific ESIS requirement. 

2.9	 The ESIS transitional is not open to second charge firms as there is currently no equivalent 
national disclosure regime in place. For this lending, there is no alternative to meeting the ESIS 
requirement from 21 March 2016.

Q1:	 Do you agree with our proposed approach to 
implementing the transitional arrangements by  
requiring ‘top-up’ disclosure?
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Q2:	 What, if any, might be the alternative approaches that 
would allow us to meet our legal obligations when 
implementing the transitional?

2.10	 We have drawn up several example ESIS documents. These show how a firm could illustrate 
common loan types and features. However, each firm will need to satisfy itself that their ESIS 
meets the new requirements. The example documents are in Appendix 2.

2.11	 There is no freedom to amend the form or content of the ESIS; however, there is some scope for 
us to provide further guidance on the instructions that go with the template. From discussions 
with firms and sourcing systems providers we have identified a few areas where we believe this 
would be helpful. These additions should help firms understand the new disclosure obligations. 
For example, we have provided guidance to clarify how to use the ESIS to illustrate multi-part 
mortgages. The ESIS instructions on which we are consulting are a direct ‘copy out’ from the 
Directive. We would welcome views on whether it would be useful to present these instructions 
in standard Handbook format, cross-referencing to defined terms.       

Q3:	 What difficulties, if any, can you see with using the ESIS 
instructions and template (see MCOB 5A Annex 1R and 
2R) to prepare pre-sale mortgage illustrations?

Q4:	 Do you have views on whether the ESIS instructions 
should be drafted in standard Handbook format? 

2.12	 The MCD requirements on the accuracy of cost information are less prescriptive than our 
current standards. This provides an opportunity for some simplification, replacing the current 
detailed tolerances allowed for different types of firms. Our proposed approach is instead 
aligned with PRIN 7 and the MCD obligation for all advertising and marketing to be fair, clear 
and not misleading. 

Timing of the disclosure
2.13	 The MCD requires firms to give out the ESIS in good time before the consumer can accept any 

offer. The default position is that the ESIS is given alongside the binding offer made by the 
lender. However, there is flexibility in the directive allowing us to require the ESIS to be given 
earlier. We propose to take advantage of this and to keep the same timing triggers as for the 
delivery of the KFI, for example, when advice is given or the consumer has provided details of 
a product they would like to proceed with on an execution-only basis. 

2.14	 We believe this increases the usefulness of the disclosure as a shopping around tool. However, 
because of the way the MCD is drafted adopting this approach means we will only be able to 
require the product disclosure to be re-stated at offer stage where there has been a change 
in the deal. We understand from discussion with industry stakeholders that firms are likely to 
continue to provide a product disclosure document as part of every offer, even if this won’t 
always be a regulatory requirement.

Conditional and binding offers
2.15	 The MCD requires lenders to make a binding offer, whereas in the UK market it is common 

practice for lenders to first make conditional offers that are then subject to varying degrees of 
due diligence. These conditional offers can be useful for consumers. They show a willingness in 
principle to lend (which can be helpful, for example when making an offer to buy a property). 

2.16	 Under our existing rules mortgage firms can provide conditional offers, which the lender clearly 
presents as being subject to further checks. The MCD does not prevent such offers. However, 
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the directive is clear that the consumer must ultimately receive an offer that does not contain 
such conditions. This may well be a new step for firms.

2.17	 Our discussions with stakeholders have identified a means of transposing the MCD requirements 
while minimising complications to the existing sales approach or introducing significant new cost 
and delay.  Figure 2 shows how we intend to approach the requirement. As now, firms will be able 
to make a conditional offer and then carry out the further actions they need to satisfy themselves 
that they are willing to lend on the terms indicated. At a point when they have completed their 
due diligence, there will have to be a new step. The firm will need to make its offer binding. Our 
draft rules allow the firm to make this binding offer in a new document, or simply confirm the 
details already given in a conditional offer. We propose leaving it to firms to establish the precise 
trigger for their making this binding offer, it could, for example be when obtaining references and 
a satisfactory survey, equally it could be when receiving the certificate of title from the solicitor.

Figure 2 – the proposed post-MCD sales process
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require a compulsory pre-sale seven day period of reflection as this will be much less disruptive 
for property sales. In line with the directive, our draft rules also set out that the consumer can 
accept the offer at any point during this reflection period. 

2.20	 When giving out the binding offer, the MCD requires that consumers should also receive a draft 
of the credit agreement. Many firms combine the offer and the credit agreement, so complying 
with this obligation should be straightforward.

2.21	 The MCD does not go into detail on the form of notice the lender has to provide for the 
reflection period, or how the consumer must exercise their option to end the period early. 
Rather than being prescriptive, we propose not to add to the MCD in this area. Instead firms 
need to ensure that they can evidence how they told consumers about the reflection period 
and record those instances where the consumer chooses to waive the reflection period. 

Q6:	 Do you agree that the MCD consideration period is 
better enacted as a pre-sale reflection period, rather 
than a post-sale cooling-off period?

Annual percentage rate of charge (APRC)
2.22	 Our existing mortgage rules standardise the way in which firms calculate the annual percentage 

rate of charge. For loans covered by the MCD, these rules will need to reflect the method now 
set down in the directive. Although expressed differently from the formula in MCOB 10, the 
approach to calculating the APRC is very closely aligned with our existing rules. It also closely 
follows the approach of the Consumer Credit Directive as transposed in our Consumer Credit 
sourcebook (CONC). There are some minor differences in the assumptions used, to address 
the different features of borrowing such as secured overdrafts and shared equity agreements.  

2.23	 We propose to copy out the MCD approach to the APRC in full as new MCOB 10A. This means 
MCOB will contain two different sections on the calculation of the APRC, with firms needing 
to identify which approach to follow.

Q7:	 Would it simplify matters, for example in terms of the 
compliance obligations for firms, to apply the MCD 
approach to the APRC calculation to all lending rather 
than just that covered by the directive?

2.24	 A more significant difference is that the MCD introduces a need for a second APRC where 
borrowing is on a variable rate. This second APRC forms part of the ESIS, and is part of the 
proposed ‘top-up’ where a firm is still using a KFI (see para 2.7). Where the variable interest rate 
tracks an external reference rate (such as the Bank of England base rate – often abbreviated to 
BBR) the second APRC has to use a 20-year high of that reference rate. 

2.25	 In other circumstances, the MCD requires us to set a benchmark rate for any firm to use for 
their second APRC. We propose that this benchmark should be the difference between the 
current BBR and the highest level of BBR over the past 20 years, with this being added to 
the reversionary interest rate for the mortgage in order to calculate the second APRC. So, for 
example, for its second APRC a firm with a current reversionary rate of 5% would currently 
need to add a further 7% to the applicable interest rate (7% being the difference between 
current BBR of 0.5% and the 7.5% level of BBR that applied for some time in 1998).

Q8:	 Do you agree with our proposed approach to specifying 
a benchmark that firms may need to use when 
calculating a second APRC?
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2.26	 The European Commission is developing a calculator tool to help firms meet the new obligations. 
This will give further information on the detailed approach, and allow firms to sense check the 
approach they are adopting. However, the forthcoming availability of a calculator will not mean 
changes to the MCD content so firms can begin preparing for the APRC requirements now.

Other presale disclosure obligations 

Financial promotions 
2.27	 The MCD provisions are similar to our existing advertising rules. The key aim is that any 

advertising must be fair, clear and not misleading. The MCD also introduces a requirement for 
firms to provide a full representative example of the mortgage costs if advertising mentions an 
interest rate or anything to do with the cost of the loan (such as the monthly amount).

2.28	 The implementation of the MCD also gives us the opportunity to review and simplify our 
advertising rules, not just for mortgages, but also for home reversions and home purchase plans. 
We propose a number of changes that should allow firms to be more flexible and innovative 
while continuing to ensure a high standard of consumer protection. This includes removing the 
requirement for a generic risk statement, or for the APRC to be shown in adverts targeting 
those with restricted access to credit. We believe this is appropriate for mortgages because of 
the relatively limited role advertising plays in the purchasing decision. This is very different from 
the role of advertising for some other financial services, including unsecured credit. 

2.29	 We propose to bring together the requirements on communications and financial promotions, 
in line with changes made to our rules on other products. These will now form part of the 
proposed MCOB 3A. These draft rules also significantly simplify the surrounding obligations on 
systems and controls. We believe we can do this because the current requirements in MCOB 
3 largely repeat material found elsewhere in the Handbook and because of similar changes 
already made to the advertising rules for other products.

2.30	 The replacement of MCOB 3 with MCOB 3A, and the deletion of MCOB 2.2, will mean minor 
consequential changes such as updating cross referencing to those provisions in the rest of 
MCOB and the Handbook. This will be carried out separately and we do not propose to consult 
further on this.

2.31	 Advertisers will, of course, still need to ensure their promotions are fair, clear and not misleading; 
and also that their promotions balance the presentation of risks.

2.32	 We do not propose to make the same changes for the sale and rent back market. We have 
only recently developed our financial promotion controls in this area and we believe that they 
remain relevant to the particular risks and features of this market.

Q9:	 Do you agree with our proposed approach to transposing 
the MCD requirements on financial promotions and the 
wider simplification of our rules in this area?

Adequate explanations 
2.33	 The directive requires lenders and intermediaries to provide an adequate explanation of the 

disclosures made by the firm, the essential features of the product, any ancillary products and 
the impact on the consumer.
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2.34	 For firms conducting advised sales, the MCD requirements should not require major changes 
to existing processes. However, the impact is likely to be greater for execution-only sales. The 
MCD recognises that the manner and the extent of the explanation can vary depending on the 
circumstances of the sale. It might mean, for example, firms designing their online sales channel 
so it includes a ‘walk through’ guide to any ESIS they give out.

Q10:	 What challenges do you see in providing consumers  
with an adequate explanation, for example in an 
execution-only sale? 

General information
2.35	 We propose to copy out MCD requirements for firms to make available general information 

about mortgages, e.g. how they work and the costs and the choices involved in borrowing. 

2.36	 The information can be on paper, another durable medium, or in electronic form, so firms 
might choose to provide this information on a website.

Intermediary service disclosure 
2.37	 The MCD requires intermediaries to provide information on their services in good time before 

providing the service. Implementation of these requirements will result in some minor changes 
to the content of the key disclosures. In particular, where an intermediary has ties to either one 
or a group of lenders they will now need to name these lenders. Firms paid by commission 
must tell consumers that they have the right to ask for information on the commissions paid 
by different lenders, and ensure that they have access to relevant market data to allow them to 
respond to such a request. The MCD will also mean firms having to consider the wider market 
to which the MCD applies when describing the limitations on their product range.

2.38	 Many of these new intermediary disclosures must be in writing or made using a durable 
medium. This will pose particular challenges for telephone sales and online channels. However, 
many firms who use these channels have already developed means for providing information in 
writing as the sale progresses. For example, they might ask the consumer for an email address 
and send them relevant details as the telephone sale continues. It would be possible to use a 
similar approach to satisfy the new MCD requirements. We do not intend to change the current 
approach of requiring oral disclosure of the key messages where there is spoken interaction. 

Conduct requirements expanded by the MCD

Knowledge and competency 
2.39	 The MCD sets minimum standards of professionalism for mortgage lenders and intermediaries, 

those involved in the manufacture of mortgages and those involved in granting loans. The 
Directive lists nine areas of appropriate knowledge (including the loan products offered, the 
property sales process, valuations, ethics and assessing affordability).

2.40	 Our existing mortgage rules require all sellers to have a level 3 qualification. We consider that 
those with the existing qualification will meet the MCD standard. 

2.41	 However, for those involved in the manufacture of mortgages or granting credit, our existing 
high-level competency requirements in the Training and Competence (TC) Sourcebook will 
not meet the MCD standard. We propose to add the MCD requirements into TC (see TC 2.1). 
Those involved in the manufacture of mortgages or granting credit will not be required to get a 
specific qualification, although they might choose to obtain a similar qualification to mortgage 
sellers. 
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2.42	 The MCD recognises that roles in mortgage firms vary and not all require the same types of 
knowledge. Our proposed rules allow each lender to consider the role each individual performs 
and determine which areas of knowledge are required. Figures 3 and 4 provide an illustrative 
outline of how a firm might go about this. The MCD allows an extra year (until 21 March 2017) 
for individuals to reach the required standards and our rules reflect this.

Figure 3 – an approach to knowledge and competency for individuals with a role in 
the manufacture of mortgages

Day to day  
responsibility

Product teams 
Sales 

Finance/pricing teams

Knowledge and competency  
(KC) requirements *

a) �Appropriate knowledge of 
credit product (as captured 
by the MCD) and any 
ancillary services offered 
with them 
KC policy requires a 
detaild knowledge of 
the products offered by 
the firm and the overall 
lending strategy

b) �Appropriate knowledge 
of the laws related to the 
credit agreements for 
consumers (in particular 
consumer protection) 
KC policy requires an 
awareness of the firm’s 
lending policy and FCA 
MCOB rules

f) �Appropriate knowledge of  
the market 
KC policy requires ability 
to demonstrate ability 
to design products that 

a) �Appropriate knowledge of 
credit products (as captured 
by the MCD) and any 
ancillary services offered 
with them 
KC policy requires a 
detailed knowledge of 
the products offered by 
the firm and the overall 
lending strategy

b) �Appropriate knowledge 
of the laws related to the 
credit agreements for 
consumers (in particular 
consumer protection) 
KC policy requires an 
awareness of the firm’s 
lending policy and FCA 
MCOB rules

f) �Appropriate knowledge of  
the market 
KC policy requires ability 
to demonstrate capability 
to design products that 
meet the needs of the 
firm’s consumers

Provide support to 
product design

Credit Risk
Legal

Compliance
Operations (underwriting)

Knowledge and competency 
(KC) requirements *

a) �Appropriate knowledge of 
credit product (as captured 
by the MCD) and any 
ancillary services offered 
with them 
KC policy requires a 
detaild knowledge of 
the products offered by 
the firm and the overall 
lending strategy

b) �Appropriate knowledge 
of the laws related to the 
credit agreements for 
consumers (in particular 
consumer protection) 
KC policy requires an 
awareness of the firm’s 
lending policy and FCA 
MCOB rules

f) �Appropriate knowledge of  
the market 
KC policy requires ability 
to demonstrate ability 
to design products that 

a) �Appropriate knowledge of 
credit products (as captured 
by the MCD) and any 
ancillary services offered 
with them 
KC policy requires an 
understanding of the 
products offered by the 
firm and the overall 
lending strategy 

b) �Appropriate knowledge 
of the laws related to the 
credit agreements for 
consumers (in particular 
consumer protection) 
KC policy requires a 
detailed understanding of 
the firm’s lending policy 
and FCA MCOB rules

g) �Appropriate knowledge of  
business ethics standards

Responsible for approving 
product design

Product Governance Committee
Senior Managers

Executive Committees
Board

Knowledge and competency 
(KC) requirements *

a) �Appropriate knowledge of 
credit product (as captured 
by the MCD) and any 
ancillary services offered 
with them 
KC policy requires a 
detaild knowledge of 
the products offered by 
the firm and the overall 
lending strategy

b) �Appropriate knowledge 
of the laws related to the 
credit agreements for 
consumers (in particular 
consumer protection) 
KC policy requires an 
awareness of the firm’s 
lending policy and FCA 
MCOB rules

f) �Appropriate knowledge of  
the market 
KC policy requires ability 
to demonstrate ability 
to design products that 

a) �Appropriate knowledge of 
credit products (as captured 
by the MCD) and any 
ancillary services offered 
with them 
KC policy requires an 
understanding of the 
products offered by the 
firm and the overall 
lending strategy

f) �Appropriate knowledge of 
the market 
KC policy requires a 
detailed knowledge of  
the market in which the 
firm operates

g) �Appropriate knowledge of  
business ehtics standard 

*�For illustration purposes only – Intended to be an indication of what a firm might apply to 
demonstrate how the approach is tailored; it is not intended to reflect a FCA recommended approach
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Figure 4 – an approach to knowledge and competency for individuals with a role in 
granting mortgages  

Referral mandates  
(outside of day to day decisions)

Individuals outside of underwriting department 
(eg credit risk)

Senior Managers/Directors outside of 
underwriting department
Board level Directors/CEO

Executive Committees
Boards

Knowledge and competency  
(KC) requirements *

a) �Appropriate knowledge of credit products 
(as captured by the MCD) and any ancillary 
services offered with them 
KC policy requires detailed knowledge  
of the products offered by the firm 

b) �Appropriate knowledge of the laws related 
to the credit agreements for consumers (in 
particular consumer protection) 
KC policy requires general understanding 
of lending policy and the FCA Principles  
for Business

g) �Appropriate knowledge of business ethics 
standards

*�For illustration purposes only – Intended to be an indication of what a firm might apply to 
demonstrate how the approach is tailored; it is not intended to reflect a FCA recommended approach

Day to day 
underwriting role

Underwriters
Line managers

Head of Underwriting Department
Other Senior Managers/Directors responsible  

for underwriting 

Underwriters
Line managers

Head of Underwriting Department
Other Senior Managers/Directors responsible  

for underwriting 

Underwriters
Line managers

Head of Underwriting Department
Other Senior Managers/Directors responsible  

for underwriting 

Knowledge and competency  
requirements *

Knowledge and competency  
requirements *

Knowledge and competency  
(KC) requirements *

b) �Appropriate knowledge of the laws related 
to the credit agreements for consumers (in 
particular consumer protection) 
KC policy requires detailed knowledge of 
the lending policy and MCOB rules

c) �Appropriate knowledge and understanding 
of the property purchasing process 
KC policy requires a general 
understanding of the process

d) �Appropriate knowledge of security valuation 
KC policy requires detailed knowledge 
and ability to assess the adequacy of  
the security

d) �Appropriate knowledge of the consumers 
credit worthiness assessment process, or 
where applicable, competence in assessing 
the consumers creditworthiness 
KC policy requires in depth 
understanding of the lending policy 
in relation to creditworthiness 
and requirement for individual to 
demonstrate ability to apply the policy 
in practice

b) �Appropriate knowledge of the laws related 
to the credit agreements for consumers (in 
particular consumer protection) 
KC policy requires detailed knowledge of 
the lending policy and MCOB rules

c) �Appropriate knowledge and understanding 
of the property purchasing process 
KC policy requires a general 
understanding of the process

d) �Appropriate knowledge of security valuation 
KC policy requires detailed knowledge 
and ability to assess the adequacy of  
the security

d) �Appropriate knowledge of the consumers 
credit worthiness assessment process, or 
where applicable, competence in assessing 
the consumers creditworthiness 
KC policy requires in depth 
understanding of the lending policy 
in relation to creditworthiness 
and requirement for individual to 
demonstrate ability to apply the policy 
in practice

b) �Appropriate knowledge of the laws related 
to the credit agreements for consumers (in 
particular consumer protection) 
KC policy requires detailed knowledge of 
the lending policy and MCOB rules

c) �Appropriate knowledge and understanding 
of the property purchasing process 
KC policy requires a general 
understanding of the process

d) �Appropriate knowledge of security valuation 
KC policy requires detailed knowledge 
and ability to assess the adequacy of  
the security

d) �Appropriate knowledge of the consumers 
creditworthiness assessment process, or 
where applicable, competence in assessing 
the consumers creditworthiness 
KC policy requires in depth 
understanding of the lending policy 
in relation to creditworthiness 
and requirement for individual to 
demonstrate ability to apply the policy 
in practice

Tying and bundling
2.43	 ‘Tying’ describes an arrangement where a mortgage is only available if you also take out other 

financial products or services. The MCD bans this practice. Our proposed rules copy out the ban 
as well as the available exemptions, which allow a firm to:

•	 require a tied payment or savings account (either to allow the credit to be repaid or to 
provide added security for the lender)
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•	 require an investment or pension product, again either to help in repayment or to provide 
security. This could be a tied product from the same firm 

•	 require a mortgage alongside a shared equity loan

•	 require an insurance policy e.g. buildings insurance (providing the consumer is free to get 
equivalent insurance from another firm), or

•	 sell a mortgage with another tied product or service where they can show, if challenged, a 
clear consumer benefit.

The final exemption does not mean that we will be pre-approving products; rather that the onus 
is on a firm to satisfy itself that it can prove the clear benefit of the tied product if we ask them.

Affordability 
2.44	 The MCD requires firms to conduct a creditworthiness assessment for every new loan, to 

ensure that it is affordable for the consumer. Our existing responsible lending rules for first 
charge firms already give effect to the MCD requirements; however, firms should be aware that 
there will be some changes to our rules: 

•	 A lender will not be able to cancel or alter a credit agreement to the consumer’s harm 
where they have failed to assess affordability adequately.

•	 Lenders will be reminded of their existing obligation under the Data Protection Act5 to tell 
consumers about any use made of databases. This also covers the details of any database 
used where the information provided has caused the lender to decline the application.

•	 Lenders must set out in advance the information they need to consider any mortgage 
application. This information must be proportionate to the lender’s assessment. Firms must 
also inform consumers of their obligation to provide correct information and that not 
providing this information will stop the lender from considering any application.

Early repayment
2.45	 Although the ability to repay early is effectively universal in the UK, it has not been a specific 

right provided by mortgage regulation. The MCD changes this, introducing a right for full or 
partial early repayment. In other respects the MCD approach is similar to our existing rules,  
e.g. limiting any charges made by the firm to the costs that are linked to early repayment. 

2.46	 The MCD also introduces a new disclosure obligation on firms where a consumer signals their 
interest in repaying early. The lender has to give the consumer relevant information on the 
implications of settling early, and where the lender needs to make assumptions to provide this 
information these assumptions need to be clear and justifiable.

Foreign currency mortgages 
2.47	 The MCD introduces significant new obligations for firms dealing in foreign currency mortgages. 

We intend to copy out these requirements in our rules and adopt the Directive definition of a 
foreign currency loan. The definition encompasses loans that are in a currency other than that 
of the consumer’s income and also loans in a currency that differs from that in the country 
where the consumer is resident. So, for example, a UK consumer living in Spain but with a 
sterling mortgage on their UK property, would have a loan defined as a foreign currency 
mortgage. 

5	 Section 12 of the Data Protection Act 1998 – Rights in relation to automated decision-making
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2.48	 The new rules include disclosure obligations for firms, both on the potential impact of exchange 
rate fluctuation, and subsequently if there is adverse exchange rate movement. In addition, 
lenders must put in place extra steps to protect consumers from exchange rate risks. These 
might include a right to convert the loan into an alternative currency or to otherwise limit the 
consumer’s exposure to such risks.

Q11:	 What do you consider will be the impact of the new 
MCD rules on the availability of foreign currency 
mortgages?

Other MCD changes

2.49	 Several of the MCD obligations impose relatively minor change. These include:

•	 Remuneration – the MCD specifically highlights the need for remuneration arrangements 
not to cause a conflict with a broad duty on firms to take account of the consumer’s interest 
when carrying out activities covered by the directive. The MCD also specifies the approach to this 
kind of conflict management for individuals who are either assessing loans or giving advice. To 
supplement this we propose to copy out the Directive’s more detailed remuneration rules.

•	 Property valuations – alongside the new conduct obligations introduced by the MCD, 
there are also some prudential requirements. Firms are required to use reliable property 
valuation standards and those carrying out property valuations must be professionally 
competent and sufficiently independent from the mortgage underwriting so they are 
impartial and objective. For the firms that we prudentially regulate, we will implement these 
requirements through changes to the MIPRU rules (see MIPRU 1.3). The PRA will consult 
separately on introducing these requirements for the firms that they prudentially regulate. 

•	 Database access – the MCD requires member states to ensure there is non-discriminatory 
access for creditors to databases used for responsible lending checks. We already regulate 
these databases. Rather than introducing new rules on this point we will expand our existing 
approach of using our threshold conditions to ensure databases do not discriminate in the 
access that they provide.

•	 Variable rate mortgages – where lenders use indexes or reference rates as the basis for 
the interest rate they charge, the MCD requires that these are clear, accessible, objective 
and verifiable. There is also a need for historical records of any indexes used. The proposed 
rules place this obligation on lenders.

•	 Underwriting policies – the MCD introduces a new requirement for lenders to keep 
records of the property types they will lend on as well as any related underwriting policies. 
We propose a new rule (see MCOB 11.6.21AR) to implement this.

•	 Interest rate changes – our existing mortgage rules (see MCOB 7.6.1R) require firms to 
tell consumers about any changes in interest rate that lead to a change in payments. We 
need to make a small change to our disclosure rules on interest rate changes. Lenders will 
need to describe any impact of the change on the number of payments the consumer has 
to make. We expect there will be very few cases where this extra disclosure will arise.

•	 Professional indemnity insurance – the MCD specifies new limits for the level of 
professional indemnity insurance held by firms (in a Regulatory Technical Standard developed 
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by the EBA6). The new levels proposed by the EBA are €460,000 for each individual claim, 
and €750,000 per year for all claims (see MIPRU 3 for our new rule). We don’t plan to 
change the required level of any comparable guarantee used.

•	 Passporting – the MCD allows FCA authorised credit intermediaries to ‘passport’ into  
other member states without being subject to a new set of admission requirements from 
21 March 2016. This gives mortgage intermediaries similar legal freedoms to those already 
afforded to investment and insurance intermediaries under EU law. The MCD imposes 
information provision requirements on intermediaries that are looking to passport, and 
obliges national competent authorities to cooperate in the exchange of this information 
and in supervising firms using their ability to passport (see the changes proposed to SUP 13, 
13A and 14). The EBA is developing guidelines for national authorities to help them with the 
passporting notices.  

•	 Information free of charge – tthe MCD prevents a firm charging for disclosure materials. We 
do not have an equivalent existing rule so we have drafted a new measure (see MCOB 2A.6.1R).

•	 Information on the FCA register – the MCD requires the FCA to include certain 
information about firms on its register, including the names of the persons within the 
management who are responsible for the intermediation business and whether a credit 
intermediary is tied or not.  We have therefore drafted rules in MIPRU 2.2 to ensure that 
firms allocate responsibility for mortgage intermediation and in SUP 15.8 requiring firms to 
notify us where they become a tied credit intermediary.

MCD lending not secured on the home

2.50	 In addition to covering loans secured on residential property, the MCD also applies to a small 
subset of lending that is not secured in this way but which is used to acquire or retain property 
rights. Such loans may either be unsecured, or secured on commercial property or other assets. 
We do not believe that such lending exists on any significant scale in the UK. 

2.51	 HMT is proposing that such loans should remain as credit agreements, but should be excluded 
from the scope of ‘regulated credit agreements’. As such, the Consumer Credit Act 1974 (CCA) 
will not generally apply to such loans, and they will be covered instead under MCD plus relevant 
parts of MCOB and CONC.

2.52	 Our proposed approach to this lending is to create a new chapter within MCOB detailing the 
requirements that will apply to this kind of lending. The requirements will be largely derived 
from the MCD, together with important conduct protections from the existing mortgage 
and consumer credit regimes. In some cases, firms will be required to comply with specific 
provisions in MCOB or CONC. In other cases, where they provide comparable protections for 
consumers, firms will be able to elect which set of provisions to comply with. This is intended 
to allow greater flexibility for firms and minimise regulatory burdens. 

2.53	 Our proposed MCOB 14, illustrative of our high-level approach, can be found at Appendix 1, 
and we will consult on the detail of the interface between MCOB and CONC and consequential 
changes to CONC in a separate consumer credit consultation paper planned for December. We 
welcome input from stakeholders to aid in developing this approach further.

6	 www.eba.europa.eu/regulation-and-policy/consumer-protection-and-financial-innovation/draft-regulatory-technical-standards-rts-on-
professional-indemnity-insurance-pii-for-mortgage-credit-intermediaries
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Q12:	 What do you think will be the impact of this approach on 
firms and consumers?

Q13:	 What, if any, might be alternative approaches that 
would allow us to meet our legal obligations when 
implementing the Directive for this type of lending?

Transitional arrangements

2.54	 Member states have to transpose the MCD by 21 March 2016. There are only a few exceptions 
to this date, which we have largely described already in this paper. They are as follows:

•	 One further year, until 21 March 2017, to comply with the MCD requirements on knowledge 
and competency.

•	 One further year, until 21 March 2017, for credit intermediaries that have not previously 
been subject to national mortgage or consumer credit regulation to meet the MCD 
standards. Because the UK has long regulated credit and mortgage markets, we consider it 
unlikely that there will be intermediaries for whom this extra year is available. 

•	 Three further years, until 21 March 2019, for first charge mortgage firms to make the 
changeover from the KFI to the ESIS.

•	 Three further years, until 21 March 2019, for firms to move away from purely using 
professional experience as the means of assessing knowledge and competency.

2.55	 To allow firms time to smooth the introduction of changes driven by the Directive we propose 
to turn on the MCD rules from 21 December 2015. From this date firms would be able to 
choose to start applying the MCD rules to new business in preparation for the 21 March 2016 
implementation date.

Q14:	 Do you consider that the proposed transitional approach 
is effective in allowing firms to prepare early for the 
implementation of the MCD?

Further detail on transposition and the wider international context
2.56	 Besides the MCD there are other relevant international initiatives on the conduct of the 

mortgage market. In response to the recent financial crisis the Financial Stability Board (FSB)  
reviewed mortgage underwriting standards7 and subsequently adopted a set of principles for 
sound mortgage underwriting.8 We have actively contributed to this work.

2.57	 The MCD specifically recognises how the FSB work on underwriting informs the Directive’s 
requirements on lending standards. The European Banking Authority (EBA) has also adopted an 
Opinion on responsible mortgage lending, which reinforces the FSB’s approach.9 This Opinion 
complements the MCD and develops the FSB principles by describing examples of good lending 
practices. 

7	 Thematic Review on Mortgage Underwriting and Origination Practices - Peer Review Report. FSB. 17 March 2011

8	 FSB Principles for Sound Residential Mortgage Underwriting Practices. FSB. 18 April 2012

9	 Opinion on good practices for responsible mortgage lending. EBA. 13 June 2013
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2.58	 The EBA is now embarking on an exercise of reassessing the content of this Opinion. Potentially 
it will convert relevant content into EBA guidelines setting out how financial institutions should 
meet obligations on creditworthiness in MCD Article 18. There will be a ‘comply or explain’ 
obligation on national supervisors as well as a requirement on financial institutions to comply 
with the guidelines. 

2.59	 Given these developments it makes sense for us to consider both the FSB and EBA approaches 
when transposing relevant MCD obligations. In a similar vein, we have closely considered the EBA’s 
2013 Opinion on the fair treatment of borrowers in payment difficulties10, whose publication 
we welcomed. The EBA highlighted this Opinion as relevant to national transposition of the 
obligations on arrears and foreclosure set out in MCD Article 28. We understand the EBA also 
intends to review the Opinion with the possibility of converting relevant parts into guidelines. 
Our proposals for implementing the MCD therefore also aim to deliver the requirements set 
out in the EBA Opinion.

2.60	 We will contribute to the further EBA work, and there will be a chance for firms and consumers 
to comment during public consultation on any EBA guidelines. We will keep under review the 
need for any changes to our proposals (although we think such changes are unlikely).

Draft Rules
2.61	 The draft instrument that sets out the rule changes required to implement the MCD can be 

found in Appendix 1. This should be read in conjunction with our existing MCOB rules, which 
can be found in our Handbook. 

Q15:	 Do you have any comments on the draft rules in relation 
to implementation of the MCD set out in the draft 
Mortgage Credit Directive Instrument 2014 at Appendix 1?  
Do you agree that the rules reflect the stated  
policy intention?

10	 Opinion on good practices for the treatment of borrowers in mortgage payment difficulties. EBA. 13 June 2013
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3.	 	
Our proposed approach to second  
charge mortgages

Background

3.1	 The government has confirmed its intention to move the regulation of second charge 
mortgages into the regulatory regime for mortgages rather than the regime for consumer 
credit.11 This move will take place when the UK implements the MCD on 21 March 2016. At 
this point, second charge mortgages will move from our interim consumer credit regime into 
our mortgage regime. This will be achieved through the Treasury amending Article 61 of the 
Regulated Activities Order (RAO) to extend the definition of a regulated mortgage contract to 
include second charge mortgages. 

3.2	 This chapter sets out how we propose to apply our mortgage regime to second charge 
mortgages. 

Our approach to regulating second charge mortgages
3.3	 We want to ensure that our regulatory regime for second charge mortgages results in a market 

that is flexible and sustainable, encouraging competition and innovation, and meeting consumer 
needs,  while ensuring that consumers (many of whom may be in potentially vulnerable financial 
circumstances) are adequately protected from unfair and irresponsible practices.

3.4	 As described in Chapter 1, the MCD applies equally to first and second charge mortgages, so 
we must apply MCD requirements in full to second charge mortgages. In addition, we propose 
to apply most elements of our existing mortgage regime to second charge mortgages, because 
we believe that they pose very similar risks to consumers as first charge mortgages – most 
significantly that the consumer might lose their home. In some respects the risks might be 
greater, given the predominance of debt consolidation mortgages. Our approach is strongly 
supported by consumer representatives.

3.5	 The move into our mortgage regime will result in second charge mortgages being removed 
from the consumer credit regime and generally speaking from the Consumer Credit Act (CCA). 
While this will mean some consumer protection measures no longer apply12, we believe 
that these will be replaced with more appropriate measures specifically designed to protect 
consumers with mortgages. We believe that moving away from the CCA measures will also 
facilitate a more flexible and open second charge mortgage market, with more competition, 
that is better placed to meet the needs of consumers. We are seeking views on this approach 
through this consultation.   

11	 Treasury consultation ‘Implementation of the EU mortgage credit directive’ (September 2014). 

12	 Such as the unfair relationships test; restrictions on the charging of upfront fees; restrictions on early settlement fees; and the 
requirement for modifying agreements. Some of these protections will be retained for existing second charge loans. The Treasury 
consultation provides more detail on this (see section 2.3).  

https://www.gov.uk/government/consultations/implementation-of-the-eu-mortgage-credit-directive/implementation-of-the-eu-mortgage-credit-directive
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3.6	 The conduct requirements for second charge mortgages will be set out in MCOB13, the section 
of our Handbook that sets out our conduct rules for mortgages. Second charge mortgages will 
fall under the definition of a regulated mortgage contract, so most MCOB provisions will apply 
to second charge mortgages, unless we decide to specifically not to apply the rule. Where this 
is the case, this will be made clear in the individual rules. 

3.7	 Given that most of the application of MCOB to second charge mortgages will be done simply 
by extending the definition of a regulated mortgage contract, which does not require a change 
to each MCOB rule, firms should look at all of MCOB, as well as the changes in set out in 
Appendix 1 to understand the proposed regime.  

Second charge mortgage market
3.8	 The second charge mortgage market is currently relatively small. There has been a steep decline 

in lending since the start of the financial crisis, with current annual levels of lending (around 
£0.5 billion) perhaps a tenth or less than pre-crisis levels. 

3.9	 Although around 1,400 lenders and 4,500 intermediaries applied for an interim permission 
to carry out activities linked to second charge mortgages when consumer credit regulation 
was transferred to the FCA, we believe the number of firms actively engaged in the market is 
somewhat smaller. We estimate that there may be as few as 20-25 active lenders. 

3.10	 The average second charge loan made in the period 2005-2013 was £25,000-£30,000, smaller 
than the average first charge loan of around £137,000, although in some cases second charge 
mortgages can be made for much higher amounts. Interest rates tend to be significantly higher 
than for first charge loans, typically ranging from 9 and 13%14, but with some lenders’ rates 
closer to 18%. 

Consumer risks 
3.11	 Second charge mortgages can be beneficial to consumers, allowing them to borrow money 

at rates that can be lower than unsecured lending, and without them needing to make any 
changes to their first charge mortgage. This provides flexibility, and the opportunity to fund 
home improvements, repairs, and other consumer spending, or raise capital for purposes such 
as funding businesses. 

3.12	 The most common purpose of a second charge mortgage is to consolidate debts. This can also 
be beneficial, as second charge interest rates can be lower than unsecured loans, and payment 
of the debt can be spread over a longer period, therefore reducing a consumer’s outgoings and 
potentially leaving them in a better financial position. However, there are downsides – primarily 
the risk that they will lose their home if they cannot repay, but also the cost of spreading 
repayment over a longer term and the costs associated with payment difficulties. Our analysis 
indicates that around two thirds of second charge mortgages are used for debt consolidation. 

3.13	 We are aware of a number of poor practices that have been found in the second charge 
market, which can exacerbate risks to consumers. These include:

•	 the ‘upselling’ of loans (i.e. selling a bigger loan than originally requested by the consumer, 
therefore increasing the costs of the loan and increasing the risk of default)

•	 selling loans without making the consumer aware that other options might be available 

13	 Mortgages and Home Finance: Conduct of Business sourcebook: fshandbook.info/FS/html/FCA/MCOB 

14	 Median interest rate during 2005-2013

http://fshandbook.info/FS/html/FCA/MCOB
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•	 not making consumers aware of the consequences of taking out a secured loan (i.e. that 
they might lose their home)

•	 poor affordability assessments (e.g. some firms have assessed loans as affordable solely 
on the basis that a consumer’s monthly outgoings will decrease if they consolidate debts – 
rather than assessing whether they can afford to repay)

•	 charging very high fees, particularly when a consumer is in payment difficulty 

3.14	 These risks are particularly acute where loans are for debt consolidation. Consumers struggling 
to cope with debt may feel pressured to find a solution, without giving due consideration to 
the risks and alternatives. While consolidating debts through secured loans can be the right 
solution for some consumers where it is affordable, it can also prolong and exacerbate financial 
difficulties. As well as potentially stretching out the period over which the consumer pays 
interest, and so costing more in the long term, it can lead some into a spiral of debt where they 
repeatedly consolidate unaffordable debt through secured loans, rather than addressing debt 
problems, e.g. by seeking independent free debt advice. Ultimately, consumers can lose their 
homes when they run out of equity and can no longer borrow more to sustain repayments. 

3.15	 The potential risks posed to consumers are illustrated by the high arrears rates for second charge 
mortgages.15 For mortgages originated before 2008, around a third fell into arrears during the 
first year, and half suffered arrears at some point in the life of the loan. Arrears rate dropped 
materially for mortgages that originated from 2009-2012 (with 10-15% experiencing arrears 
in the first year, and a fifth to a third in total after origination), but are still significantly higher 
than the average for first charge mortgages, and comparable to the mortgages that formed 
the ‘poor tail of lending’ that our MCOB rules seek to address for first charge mortgages. 

3.16	 Given the risks of consumer harm, we want to embed good practices and ensure that past poor 
practice cannot re-emerge. We intend to apply the key protections of our mortgage regime to 
second charge mortgages, given the potential risks, with the aim of ensuring that consumers 
enter into second charge mortgages only where:

•	 it is appropriate for them to do so

•	 they can afford it 

•	 they are treated fairly if they fall into payment difficulties 

3.17	 We expect our proposals to work for second charge firms, as we understand that most have 
already adopted similar practices to those that we are proposing (such as an income and 
expenditure-based affordability assessment based on evidence of income); or have expressed 
an appetite to do so (e.g. to provide advice). This is particularly true for firms that conduct both 
first and second charge business, where consistency of approach is likely to reduce costs. 

Timing of implementation
3.18	 The proposed rules in Appendix 1 are drafted on the basis that they will come into force on  

21 March 2016. However, we understand that firms will need time to make the proposed 
changes. We have little flexibility in our timetable for transposing the MCD by 21 March 2016. 
But we can decide when to implement the non-MCD elements of second charge mortgage 
regulation. It is difficult to unpick some MCD elements from the non-MCD elements, given that 
we are implementing some MCD requirements through existing MCOB rules, as in the case

15	 Based on FCA analysis of data supplied by a sample of firms. Details are in the CBA Annex 1. 
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of MCD creditworthiness assessment requirements. Nevertheless, there are discrete elements 
we could separate out, which may be helpful to firms to implement over a longer timetable. 
From our discussions with industry, we understand that specific areas where a staggered 
implementation might be helpful are:

•	 advising and selling standards (see paragraph 3.45) 

•	 training and competence qualification requirements (see paragraph 3.120)

•	 data reporting (see Chapter 4) 

3.19	 For us to make a decision on the implementation timetable we need to carefully consider 
whether a delay would be helpful for firms. It may be the case that implementing the proposals 
in more than one stage could actually lead to increased costs to firms (e.g. if they have to make 
two sets of systems changes). We must also consider the impact on consumers. We would like 
to gather views on both of these aspects. 

Q16:	 Are there any particular elements that you think should 
be implemented on a different timetable to MCD 
requirements? If so, which elements, and why, and to 
what timetable? 

Pipeline	
3.20	 The government is still considering how the legislation can best support firms in managing their 

pipeline of loans in the transition to the new regime with the aim of minimising disruption to 
consumers and firms. We are working with the government on this.

Existing second charge loans (the ‘back book’)
3.21	 Second charge loans that are in existence when we implement the new regime will transfer 

into our new regime. This will mean that the proposed MCOB protections discussed below that 
apply during the life of the loan, such as post sale disclosure (e.g. annual statements), contract 
variations, charges, and payment shortfalls and repossessions will apply to existing loans, as 
well as to new loans made. 

3.22	 However, certain existing protections will be retained for existing loans, including the restrictions 
on early settlement fees. This is because it would be unfair to remove such protections where 
there is an existing expectation that they will apply. Further details of this are set out in the 
Treasury consultation.16   

Specific proposals for second charge mortgages

Disclosure
3.23	 The MCD will introduce significant changes to disclosure requirements, particularly in relation 

to pre-sales disclosure. The changes are explained in Chapter 2. 

3.24	 As for first charge mortgages, we propose to implement these changes to second charge 
mortgages through new MCOB rules.  

16	 Treasury consultation ‘Implementation of the EU mortgage credit directive’ (September 2014). See section 2.3. 

https://www.gov.uk/government/consultations/implementation-of-the-eu-mortgage-credit-directive/implementation-of-the-eu-mortgage-credit-directive
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Service disclosure
3.25	 We propose to apply the existing MCOB requirements around service disclosure to second 

charge mortgages, requiring firms to make an initial disclosure covering two key messages 
about their scope of service and remuneration. We think this is important so that consumers 
can form a view about the service on offer. Our MCOB rules (see MCOB 4.4A) provide further 
detail on this. In addition, as explained in Chapter 2, we also propose to introduce a third key 
message to highlight the range of alternative borrowing choices that may be available (e.g. a 
further advance or an unsecured loan). 

3.26	 These key messages have to be clear and prominent, and made orally where there is spoken 
contact with the consumer. There is no other prescription about the format of the information.

3.27	 The MCD also imposes requirements to provide some additional service disclosure for 
intermediaries and some general information, as explained in Chapter 2. 

Product disclosure
3.28	 In the second charge market, current product disclosure typically consists of marketing materials 

and advance copies of contractual information. This will need to change to comply with the 
MCD. The new obligation for an ESIS is maximum harmonising, meaning we have to copy the 
requirement for the ESIS in our rules. We also have to remove any contradictory requirements 
from national rules.

3.29	 Chapter 2 describes the ESIS, and we have created several example documents (see Appendix 
2) to help firms understand the requirements. We understand that this new disclosure may be 
an expensive change for firms.17 However, because there is no comparable disclosure currently 
required (such as the key facts illustration for first charge mortgages), firms will not be able to 
use the ESIS ‘top-up’ transitional provision that is available for first charge firms.

3.30	 Firms will be able to carry on providing additional product information when giving out the 
ESIS. However, this will need to be in a document separate to the ESIS. 

Adequate explanation
3.31	 As described in Chapter 2, a firm needs to provide consumers with an adequate explanation 

of the product disclosures they have made, the essential features of the product, any ancillary 
products and the impact on the consumer (including the consequences of default). 

3.32	 This is likely to result in a change in the existing processes of many second charge firms, 
requiring a new contact point with the consumer. The MCD permits different approaches to 
providing the adequate explanation according to the circumstances of the sale, e.g. whether it 
is provided verbally or in writing, and whether by the intermediary or the lender.

Offer disclosure
3.33	 The purpose of the ESIS is to help consumers to shop around, so it must be given out early in 

the sale. The MCD does not require a further ESIS to be provided to the customer at offer stage 
unless there has been a material change since the first ESIS was given. However, a firm can 
choose to give out an ESIS with all offers.

3.34	 Second charge firms could use their existing arrangements for giving out advance copy 
documents to satisfy the MCD obligation to provide a draft of the credit agreement  
(see MCOB 6A).

17	 See the cost benefit analysis in Annex 1 for more details.
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3.35	 Alongside the MCD requirements we propose to apply the same offer stage disclosure 
requirements as for first charge mortgages (see MCOB 6A). This will help ensure that the 
consumer has full knowledge about the offer they receive, such as whether fees are non-
returnable if they choose not to take out the mortgage. We believe this is particularly important 
given the greater freedom proposed for second charge firms to use up-front fees (following the 
removal of second charge mortgages from section 155 of the CCA, which restricts the amount 
firms can charge for applications that don’t proceed). 

3.36	 Lenders will also have to provide a copy of their tariff of charges so consumers know in advance 
the standard fees that might apply to their mortgage.

Q17:	 Do you agree with our proposals for sales disclosure  
for second charge mortgages?

Post-sale disclosure
3.37	 We propose to apply the same approach for post-sale disclosure for second charge mortgages 

as for first charge mortgages. These requirements apply to disclosure at the start of the 
contract, annual statements, and to certain event-driven information, such as when a customer 
experiences payment difficulties or a variation is made to their contract. 

3.38	 At the start of a mortgage contract (i.e. when a mortgage completes, or just as it is about to), 
it is already common in the second charge market for the lender to contact the consumer to 
confirm key details, either in writing or by phone. In some cases this might be the first direct 
contact between the lender and the consumer. We apply a similar approach in the first charge 
market, requiring firms to confirm key details when the loan starts. Disclosure at this point 
has a real benefit in providing a check that the mortgage is set up correctly, preventing initial 
administrative errors that might otherwise lead to consumer harm and subsequent complaints. 
We propose aligning the approach across the first and second charge markets (see MCOB 7.4).

3.39	 We also propose to apply the MCOB requirement to send an annual statement (see MCOB 7.5) to 
second charge mortgage customers. This is very similar to existing obligations on second charge 
firms for periodic statements, although unlike current consumer credit requirements MCOB 
does not explicitly require an opening and closing balance or a reference to the ombudsman 
service. However, we do not consider that there will be a loss of consumer protection if we 
apply MCOB, because firms as a matter of course provide details of the opening and closing 
balance, and DISP (the disputes resolution section of our Handbook) requires firms to give 
information on internal complaints handling. 

3.40	 We also propose to apply the existing MCOB rules in relation to the notification of arrears 
(MCOB 13.4), which will apply instead of existing consumer credit requirements. 

3.41	 We don’t propose to include an obligation for the lender to provide a copy of the credit 
agreement on request and payment of a fee. But if a consumer asks for a copy it is our view 
the firm should aim to help as part of its general obligations under the Principles for Businesses. 

3.42	 Similarly, we think it is reasonable that the same Principles should be seen as ensuring that firms 
meet the information needs of joint borrowers. The CCA requires information to go to each 
party individually. Firms generally address communications required under MCOB to all parties 
jointly (unless, for example, where the firm knows that they live at different addresses), and 
we plan to apply this approach to second charge loans. Of course, this does not prevent firms 
(in either the first or second charge market) from individually addressing all communications.



30 Financial Conduct AuthoritySeptember 2014

CP14/20 Implementation of the Mortgage Credit Directive and the new regime for second charge mortgages

3.43	 We expect that second charge firms will make much greater use of contract variations in future, 
given the proposal that the complex rules in respect of modifying agreements under the CCA 
will not apply to new second charge mortgages. To simplify matters further we propose to 
apply the same requirements as for first charge mortgages. This will mean giving out an ESIS for 
further advances, rate switches or the addition or removal of a party to the contract. Changes 
to payment amounts, or material changes to terms and conditions, are subject to tailored 
disclosure requirements. 

3.44	 We propose to apply our post sale disclosure rules to the second charge “back book.” So 
where event driven information or contract variations occur after our rules come into force then 
such firms will be required to comply with our MCOB requirements.

Q18:	 Do you agree with our proposals for post-sales 
disclosure for second charge mortgages?

Advising and selling standards
3.45	 A mortgage is a serious financial commitment that can have significant financial implications 

for consumers. Taking out a mortgage is an infrequent event for most consumers, so they may 
have little experience or knowledge on which to base their decisions. Our past research found 
that many consumers assume that they are receiving advice when taking out a mortgage, even 
where they have been told that they are receiving a non-advised service. 

3.46	 Since April 2014 we have required advice to be given in first charge mortgage sales where 
there is spoken or other interactive dialogue with the consumer. We allow execution-only sales 
in very limited circumstances, for non-interactive sales (e.g. internet or postal applications), for 
some contract variations, and for some niche mortgages (e.g. to high net worth customers, 
mortgage professionals and for business loans). 

3.47	 We propose to apply the same approach to second charge mortgages, to help ensure that 
consumers buy products that they understand and that are appropriate for their circumstances. 
There is currently no concept of regulated advice in the second charge market, with all loans 
sold on a non-advised basis, so we recognise that this will be a significant change to both 
intermediaries and lenders. However, as discussed in paragraph 3.18 above, we could allow this 
to be implemented on a longer timetable. 

3.48	 Under our existing rules, where a borrower wants to raise additional funds secured on their 
property, we require mortgage sellers to inform them that a further advance with their existing 
lender may be more appropriate than a remortgage. However, there is no obligation for the 
seller to assess whether the further advance would actually be more appropriate. 

3.49	 In light of the transfer of second charge mortgages to the mortgage regime we believe that this 
should be extended so that in all such sales the customer is made aware that in addition to a 
further advance or remortgage, a second charge or unsecured loan may be more appropriate. 
(Once again, we do not propose to require the seller to consider appropriateness of these 
other options). Because this is an awareness raising exercise so that the customer is aware of  
other options, this fits better into initial disclosure at the start of the sale, rather than in the 
advice process. This would also ensure that this information is provided in all sales, even 
execution-only sales. 

3.50	 For shared equity mortgages we propose to apply some alternative considerations when 
assessing if a mortgage is suitable. These are set out in paragraph 3.101 below.
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Q19:	 Do you agree with our proposal to extend our  
mortgage advice and selling standards to second  
charge mortgages?

Q20:	 Do you agree that all borrowers looking to increase their 
borrowing should be made aware that a second charge 
or unsecured loan may be more appropriate, during 
initial disclosure at the start of the sale? 

Responsible lending
Affordability 

3.51	 As discussed in Chapter 2, the MCD requires lenders to make a thorough assessment of a 
consumer’s creditworthiness, based on information on their income and expenses and other 
financial and economic circumstances, before entering into a mortgage. This is similar to our 
existing regime for first charge mortgages, which requires lenders to undertake a robust 
assessment of affordability, based on the following elements: 

•	 the consumer’s verified income 

•	 their credit commitments and basic living costs (‘basic essential expenditure’, including 
utility bills, basic food and essential travel; and ‘basic quality of living costs’ which can only 
be reduced with difficulty such as clothing, household goods and basic recreation) 

•	 expected changes to interest rates, including any prevailing recommendation from the 
Financial Policy Committee on appropriate interest rate stress tests

•	 known changes to income and expenditure 

3.52	 We propose to implement the MCD creditworthiness assessment through our existing MCOB 
affordability rules for first charge mortgages, and to adopt the same approach for second 
charge mortgages i.e. by extending the MCOB affordability rules to them. This will protect 
consumers from irresponsible or unfair lending practices, and ensure that lenders undertake 
a robust assessment of affordability before making a loan. This approach provides a clearer 
framework for firms than simply copying out the MCD requirements, which are explained 
in less detail than our MCOB affordability rules. As well as providing more clarity to firms, 
this will also help our supervision of firms, as we will have a clearer framework to supervise 
against. However we propose to make some amendments to reflect the nature of second 
charge lending, as detailed below. 

Q21:	 Do you agree that we should apply MCD 
creditworthiness assessment requirements to second 
charge mortgages through our MCOB affordability rules? 

Considering the effect of future interest rate rises 
3.53	 Our MCOB affordability rules require lenders to take account of future interest rate rises when 

assessing affordability (unless the loan is fixed for five years or more, or fixed for the term if less 
than five years), as set out in MCOB 11.6.18. To do this the lender:

•	 must consider the expected interest rate environment for a future period of at least five years

•	 should not use their own forecasts of future interest rates, but instead must have regard to 
market expectations, for example through externally published sources such as the Bank of 
England forward sterling rate; and also to have regard to any prevailing FPC recommendation 
on appropriate interest-rate stress tests
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•	 should assume a minimum interest rate increase of 1% over the five-year period, even 
where the market expects interest rates to fall, or rise by less than 1% over that period

3.54	 We propose to apply this approach to second charge mortgages. In practice, the typically 
higher interest rate margins involved may mean that product pricing is less affected by interest 
rate fluctuations than for first charge mortgages (i.e. lenders may have more flexibility when 
deciding how much of an interest rate rise to pass on to borrowers). We recognise that this may 
be reflected in the stress rates used by second charge lenders. However, we will expect them 
to be able to justify the basis they use for interest rate stress tests, and to be able to clearly 
articulate this and keep appropriate records. 

3.55	 Interest rate rises are also likely to affect other secured lending, most significantly the first 
charge mortgage, which is usually significantly larger than a secured loan. We propose to 
address this by applying an additional requirement for second charge mortgages, requiring the 
lender to also stress test affordability for higher ranking secured loans. We recognise that we 
need to take a proportionate and practical approach to this to avoid excessive costs and delays, 
as the information available to a lender on other secured loans may be limited. 

3.56	 Therefore we propose that second charge lenders will need to obtain the following information 
for higher ranking mortgage(s):

•	 the outstanding balance, e.g. from a credit reference or mortgage statement

•	 the current interest rate, e.g. from a mortgage statement or reference, or information 
provided by the customer

3.57	 The lender will then apply an appropriate stress test to the higher ranking loans based on the 
outstanding loan and interest rate, having regard to market expectations and any prevailing 
FPC recommendation. So, taking a simplified example, if market expectations and the prevailing 
FPC interest recommendation suggest that interest rates are going to increase by 3% over the 
next five years, then the lender might apply a stress test which assumes that the interest rates 
on higher ranking loans increases by 3% over the five-year period. 

3.58	 This approach to higher ranking loans (in combination with the full stress test applied by the 
second charge lender for their own loan) will ensure that there is flexibility in the consumer’s 
finances to cope with expected interest rate rises. However, it does not take account of whether 
the higher ranking loans will revert to a higher rate, e.g. where an initial fixed or discounted rate 
reverts to a higher variable rate within the first five years. Information on this would be more 
difficult and costly to obtain. We believe that the proposed approach is proportionate, but we 
would welcome views on this. 

Q22:	 Do you agree that we should apply the MCOB interest 
rate stress test to second charge mortgages? 

Q23:	 Do you agree with the proposed approach to stress 
testing higher priority loans against expected interest 
rate increases? 

Debt consolidation
3.59	 For first charge debt consolidation mortgages made to credit impaired consumers we require 

the first charge lender to either take reasonable steps to ensure the debts to be consolidated 
are repaid, or include them in the affordability assessment as if they were not repaid (see 
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MCOB 11.6.16). This is because we are concerned about the increased risk of credit impaired 
consumers (who have a much higher than average incidence of mortgage payment problems) 
increasing their mortgage without paying off their other debts, and as a result moving into an 
unsustainable financial position. 

3.60	 We propose to extend this general approach to second charge mortgages. However, given 
the high proportion of second charge mortgages taken for debt consolidation, and the higher 
level of payment problems found in second charge debt consolidation mortgages (which are 
comparable to those historically found in credit impaired first charge mortgages), we propose 
to extend the requirement to all second charge debt consolidation mortgages, and not just 
those made to credit impaired consumers. 

3.61	 Our understanding is that the predominant current market practice is for second charge 
lenders to make out cheques to creditors, to be forwarded by the customer to the creditor. 
This would be one way in which second charge lenders could meet this proposed requirement, 
and therefore we do not consider that it would be burdensome. However, we would welcome 
views on this. 

Q24:	 Do you agree that we should apply the MCOB debt 
consolidation requirement to all second charge debt 
consolidation mortgages? 

Interest-only mortgages
3.62	 Interest-only mortgages are not commonly found in the second charge market, other than in 

some niche areas, such as bridging or business loans. However, the MCOB interest-only rules 
will apply unless we decide to specifically switch them off. We do not propose to do this, as 
we believe that the interest-only rules will be needed to address consumer risks that may arise 
if an interest-only market does develop for second charge mortgages at any time in the future.

Q25:	 Do you agree that we should apply the MCOB  
interest-only rules to second charge mortgages? 

Contract variations
3.63	 Contract variations are not currently a common feature of the second charge market, as under 

consumer credit requirements firms must put a modifying agreement in place to make a change 
to the contract, which can be cumbersome. Modifying agreements will not be a feature of the 
new regime, so this will provide firms with greater flexibility to make changes to the contract 
during the term.

3.64	 To ensure appropriate consumer protection, we propose to apply the current MCOB rules on 
contract variations to second charge mortgages. These relate to disclosure (as already discussed 
in paragraph 3.43), advising and selling standards, and responsible lending. Their aim is to 
ensure that the borrower understands the implications of the variation, and for there to be 
advice and an affordability check where the variation involves further borrowing. Where a 
transaction does not involve further borrowing, then a lighter touch approach applies, that 
allows borrowers to choose to transact on an execution-only basis, and for the lender not 
to undertake a further affordability assessment. We propose to apply our rules on contract 
variations to variations made under the second charge back book, once such loans fall under 
our mortgage regime.

Q26:	 Do you agree with our proposed approach to contract 
variations for second charge mortgages? 



34 Financial Conduct AuthoritySeptember 2014

CP14/20 Implementation of the Mortgage Credit Directive and the new regime for second charge mortgages

Fees
Rolling-up of fees and charges into the loan 

3.65	 Our rules in MCOB 4.6A prohibit fees and charges (such as lender and broker fees) being 
automatically ‘rolled-up’ into the loan. A fee or charge can only be rolled-up where a customer 
has made a positive choice that this is what they want.

3.66	 We are aware that it is common practice in the second charge market for fees and charges to 
be automatically rolled-up. In some cases this can be in a customer’s best interests, for example 
where they have limited up-front funds. However, if the customer does have funds available to 
pay these fees, then it may be in their interest to do so – to avoid paying interest on them for the 
duration of the loan. 

3.67	 We propose applying our MCOB 4.6A rules to the second charge market. We anticipate that 
customers taking out loans for debt consolidation purposes in particular may be unable to pay 
fees and charges up front, but we believe that this is a matter for the customer to actively consider. 

Q27:	 Do you agree with our proposal to prohibit the 
automatic rolling-up of fees and charges into a  
second charge loan?

Early repayment charges 
3.68	 As explained in Chapter 2, we intend to use our existing rules in MCOB 12.3, supplemented by 

additional rules on a right to repay early and disclosure, to implement the MCD requirements 
on early repayment charges (ERCs). 

3.69	 Under the CCA, firms may defer the settlement date for one month (for loans over 12 months 
in duration) and calculate the settlement date to a point 28 days ahead of any notice given 
by the customer. This can allow firms to recover up to two months additional interest. These 
rules restrict a firm’s ability to recover the costs of a loan being repaid early. We recognise that 
applying MCOB 12.3 to the second charge market could lead to increased ERCs, even though 
they will need to be cost-reflective and subject to a pre-contractually disclosed cap. 

3.70	 However, we believe that applying MCOB 12.3 to second charge mortgages could benefit 
consumers by increasing the diversity of loans on offer. Discussions with our industry working 
group have indicated that fixed rates may become more prevalent, as firms would be able to 
recover breakage costs. It is also possible that firms could be able to offer lower rates, as breakage 
costs could be recovered through ERCs as opposed to being priced into the product rate.

3.71	 For the second charge back book (that is loans made before 21 March 2016), the government 
has proposed that these will remain subject to the early settlement provisions in the CCA.18 

Q28:	 Do you have any comments on how our proposed 
approach to implementing the MCD requirements on 
ERCs will affect the second charge market?

Excessive charges
3.72	 MCOB 12.5 prohibits firms from imposing excessive pre and post-contractual charges on a 

customer. This includes guidance to help firms determine whether a charge is excessive.

3.73	 As in the first charge market, second charge lenders charge front-end fees when a new contract 
is being entered into, as well as fees for various service related activities that might arise during 
the life of the loan. 

18	 Treasury consultation ‘Implementation of the EU mortgage credit directive’ (September 2014). See section 2.3. 

https://www.gov.uk/government/consultations/implementation-of-the-eu-mortgage-credit-directive/implementation-of-the-eu-mortgage-credit-directive
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3.74	 We believe it is appropriate to apply MCOB 12.5 to second charge lenders to ensure that 
customers are treated fairly. 

Q29:	 Do you agree with our proposal to apply MCOB 12.5 to 
second charge firms?

Payment difficulties
3.75	 Lenders levy a variety of charges when customers fall behind on payments, typically covering 

costs such as issuing default letters, home visit charges and repossession costs. Evidence from 
consumer groups suggests that the levels of these fees can be high, and our analysis suggests 
that in the past such fees have been a key driver of profit for some second charge firms.

3.76	 We propose to implement article 28 of the MCD, which requires member states to ensure that 
arrears charges are a reflection of costs to the creditor arising from the consumer’s default, 
through our existing provisions to protect customers who have a payment shortfall (MCOB 12.4). 
As stated above, we also propose to apply MCOB 12.5, which prevents firms from applying 
excessive charges. These provisions will replace the current consumer credit requirements set 
out in CONC 7, and will also apply to existing second charge mortgages. We believe that the 
additional protection provided by MCOB will particularly benefit customers of firms closed to 
new business and in ‘run-off’, as evidence from consumer groups suggests that these firms are 
more likely to seek to maximise the value obtained from their outstanding mortgages. 

3.77	 MCOB 12.4 also prevents firms from charging fees that are a percentage of the loan balance, 
or monthly fees where the customer is maintaining an agreed payment plan. 

Q30:	 Do you agree with our proposed approach to fees and 
charges relating to payment difficulties? 

Simple interest calculation on arrears fees 
3.78	 The CCA currently restricts second charge lenders in their ability to charge interest on default 

charges in three specific ways. It: 

•	 prevents firms from charging interest on arrears charges until notice has been given of 
those charges

•	 requires firms to provide the customer with a 29 day grace period to make payments before 
interest is charged

•	 only permits firms to charge interest on default charges on a simple, rather than compound 
basis 

3.79	 These requirements were introduced by the CCA 2006 following concerns that consumer 
harm was occurring as a result of high and frequent arrears charges coupled with high rates 
of interest. Compounding interest calculations meant that the monthly repayments were not 
always sufficient to prevent the levels of debt spiralling. 

3.80	 There are no similar restrictions for first charge mortgage lenders under MCOB. Instead, 
MCOB requires that payment shortfall charges are no more than cost-reflective, and limits the 
application of certain other fees. Our view is that this will prevent consumer harm occurring as 
a result of high and frequent arrears charges. We do not propose to replicate the first two CCA 
protections listed above in our mortgage regime.19 

19	 Firms may continue to follow these on a voluntary basis, but only if they do so in a way which does not result in non-compliance 
with our rules on the allocation of payments under MCOB 12.4.1BR.
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3.81	 However, we do propose to include a new rule in MCOB to replicate the third protection, for 
second charge mortgages only (see MCOB 12.5.5R). This will require that interest can only be 
charged on default fees on a simple basis. We believe it is appropriate for this protection to 
continue, given the significantly higher interest rates charged by some second charge lenders, 
which has the potential to compound over a relatively long period of time, which could lead to 
some customer’s debts increasing considerably. 

3.82	 We also propose to apply this to the back book of existing loans. 

Q31:	 Do you agree with our proposal to require interest to be 
charged on default fees only on a simple basis for second 
charge mortgages? 

Payment shortfalls and repossessions
3.83	 The MCD requires Member States to adopt measures to encourage lenders to exercise 

reasonable forbearance before repossession action commences. 

3.84	 We, and our predecessor the FSA, have conducted a substantial amount of work over recent 
years to enhance protections for first-charge mortgages customers experiencing payment 
difficulties. This included introducing new rules in 2010 to address failings found during 
thematic supervisory work, to ensure lenders offer appropriate forbearance. We are confident 
that our rules (see MCOB 13) are able to both meet the requirements of the Directive on 
foreclosure and to provide an appropriate level of consumer protection. 

3.85	 Second charge firms are currently subject to arrears handling guidance under the consumer 
credit regime. However, this is not tailored to second charge lending, as it applies to many types 
of consumer credit. We are aware that the range of forbearance options currently offered to 
consumers is more restrictive than in the first charge market (largely as a result of restrictions 
imposed through the current consumer credit regime e.g. the need for modifying agreements), 
and feedback received from consumer groups indicates that arrears handling practices by 
second charge firms are causing consumer harm.

3.86	 We are proposing to apply MCOB 13 in its entirety to second charge firms to establish a 
stronger framework to ensure customers in payment difficulties are treated fairly and that 
firms offer appropriate forbearance based on the customer’s circumstances, requiring more  
of firms in considering alternatives to repossession. MCOB 13 also protects customers when 
their property is repossessed, and when there is a sale shortfall. We also propose to apply 
MCOB 13 to the second charge back book to ensure that all customers benefit from the 
enhanced protections it offers. 

3.87	 Although consumer groups have expressed support for this proposal, we are also aware of 
a concern that CCA protections around time orders20 will no longer apply for second charge 
mortgages, to the harm of consumers. In fact, although not well understood, time orders 
will continue to exist, as they do for first charge loans21, although they are rarely used in the 
first charge market. We anticipate that although time orders will continue to apply to both 
first and second charge lending we will see a marked reduction in their use, as MCOB 13 will 
require second charge firms to engage with customers much earlier in the process. Therefore 
consumers should not need to rely on time orders to agree forbearance with the lender. 

20	 Time orders are a legal mechanism that allows a consumer to request more time from the court to repay their arrears, and provide 
the courts with powers to change the monthly payment, the term of the loan and the interest rate charged. They apply under s.126 
of the CCA. 

21	 Treasury consultation ‘Implementation of the EU mortgage credit directive’ (September 2014). See section 2.3. 

https://www.gov.uk/government/consultations/implementation-of-the-eu-mortgage-credit-directive/implementation-of-the-eu-mortgage-credit-directive
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3.88	 For information on our proposals around vulnerable consumers and data sharing requirements 
around customers in arrears please see Chapter 5. 

Q32:	 Do you agree with our approach to protecting second 
charge mortgage customers in payment difficulties? 

General conduct of business standards
3.89	 Our existing mortgage rules in MCOB 2 contain high-level standards for firms covering a 

number of specific areas, such as a requirement for firms to act in a customer’s best interests 
and a prohibition on inducements. We believe that these provisions are equally as relevant to 
second charge mortgages as first charge, and so propose to apply them. They will also apply to 
the second charge back book, although many of the provisions affect information or practices 
relating to the pre-contractual or contractual stage and so will have minimal impact on firms’ 
existing loans.

3.90	 In some instances, similar standards will already apply to second charge firms - for example, 
constraints on the use of electronic media resulting from the Distance Marketing Directive and 
the implementation of the E-Commerce Directive. Other sections of MCOB 2, such as our rules 
and guidance on inducements, help us to implement the MCD. 

3.91	 Generally, we do not expect the requirements to have a significant impact on second charge 
firms. 

3.92	 One specific area where MCOB 2 exceeds existing second charge requirements is MCOB 2.3.6. 
This prohibits the use of volume overrides, e.g. where the value of an inducement paid to 
an intermediary or third party increases based on reaching set target of business. This goes 
beyond the existing CONC guidance (CONC 4.5.2G), which permits such payments where they 
are justified based on the extra work of the firm involved in that business. However, we believe 
it is appropriate to apply it to second charge mortgages.

Q33:	 Do you agree with our proposal to apply the general 
conduct of business standards set out in MCOB 2 to 
second charge mortgages? 

Implications for second charge mortgages in niche markets
Shared equity loans

3.93	 Shared equity loans are covered by the MCD, except for certain schemes provided by the 
government and social landlords, which will continue to be exempt. To date, shared equity 
schemes have fallen under the consumer credit regime (with the exception of exempt 
government schemes). 

3.94	 For shared equity loans that are regulated, we want to provide a framework that supports their 
appropriate provision, so that consumers without a big deposit can continue to access home 
ownership. 

3.95	 Shared equity loans are second charge loans usually provided to help consumers, most commonly 
first time buyers, buy a home with a lower deposit than otherwise required. They are typically 
available for around 20% of the value of the property, with the consumer expected to pay just 
a 5% deposit. They are usually provided either through government schemes (such as Help to 
Buy), or through house builders to fund the purchase of new build properties, although they 
could also be offered by other providers such as mortgage lenders. 
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3.96	 Shared equity loans can be repaid on the sale of the property. Alternatively, repayment may 
be required after a set number of years, typically 20-25 years (for government schemes), or ten 
years (for private schemes). Interest payments may be required after a certain period, often five 
years, and the amount of interest charged may increase over the term.

3.97	 A key feature of shared equity loans is that the lender benefits from a share of any increase in 
equity over the term. So if property prices rise, the borrower may have to pay back significantly 
more to the lender than they originally borrowed. Where the value of the property falls, then 
the borrower may have to bear more of the loss than the lender (depending on how the 
scheme is set up). 

3.98	 Shared equity loans pose some specific consumer risks. For example:

•	 consumers may focus on the purchase of the home without considering the risks of the 
shared equity loan, such as the potentially escalating debt

•	 the sale of a shared equity loan may not be appropriate for the consumer e.g. if they could 
have purchased the property without needing to take a shared equity loan 

•	 the shared equity loan may not be affordable when interest repayments become due

•	 the consumer may not have considered the need to sell the property to repay the shared 
equity loan when full repayment becomes due

•	 consumers may not understand the effect of changes to house prices on the amount they 
owe to the lender 

3.99	 We believe it is appropriate to address these risks through our regulation. We therefore propose 
to apply the same requirements as for other second charge loans, with the following tailoring. 

Sales process
3.100	 Shared equity loans must not be sold on an execution-only basis.

3.101	 When giving advice, the seller must consider the following factors:

•	 whether it is appropriate for the customer to take out an equity loan to purchase the 
property, or purchase from their own resources

•	 the term of the loan (particularly in relation to the customer’s intentions for repayment of 
the first charge loan)

•	 whether it is appropriate for the customer to have flexibility in payments (i.e. the ability to 
pay interest on the loan, or to make capital repayments  via regular payments or lump sums)  

3.102	 We will expect the seller to make it clear to the customer how the debt may be affected by 
changing property values, through the MCD requirement to provide an adequate explanation 
of the essential characteristics of the product, including the specific effects the product may 
have on the consumer (see MCOB 4A.2.1R(2)(c)).  

Responsible lending
3.103	 If the contract requires that regular payments (whether interest or capital) become due during 

the term of the shared equity loan, the lender must undertake an affordability assessment 
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before entering into the loan. If the loan is structured as an interest-roll up mortgage (i.e. neither 
capital nor interest is required or anticipated until the end of the term), then an affordability 
assessment is not required (see MCOB 11.6.57).

3.104	 Where the shared equity loan is an interest-only loan (i.e. where capital will still be outstanding 
at the end of the term), the lender must also consider the credibility of the repayment strategy 
in accordance with our interest-only rules. Sale of property may be an acceptable repayment 
strategy, subject to specific customer circumstances. As with our existing interest-only rules we 
do not expect firms to give advice on the repayment strategy.   

Q34:	 Do you agree with our proposed approach to shared 
equity loans?

Business loans
3.105	 In the current consumer credit regime, secured loans that are wholly or predominantly for 

business purposes, where the loan is over £25,000, are excluded from regulation.   Loans up 
to £25,000 are regulated, on the basis that smaller loans are more likely to be taken by smaller 
traders who need more consumer protection – for example, to inject cash into struggling small 
businesses. This approach will be carried across by the government into our mortgage regime, 
so we will only have the power to regulate secured loans for a business purpose that do not 
exceed £25,000 (before any fees are added to the loan).      

3.106	 As explained in Chapter 2, business loans are not caught by the MCD on the basis that it applies 
only to consumers.22 Therefore regulated mortgages made for a business purpose will not need 
to comply with MCD requirements. However, dual purpose loans, where the trade, business 
or professional purpose is so limited as not to be predominant in the overall context of the 
contract will be caught and the MCD will apply in full. 

3.107	 We propose to apply a similar approach to second charge loans as to first charge business loans, 
and therefore the existing MCOB tailoring for disclosure, advising and selling standards, and 
responsible lending will apply. Other MCOB requirements, e.g. charges, and arrears, payment 
shortfalls and repossessions, will apply in full. 

3.108	 There is no current qualification requirement for first charge business lending, and as business 
lending is not in the scope of the MCD we do not propose to introduce one. We intend to apply 
the same approach to second charge mortgages. 

Q35:	 Do you agree with our proposed approach to second 
charge business loans?

Bridging loans
3.109	 As set out in Chapter 2, the MCD has an exemption for bridging loans, and therefore it will 

not apply to loans that meet its definition of a bridging loan.23 However, existing MCOB 
requirements will apply to first charge bridging loans, and given the similar risks to consumers 
we believe it is appropriate to apply this same framework to second charge bridging loans. This 
includes several tailored provisions, particularly in relation to disclosure, advising and selling 
standards, and responsible lending. 

Q36:	 Do you agree with our proposed approach to second 
charge bridging loans?

22	 i.e. a natural person acting outside their trade, business or profession.

23	 “A credit agreement of either no fixed duration or which is due to be repaid within 12 months, used by the consumer as a 
temporary financing solution while transitioning to another financial arrangement for the immovable property”
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High net worth individuals
3.110	 There is no exemption in the MCD in relation to high net worth (HNW) individuals, and so 

the MCD applies in full. As a result, the current consumer credit regime exemption for HNW 
individuals is not being carried across into the mortgage regime.    

3.111	 However, we do have some flexibility in our approach to non-MCD requirements, so we propose 
to apply the same approach as for first charge mortgages. This will allow firms to use tailored 
provisions for consumers who meet our Handbook definition of a ‘high net worth mortgage 
customer’, i.e. consumers who have net income of no less than £300,000 or net assets of 
no less than £3m. These tailored provisions apply to our advising and selling standards, and 
responsible lending rules.  

Q37:	 Do you agree with our proposed approach to high net 
worth individuals taking a second charge mortgage? 

Non-MCOB matters 

Prudential requirements
3.112	 First charge non-bank lenders, administrators and intermediaries are subject to prudential 

requirements set out in our Prudential sourcebook for Mortgage and Home Finance Firms, and 
Insurance Intermediaries (MIPRU). These requirements were strengthened as part of the MMR, 
which introduced for lenders and administrators: 

•	 risk-based capital requirements

•	 restrictions on the quality of eligible capital

•	 a tailored liquidity requirement 

3.113	 Our requirements under MIPRU will continue to apply to firms engaged in first charge business, 
irrespective of whether or not they are engaged in second charge business. In addition, the 
MCD establishes new minimum limits for the level of professional indemnity insurance held by 
firms (see paragraph 2.49).

3.114	 However, other than the minimum required by the MCD, we believe there is a strong case for 
deferring consideration of whether and how our prudential requirements should be applied to 
non-bank lenders, administrators and intermediaries in the second charge market until after 
the transfer of second charge into our mortgage regime. The draft MIPRU rules in Appendix 
1 set out our proposed approach,  excluding firms carrying out a second charge activity but 
not first charge, and clarifying that second charge activity would not count towards firms’ 
annual income for the purposes of calculating capital requirements (see draft MIPRU 4.1.13AR, 
4.1.13BR, 4.3.3G and 4.3.7AR).  

3.115	 Under our consumer credit regime, firms are not currently subject to any prudential requirements 
for their second charge activity. Applying our MIPRU rules to second charge non-bank lenders, 
for example, would represent a greater incremental burden than the staged approach we have 
taken for first charge firms since the introduction of mortgage regulation. 

3.116	 To make a considered assessment of whether prudential requirements should be applied to second 
charge firms and at what level, we will need to understand how these firms’ business models and 
lending profiles have altered as a result of the transfer to the mortgage regime. In this respect, 
analysis of second charge firms’ current activity is unlikely to help us form this assessment. 
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3.117	 With insufficient evidence, we would risk imposing either a capital requirement that is too high, 
potentially affecting competition or consumer choice, or too low, resulting in firms incurring 
compliance costs with no additional consumer benefit.

3.118	 We are proposing to revisit this issue by March 2017. The effects of the transfer should be 
clearer by this point, although it is possible that further consideration will be needed after this 
date. We intend to use data collected as part of firms’ regulatory reporting to help inform this 
assessment. 

3.119	 This proposal will present interim risks, including the possibility of regulatory arbitrage and 
the implications of firms not holding sufficient capital to mitigate unforeseen risks. Regulatory 
arbitrage is a risk that exists at present, as second charge non-bank lenders administrators and 
intermediaries are not subject to capital requirements. We expect our proposals on responsible 
lending and sales standards to improve the quality of second charge lending.

Q38:	 Do you agree with our proposal to defer consideration 
of whether prudential requirements should apply to 
second charge firms? 

Q39:	 Do you agree with our proposed timetable for deferral?

Training and competency
3.120	 Our proposed approach to implementing the MCD requirements on knowledge and 

competency are set out in Chapter 2. In addition to this, we have considered whether our 
existing requirement for mortgage sellers to hold a Level 3 mortgage qualification should 
apply to second charge firms. This applies to mortgage advisers, arrangers and those designing 
scripts for execution-only sales. 

3.121	 Professionalism is an important component of a sales process that works in the best interests 
of customers. Therefore, we believe that the same requirements should apply to the second 
charge market, to ensure that properly qualified individuals are an integral part of the sales 
process and help to deliver good customer outcomes.

3.122	 We do not envisage the need for a qualification specific to second charge. There are clear 
similarities across all secured lending, which will be strengthened by the application of broadly 
consistent conduct rules to both first and second charge. However, existing qualifications may 
need tailoring to accommodate features distinct to second charge.

3.123	 We are proposing to give staff until 21 September 2018 (two and a half years from the date 
the rules come into force) to obtain the qualification. While individuals are in the process of 
obtaining the qualification, we will expect them to operate under supervision and use the 
MCD knowledge and competency standards to demonstrate competency on an ongoing basis. 
However, as discussed above in paragraph 3.18 we are interested in views on this timetable. 

Q40:	 Do you agree with our proposed approach to training 
and competency?

Financial Services Compensation Scheme
3.124	 The Financial Services Compensation Scheme (FSCS) provides a financial safety net for consumers 

in the event that an authorised firm is unable to meet its financial obligations, such as where a 
firm provides incorrect advice that has resulted in a consumer losing money and then ceases to 
trade. The rules covering compensation are in the COMP sourcebook of our Handbook. 
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3.125	 First charge mortgage advice and arranging activities are covered by the FSCS, but providing 
and administration activities are not, on proportionality and cost-effectiveness grounds.24 
Second charge mortgage activities currently sit outside of the scope of the FSCS. However, we 
believe that similar risks exist for second charge mortgages, and so we propose to bring second 
charge advising and arranging activities into scope from 21 March 2016, to coincide with the 
move into the mortgage regime. FSCS protection would cover activities that take place from 
this date, so claims arising from activities (e.g. incorrect advice) that occurred prior to this would 
not be covered, even where a consumer loss occurred afterwards. 

3.126	 Firms within scope are required to pay a levy to the FSCS, which is collected by the FCA. There 
are two types of fee:

•	 management expenses levy, which covers the costs of running the compensation scheme 

•	 compensation costs levy, which provides the funds to make valid compensation claims 

3.127	 The fees charged are generally based on the firm’s activities and their annual eligible income (as 
set out in our Handbook in FEES 6).25  

Q41:	 Do you agree with our proposal to include second charge 
advising and arranging activities into the scope of FSCS?

Financial Ombudsman Scheme
3.128	 Most second charge mortgages already fall within the compulsory jurisdiction of the Financial 

Ombudsman Service (FOS) and will continue to do so when second charge mortgages are 
moved into our mortgage regime.

FCA fees 
3.129	 Authorised firms pay two types of fees to us, an application fee, to pay for our evaluation of 

their application for authorisation, and an annual periodic fee, which recovers the costs of FCA 
regulation.  We will be consulting on our proposed approach to fees for second charge firms 
as part of our annual consultation on fees in October.

3.130	 Chapter 6 sets out more information on the authorisations process for second charge firms.  

Approved persons
3.131	 The controlled functions for second charge firms under our consumer credit regime are 

governing functions, systems and controls functions, and Money Laundering Reporting Officer 
functions. The controlled functions under the mortgage regime are wider than this, covering all 
governing functions, Apportionment and Oversight (CF8), Money Laundering reporting (CF11), 
and often Systems and Controls (CF28) and the Significant Management function (CF29).26 

3.132	 As second charge mortgages will be covered by the definition of a regulated mortgage contract, 
these additional controlled functions will apply unless we tailor our rules. However, we do not 
believe there is a case for applying different requirements to second charge mortgages. The 
approved persons requirements are a proven method of ensuring that firms have robust senior 
management controls that support consumer protection. 

24	 Because the circumstances in which the customer is likely to suffer loss in the event of a provider default are limited, and there is 
potential scope for a market solution, such as a transfer of a portfolio to another lender, generally without loss to the borrower. 

25	 Annual income is calculated in accordance with fee-block A18 in part 2 of FEES 4 Annex 1A R

26	 The controlled functions regime for deposit-takers is currently subject to consultation elsewhere – please see CP 14/13:  
www.fca.org.uk/news/cp14-13-strengthening-accountability-in-banking

http://www.fca.org.uk/news/cp14-13-strengthening-accountability-in-banking
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Draft rules

3.133	 The draft instrument that sets out the rule changes required to implement our proposals for 
second charge mortgages can be found in Appendix 1.27 This should be read in conjunction 
with our existing MCOB rules, which can be found in our Handbook.28 

Q42:	 Do you have any comments on the draft rules in  
relation to second charge mortgages set out in the draft  
Mortgage Credit Directive Instrument 2014 at Appendix 1?  
Do you agree that the rules reflect the stated  
policy intention? 

27	 Note that this draft instrument also includes the rule changes to implement the MCD for first charge mortgages 

28	 See Mortgages and Home Finance: Conduct of Business sourcebook: fshandbook.info/FS/html/FCA/MCOB 

http://fshandbook.info/FS/html/FCA/MCOB
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4.	 	
Second charge data reporting requirements

Context

4.1	 We gather and use a wide range of data, information and intelligence from across our 
organisation, firms and elsewhere to help us identify and assess risks in financial markets. In the 
mortgage market, we are particularly interested in indicators of irresponsible lending leading to 
consumer harm and a market that does not function well.

4.2	 In our policy statement29 that set out our consumer credit regime, we explained that second 
charge firms are exempt from product and activity-based data reporting requirements pending 
transfer to the mortgage regime. 

4.3	 We are now setting out our proposed regulatory reporting requirements for second charge 
firms to meet our objectives. We believe that our proposals will help us identify and assess 
risks to consumers, make robust quicker decisions so the market keeps functioning well, and 
enhance our ability to monitor the market.

Summary of our proposals

4.4	 We are proposing to apply rules to second charge firms that are broadly similar to those that 
apply to first charge firms, given the risks inherent in secured lending irrespective of whether a 
mortgage is secured as a first or subsequent charge. 

4.5	 As a consequence, we are proposing to rely on established and recently refined reporting 
mechanisms to gather transaction level and aggregated data on the second charge market.

4.6	 We propose applying the following reporting requirements to second charge firms from 21 
March 2016.

•	 Product Sales Data (PSD) – applicable to second charge lenders.

–– Sales data – transaction level data on all regulated second charge mortgage sales made 
by a firm within the reporting period.

–– Performance data – transaction level data on the performance of second charge 
regulated mortgages, giving a snapshot of the mortgage characteristics and whether 
borrowers have experienced payment difficulties. This report would also apply to 
regulated firms that act as a lender, such as mortgage book purchasers.

29	 PS14/3, Final rules for consumer credit firms (February 2014): www.fca.org.uk/news/ps14-3-final-rules-for-consumer-credit-firms
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•	 Mortgage Lenders and Administrators Return (MLAR) – applicable to second charge 
lenders, aggregated data covering a firm’s regulated mortgage activity, including second charge.

•	 Retail Mediation Activities Return (RMAR) – applicable to second charge intermediaries, 
aggregated data covering a firm’s regulated mortgage activity, including second charge.

4.7	 To accommodate both the nature of second charge activity and how we intend to regulate it, 
we are proposing some adjustments. Those adjustments are set out in more detail towards the 
end of this chapter and in our draft Handbook text in Appendix 1.

4.8	 We are not proposing any further changes to the reporting requirements that apply to firms 
that undertake only regulated first charge mortgage activity.

Why are we proposing to collect this data?

4.9	 As with the first charge market, the primary reason for collecting data from second charge 
firms is so that we can supervise our proposed rules as efficiently and effectively as possible. 
At present, we have no reliable or consistent data on second charge activity, nor any rules 
requiring firms to supply this to us on a regular basis. This would restrict our ability to regulate 
a market that poses risks of consumer harm. 

4.10	 We also want to be a more forward-looking and pre-emptive regulator, seeking to identify and 
head off risks or unintended consequences before they crystallise and cause consumer harm 
or damage market integrity. We want to maintain competitive markets and promote effective 
competition in the interests of consumers. The enhanced data will help us to identify if there 
are risks to these objectives.

4.11	 In addition, aggregate data in particular is likely to inform our proposed review of whether and 
how prudential requirements could apply to second charge non-bank lenders, administrators 
and intermediaries.

4.12	 Without the data we propose collecting, we would need to rely on alternative methods, such as 
ad hoc data requests and increased supervisory work. Past experience with manual data requests 
has shown that this is time and resource intensive for both us and firms. This approach would also 
give rise to data consistency issues and restrict our ability to construct robust analyses. 

Product Sales Data (PSD)

4.13	 Since 1 April 2005, product providers have supplied transaction-level data to us on all sales of 
regulated mortgage contracts through a report called Product Sales Data (PSD). From 1 January 
2015, PSD will be amended to capture more detailed information on product sales (such as 
enhanced affordability data aligned to our responsible lending rules) and the performance of 
all regulated mortgage contracts.

4.14	 We are proposing to apply broadly the same requirements to second charge lenders from  
21 March 2016. Both the sales and performance reports will be used to capture information 
on all regulated second charge mortgages sold from 21 March 2016. We are not proposing to 
apply the performance report to back book second charge loans. We feel that data consistency 
issues would compromise any further analysis, placing a disproportionate burden on firms.
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4.15	 As detailed in Chapter 3 and our cost benefit analysis, arrears rates in the second charge market 
are significantly higher than in the first charge market. It is important that we capture detailed 
information on second charge mortgage sales and their performance at regular intervals to 
track customer outcomes. 

4.16	 We have considered whether it would be appropriate for second charge firms to supply a 
scaled down version of PSD. However, this would result in us receiving transaction-level data 
that is not aligned to our proposed conduct of business rules.

4.17	 The affordability data we are proposing to collect closely mirrors the responsible lending 
rules we intend to apply to second charge firms. Collecting this information will enable us to 
undertake detailed analysis of how firms are determining whether a second charge mortgage 
is affordable.

4.18	 Transaction-level data on the performance of second charge mortgages will enable us to track 
arrears and possessions cases back to the original sale. This can support our analysis of the 
mortgage characteristics and customer circumstances that can lead to payment difficulty and 
how forbearance has been deployed. 

4.19	 When we consulted30 on the changes to PSD that come into effect for first charge firms from 1 
January 2015, we included some proposed rule changes that could be brought into effect once 
second charge moves into the mortgage regime. These would enable us to differentiate second 
charge loans from other types of regulated mortgage contract and understand the purpose of 
each second charge loan. 

4.20	 Respondents were supportive, but in our subsequent policy statement31 we said that “we 
cannot confirm if these data items will definitely be used for second charge mortgages” on the 
basis that we had not yet consulted on our conduct rules for second charge. 

4.21	 We have made some minor adjustments to those original proposals. All other PSD fields will 
apply to regulated second charge mortgages from 21 March 2016 in the same way as they will 
do for first charge from 1 January 2015.

4.22	 Not all of these fields will need to be populated for every transaction. For a second charge loan 
where there is only one applicant who is employed with a basic salary, 16 of the 28 affordability 
fields would not need to be reported. In the performance data, none of the fields relating to 
forbearance would need to be reported if the account is not experiencing payment difficulties. 

4.23	 First charge firms are required to submit sales data every quarter and performance data every 
six months. To enable us to establish a regularly updated view of second charge transactions, 
we are proposing that second charge firms are subject to the same timeframes. 

4.24	 To reduce the burden on firms with lower levels of second charge business, and if we implement 
our reporting requirements from March 2016, we propose that firms reporting to us by manual 
data entry as opposed to XML files should submit performance data to us on an annual basis, 
rather than every six months. We are not proposing to specify an upper limit on the number 
of transactions to apply this exception. This approach would match the ongoing reporting 
efforts of each individual firm, which would not be the case if applying a strict limit on the size 
of the firm or its back book volumes. We do not believe that this would present any perverse 
incentives for larger second charge firms to report less frequently, given the time and cost 
involved in submitting high-volume manual returns.

30	 CP13/2, Mortgage Market Review – Data Reporting (May 2013): www.fca.org.uk/your-fca/documents/consultation-papers/cp13-02

31	 PS13/12, Mortgage Market Review: data reporting (December 2013):  
www.fca.org.uk/your-fca/documents/ps1312-mortgage-market-review-data-reporting
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Q43:	 Do you agree with our proposed collection of 
transaction-level data on second charge mortgages?

Q44:	 Do you have any comments on the individual data items 
we intend to collect on sales and performance of second 
charge mortgages?

Q45:	 Do you have any comments on our proposed adjustment 
to reporting frequencies for second charge performance 
data where firms are submitting data manually?

Mortgage Lenders and Administrators Return 

4.25	 Since 2007, regulated mortgage lenders and administrators have provided us with aggregated 
data on their regulated and non-regulated mortgage activities using the Mortgage Lenders and 
Administrators Return (MLAR). 

4.26	 To maintain a complete picture of the regulated mortgage sector, the PRA and FCA issue MLAR 
statistics as a joint publication.

4.27	 Where a regulated lender undertakes both first and second charge activity, the second charge 
activity will currently be reported under the non-regulated fields in MLAR. However, this does 
not differentiate between second charge and other lending that does not result in a regulated 
mortgage contract (e.g. buy-to-let). 

4.28	 From 21 March 2016, second charge lending will constitute a regulated mortgage contract. We 
want to be able to identify second charge activity through MLAR, separate from first charge, 
to understand firms’ lending profiles and, for analytical purposes, to subtract second charge 
activity from first charge where appropriate. However, we are conscious that making changes 
to the MLAR forms would cause disruption for firms that already submit returns.

4.29	 We are therefore proposing to introduce a set of MLAR sub-forms to capture second charge 
lending. The main forms would remain unchanged, although ‘regulated mortgage’ fields would 
capture first and second charge from 21 March 2016.

4.30	 The proposed MLAR sub-forms for second charge lending are:

•	 A(3)(a) – Balance sheet

•	 D(a) – Business flow and rates

•	 E(1)(a) – Income Multiple & LTV

•	 E(2)(a) – Nature of loan and purpose

•	 F(a) – Arrears analysis

•	 H(a) – Arrears analysis (relevant only to mortgage administrators)

4.31	 Firms that sell first charge mortgages and no second charge mortgages within a reporting 
period would only be required to submit data in relevant MLAR ‘main’ forms, as at present.
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4.32	 Firms that sell both first and second charge mortgages within a reporting period would be 
required to submit relevant MLAR ‘main’ forms, as well as relevant sub-forms.

4.33	 As detailed in paragraph 3.114, we are proposing not to impose prudential requirements on 
second charge non-bank lenders and administrators, from March 2016. As a result, MLAR 
sections C, L and M (with effect from 1 January 2015) would not apply to firms engaged in 
second charge activity, but not first charge.

4.34	 Regulated first charge mortgage lenders are currently required to submit MLAR returns on 
a quarterly basis. To ensure consistency of this important data source and to support our 
supervisory activity, we intend to apply the same reporting frequency to second charge lenders.

Q46:	 Do you agree with our proposed treatment of second 
charge lending through MLAR?

Retail Mediation Activities Return

4.35	 Firms with a permission to carry on home finance mediation activity are required to submit data 
on their regulated mortgage activities through the Retail Mediation Activities Return (RMAR).

4.36	 As second charge mediation will fall within the definition of home finance mediation activity 
from 21 March 2016, we will need to be able to identify second charge activity through RMAR, 
separate from first charge. We therefore propose to capture this through amendments to the 
following RMAR forms: 

•	 Section B – profit and loss

•	 Section G – training and competence

4.37	 RMAR sections C and D would not apply to intermediaries that mediate second charge 
mortgages, but do not mediate first charge, as we are not proposing to impose prudential 
requirements (other than the PII cover required by the MCD) on these firms from March 2016. 

4.38	 As with MLAR, we are proposing that second charge intermediaries are subject to the same 
quarterly reporting frequency to ensure data consistency.

Q47:	 Do you agree with our proposed treatment of second 
charge mediation through RMAR?

Proposed implementation

4.39	 Given our lack of data on a market that poses risks of consumer harm, we propose implementing 
our reporting requirements from March 2016, in line with the application of our mortgage regime.

4.40	 We intend to publish our policy statement in Q1 2015, which would give firms a year to 
implement our proposed data reporting requirements. This is similar to the lead time firms had 
for the MMR data reporting requirements. 
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4.41	 However, we are mindful of the cost burdens that our proposed requirements will place on 
firms. The estimated impact across the second charge market is set out in KPMG’s report 
analysing the impacts of our proposals on the second charge market. Our cost benefit analysis 
summarises that report in Annex 1.

4.42	 The cost impact will be less for those firms that also carry out first charge activities as they will 
already be subject to the proposed reporting requirements for that business. We have also 
tailored our proposals for second charge firms where appropriate to minimise the systems 
changes needed by firms that already report data to us.

4.43	 We have considered delaying the implementation of regulatory reporting to ease the burden 
on firms. This would, however, adversely affect our ability to meet our objectives. We would 
not have the necessary information to supervise second charge firms effectively, nor would we 
be well placed to quickly identify issues and respond accordingly.

4.44	 There may be benefits to firms working towards the same timetable for implementing our 
mortgage regime rules and regulatory reporting requirements. We are aware that some first 
charge firms incurred additional costs as a result of implementing our revised MCOB rules by 
April 2014 and regulatory reporting requirements by January 2015. 

4.45	 Firms would likely face similar challenges if we were to phase in regulatory reporting through 
the introduction of interim requirements. 

4.46	 However, we would welcome evidence from firms on whether and how our proposed implementation 
timetable would cause them difficulty, along with possible alternatives that would ensure that we 
can effectively supervise the second charge market and meet our statutory objectives.

Q48:	 Do you agree with our proposed implementation 
timetable for second charge firms’ regulatory reporting?

Q49:	 Do you have any alternatives to minimise any cost 
burdens on firms, while ensuring that the FCA can meet 
its statutory objectives?

Q50:	 Do you have any comments on the draft rules set out 
in Appendix 1? Do you think the rules reflect the stated 
policy intention?

Complaints reporting 

4.47	 The Dispute Resolution: Complaints (DISP) module of our Handbook sets out the rules we 
expect firms to follow in reporting complaints to us. Where a firm is authorised by us, we 
expect second charge complaints to be categorised as ‘Other regulated home finance products 
(including second and subsequent charge mortgages)’ in the DISP complaints return form.

4.48	 We will be consulting later in the year on our general approach to complaints reporting. As part 
of this, we are considering whether second charge complaints should be differentiated from 
other regulated home finance products. 

4.49	 In complaints data published by the Financial Ombudsman Service, second charge complaints 
are already captured under a distinct category of ‘secured lending’. 
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5.	 	
Other Handbook changes applicable to  
first and second charge

Introduction

5.1	 In this chapter, we propose further amendments to MCOB that would apply to both first and 
second charge firms. These are in addition and separate to the changes we are proposing to 
implement the MCD and transfer second charge activity into our mortgage regime.

5.2	 The proposals in this chapter are designed to improve customer outcomes by ensuring that:

•	 as part of the sales process, all customers considering taking out a first or second charge 
mortgage are made aware that alternative finance options may be available

•	 vulnerable customers with a payment shortfall are treated fairly and appropriately

•	 information is shared between charge holders where a customer is at risk of losing their home

Alternative finance options

5.3	 As part of the MMR, we introduced an advised sales rule requiring firms to notify customers 
applying to remortgage that a further advance with their existing lender may be more 
appropriate. 

5.4	 With the transfer of second charge into our mortgage regime, we have taken the opportunity 
to reconsider the scope of this rule and the point in the sales process when it should apply. 

5.5	 We believe that customers should be made aware of a wider range of alternative finance 
options when looking to increase their borrowing secured on their home. This would give 
customers the opportunity to explore the availability and appropriateness of those alternatives, 
which may be better suited to their needs and circumstances. 

5.6	 We are proposing to widen our existing rule so that, where a customer is considering raising 
additional monies through a remortgage of their first charge loan, the firm informs them that 
it may be possible or more appropriate to obtain a second charge mortgage or an unsecured 
loan, as well as a further advance.

5.7	 We also propose introducing a similar rule where a customer is applying for a second charge 
mortgage. This would require the firm to inform the customer that it may be possible or 
more appropriate to obtain a further advance with their existing lender, a remortgage or an 
unsecured loan.
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5.8	 Firms will not be required to make customers aware of a further advance where it is known 
that the customer would be unable to obtain one, for example through previous conversations 
with the customer.

5.9	 We would require these messages to be delivered in the same way as the rest of the sale. So, 
verbally where the initial contact with the customer is interactive, and, for non-interactive sales, 
separately from messages in the firm’s written or electronic communication with the customer.

5.10	 As with the current rule, we are not proposing that firms assess whether the alternative finance 
options are more appropriate for the customer, only that the customer should be made aware 
of those options. We consider it would be more appropriate for this requirement to form 
part of the disclosure at the start of the sale by introducing the rules into MCOB 4.4A. As  
a consequence, we would remove the existing requirement from our advised sales rules in 
MCOB 4.7A.

5.11	 This would not only avoid possible confusion about what we expect of firms, but will also ensure 
that all customers, irrespective of whether the sale is progressing on an advised or execution-
only basis, are made aware of alternative finance options that may better meet their needs.

5.12	 If a firm wishes to advise a customer on the suitability of those alternative finance options, they 
would be free to do so, subject to meeting any relevant regulatory requirements. Our proposed 
initial disclosure requirements for all customers looking to increase the borrowing secured on 
their home will help facilitate this approach through building customer awareness of the wider 
range of alternatives.

5.13	 As the method of disclosure correlates with nature of the sale – verbally for interactive sales 
or either electronically or in writing for non-interactive sales – the disclosure can form part of 
firms’ existing processes. In addition, we are not prescribing the depth that firms need to go 
into to meet our requirements. We do not anticipate significant costs for firms.

Q51:	 Do you agree with our proposed rules requiring firms 
to make customers aware of alternative finance options 
where they are looking to increase their secured 
borrowing?

Q52:	 Do you agree that these proposed rules should form part 
of the initial disclosure, applicable to both advised and 
execution only sales? 

Fair treatment of customers with a payment shortfall

Customers in vulnerable circumstances
5.14	 The consideration of a customer’s individual circumstances is integral to how we expect firms 

to treat fairly those customers experiencing a payment shortfall. Our specific requirements are 
set out in MCOB 13. Our proposed changes to MCOB 13 to transfer second charge mortgages 
into our existing regime are explained in chapter 3.

5.15	 Following our recent thematic review into first charge firms’ arrears management and 
forbearance practices, we see a case for strengthening MCOB 13 to help ensure that customers 
in vulnerable circumstances are treated fairly.
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5.16	 Our Handbook does not define customers in vulnerable circumstances. However, for the 
purposes of this chapter and proposed MCOB 13 rule, we are referring to customers who are 
known, or reasonably believed, to lack the capacity to make relevant financial decisions at a 
particular time. This could include, but is not limited to, customers with mental health problems.

5.17	 Findings from our thematic review, published in February 201432, set out a number of 
considerations for firms, including the importance of dealing sensitively with customers who 
may have vulnerabilities. 

5.18	 Our review highlighted that vulnerable customers were not consistently identified, nor their 
circumstances sufficiently probed by front-line staff in some firms even when they were 
explicitly referred to by customers. Although a number of firms have established specialist 
teams to deal with vulnerable customers, our review also identified that referrals to these teams 
were sometimes missed or made too late in the process to have any meaningful impact. This 
resulted in firms failing to treat some vulnerable customers sensitively.

5.19	 CONC 7 contains an explicit requirement on firms to establish and implement clear, effective 
and appropriate policies and procedures for customers that the firm understands, or reasonably 
suspects, to be particularly vulnerable. In meeting that requirement, firms may wish to have 
regard to Money Advice Liaison Group guidelines on debt and mental health.33 However, 
CONC 7 will not apply to regulated second charge mortgages from 21 March 2016.

5.20	 Although MCOB 13 requires firms to have a written policy and procedures in place in order to 
treat all customers with a payment shortfall fairly, there is not the same explicit requirement in 
relation to vulnerable customers.

5.21	 We propose transposing the CONC 7 rule and guidance on the fair treatment of vulnerable 
customers into MCOB 13, applicable to both first and second charge firms.

5.22	 Second charge firms are already subject to these requirements and, through our thematic 
work, we are aware that first charge firms have taken steps to improve the fair treatment of 
vulnerable customers. We believe that setting out our expectations in MCOB 13 will support 
firms’ progress and ensure that their policies and procedures are implemented consistently. The 
rule would not prescribe how firms should treat vulnerable customers, as this will need to be 
determined by the firms’ assessment of individual circumstances.

5.23	 We do not anticipate that first charge firms will incur significant costs in complying with our 
proposed requirement, but some firms exhibiting poor practice may incur costs in establishing 
policies and training front line staff. 

Q53:	 Do you agree with our proposal to transpose the CONC 7 
provisions for vulnerable customers into MCOB 13?

Information sharing between charge holders 
5.24	 The transfer of second charge into our mortgage regime presents an opportunity to mitigate 

risks where a customer faces losing their home on which more than one mortgage is secured. 
At present, there are very few obligations on firms to share information with other charge 
holders. 

32	 TR14/3, Mortgage lenders’ arrears management and forbearance, (February 2014):  
www.fca.org.uk/static/documents/thematic-reviews/tr14-03.pdf 

33	 www.malg.org.uk/dmhdocuments/Mental%20Health%20Guidelines%20Ed%202%20Final%202009.pdf

http://www.fca.org.uk/static/documents/thematic-reviews/tr14-03.pdf
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5.25	 Civil Procedure Rule Part 55.10(2)(c) requires a firm taking possession action to notify other 
charge holders of a court hearing date within five days of it being set. However, by this point in 
the process, a customer is likely to have already incurred costs as a result of the litigation action.

5.26	 This lack of timely information sharing does not enable firms to work together in the best 
interests of the customer and increases the risk of a customer incurring additional costs as a 
result of firms starting separate litigation actions. 

5.27	 Guidance in CONC 15 states that, when taking possession action, a second charge firm should 
establish contact with higher priority charge holders to minimise adverse impacts on the 
customer. MCOB 13 does not contain any similar provision for first charge firms to engage with 
lower priority charge holders, and there is unlikely to be the same commercial incentive for first 
charge firms.

5.28	 We are proposing to introduce new rules in MCOB 13 requiring the firm taking litigation action, 
or having consented to an assisted voluntary sale, to share information with other firms with a 
mortgage secured on the property as follows.

•	 Where a firm is taking litigation action against the borrower in order to obtain possession 
of the property:

–– notice of litigation action having started

–– notice of a scheduled court hearing date (in line with Civil Procedure Rule Part 55.10(2)(c))

–– details of the outcome of any court hearing

–– notice of the scheduled eviction date

•	 Notice of a customer having voluntarily surrendered possession of the property.

•	 Where a property in possession is sold:

–– notice of the sale and details of the method of sale

–– details of the accepted offer price

•	 Where the firm is supporting some aspect of the customer’s sale of the property through an 
assisted voluntary sales process:

–– notice that the customer has entered into an assisted voluntary sale process 

–– notice of the sale and details of the method of sale

–– details of the accepted offer price

5.29	 The timings of these notifications are set out in our draft Handbook text at Appendix 1.

5.30	 We have opted to structure our information sharing proposals around set points in the litigation, 
sales and possession processes rather than upon request. This will enable firms to establish 
specific processes to issue the notifications, reducing both uncertainty and cost. 
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5.31	 We have considered whether information should be shared even earlier in the process. However, 
under MCOB 13, firms are obliged to consider appropriate forbearance and we do not believe 
that a data sharing requirement at a stage earlier than what we have proposed would result in 
better customer outcomes. 

5.32	 We believe that our proposals will present several benefits when compared with current practice.

5.33	 Consumer groups have told us that more consistent sharing of information, as we propose, 
could help minimise separate court actions and costs for the customer. 

5.34	 Similarly, the increased transparency on assisted voluntary sales brought about by our proposals 
could incentivise firms to work together to ensure good customer outcomes and reduce the 
possibility of lower priority charge holders withholding consent to a sale.

5.35	 For possession sales, MCOB 13 already requires firms to market the property for sale as soon 
as possible and obtain the best sale price. Increasing the transparency of a sale will allow 
other charge holders to understand how the property is being sold and at what price it is 
being marketed. Where appropriate, other firms with a charge over the property will be able 
to challenge whether the method of sale and the asking price are in the best interests of the 
customer. However, it will remain for the firm effecting the sale to arrive at a final decision in 
meeting their regulatory obligations.

5.36	 By placing an obligation on all first and second charge firms, we will be removing any incentives 
on higher ranking charge holders to withhold information where those firms have no commercial 
imperative to share it with lower ranking charge holders. 

Q54:	 Do you agree with the scope of our proposed 
information sharing requirements?

Q55:	 Do you agree that our proposed information sharing 
requirements should apply to all firms with a regulated 
mortgage secured against the property?

Contract variations

5.37	 We currently require firms carrying out rate switches or transfers of equity to give consumers 
a KFI. We propose to change our rules so that firms can use an ESIS instead if they prefer, for 
example if it is more efficient.

PERG

5.38	 We have made amendments to our Perimeter Guidance (PERG) to reflect the changes in the 
legislation. These can be found in Appendix 1. We will consult separately in due course on 
further changes to reflect government’s consumer buy-to-let legislation.

Q56:	 Do you agree with the amendments made to PERG?

Q57:	 Are there any business models which need further 
consideration under PERG as we propose to amend it?
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6.	 	
Authorisation regime for second charge firms 

Applying for authorisation

6.1	 The Treasury propose that the implementation of the MCD on 21 March 2016 should be the 
date on which second charge mortgages are transferred from the consumer credit regime to 
the mortgage regime. This means that to carry on second charge mortgage business after that 
date, lenders, administrators and intermediaries have to be authorised and hold the correct 
mortgage permissions. 

6.2	 Firms and individuals carrying on regulated financial services activities in the UK must be 
authorised, unless they are exempt. To become authorised by us, firms apply using forms that 
we make available online. 

6.3	 We expect to begin accepting applications from second charge firms who wish to add regulated 
mortgage activities after 1 April 2015, and we aim to publish the final rules ahead of this. 

6.4	 We are currently reviewing our application process to ensure that as many firms as possible are 
able to have their applications determined in time.

Statutory service standards
6.5	 Firms should be aware that statutory standards apply to the determination of applications for 

corporate authorisation, which are set out in the Financial Services and Markets Act (FSMA).

6.6	 We will make a decision within the earlier of: 

•	 six months of receiving your complete application 

•	 12 months of receiving an incomplete application

6.7	 In practice, applications are usually determined well within these service standards.

Alternatives to authorisation
6.8	 There are alternatives to becoming authorised which allow for some unauthorised firms and 

individuals legally to carry on regulated activities. These include:

•	 Being an ‘appointed representative’ of an authorised firm

•	 Being an ‘exempt professional firm’
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Being an appointed representative
6.9	 An appointed representative has a contract with an authorised firm (known as a principal) 

under which the principal accepts responsibility for the appointed representative carrying on 
regulated activities. The appointed representative has no direct relationship with us.

Being an exempt professional firm
6.10	 A professional firm that is a member of a Designated Professional Body (DPB) can carry on 

certain regulated activities under the regulation and supervision of its DPB, rather than us, if 
it fulfils certain criteria set out in FSMA. These firms are known as exempt professional firms.  

What this means for different groups of firms

Existing authorised firms holding regulated mortgage permissions
6.11	 The Treasury intends to change the definition of a regulated mortgage contract in the 

Regulated Activities Order (RAO) so that it extends to both first and second charge mortgages; 
the Treasury consultation document sets out how the RAO will change.34 The Treasury are also 
proposing that firms with mortgage related permissions will be deemed to have the extended 
permissions. This means that firms already holding Part 4a permission for regulated mortgages 
contracts may not need to submit an application to vary their permission. Firms should review 
their existing permission profile to ensure they hold the correct permissions for the second 
charge business they undertake. If additional permissions are required, firms should submit an 
application to vary their permission in the usual way, once we are open to take applications 
relating to second charge mortgages. 

6.12	 To supervise firms effectively it is important that we know what types of business our authorised 
firms are undertaking. As there will be a single set of permissions for secured lending we will 
be asking firms to notify us as to whether they undertake first charge business only or both 
first charge and second charge business. The mechanism for this notification will be confirmed 
at a later date. 

Existing authorised firms with no regulated mortgage permissions but who do 
second charge business

6.13	 Existing authorised firms who need to add regulated mortgage permissions for their second 
charge business should apply to vary their permission by following the standard process once 
we are open to take applications relating to second charge mortgages. Failure to do so will 
mean that a firm’s existing interim permission for second charge business will run out on  
21 March 2016 and the firm would have to stop doing any second charge business after  
that date. 

6.14	 On our website we will set out what information and documentation should be submitted with 
the application so that firms will more easily be able to submit complete applications. 

Consumer credit firms whose only consumer credit activity is second charge broking 
or lending 

6.15	 There are a small number of firms who have registered for interim consumer credit permission 
solely for second charge business. To continue second charge business after 21 March 2016, 
firms will need to be authorised (or exempt) for regulated mortgage business as their interim 
consumer credit permission will lapse at that date. 

34	 Treasury consultation ‘Implementation of the EU mortgage credit directive’ (September 2014).
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6.16	 Firms falling into this category, and wanting to be directly authorised by us, should submit 
an application form for financial services (rather than consumer credit). Details of the current 
application process and forms can be found on our website. The forms will be updated over the 
coming months for second charge business, but firms may find it helpful to review the existing 
application form now so they can familiarise themselves with the type of information we usually 
require from mortgage firms. We expect to accept applications after 1 April 2015. We will 
contact firms in this group later this year to set out the application process in more detail. 

Consumer credit firms who do second charge mortgage business and other 
consumer credit activities

6.17	 The majority of second charge firms also carry out other consumer credit activities. We are 
currently reviewing our application forms and processes to ensure we can make the application 
process as clear and straightforward as possible. We expect the review to be completed over 
the next few months, and we will update our website with details of the application process at 
the earliest opportunity.

6.18	 Consumer credit firms will have already been given an application period sometime between 
August 2014 and March 2016. The timing of the MCD and the transfer of second charge 
mortgage business from consumer credit to the mortgage regime may mean that for some 
firms their previously confirmed application periods need to change to give firms the maximum 
time to apply for new mortgage permissions. Those firms with an application period before 
1 April 2015 will have to amend an ‘in flight’ application or, if an authorised firm, submit an 
application to vary their permission to add mortgage permissions. 

6.19	 We will be writing to affected firms over the coming months.

New consumer credit applications including second charge business
6.20	 Until 21 March 2016 second charge business remains a consumer credit activity and firms 

wishing to undertake second charge business before that date should apply to offer consumer 
credit in the usual way. 

6.21	 Firms applying before we are open to accept application for second charge mortgage permissions 
(not expected to be before 1 April 2015) will have to amend an ‘in-flight’ application, or submit 
an application to vary their permission if they are an authorised firm, to add the relevant 
mortgage permissions. 

6.22	 Firms applying after 1 April 2015 will also be able to apply for the relevant mortgage permissions. 

Support for firms new to the mortgage regime

6.23	 Our website is the main source of information for firms. We will be updating the authorisation 
pages, forms, FAQs etc. in the coming months to reflect the changes for second charge firms. 
We would encourage firms to check the website regularly for information so they can be well 
prepared to submit an application for regulated mortgage business once we are open to accept 
applications. 

6.24	 We are also considering what other support we can offer to firms, such as webinars and 
authorisation workshops for lenders. 
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Annex 1 
Cost benefit analysis

Introduction

1.	 FSMA, as amended by the Financial Services Act (2012), requires us to publish a cost benefit 
analysis (CBA) of our proposed rules. Specifically, section 138I requires us to publish a CBA of 
proposed rules, defined as ‘an analysis of the costs, together with an analysis of the benefits’ 
that will arise if the proposed rules are made. It also requires us to include estimates of 
those costs and benefits, unless these cannot reasonably be estimated or it is not reasonably 
practicable to produce an estimate.

2.	 We are consulting in this CP on a range of regulatory changes for the second charge market. 
Some of these changes derive from the MCD, while some proposals are initiated by us (in 
several cases drawing on our regulation of the first charge mortgage market). This chapter 
presents a CBA of: 

•	 Responsible lending rules: for which we conducted a detailed analysis because these 
were expected to have the most significant impact of all the proposals being considered for 
the second charge market. This analysis forms the core of this CBA chapter. 

•	 The broader regulatory package being considered for the second charge market: 
for which we engaged KPMG to conduct a cost benefit analysis. We present a summary 
of the KPMG analysis in this CBA chapter. The complete KPMG study has been published 
alongside this Consultation Paper on our website. 

•	 Other proposals including administrative issues: for some of which our internal analysis 
timeline began after the initiation of the KPMG study, and for some of which (issues we 
term collectively as administrative e.g. FSCS related proposals) we considered an in-house 
analysis was the preferable approach    

3.	 Further to the package of regulatory changes being considered for the second charge market, 
this CP also covers the implementation of the MCD for the first charge market. The final section 
of this chapter presents a CBA of this. Since this is an area either where the FCA has little or no 
margin for discretion in implementing the MCD, or the FCA has assessed the discretion it has to 
minimise the impact of the MCD in both scope and extent of rule changes whenever possible, 
we have conducted a high level cost benefit analysis.
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Section 1 
Responsible lending proposals for  
second charge loans

Summary

4.	 Responsible lending proposals are being considered for the second charge mortgage market. 
The main elements of these proposals include introducing an affordability assessment and 
requiring an interest rate stress test. This section presents our analysis of the costs and benefits 
of these proposals. 

Data set 
5.	 To conduct our analysis we collected loan level sales and performance data from a sample of 

ten loan providers covering the period 2005-13. We estimate that this data set of around 0.5 
million transactions covers about 85% of all current second charge lending in the market, and 
around half of all lending during 2005-2007 when the market was at its peak. While the sales 
information we got from firms was fairly comprehensive, subsequent performance data had 
many gaps. We are able to build a market overview picture which we are confident about. 
However, in conducting our analysis of the impacts of responsible lending, which is heavily 
dependent on good quality performance data, we think our results should be taken to be 
indicative and not as precise estimates of impacts.  

Market overview 
6.	 There has been a steep decline in lending in the second charge market since the start of the 

financial crisis. Current annual levels of lending (around £0.5bn) are perhaps a tenth or less of 
pre-crisis levels. Around two thirds of people who use second charge loans borrow for debt 
consolidation purposes. A smaller but still significant proportion of borrowers use such loans 
to make home improvements or for other consumption purposes. Median annual interest rates 
charged on loans in this sector typically ranged between 9-13% during 2005 to 2013, though 
median interest rates charged by some firms are closer to 18%. Average loan sizes over this 
period range between £25,000 and £30,000.

7.	 There is a clear shift in the profile of second charge borrowers since the start of the crisis, with 
the typical borrower post crisis being materially more affluent than in the past. We posit that 
this likely reflects both supply factors (credit rationing/ improved underwriting since the crisis), 
and demand factors (house price falls reducing the pool of potential borrowers with equity in 
their homes). The improved quality of underwriting hypothesis is supported by improvements 
observed in lender verification of income. Lender verification of income is now universal, which 
compares favourably with 2005-06 when in more than a fifth of cases income was self-certified. 

8.	 Around half of all second charge loans used to go into arrears prior to the crisis. More than 
a third of all loans would go into arrears in the first year since origination. This has declined 
materially but a significant percentage (between 10-15%) still goes into arrears early. High arrears 



60 Financial Conduct AuthoritySeptember 2014

CP14/20 Implementation of the Mortgage Credit Directive and the new regime for second charge mortgages

percentages do not necessarily translate into high repossession rates. Of loans originating in 
the boom period 2005-08 around 2% led to repossession orders for borrowers’ homes where 
action was initiated by second charge lenders.

9.	 The market is significantly less profitable than prior to the crisis. The largest drivers of profitability 
in this sector were the cross-selling of PPI, charges and margins, all of which have decreased. 
The new business model for firms currently appears to be based primarily on margins, targeting 
a more affluent group than before, who continue to need such loans primarily for debt 
consolidation. The changed customer profile has led to a consequent lowering of detriment, 
with arrear percentages falling to less than half of pre-crisis levels. 

Market failures  
10.	 The two main market failures in the second charge market that our responsible lending 

proposals are targeted at are behavioural biases and information asymmetries:35 

•	 Behavioural biases: Several biases in consumers’ (and sometimes firms’) behaviour are 
likely to be relevant to the second charge market, including borrowers overestimating their 
ability to repay the loan; and/or placing more emphasis on their current spending needs 
without sufficient emphasis on the likely consequences of living beyond their means. 

•	 Information asymmetries: Borrowers may also make ill-informed decisions because of 
informational asymmetries between customers and lenders/brokers about the range of 
alternative, potentially more suitable, products available and because they are likely to know 
less about the probability of their ending up in arrears than lenders and intermediaries 
(which the latter groups have some incentives to exploit).

Proposals and baseline
11.	 The affordability assessment and the interest rate stress test collectively are at the core of our 

responsible lending requirements:

•	 the affordability assessment: the lender must verify income and be able to demonstrate 
that the loan is affordable, taking into account income and, as a minimum, the borrower’s 
committed expenditure (which includes payments for their first charge mortgage and other 
outstanding debts), essential household expenditure, and basic quality of living costs

•	 the interest rate stress test: the lender must consider the impact of expected future 
interest rate increases on affordability 

12.	 The baseline that we use to estimate potential costs and benefits of the responsible lending 
proposals against is broadly the current position. Were we not to proceed with our responsible 
lending proposals, a similar (though less precisely defined) credit worthiness assessment would 
be required under the MCD. Thus this approach significantly overestimates the impacts of our 
proposals against the true counterfactual, i.e. a world where MCD requirements are implemented. 

Methodology 
13.	 Broadly speaking the largest benefit of the responsible lending proposals is expected to come 

from the avoidance of negative impacts associated with payment problems for borrowers 
refused loans. This needs to be balanced in particular against welfare losses for those who are 
refused or get smaller loans but would not have suffered problems.36

35	 The main additional justification for intervention in this market is around regulatory failure. However, this relates more to the overall 
package of regulation being proposed than to the responsible lending proposals specifically. 

36	 This does not mean that all those who would have suffered payment problems and no longer would as a result of the proposal will 
be better off. Outcomes depend greatly on the alternative position in which impacted borrowers end up.
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14.	 To estimate the size of these impacts we follow a three step approach which is based on the 
methodology developed for the MMR in FSA CP11/31. Our approach works by modelling how 
past second charge loans would have been different if the responsible lending proposals had 
been in place. This requires some judgemental assumptions on the basis of imperfect evidence.  

•	 As a first step we calculate the Debt Service Ratio (DSR) for each loan in the sample. The 
numerator of the ratio is monthly payments that need to be met to service a borrower’s 
debt. The denominator is net monthly income 

•	 Our second step is to calculate an Underwriting Risk Score (URS) for each loan in the sample, 
which we do using a Quality of Underwriting approach which was developed for the MMR 
in FSA CP 11/31. The URS is constructed to capture the goal of the proposed responsible 
lending rules i.e. to improve affordability assessments so that loans are not unaffordable 
because of poor underwriting standards

•	 For both measures (DSR and URS) we attempt to identify jumps (inflection points) which 
would demonstrate either a sharp increase in arrears associated with DSR, or rapidly 
reducing quality of underwriting. The idea being these would proxy the point at which an 
effective affordability assessment requirement would take effect. However neither method 
shows such jumps.37 

•	 In the absence of any observable inflection points we develop a scenario based on the MMR 
analysis to determine the impact of the proposed policy. As a third step, we assume that 
the proportion of borrowers impacted in the second charge market will be analogous to 
the percentage impacted in the MMR analysis, after accounting for the difference in arrears 
rates between the first and second charge markets.38 This scenario is then overlaid on our 
DSR and URS measures for the second charge market to draw out impacts.

15.	 This CBA is based on loan data for the period 2005-2011.39 The period is informative because it 
includes years in which the second charge market was booming (2005-8) and years in which it 
was subdued (2009-2011). The current condition and medium term expectations of the second 
charge market are more reflective of the subdued period (2009-11), which we therefore focus 
on in our analysis.  

16.	 Data gaps mean we can only use information from two (out of the ten) firms in our sample for 
this analysis of impacts.40 Even for these two firms there are data quality issues which make 
comparability difficult. Consequently our results can only be illustrative/ directional at best.

37	 Beyond any data issues, we think a primary reason for not observing inflection points in our analysis is because arrears rates are so 
high in the sample being investigated that impairment is the norm.

38	 We further account for the fact that a greater proportion of impacted borrowers in the first charge market would be excluded, 
while the dominant impact in the second charge market would be being lent less 

39	 While we did collect data for 2012 and 2013 from firms as well, loans from these later years have had only a short period of time 
to go into arrears. Adding these to our data set for this analysis would have biased our results. We therefore truncate our analysis in 
2011, but then use information we can glean from 2012-13 data to understand the scale of the immediate impact of our proposals.  

40	 These two firms make up around 40% of the market by number of loans currently, and around 4% of the market during the boom 
period.
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Costs and benefits

Table 1: Costs and benefits of responsible lending proposals

Impacted Group Benefit

For borrowers who would no longer suffer 
payment problems, arrears and repossessions 
(as a consequence of being refused or getting 
smaller second charge loans) 

Avoidance of negative impacts (distress) 
associated with these events

Avoidance of legal and administrative costs 
associated with these events

For borrowers whose homes would no longer be 
repossessed (as a consequence of being refused 
or getting smaller second charge loans):

Reduction of transfer (mainly from fire sale 
discounts) to consumers who would purchase 
their property

Impacted Group Costs

For borrowers who are refused or get smaller 
second charge loans

Welfare loss from delayed, cancelled or reduced 
improvement in home or other consumption

Welfare loss from lower possibility to consolidate 
previous debts using second charge loans

For firms Compliance costs associated with carrying out 
more stringent affordability assessments

Impacts on revenue and profitability as a 
consequence of reduced volumes of lending 

For individuals who would have otherwise 
bought houses repossessed from second charge 
borrowers

Reduction of transfer (fire sale discounts) from 
not being able to buy houses repossessed from 
second charge borrowers

Borrowers impacted by the proposals
17.	 Based on the subdued period (2009-11), which is more reflective of the current and expected 

state of the second charge market in the medium term, we estimate41:

•	 Between 10% and 17% of consumers would no longer be able to borrow. Around a third 
of these would have gone into arrears on their second charge loans at least once, so they 
would benefit from the avoidance of distress associated with such events. 

•	 Between 22% and 30% of consumers would be lent less. We estimate an average reduction 
of between a quarter and a third in the amount this group would be able to borrow on their 
second charge loans. Their consequent probability of going into arrears on their second 
charge loans at least once is estimated to drop from around a third to between 15-19%. 
This group benefits from the reduction in this risk of distress associated with impairment.  

18.	 This does not mean that all those who would have suffered payment problems and no longer 
would as a result of the proposal will be better off. Outcomes depend greatly on the alternative 
position in which impacted borrowers end up. The two avenues that appear most likely are 
individuals either not borrowing, or those who are in significant difficulties with their debts 
finding a debt solution. 

41	 The boom period (2005-08) analysis provides an upper bound of the scale of detriment that could potentially be impacted if rising 
house prices led to a refocus on equity in property and a return to previous behaviour. Based on the boom period we estimate 
between 9% and 17% of consumers would no longer be able to borrow, and between 29% and 37% of consumers would be  
lent less.
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•	 Either outcome would reduce the cycle of taking up excess second charge loans (beyond 
the amount needed for debt consolidation), freeing up existing credit lines, and getting 
increasingly leveraged. This would likely lower the probability of getting into payment 
problems overall. In addition the risk of an individual’s home being repossessed in action 
initiated by second charge lenders would be reduced. 

•	 There might also be an opposing impact with the lower price of second charge loans compared 
to the original credit (which is being consolidated) suggesting some borrowers could be better 
off without the policy proposal even if they got into payment problems. We posit on average 
this increased cost effect is likely to be smaller than the positive effects described above. 

19.	 Further, not everybody who would no longer be able to borrow or who would be lent less as a 
consequence of our responsible lending proposals would have gotten into payment problems. 
For these individuals there would be welfare losses from delayed, cancelled or reduced ability to 
make home improvements or otherwise increase consumption and/or from a lower possibility 
to consolidate previous debts using second charge loans.

20.	 In an ideal world we would like to calculate the reduction in welfare or well-being for those 
losing out and balance these against estimated welfare or well-being gains for those who 
would benefit. We do not think this is reasonably practicable to do.42 

21.	 We expect the immediate impact of our proposals to be considerably smaller than the scale 
of impacts estimated through our modelling. The market has moved towards adopting similar 
practices to our proposals, and arrears rates in the period after the end of our analysis have 
further lowered, indicating that materially less unaffordable lending now happens in the market 
compared to the period of our analysis. 

Reduction in cost of arrears and repossessions for consumers
22.	 Borrowers who would not suffer payment problems as a consequence of being refused or getting 

smaller second charge loans would avoid the legal and administrative costs associated with these 
events. We estimate the value of resources saved through the proposal to be around £1m per year 
on the basis of the subdued period. In addition for borrowers whose homes would no longer be 
repossessed as a consequence of being refused or getting smaller second charge loans there would 
also be a reduction in transfer (mainly because of fire sale discounts) to consumers who would 
otherwise have purchased their property which we estimate to be around £6 million.

Impact on firms and on competition 
23.	 There would be some compliance costs for firms arising from making changes to IT systems, 

developing new sales processes, HR / training costs and additional time to process loans. These 
are estimated to be around £330,000 one-off and £225,000 on-going annually for lenders, 
and around £85,000 one-off and £35,000 on-going annually for brokers.43

24.	 As a consequence of our proposals, using the subdued period as our basis our modelling would 
indicate a reduction in lending volumes of around 20%. This would imply (given 2013 levels in 
the market) a reduction in the volume of lending in the second charge market of around £100 
million. However, we expect the actual reduction in volumes to be materially smaller because 
unaffordable lending has materially decreased since the cut-off point for our analysis (2011). 
This aligns with views expressed by firms responding to KPMG’s survey. 

42	 Since it is particularly difficult to assess consumer welfare in a comparable way where behavioural factors may distort consumer 
decision making, and data limitations act as a practical constraint on any credible analysis.

43	 The £35,000 on-going estimate excludes costs driven by a broker’s response which appears to incorrectly include the impact of the 
reduction in volumes that might be associated with the introduction of the proposed requirements, and which otherwise inflates the 
on-going annual cost estimate for brokers to £640,000. 
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25.	 Any impact will not be equivalent across firms but dependent on differences in behaviour. 
Smaller firms (because of narrower profit margins) and in particular firms with worse post-
lending outcomes may be at some risk of exit, though the ability to pass through costs 
through higher prices may temper this. It is further possible that a greater degree of regulatory 
equivalence between first and second charge lending could lead to some mainstream mortgage 
lenders entering the second charge market. This could counter the reduction in the quantity 
of lending our analysis otherwise indicates and also improve the quality of competition in the 
market, though the size of any such effects is difficult to predict.

Overall view 
26.	 We think the immediate impact of the responsible lending proposals will be considerably smaller 

than those estimated through our modelling. As explained the market has moved towards 
adopting similar practices to our proposals, and arrears rates in the period after the end of our 
analysis have further lowered.

27.	 However, it is important to remember that correction in the second charge market (lower 
observed detriment for customers) since the start of the financial crisis has not come about 
because of customers’ ability to discipline firms. In other words, it is not the informed actions 
of customers in the market which have led to firms’ changing behaviour. Therefore, the risk 
remains that in the absence of regulation, increasing house prices could shift lenders’ focus 
lenders back on to borrowers’ equity in their homes. This could consequently partly reverse the 
self-correction observed. It is in precisely this situation that our responsible lending proposals 
should be most effective. 

Data

28.	 There are four primary sources of information that we used for our analysis: 

•	 Loan level sales and performance data collected from a sample of ten firms 

•	 Data sets linked to the sample of loan level information to build up a social class profile 
of second charge borrowers: Communities and Local Government Index for Multiple 
Deprivation and Experian’s Financial Strategy Segments

•	 KMPG and Ignition House’s interviews and survey of second charge loan providers and 
intermediaries, and

•	 Finance and Leasing Association (FLA) statistics44 

29.	 The main data source for our analysis is transaction level sales and performance data that we 
collected from a sample of ten loan providers covering the period 2005-13. We estimate that 
our sample covers firms who account for about 85% of all current second charge lending in 
the market, and around half of all lending during 2005-2007 when the market was at its peak. 

30.	 Because the FCA did not previously regulate second charge loans we did not have data for 
firms in this market. We asked for information on around 60 sales and performance variables 
for every second charge loan granted during 2005-13 from ten firms. 

44	 In addition we carried out secondary research, talked with industry experts, and also met regularly with an industry group 
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31.	 We received data covering about 0.5 million second charge loans. The sales information we 
got from firms was fairly comprehensive, but subsequent performance data had many gaps. 
We were consequently able to build a market overview picture which we are confident about. 
However, in conducting our analysis of the impacts of responsible lending, which is heavily 
dependent on good quality performance data, we think our results should be taken to be 
indicative and not as precise estimates of impacts.  

32.	 Most firms provided quite good sales data on prices, fees, applicant incomes, purpose of 
loans, and term and value of loans granted. Many also provided information on other debts 
including first charge mortgages. Around half further provided post code data which allowed 
us to link this loan level data with the Communities and Local Government Index for Multiple 
Deprivation and with Experian’s Financial Strategy Segments. This allowed us to draw out a 
fairly comprehensive overview of the market.45 

33.	 On the performance side, data from firms had much larger gaps. Only four firms provided 
transaction level information on borrowers going into arrears and on borrowers’ properties 
being repossessed.46 These four firms make up around 85% of the sample (by number of loans) 
currently, but less than a fifth of the sample during the boom period (2005-07). We include 
all four in our market overview. However, only two of these firms provided information which 
could be used in our impact analysis of the responsible lending proposals.47 These two firms 
cover around 45% of the sample (and around 40% of the market) by number of loans currently 
and less than a tenth of the sample (and around 4% of the market) during the boom period. 

34.	 We ran a series of quality checks on the data received from firms. In several cases we found 
information for specific variables to be inconsistent. We went back to firms in an attempt to 
build a clean data set. In some cases however, firms were unable to provide comparable data. 
We excluded questionable data series on specific variables for such firms. Because of data 
quality issues we recommend caution in interpreting outcomes presented in this chapter as 
precisely accurate.

35.	 A further caveat to note is that all ten firms in our sample are FLA members. While FLA members 
are understood to make up the vast majority of the second charge market (an estimated 85%), 
our market overview and consequent analysis may not be representative of the non-FLA section 
of the market. 

36.	 In addition we used information from a survey and interviews conducted by KPMG and Ignition 
House. In-depth interviews were conducted with eight lenders, six brokers and an industry 
association. This was supplemented with an online survey to which 18 lenders and 16 brokers 
responded. Further details on these can be found in in KPMG’s “Cost benefit analysis of policy 
proposals for second charge lending”. In carrying out our CBA of responsible lending proposals, 
we used this information primarily for four purposes: 

•	 To confirm or nuance the understanding of the market we built based on our analysis of 
transaction level data 

•	 To understand participants’ expectation of the future direction of the market

45	 On the sales side the category where firms provided little or no credible information was on the (adverse) credit history of applicants. 

46	 A fifth firm also provided performance information but this was only for loans which had survived beyond several years, introducing 
a bias into the data. 

47	 On the two firms excluded: One is a recent entrant in this market with very little business conducted at the cut-off point for our 
impact analysis; the other did not provide a consistent data series on other debt payments, necessary for conducting our analysis. 
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•	 To gather information on compliance costs for firms as a consequence of our responsible 
lending proposals

•	 To understand the impact on competition as a consequence of the combined package of 
proposals (of which responsible lending proposals are expected to be the most significant 
aspect) for the second charge market  

Market overview

37.	 We understand that there are perhaps 20 to 25 active lenders in the market today. We estimate 
that the four largest firms among these are responsible for around 80% of all current second 
charge lending. Around 1400 firms applied to the FCA for a second charge lending interim 
permission when we took over the regulation of the market from the Office of Fair Trading in 
April 2014. However, this is not an accurate reflection of the number of firms who intend to be 
active in the market.48 

38.	 Second charge loans were a significant source of lending prior to the start of the financial 
crisis. Around £7 billion of loans were originated in 2007. It is clear that there has been a steep 
decline in the market (Chart 1). Current annual levels of lending (around £500 million) are less 
than a tenth of pre-crisis levels.  

Chart 1: Estimate of new second charge mortgage market lending by year49 
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39.	 Median annual interest rates charged on loans in this sector typically ranged between 9-13% 
during 2005 to 2013, though median interest rates charged by some individual firms over this 
period are closer to 18%. While rates for most customers appear to be banded fairly tightly 
around each firms’ median rate, there are a small number of loans where we observe interest 
rates exceeding 30%.  

48	 Firms appear to have ticked multiple credit products in the interim permission process without necessarily intending to conduct 
business across all types of products applied for

49	 Mintel, Secured Lending Products (2009) data covers a wider suite of products than just second charge mortgages (e.g. loans secured 
against vehicles) therefore the numbers for 2005-07 likely present an overestimate of the second charge market size. These numbers 
do not include first charge mortgages. FLA members are estimated to cover around 85% of the market therefore the numbers for 
2008-13 likely underestimate the market size. 
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Chart 2: Median interest rate initially charged
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40.	 We observe consistently across 2005-13 that the primary purpose for taking out second 
charge loans for around two-thirds of customers is to consolidate their debts. In line with 
this observation, around two thirds of the total amount lent goes towards debt consolidation 
as well. There is a nuance here though. Those whose primary purpose for borrowing is debt 
consolidation are typically lent an additional (top-up) amount. And for a significant proportion 
of cases where debt consolidation is not stated as the primary purpose, we still observe some 
portion of the loan being used for consolidation purposes. Home improvement is the second 
most common stated purpose for taking out such loans.  

Chart 3: Primary purpose of second charge loan50
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50	 Some firms only provided data in two categories “debt consolidation” and “other”. For these the “other” category includes home 
improvements. Therefore the split between the “home improvements” and the “other” category is not a clean one. Additional 
purposes in the “other” category include vehicles and business. 
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41.	 To examine customer characteristics we linked our sample of transaction level data with 
the Communities and Local Government Index for Multiple Deprivation and with Experian’s 
Financial Strategy Segments. We observe that there is a clear shift in the profile of second charge 
borrowers since the start of the crisis, with the typical borrower post crisis being materially more 
affluent than in the past. This is borne out across deprivation and social segment analyses. 

42.	 The Index for Multiple Deprivation measures deprivation across income, employment, health, 
education, barriers to housing, crime, and the living environment for local areas. We match our 
sample of transaction data to this index using postcode information. Higher values on the index 
reflect greater deprivation. It is clearly observable (Chart 4) that prior to the crisis second charge 
customers were more heavily concentrated in higher deciles (signalling greater deprivation). 
This concentration has reversed since the crisis. 

Chart 4: Shift in profile of borrowers by Index of Multiple Deprivation 
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43.	 We observe a similar outcome when we link our transaction level data set with Experian 
Financial Strategy Segments using postcode information. Ranking the segments by affluence 
we see 61% of borrowers used to come from the 6 least affluent groups. This number has 
now dropped to 38%. Those on the breadline and credit hungry families make up smaller 
proportions of second charge borrowers, while the percentage of flourishing families using 
second charge loans has increased.  
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Chart 5: Shift in profile of borrowers by Financial Strategy Segments 
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44.	 We posit that this likely reflects both supply factors (credit rationing/ improved underwriting 
since the crisis), and demand factors (house price falls reducing the pool of potential borrowers 
with equity in their homes). The improved quality of underwriting hypothesis is supported by 
improvements observed in lender verification of income. This is now universal, which compares 
favourably with 2005-06 when in more than a fifth of cases income was self-certified. 

Chart 6: Income Verification
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45.	 Examining detriment for customers, we find around half of all loans used to go into arrears prior 
to the crisis (Chart 7). Arrears is defined here as at least two payments being overdue. More than a 
third of all loans used to go into arrears in the first year since origination prior to the crisis. This has 
declined materially but a significant percentage of loans still go into arrears early. It is important 
to note that while one reason for the fall observed in the total arrears rate in Chart 7 is an actual 
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fall in arrears rates (as evidenced in the reduction in arrears in the first year after origination), the 
effect is exacerbated by fewer recent loans going into arrears because less time since origination 
has elapsed for these loans. This is why we cut off the total arrears series after 2011. 

Chart 7: Percentage of loans going into arrears (total and in first year since 
origination)
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46.	 The arrears rates presented here are based on data from four firms who make up around 85% 
of the sample (and around 72% of the population) by number of loans currently, but less than a 
fifth of the sample (and less than a tenth of the population) during the boom period (2005-07). 
To examine how representative of the population these four firms are we compare the Index of 
Multiple Deprivation scores for their borrowers against the median scores across the sample. We 
find two of the firms whose data is used for these arrears figures have less deprived borrowers, 
and two firms have more deprived borrowers on average compared to the entire sample. We 
infer that this sub-sample is not heavily biased towards either end.51 

47.	 We also requested arrears information from the FLA, who provided aggregate data for 
members. The FLA data tells us that around 19% of all second charge loans were in arrears in 
August 2013 (the latest period in the data provided by the FLA). For loans originating prior to 
the start of 2009, 21% were in arrears in August 2013, while for loans originating since the 
start of 2009, around 6% were in arrears then. In absolute terms the arrears rates in the FLA 
data are lower than ours. This is because the FLA’s measure is a point in time measure, i.e. it 
shows of all loans what percentage was in arrears at a point in time (August 2013 in this case). 
Our measure, presented in the chart above, in contrast measures the percentage of loans 
originating in a particular year ever going into arrears (or more precisely, going into arrears 
during the period our analysis covers). The overall story though, of declining arrears rates since 
the start of the financial crisis is consistent across both measures. 

48.	 High arrears percentages do not necessarily translate into high repossession rates. We estimate for 
loans originated in the boom period in our sample that perhaps around 2-3% led to repossession 

51	 We were further provided arrears figures by a dormant player. These declined from 45% for loans originated in 2005, to 40% 
for 2006 loans, to 25% for 2007 loans. However, this performance data only included loans that survived beyond 2009. We can 
consequently only match sales data with performance data for around 60% of loans for this firm. It is possible that a significant 
proportion of loans which did not survive till 2009 were passed on. If so then the arrears rates calculated for the firm may be 
underestimates. Because of the bias introduced by the information only being available for surviving loans, we did not add this firm’s 
data to the analysis of arrears in our market overview.  
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orders for borrowers’ homes where action was initiated by second charge lenders.52 On average 
repossession is found to happen 3-4 years after origination. Repossessions where the first mortgage 
provider initiates actions are not included in these numbers. In some such cases, had borrowers not 
unaffordably borrowed more through second charge loans, it is possible repossessions initiated by 
first charge providers might not have additionally occurred. 

49.	 There is some evidence that second charge firms more aggressively threaten court action and 
take borrowers in arrears to court compared to first charge mortgage lenders.53 However, this 
action is often taken with a view to compel payment rather than necessarily forcing repossession. 
This is because in any repossession event, the second charge lender is lower in priority relative to 
the first charge lender, and after a fire sale it is not certain a second charge lender would benefit.

50.	 As part of their analysis KPMG and Ignition House also conducted interviews with a small 
sample of customers who had taken out second charge loans to understand their borrowing 
experience. Given the very small London centric sample, responses cannot be taken to be 
representative of the market. However, there were some interesting results. When asked if they 
would recommend a second charge loan to family or friends only a third of respondents said 
yes, while 42% said no, and the remaining 25% were unsure. These responses could reflect 
borrowers getting into payment problems with second charge loans that they did not expect, 
and consequently suffering distress. 

51.	 The market is significantly less profitable than prior to the crisis. PPI used to be a major profit 
driver, sold with two thirds of loans in 2006-7, with estimated profit margins of around 50%.54 
The product no longer contributes significantly to profits. Margins used to be high: interest 
rates charged were 9-13% while the cost of funding was cheap with bundling and securitisation 
common. While interest rates charged on loans remain high, since the financial crisis there has 
been a wholesale funding squeeze, reducing margins. Charges on arrears and early redemption 
charges are also no longer a primary driver of profit since the continuous cycle of loans (pass 
the parcel behaviour) reduced with house prices no longer rising as steeply and with CCA 
restrictions being introduced. Figure 1 details the cutting off and reduction in profit drivers in 
the second charge market since the crisis. 

52.	 The new business model for firms appears to be based primarily on margins, targeting a more 
affluent group than before, who continue to need such loans primarily for debt consolidation. 
The changed customer profile has led to a consequent lowering of detriment, with arrear 
percentages falling to less than half of pre-crisis levels. As a whole the sector looks to remain 
less profitable than before and it is difficult to see it recovering to its pre-crisis peak. Firms 
responding to KPMG and Ignition House’s interview similarly indicated they did not expect the 
second charge sector to return to levels near its peak period. The general expectation was of 
moderate growth in the sector into the medium term future.

53.	 It is important to remember that correction in the market has not come about because of 
customers’ ability to discipline firms. In theory the risk remains that in the absence of regulation, 
increasing house prices (in a world of short-termism and myopia) could shift the focus of lenders 
back on to borrowers’ remaining equity in their homes, partly reversing the self-correction 

52	 Including later years to the analysis makes comparisons over years relatively meaningless, since borrowers in later years have increasingly 
shorter periods to get into severe payment problems. We therefore only calculated these numbers for loans originating in 2005-08. 
These figures are for repossession orders granted by courts, and will not equate exactly with actual repossessions (which may be lower). 

53	 Money Advice Trust (2008) Report on a small scale survey into the impact of second charge mortgage loans and lenders on 
mortgage possession activity

54	 Source: Competition Commission (2009) Market Investigation in to payment protection insurance
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46.	 The arrears rates presented here are based on data from four firms who make up around 85% 
of the sample (and around 72% of the population) by number of loans currently, but less than a 
fifth of the sample (and less than a tenth of the population) during the boom period (2005-07). 
To examine how representative of the population these four firms are we compare the Index of 
Multiple Deprivation scores for their borrowers against the median scores across the sample. We 
find two of the firms whose data is used for these arrears figures have less deprived borrowers, 
and two firms have more deprived borrowers on average compared to the entire sample. We 
infer that this sub-sample is not heavily biased towards either end.51 

47.	 We also requested arrears information from the FLA, who provided aggregate data for 
members. The FLA data tells us that around 19% of all second charge loans were in arrears in 
August 2013 (the latest period in the data provided by the FLA). For loans originating prior to 
the start of 2009, 21% were in arrears in August 2013, while for loans originating since the 
start of 2009, around 6% were in arrears then. In absolute terms the arrears rates in the FLA 
data are lower than ours. This is because the FLA’s measure is a point in time measure, i.e. it 
shows of all loans what percentage was in arrears at a point in time (August 2013 in this case). 
Our measure, presented in the chart above, in contrast measures the percentage of loans 
originating in a particular year ever going into arrears (or more precisely, going into arrears 
during the period our analysis covers). The overall story though, of declining arrears rates since 
the start of the financial crisis is consistent across both measures. 

48.	 High arrears percentages do not necessarily translate into high repossession rates. We estimate for 
loans originated in the boom period in our sample that perhaps around 2-3% led to repossession 

51	 We were further provided arrears figures by a dormant player. These declined from 45% for loans originated in 2005, to 40% 
for 2006 loans, to 25% for 2007 loans. However, this performance data only included loans that survived beyond 2009. We can 
consequently only match sales data with performance data for around 60% of loans for this firm. It is possible that a significant 
proportion of loans which did not survive till 2009 were passed on. If so then the arrears rates calculated for the firm may be 
underestimates. Because of the bias introduced by the information only being available for surviving loans, we did not add this firm’s 
data to the analysis of arrears in our market overview.  
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observed. This is exactly where our responsible lending proposals should take effect, reducing 
the potential for exploitation of inherent behavioural biases and informational asymmetries 
(market failures which we discuss below).
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Summary of market failures

54.	 The KPMG report discusses market and regulatory failures in the UK second charge market at 
length. We therefore only briefly summarise these here.

55.	 Behavioural biases: Several biases in consumers’ (and sometimes firms’) behaviour are likely 
to be relevant to the second charge market, including borrowers overestimating their ability to 
repay the loan; suffering over optimism about their future use of credit; and/or suffering present 
bias, placing more emphasis on their current spending needs without sufficient emphasis on 
the likely consequences of living beyond their means. Such behavioural biases are likely to 
already have contributed to high debt levels for individuals consequently consolidating debt 
using second charge loans. In further agreeing to borrow more than needed for consolidation 
purposes (behaviour observed in the second charge market), and in increasing their leverage 
after freeing up existing credit lines post-consolidation, these biases may further be in play for 
second charge borrowers. This may in part explain the historic high level of arrears observed in 
the market. Our occasional paper OP1 discusses behavioural biases in detail.55

56.	 Information asymmetries: In most cases, potential borrowers are likely to know less about 
the probability of their ending up in arrears than lenders and intermediaries do. The latter groups 
have some incentives to exploit this asymmetry to encourage consumers to over-borrow. In the 
second charge market such incentives in particular existed when “pass the parcel” behaviour 
was common. Lenders would encourage borrowers in arrears to borrow elsewhere and profit 
through early redemption charges. Meanwhile other second charge lenders were willing to 
grant further loans as long as borrowers’ remaining equity in their property remained sufficient 
(driven by rising house prices). Borrowers may also make ill-informed decisions because of 
informational asymmetries between customers and lenders/brokers about the range of 
alternative, potentially more suitable, products available. 

57.	 Regulatory failures: The further justification for intervention is around regulatory failure. The 
hypothesis is that regulation under the CCA, designed for a range of consumer credit markets, 
has influenced the range of players in the market and the products they provide. By moving to 
a regime tailored more to the second charge lending and one which is closer to that applied to 
first charge mortgages, it may be that some banks and building societies who have previously 
been reluctant to enter this market may do so, with consequent competition improving quality. 

58.	 The problems that our responsible lending proposals primarily aim to address arise from 
behavioural biases and informational asymmetry. 

Proposals and baseline

59.	 We refer to the affordability assessment and the interest rate stress test collectively as the core of 
our responsible lending requirements. We expect these to result in the most significant impacts 
of all the proposals being consulted on for the second charge market. These requirements may 
be summarised as follows:

•	 the affordability assessment: the lender must verify income and be able to demonstrate 
that the loan is affordable, taking into account income and:

 

55	 FCA (2013), Applying behavioural economics at the Financial Conduct Authority, Occasional Paper 1
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–– committed expenditure  – credit and other contractual commitments which will 
continue after the loan is entered into;

–– basic essential expenditure –  including housekeeping (food and washing) gas, 
electricity & other heating, water, telephone, council tax, buildings insurance, ground rent 
and service charge for leasehold properties and essential travel (to school or work); and

–– basic quality of living costs – hard to reduce expenditure which gives a basic quality 
of living beyond the absolute essential expenditure e.g. clothing, household goods (such 
as furniture and appliances), personal goods (such as toiletries), basic recreation and 
child care.

–– known changes to income and expenditure

•	 the interest rate stress test: the lender must consider the impact of expected future 
interest rate increases on affordability 

60.	 These proposals are based on our existing mortgage conduct rules for first charge mortgages. 
The affordability assessment proposal is precisely the same as that for first charge mortgages. 
For affordability assessments conducted for second charge purposes committed expenditure 
will of course include payments going towards first charge mortgages. The interest rate stress 
proposal for the second charge market differs from the requirement for first charge mortgages 
through requiring second charge lenders to further take account of the impact of interest rate 
rises on higher ranking secured loans. Chapter 3 explains these proposals in detail. Since the 
changes proposed are so similar to those made in the first charge mortgage market, we are 
able to adapt much of the methodology used in the MMR (FSA CP11/31) for our analysis here.   

61.	 The baseline that we use to estimate potential costs and benefits of the responsible lending 
proposals against is broadly the current world. There is a nuance here, in that we measure (the 
principal) impacts across both a boom period (defined here as 2005-8) and a subdued period 
(defined here as 2009-11) to understand better the incremental impacts across the cycle. 

62.	 This approach overestimates the impacts of our proposals against the true counterfactual, 
i.e. a world where MCD requirements are implemented.56 Were we not to proceed with 
our responsible lending proposals, a similar (though less precisely defined) credit worthiness 
assessment would be required under the MCD. 

Methodology

63.	 This CBA is based on loan data for the period 2005-2011. It assesses what would have happened 
to the second charge market over that period if our responsible lending proposals had been in 
place. The period is informative because it includes years in which the second charge market 
was booming (2005-8) and years in which it was subdued (2009-2011). While we analyse 
impacts across this cycle, our analysis of profit drivers (Figure 1) and expectations on the future 
of the market expressed by industry participants suggest the current condition and the medium 
term future in the second charge market is better reflected by the subdued period (2009-11) 
rather than the boom period. We therefore focus particularly on subdued period outcomes. 

56	 We consider it an almost impossible task to conduct the CBA for our responsible lending proposals with the MCD requirement as a 
counterfactual. This would require predicting the impact of the MCD requirements and then measuring the incremental effect of our 
proposals beyond this. We do not think there is a credible way to do this. 
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64.	 Broadly speaking the largest benefit of the responsible lending proposals is expected to come 
from the avoidance of negative impacts associated with payment problems for borrowers 
refused loans. This needs to be balanced in particular against welfare losses for those who are 
refused or get smaller loans but would not have suffered problems. We summarise these and 
other impacts that might arise from our proposals and the methods we used to measure these 
in Table 2. 

Table 2: Impacts of responsible lending proposals 

Impacted Group Benefit

For borrowers who would no longer suffer 
payment problems, arrears and repossessions 
(as a consequence of being refused or getting 
smaller second charge loans) 

Avoidance of negative impacts (distress) 
associated with these events

Avoidance of legal and administrative costs 
associated with these events

For borrowers whose homes would no longer be 
repossessed (as a consequence of being refused 
or getting smaller second charge loans):

Reduction of transfer (mainly from fire sale 
discounts) to consumers who would purchase 
their property

Impacted Group Costs

For borrowers who are refused or get smaller 
second charge loans

Welfare loss from delayed, cancelled or reduced 
improvement in home or other consumption

Welfare loss from lower possibility to consolidate 
previous debts using second charge loans

For firms Compliance costs associated with carrying out 
more stringent affordability assessments

Impacts on revenue and profitability as a 
consequence of reduced volumes of lending 

For individuals who would have otherwise 
bought houses repossessed from second charge 
borrowers

Reduction of transfer (fire sale discounts) from 
not being able to buy houses repossessed from 
second charge borrowers

65.	 In the rest of this section we describe in detail the approach we followed to identify how the 
responsible lending proposals might change borrowing in the market and the likely scale of 
this. This requires some judgemental assumptions because of imperfect evidence. It is, though, 
important to produce best estimates of what the impact of the responsible lending proposals 
might be, in order to inform and check our policy judgement. 

66.	 Our approach to estimating impacts works by modelling how past second charge loans would 
have been different if the responsible lending proposals had been in place. This means we need 
a way to estimate which specific loans in our historical data would not have met the proposed 
rules. Since the affordability assessment is partly qualitative, however, its impacts will depend on 
how firms interpret and enact the rule and on the FCA’s supervisory approach. As a result, there 
is a large element of judgement in our analysis about which loans the proposed rules will affect.

67.	 Additionally, data quality issues are a significant concern. As discussed in the data section earlier 
in this annex, data gaps mean we can only use information from two firms for our responsible 
lending analysis of impacts. Even here there are quality issues which make comparability difficult. 
Any extrapolation to the entire population requires very large assumptions. Consequently our 
results can only be illustrative/ directional at best.
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68.	 The two firms which make up our sub-sample wrote around 55,000 loans during the period 
of our analysis (2005-11). These two firms make up around 45% of our wider sample (around 
40% of the population) by number of loans currently, and less than a tenth of the sample 
(around 4% of the population) during the boom period.

69.	 In conducting our analysis we considered two possible approaches as measures of whether 
a loan was affordable. The first is a Debt Service Ratio (DSR) approach. This is the ratio of 
loan payments to income after tax. The approach was used in FSA CP10/16 when considering 
affordability in the context of the MMR. The second is a Quality of Underwriting approach. 
This measures affordability using the risk of impairment from poor underwriting (the basis of 
the rule) rather than from information on income and expenditure at origination. This approach 
was developed for the MMR and used in FSA CP 11/31. 

70.	 For the second charge market we conducted both DSR and Quality of Underwriting analyses 
to try and identify points of inflection – i.e. observable jumps which would demonstrate either 
a sharp increase in arrears associated with DSR, or rapidly reducing quality of underwriting. 
The idea being these would proxy the point at which an effective affordability assessment 
requirement would take effect. However neither method was found to discriminate strongly 
between affordable and unaffordable loans. Beyond any data issues, a primary reason for this 
is because arrears rates are so high in the sample being investigated that impairment is the 
norm. 

71.	 Since the analysis doesn’t provide points of inflection, we constructed a scenario based on 
the MMR analysis to estimate the possible impacts of the responsible lending proposals. 
The percentage of borrowers impacted calculated in the MMR analysis as a consequence of 
responsible lending proposals is scaled up using the difference in arrears in the first and second 
charge mortgage markets to get to the percentage of borrowers impacted in the second charge 
market. This is then applied to our DSR and Quality of Underwriting analysis for the second 
charge market to draw out impacts. In addition to the difference in arrears rates used for the 
extrapolation, we further apply a different set of assumptions to account for the observation 
that while in the first charge market we might expect the main effect to be individuals not 
borrowing, in the second charge market the dominant effect may be individuals being lent less.  

72.	 We explain our methodology in detail below. 

Debt Service Ratio
73.	 The DSR is a relatively simple measure of affordability. The numerator of the ratio is payments 

that need to be met to service a borrower’s debt. The denominator is net monthly income. In 
the MMR the numerator used for the DSR was mortgage payments. For the second charge 
market we cannot simply use second charge loan payments as the numerator. A truer measure 
of affordability would consider payments to be made against all debt. A further nuance with 
second charge loans is that these are often used to consolidate debt. We therefore need to 
adjust the numerator of the DSR for the amount of debt consolidated. We consequently end 
up with the ratio defined in Figure 2.  
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Figure 2: Debt Service Ratio

Monthy payments on:

All prior secured and un secured loans
-

Debt consolidated
+

Second charge loan

Net monthly income:

i.e. Gross monthly income
-

Tax and NI

=  Debt Service Ratio (DSR)

74.	 We calculate the DSR for each loan in the sample, and observe any arrears events associated 
with each loan. Ideally we would like to observe a clear change in the probability of arrears 
visible above a certain DSR level. If such a clear point of inflection was visible we would assume 
this to be the threshold where responsible lending requirements would take effect. We would 
then use this threshold to estimate the number of potential borrowers impacted and among 
these those who would and wouldn’t have experienced payment problems. 

75.	 One advantage of the DSR is its relative simplicity. Another benefit is the possibility of testing 
the interest rate stress proposal by adjusting the numerator. A principal issue with the DSR is 
that it is not informed by expenditure, while our proposal requires expenditure adjustments 
in the assessment of affordability. This raises the question of how reflective the simple DSR 
measure is of the outcome that would be achieved under our proposals. We considered building 
an expenditure-adjusted DSR for our analysis of the second charge market. This would have 
involved linking our sample of loan level data with an expenditure source (e.g. the Living Cost 
and Food Survey). Subjective judgements would then have to be made about what expenditure 
is essential and what is not. We did not proceed with this given the subjectivity involved, and 
the less than satisfactory experience of trying to build a similar measure in the MMR. Chapter 
3 in FSA CP 11/31 describes the analysis carried out in depth. 
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Chart 8: Frequency distribution of DSR 2005-08 and 2009-13
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76.	 When we calculate the DSR for our sample of two firms we observe some sensible results. 
The frequency of the DSR distribution shifts to the left after the crisis hits (Chart 8).This shows 
that second charge borrowers were more highly leveraged in the last housing market boom 
compared to more subdued recent conditions. 

77.	 Plotting the DSR against arrears we observe the probability of going into arrears increases for 
the more highly leveraged as we would expect (Chart 9). However, there is no clear point where 
the probability of arrears increases sharply. Purely using the DSR approach then does not allow 
us to infer a threshold beyond which the affordability assessment proposals would take effect. 

Chart 9: Probability of second charge loan arrears and DSR (2005-11)
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Quality of Underwriting
78.	 The quality of underwriting approach was developed for the MMR and is described in detail 

in FSA CP 11/31. In this approach we estimate an underwriting risk score for each loan in 
our dataset. The underwriting risk score is constructed to capture the goal of the proposed 
affordability rule i.e. to improve affordability assessments so that loans are not unaffordable 
because of poor underwriting standards. 

79.	 Affordability is not the only driver of impairment. For example, life events (e.g. divorce, having 
children, illness, unemployment etc.) can lead borrowers to struggle with a loan that was 
affordable originally. The aim of the affordability assessment is to ensure lenders have good 
underwriting standards and subsequent impairment is only a concern where this has arisen 
because a lender did not exercise sufficiently robust checks on a borrower’s ability to repay 
their loan, and not because of subsequent life events.

80.	 Not being able to observe lenders’ underwriting processes in detail, we measure underwriting 
standards indirectly, by trying to identify the impairment risk that could be attributed to poor 
underwriting. This is done through the following steps.

Estimating the impairment risk for each loan in our data set
81.	 Every loan in our dataset either went into arrears or not. We construct “going back in time” a 

probability that the loan would have gone into arrears at the time of origination. This gives a 
measure of impairment risk relevant to the decision to grant the loan or not, since lenders do 
not know which loans in fact will go into impairment. 

82.	 We carry out a logit regression of actual impairment data on a range of factors to estimate the 
probability for each loan going into impairment. Explanatory factors used include: borrower, 
lender and mortgage data (at origination) and macroeconomic data (at and after origination).57 
These are detailed in Table 3.

83.	 Our model yields a measure of impairment risk for each mortgage in our dataset. Almost all the 
explanatory variables chosen are found to be statistically significant and display the expected 
directional signs. Debt consolidation being the primary purpose of the loan, self-employment, 
higher leverage, higher interest rates, coming from a more deprived area, and an increase in 
regional unemployment rates after getting a loan are all associated with a greater probability 
of going into arrears.58 For further explanation of the logit regression used here we recommend 
reading the CBA in the MMR analysis (CP11/31). 

Constructing a measure of risk due to poor underwriting
84.	 The first step estimated the overall impairment risk for each mortgage in our sample, and did 

not separate out the impact of factors that are the focus of our responsible lending proposals. 
To isolate the part of impairment risk due to poor underwriting we:

•	 estimate the contribution of individual risk factors to the probability of impairment using an 
ordinary-least-squares (OLS) regression

•	 select factors clearly relevant to underwriting, and combine these to form an underwriting 
risk score (URS) for each loan 

57	 Macroeconomic data post origination is used to avoid erroneously associating impairment due to subsequent macroeconomic events 
with factors at origination.

58	 We recognise that the interest rate charged variable is endogenous however we include this to reduce omitted variable bias.  
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85.	 The OLS is necessary since the logit does not allow decomposition of impairment risk into 
parts associated with different factors. We use our OLS model to regress the probability of 
impairment estimated from the first (logit) regression on the impairment risk factors. The OLS 
regression estimates a constant marginal impact on impairment risk from each risk factor. 
This allows the decomposition of the probability of impairment into the parts associated with 
different risk factors. 

86.	 We apply judgement to select factors indicative of good/ bad underwriting. This choice includes:

•	 whether or not a borrower is self-employed

•	 whether or not the primary purpose for the loan is debt consolidation

•	 DSR 

•	 a dummy variable identifying different lenders

87.	 We would have further liked to include credit impairment data for borrowers, but the data 
we have is not of sufficiently good quality. Including a dummy variable to distinguish firms 
allows us to control for unobservable differences in underwriting standards between firms not 
captured by other explanatory factors. 

88.	 Based on these factors chosen as relevant to underwriting, we define our ‘underwriting risk 
score’ (URS) for a mortgage as the combined impact of the included factors on impairment 
risk. Loans with a higher (lower) underwriting risk score indicate poorer (better) underwriting.

89.	 It is important to note that the factors chosen here do not define good underwriting by lenders 
for the purposes of the affordability assessment in the second charge market. The factors 
chosen provide a rough indication of good underwriting for the purposes of the CBA, and have 
been chosen in a context of limited data.

Table 3: Explanatory factors for regressions

Type Explanatory variable Description

Loan Sell Channel Where intermediary = 1, direct = 0

Interest Rate Continuous. Rate charged at origination

Customer Age Continuous. Age at origination

Quality of  
Underwriting

Purpose Where debt consolidation = 1, other = 0

Employment Status Where self-employed = 1, other =0

DSR Continuous. Debt service ratio

Firm dummy 1,0 to identify firm specific effects
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Macro IMD Continuous. Index of Multiple Deprivation

HPI change 18m later
Continuous. Regional change in house price 
index 

Unemp change 18m later Continuous. Regional change in unemployment

LIBOR change 18m later
Continuous. Change in LIBOR 18m after 
origination

Period Period Where 2005-08 = 0, 2009-11 = 1

Constant Constant
 

Estimating borrowers affected by the affordability assessment proposal
90.	 We calculate the URS for each loan as the combined impact of the factors relevant to 

underwriting. It is likely that the affordability assessment proposed (if in place) would have 
primarily impacted loans where underwriting was significantly poorer. We therefore sort our 
sample by URS and look for points where we see a marked deterioration in underwriting quality 
to set a threshold beyond which we postulate loans would be impacted by our responsible 
lending proposals.

91.	 We observe, as we did for our DSR analysis, that there is no clear point beyond which the 
URS measure sharply deteriorates. We think that we do not find a clear point of inflection 
using either approach because arrears rates are so high (around 49%) in the sample being 
investigated that impairment is the norm and because of underlying data issues.  

Chart 10: Underwriting Risk Score for second charge sample 2005-11
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Building a scenario 
92.	 Since neither the DSR nor the quality of underwriting approach discriminates strongly 

between affordable and unaffordable loans we instead rely on a scenario-based approach. 
We use a scenario based on outcomes estimated for the MMR, but in the development of our 
methodology we also considered three other possibilities:

•	 Observed point of increase in the URS slope: Near the right hand side of Chart 10 we 
observe a slight increase in the slope indicating worsening quality of underwriting. We 
considered using this as the starting point for an upper bound of the potential impact of 
our proposals. However, the increase in slope observed is marginal (with a lower gradient 
than on the extreme left hand side of the chart). We further think this would significantly 
underestimate the true impact of an effective set of responsible lending rules given the high 
level of arrears in the sample.

•	 Consumer views on levels of arrears they would be comfortable with: We considered 
asking a sample of second charge borrowers the level of the likelihood of arrears beyond 
which they would not be comfortable taking out second charge loans. Because of behavioural 
biases, and because we did not think these responses would necessarily equate well with 
actual outcomes we decided not to pursue such an approach.59   

•	 Outcomes similar to the best firm in the market: We considered using outcomes for the 
best firm in the market (i.e. with lowest arrears rates) as a proxy for the outcomes that could 
be achieved with an effective set of responsible lending rules. However, such outcomes are 
driven not just by regulation but by firms’ strategies. We think claiming that our proposals 
would lead to the entire market moving to a position similar to the best current firm would 
significantly overestimate the true impact. 

93.	 Having considered and rejected three of these four possibilities, we build a scenario using the 
MMR as a starting point. We estimate the percentage of borrowers impacted in the second 
charge case due to the responsible lending proposals, extrapolating from the percentage of 
borrowers estimated to be impacted in the MMR analysis, using a multiple. We lay out the 
steps for this extrapolation below:

•	 Arrears rates in the first charge mortgage sample used for the MMR were 6.7%. Arrears 
rates in the two-firm second charge mortgage sample are 49%. From this we derive a 
multiple of 7.3 which is the ratio of second charge arrears to first charge arrears

•	 As a combined consequence of affordability assessment and interest rate stress proposals it 
was estimated in the MMR analysis that 6.14% of first charge mortgage borrowers would 
be impacted.60 Multiplying this by the ratio of arrears in the two markets (7.3) suggests 
45% of borrowers in the second charge market would be impacted as a result of the 
affordability assessment and interest rate stress proposals.   

94.	 This scenario with 45% of borrowers being impacted enables us to calculate the threshold on 
the DSR and URS measures beyond which borrowing would be considered unaffordable. These 
scenario-based thresholds are then applied to the loan level data in our sample and used to 
take our analysis forward in the following ways:

59	 Responses by the small number of consumers questioned by Ignition House further indicated this approach was unlikely to allow us 
to build a credible scenario  

60	 The MMR CBA indicates 7.6% of borrowers impacted during the boom period, and 0.3% during the subdued period. Since around 
80% of loans in the MMR analysis are from the boom, and 20% from the subdued period, we apply this split in getting to an 
average for the total period. In the second charge sample there is a similar 80/20 split between the boom and subdued periods. 
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•	 We examine the types of customers estimated to be impacted by our proposals (using URS);

•	 We measure the percentage of borrowers impacted in boom and subdued periods (using 
DRS);

•	 We estimate how many of the borrowers who would be impacted would be excluded, and 
how many would be lent less (using DRS); and

•	 We calculate how many of those impacted would have gone into arrears (using DRS)   

95.	 The URS measure provides greater discrimination and we would prefer to use this for all these 
steps. However, for the drilldown specified in the last three steps we end up having to use the 
DSR rather than URS measure. We need to work out for borrowers affected their reduction in 
lending for this to be affordable. This can be established by backward engineering the DSR for 
each loan to equal the affordability threshold, which allows us to work out which borrowers 
would be excluded and for others affected what the reduction in their borrowing would be. 
There is no simple way to do this using the URS measure. 

96.	 A borrower being impacted by our proposals does not necessarily mean they would not be lent 
any amount at all. While the full amount they had originally applied for may be unaffordable, a 
lower amount could still be affordable. For our analysis we need to make an assumption about 
the level of a loan if granted that a borrower would still take (and a lender would be willing to 
lend given administrative costs etc.). If only a very low percentage of the originally applied for 
amount was considered affordable it is unlikely that such a loan would be granted or in fact 
taken up. For the sake of our analysis we employ two assumptions: 

•	 If less than 50% of the amount originally applied for passed the affordability threshold this 
would lead to a loan not being granted/ taken up

•	 If less than 25% of the amount originally applied for passed the affordability threshold this 
would lead to a loan not being granted/ taken up

97.	 These levels differ from the MMR where it was assumed if less than 70% of the amount 
originally applied for passed the affordability threshold this would lead to a loan not being 
granted/ taken up. The differences in these assumptions indicate one difference in outcomes 
that we would expect in the application of responsible lending rules. In the first charge market 
while we might expect the main effect to be individuals not borrowing, in the second charge 
market we might expect the dominant effect to be individuals being lent less.  

98.	 The results of our analysis conducted using the scenario based approach applied to our URS 
and DSR measures are detailed in the next section. Also discussed are sources of over and 
under estimation in our calculations, and how our results might relate to impacts in reality.  

Costs and Benefits

Borrowers impacted by the affordability assessment and the interest rate stress test
99.	 We had started with a scenario where 45% of borrowers in the second charge market would 

be impacted through the combined effect of the affordability assessment and the interest rate 
stress proposal. We break out impacts into subdued and boom period here, and drill down into 
the type of borrowers likely to be impacted. 
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100.	 We estimate using the scenario based threshold calculated for the DSR measure that in the 
subdued period (2009-11) close to 40% of borrowers would be impacted. 

•	 Assuming if less than 25% of the amount originally applied for passed the affordability 
threshold this would lead to a loan not being granted/ taken up: We calculate that around 
10% of borrowers would no longer be able to borrow through a second charge loan, 
while around 30% would be lent less. For those lent less we calculate a 34% reduction in 
borrowing

•	 Assuming if less than 50% of the amount originally applied for passed the affordability 
threshold this would lead to a loan not being granted/ taken up: We calculate that around 
17% of borrowers would no longer be able to borrow through a second charge loan, 
while around 22% would be lent less. For those lent less we calculate a 25% reduction in 
borrowing 

Chart 11: Proportion of borrowers affected by our proposals in the subdued period 
(2009-11)
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101.	 We further estimate that in the boom period (2005-08) close to 46% of borrowers would be 
impacted. 

•	 Assuming if less than 25% of the amount originally applied for passed the affordability 
threshold this would lead to a loan not being granted/ taken up: We calculate that around 
9% of borrowers would no longer be able to borrow through a second charge loan, 
while around 37% would be lent less. For those lent less we calculate a 31% reduction in 
borrowing

•	 Assuming if less than 50% of the amount originally applied for passed the affordability 
threshold this would lead to a loan not being granted/ taken up: We calculate that around 
17% of borrowers would no longer be able to borrow through a second charge loan, 
while around 29% would be lent less. For those lent less we calculate a 23% reduction  
in borrowing 



Financial Conduct Authority 85

CP14/20Implementation of the Mortgage Credit Directive and the new regime for second charge mortgages

September 2014

Chart 12: Proportion of borrowers affected by our proposals in the boom period 
(2005-08)
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102.	 A greater percentage of borrowers are estimated to be impacted in the boom period (46%) 
relative to the subdued period (40%) – which aligns with the observation of higher arrears in 
the boom period. However, the difference in impact between the two periods is not as stark 
as for the MMR analysis. This is because of three reasons. First because arrears rates are high in 
the subdued period as well, while there was a greater relative difference between the periods 
in the MMR. Across the entire period 2005-11 our sample has an arrears rate of 49%. In the 
boom period 58% of all loans go into arrears. In the subdued period this figure is 32%. Second, 
our models and particularly the DSR measure we are forced to use here do not provide enough 
discrimination power.61 Third, data quality issues, in particular imprecisely comparable data 
across firms which the DRS approach cannot control for, leads to issues.  

103.	 Drilling down into the type of borrowers impacted using the scenario based threshold 
calculated for our URS measure we observe that borrowers impacted by our proposal are 
predominantly debt consolidators. In our sample of two firms around 75% of borrowers state 
debt consolidation as their primary purpose for taking out second charge loans. We estimate 
that 92% of those impacted (i.e. excluded or lent less) across the sample period are borrowing 
to consolidate debts. 

104.	 Further those who are self-employed appear to also be disproportionately impacted by our 
proposals. While 19% of borrowers in our sample are self-employed, of those impacted by our 
proposals we estimate that 31% fall in this category.

61	  The URS measure provides greater discriminatory power indicating 48% of borrowers would be impacted in the boom period and 
34% in the subdued period. We think even this does not discriminate between the relative impacts in the periods enough.
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Chart 13: Types of borrowers impacted in particular by responsible lending 
proposals
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Impacts for consumers no longer able to borrow and those lent less
105.	 As noted before, broadly speaking the largest benefit of the responsible lending proposals is 

expected to come from the avoidance of negative impacts associated with payment problems 
for borrowers refused loans. This needs to be balanced in particular against welfare losses for 
those who are refused or get smaller loans but would not have suffered problems. This does 
not mean that all those who would have suffered payment problems and no longer would as 
a result of the proposal will be better off, or in fact that all those who wouldn’t have suffered 
payment problems and no longer would, will be worse off.62 Outcomes depend greatly on the 
alternative position in which impacted borrowers end up. We posit that:

•	 while on the one hand the lower price of second charge loans compared to the original 
credit (which is being consolidated) suggests some borrowers might be better off without 
the policy proposal;

•	 this effect is on average likely to be smaller than the negative impact of being more leveraged 
having taken out a second charge loan (because firms oversell beyond the consolidation 
needs of borrowers, and because this also frees up previously tied up credit lines – at the 
extreme potentially doubling leverage ratios)    

106.	 We expand on this argument further in this section.

107.	 Having estimated the proportion of borrowers likely to be impacted, the next step in assessing 
these positive and negative impacts is estimating how many of the borrowers impacted by our 
proposals would have experienced payment problems, and therefore the scale of the payment 
problems they might no longer suffer. This is simple to calculate for those who would no longer 
be able to borrow because we can observe in our sample whether or not these borrowers 
actually suffered any payment problems. We estimate:

•	 In the subdued period for those who would no longer be able to borrow, around a third 
would have been in arrears on their second charge loans at least once

62	 On the latter group i.e. borrowers who do not get into late or non-payments but would be impacted: some of these may 
nevertheless be cases of avoidable misunderstandings by borrowers, and the fact that a borrower does not get into late or non-
payment problems does not mean that the borrower would take such a loan out again in the absence of informational and 
behavioural issues. There would be some well-being gain then of our proposal for this group, though our estimates of impacted 
borrowers do not capture this.
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•	 In the boom period for those who would no longer be able to borrow, 52% would have 
been in arrears on their second charge loans at least once

108.	 But estimating the reduction in the risk of impairment for those who would be lent less requires 
a further assumption. We can of course observe in our sample how many of those lent less 
went into arrears. We cannot observe however, the impact on impairment of being lent less.63 
We therefore need an assumption for the fall in arrears that would be associated with a fall in 
borrowing. We assume that a 1% fall in borrowing for those affected would lead to a 0.5% 
fall in arrears. This assumes a constant relationship between arrears and the amount borrowed 
(given our sample has an arrears rate of nearly 50%).64 Using this assumption we estimate all 
else being equal: 

•	 In the subdued period for those who would be lent less, their probability of going into 
arrears on their second charge loans at least once drops from around a third to between 
15-19%

•	 In the boom period for those who would be lent less, their probability of going into arrears 
on their second charge loans at least once drops from around 58% to between 42-46%

109.	 Consumers who would no longer be able to borrow would avoid the risk of payment problems, 
while those lent less would reduce this risk. The negative impacts such payment problems can 
lead to include stress and effects on well‑being and mental health.65 

110.	 To get to a more precise understanding of outcomes we need to better understand what 
would happen to individuals excluded or lent less. While there would be a reduction in their 
risk of getting into payment problems on second charge loans, might these borrowers suffer 
instead payment problems on other products as a consequence of being excluded, and if 
so what might the scale of this detriment be? Discussions with brokers and with customers 
suggest there are perhaps five potential alternative avenues for such individuals. We summarise 
these in Table 4.

Table 4: Potential avenues for those excluded or lent less in the second  
charge market

Avenue Probability Rationale (for likelihood)

Not borrow High Unsecured borrowing also likely to be refused if second charge 
borrowing not possible

Debt solution High As above. Difficulty in debt payments may lead to this avenue

Guarantor loan Medium Guarantor needed. Relatively small market

Re-mortgage Low Similar affordability tests might mean similar refusal

Payday loan Low Typical second charge loan is several multiples in size of  
payday loan

   

63	 If the DSR measure provided greater discriminatory power we could have used the lower probability of arrears associated with a 
consequent fall in DSR because of being lent less as a basis to estimate reduction in the risk of impairment. However, the lack of 
power in the measure prevents this. 

64	  We conducted sensitivity analysis around this assumption, through looking at two alternatives: one where a 1% fall in borrowing 
for those affected would lead to a 0.33% fall in arrears, and one where there was a constant 10% reduction in arrears for those 
lent less. We found there was a 1-2 percentage point difference in the reduction in overall arrears calculated depending on the 
assumption used for the fall in arrears arising from the fall in borrowing. We decided to use the chosen approach because this is 
based on the overall arrears rate in the sample, and is also sensitive to differences in the reduction in borrowing.

65	 See for e.g. Gathergood, J (2012), Debt and depression: causal links and social norm effects, Economic Journal, 122(563), 
1094‑1114
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111.	 The two avenues that appear most likely are individuals either not borrowing, or those who are 
in significant difficulties with their debts using debt solutions.66 We postulate that with these 
alternative outcomes the group of individuals who would otherwise borrow in the second 
charge market in an unaffordable manner are likely to be on average better off.

•	 Two-thirds of those who borrow using second charge loans do so primarily for debt 
consolidation reasons. We would expect these borrowers to only consolidate debt through 
this means if upfront prices indicated taking the second charge loan would be cheaper. 
One possible effect of our proposal might then increase the cost of getting into payment 
problems for those who would be excluded from the second charge market. 

•	 However, we think there is likely to be a larger impact through the reduction in overall debt 
levels for those affected. In the second charge market we observe firms oversell beyond 
the consolidation needs of borrowers, which would be reduced. Perhaps more significantly 
borrowers consolidating debts using second charge loans free up their previously tied up 
credit lines and increase their level of indebtedness – which again would be affected. In 
combination this would likely lower overall indebtedness, and so lower the probability of 
getting into payment problems (both on second charge loans and overall). 

•	 In addition the risk of an individual’s home being repossessed in action initiated by second 
charge lenders would be reduced. 

112.	 Not everybody who would no longer be able to borrow or who would be lent less as a 
consequence of our responsible lending proposals would have experienced payment problems. 
For these individuals there would be welfare losses from delayed, cancelled or reduced ability to 
make home improvements or otherwise increase consumption and/or from a lower possibility 
to consolidate previous debts using second charge loans.

113.	 In an ideal world we would like to calculate the reduction in welfare or well-being for those 
losing out and balance these against estimated welfare or well-being gains for those who 
would benefit. We do not think this is reasonably practicable to do, as we explain below: 

•	 It is particularly difficult to assess consumer welfare in a comparable way where behavioural 
factors may distort consumer decision making. Consumers’ revealed preference through 
consumption may not be a good indicator of actual welfare outcomes.

•	 Data limitations for the second charge market prevent a well-being analysis similar to 
that conducted for first charge mortgages as part of the MMR.67 In any case a well-being 
approach similar to that used in the MMR requires further judgement to be made on 
weighting negative and positive effects.

•	 To understand outcomes more clearly we would want to observe outcomes for a control 
group of applicants rejected for second charge loans, and compare these against outcomes 
for a similar group of accepted applicants. Data to do such an analysis is not however 

66	 This is not to say that debt solution “substitutes” function perfectly. The FCA for e.g. is also looking at problems in the Debt 
Management Plan market.

67	 The MMR analysis drew on the British Households Panel Survey (BHPS) and a range of other existing surveys. Information on the 
position for second charge applicants who would no longer get loans is not available in these or other sources available to us. 
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readily available.68 We discuss instead in this section possible outcomes for individuals who 
would no longer get loans.

•	 The underlying estimates for the number of individuals affected are based on limited 
data, using a scenario based approach, applied on models which do not reveal strong 
discriminatory power, with further assumptions added on. There is a consequently a large 
degree of imprecision around these estimates (as we explain in greater detail in the following 
section). To try and estimate welfare or well-being impacts on top of this would adversely 
impact the accuracy of our analysis. 

Our expectation of the scale of impacts in practice
114.	 Our method and modelling likely underestimate the true impact of the proposals. However, 

recent changes in firms’ behaviour appear to us to more than balance this. We consequently 
expect the immediate impact of our proposals will be considerably smaller than the scale of 
impacts estimated through the modelling in our analysis. 

115.	 There are three reasons to think the impacts calculated in our analysis underestimate what the 
impact of our affordability proposals could be.

•	 Extrapolation from MMR to second charge is imprecise: Arrears in the first charge 
market are concentrated in the right hand side of DSR and URS distributions (i.e. where 
borrowers are highly leveraged, or where the quality of underwriting for loans appears to 
be quite poor). In our second charge sample arrears appear to be the norm (hence there are 
much flatter distributions). Extrapolating out from the first to the second using a multiple 
based on the difference in arrears rates therefore likely underestimates the percentage of 
borrowers who would be affected.

•	 Models/data don’t provide adequate discrimination: Because our analysis is based on 
limited data with comparability and quality issues, and because our models are not very 
effective in separating affordable from unaffordable lending, our results do not provide 
adequate discrimination. In reality we would expect those affected by our proposals to have 
a much greater likelihood of suffering payment problems relative to other borrowers not 
affected by our proposal 

•	 Recent cut-off for sample period does not allow more arrears to manifest: For the 
subdued period 2009-11 loans in our sample only have 2-4 years to go into arrears. Over 
their lifetime arrears rates would be higher, hence the harm that could be prevented would 
also be higher

116.	 We think recent changes in the market more than balance these impacts. There are two reasons 
to think the impacts calculated in our analysis overestimate the actual impact of our proposals. 

•	 The market has moved towards adopting similar practice to our proposals: Responses 
to Ignition House interviews (see Figure 3) indicate 75% of firms have already moved 
completely or mostly towards income and expenditure based affordability assessments, 
and 54% are now applying (variants of) interest rate stress tests. Firms not running such 
assessments are in the main small. 

68	 Given the quality issues the transaction level data we gathered from lenders for borrowers had it is very likely that data on loan 
applicants (including those who did not get loans) would have even greater gaps. 
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•	 Arrears rates in the period after the end of our analysis have further lowered: 
Arrears rates for the first year after origination are lower in our sample data set in 2012 
than over 2009-11 (the subdued period in the analysis). This indicates that less unaffordable 
lending now happens in the market, backing up the story of firms having moved towards 
income and expenditure based affordability assessments.  

117.	 In combination these factors indicate the immediate impact of our proposals may not be very 
large, and almost certainly will be considerably smaller than the subdued period estimate of 
10-17% of consumers no longer being able to borrow, and 22-30% being lent less. However, 
as discussed earlier recent correction in the second charge market has not come about because 
of customers’ ability to discipline firms. So, in the absence of regulation, the risk of behavioural 
biases and informational asymmetries being exploited in future boom periods would remain. 
This is where our responsible lending proposals should have most effect.

Figure 3: Current practice around affordability assessments and interest rate  
stress tests69 
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Reduction in cost of arrears and repossessions for consumers
118.	 Borrowers who would not suffer payment problems (arrears and repossessions) as a consequence 

of being refused or getting smaller second charge loans, avoid legal and administrative 
costs associated with these events. While part of this may simply be a transfer from firms to 
consumers, part can be thought of as a social benefit as a result of a reduction in friction and 
because of the saving in resources that would have been spent on administration of arrears 
and repossession otherwise.

69	 Source: Responses to Ignition House/ KPMG survey of firms conducted in May 2014 on behalf of the FCA. These two results are 
based on responses from 12 active second charge lenders
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119.	 Using the subdued period (2009-11) as more reflective of the second charge market both now 
and in the medium term future, we estimate the amount from avoided arrears charges to be 
around £1m per year.70 Were we to also include the boom period and calculate savings across 
our sample period, the estimated annual benefit would be more than ten times this amount. 
However, as discussed earlier in this chapter there is no realistic medium term expectation of 
the second charge market returning to its pre-crisis peak levels.  

120.	 For borrowers whose homes would no longer be repossessed as a consequence of being 
refused or getting smaller second charge loans there would also be a reduction in transfer 
(mainly because of fire sale discounts) to consumers who would otherwise have purchased 
their property.71 The fire-sale discounts are a transfer from the repossessed borrower to the 
buyer of the repossessed house, so reducing them per se is neither an economic cost nor an 
economic benefit. In the MMR we used a 20% discount on the property’s value because of 
fire-sales. Using the same discount, and employing the subdued period (2009-11) as more 
reflective of the second charge market both now and in the medium term future, we estimate 
these transfers to be reduced by around £6 million a year.72 

Compliance costs for firms
121.	 As part of the parallel CBA KPMG conducted of other second charge policy proposals we asked 

them to calculate compliance costs of our affordability assessment and interest rate stress test 
proposals. While the complete details of this can be found in KPMG’s study, we summarise 
their estimates here. 

122.	 As shown in Figure 3 earlier in this chapter, 58% of respondents indicated that they met the 
affordability assessment requirements completely already, with a further 17% indicating that 
they mostly met the requirements. A lower but still material 54% of respondents said they also 
met the interest rate stress requirement completely or mostly. Most firms who did neither are 
small in size. 

123.	 Based on responses by firms, KPMG estimate the following compliance costs from our proposals 
for the entire market: 

•	 For lenders due to the affordability assessment: One-off costs of around £215,000, and on-
going annual costs of around £170,000 

•	 For lenders due to the interest rate stress test: One-off costs of around £115,000, and on-
going annual costs of around £55,000 

•	 For intermediaries due to the affordability assessment: One-off costs of around £15,000

•	 For intermediaries due to the interest rate stress test: One-off costs of around £70,000, and 
on-going annual costs of around £640,000 

70	 This calculation is based on a central estimate of £325 as the average cost per case in arrears quoted in the MMR. We apply this 
to the number of second charge loans impacted in our subdued period that go into arrears, which leads to an estimated resource 
saving of around £400,000 per year. This is an underestimate because this does not account for a loan potentially going into arrears 
multiple times. To obtain a more realistic estimate we therefore adjust this figure upwards.  

71	 In this case, the ‘transfer’ arises because the fire sales typically associated with repossessions lead repossessed property sellers to lose 
the amount by which their property is discounted and the buyers to gain the discount. The amount of the discount is the amount of 
the transfer.

72	 We note that while the subdued period (2009-11) is more reflective of the current state of the market than the boom period, more 
recent information suggests the market is materially “cleaner” than over the subdued period in our sample. This suggests both the 
estimate of the benefit from saved resources and of the transfer calculated here overestimate the impact of our proposals in the 
immediate future. 
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124.	 KPMG explain that the £640,000 estimate of annual on-going costs for intermediaries is largely 
driven by an estimate from a single intermediary who quoted the “cost of lower conversion 
rates to the business as a consequence of stress testing” as the reason for this cost.73 We think 
the intermediary’s response reflects the impact of the reduction in volumes that might be 
associated with the introduction of the proposed requirement. This is captured elsewhere in 
our CBA and is not a pure compliance cost. We consider therefore KPMG’s estimate without 
this answer (incremental on-going costs of around £35,000 for intermediaries due to the 
interest rate stress test) to be closer to the actual compliance cost that should be expected.  

125.	 Firms report that the costs of complying with these proposals is focused around making 
changes to IT systems, developing new sales processes, HR / training costs and additional time 
to process loans. Of these, on average, the largest one-off cost is that of making changes to 
existing IT systems. The highest on-going cost for the majority of lenders was that of spending 
additional time processing each loan. 

Impact on firms and on competition
126.	 A wide package of regulation (much of which is driven by the MCD) is being considered in 

this Consultation Paper. The range of this is considerably broader than the responsible lending 
proposals discussed in this chapter. We think it a more valid approach to consider the impact on 
competition of our collective package of proposals rather than break this down for individual 
policies. The KPMG report discusses in detail these overall impacts on competition. In this 
section we briefly discuss some of the main points particularly related to responsible lending 
covered in the KPMG study, and add some further inferences drawn from our analysis.   

127.	 As detailed earlier in this chapter the responsible lending proposals would lead to some 
individuals no longer being able to borrow and some individuals being lent less. We estimate 
using the subdued period as our basis, that this implies a reduction in lending volumes of 
between 20% and 23%. Based on current lending levels in the second charge market (£0.5 
billion in 2013) this would mean a reduction in the volume of lending of about £100 million. 
However, given unaffordable lending in the market appears to have materially decreased since 
the cut-off point for our analysis (2011) and because many firms (particularly larger players) 
have already adopted practices which go significantly towards meeting our responsible lending 
proposals, we expect the actual reduction in volume to be materially smaller than these 20-
23% (and £100 million) estimates.

128.	 This aligns with views expressed by firms responding to KPMG’s survey. When asked what 
change in volume they expected as a consequence of the package of rules proposed for second 
charge firms (much wider than only the responsible lending proposals): 

•	 57% said they expected a reduction in volume (14% said this fall in volumes would be less 
than 10%, 21% said the fall would be between 11-20%, and 21% said the fall would be 
greater than 20%)  

•	 36% said the proposals would have no significant impact on volume, and

•	 7% said they expected a small increase in volume 

129.	 Analysing the potential impact on industry profits of the costs of the entire package of proposed 
regulations the KPMG study suggests that large lenders (who account for the vast majority of 
the market) are likely to be able to absorb the increase in costs of regulation whilst maintaining 

73	 This cost was over a 100 times larger than the second highest estimate for an intermediary.
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a profit, but smaller lenders may not be able to do so. This could potentially lead to some exit 
of smaller firms from the market. We further observe that any impact of responsible lending 
proposals will not be equivalent across firms but dependent on differences in behaviour. 
The data submitted to us by our sample indicate that one medium sized firm continues to 
have materially higher arrear rates relative to the market. This indicates poorer underwriting 
standards (which our responsible lending proposals would address), and suggests reduction in 
lending volumes and revenues as a consequence of the proposed responsible lending rules are 
likely to be concentrated more in this firm. This also implies that our proposals put this firm at 
risk of exiting the market. We further observe however, both in the case of this one firm, and 
the smaller lenders the KPMG study indicates might be at risk of exit, firms might be able to 
pass (at least part) of the increased cost of regulation on to consumers (particularly because of 
a lack of viable substitutes). 

130.	 It is possible that with the second charge market being regulated in a similar manner to the first 
charge market, and with better outcomes in the market (e.g. lower detriment for consumers 
driven by responsible lending proposals) leading to reputational improvement for such products, 
some mainstream mortgage lenders may start offering second charge loans alongside re-
mortgages and future advances. This could counter the reduction in the quantity of lending 
our analysis otherwise indicates, though the size of any such effect is difficult to predict. Such 
entry of mainstream players may also improve the quality of competition in the market.   

131.	 In overall terms we note respondents to KPMG’s interviews and survey were generally upbeat 
about the second charge market, and most expected modest growth over the next three to 
five years as more lenders enter the market and existing lenders slowly expand their funding 
lines. We recommend reading the KPMG report for a more detailed discussion of the expected 
impacts on competition of the rules proposed in this Consultation Paper including those around 
responsible lending. 
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Section 2 
Regulatory package of changes for the  
second charge market

Introduction

132.	 To estimate the impacts of bringing second charge activity into our mortgage regime, we 
commissioned KPMG to conduct a cost benefit analysis of our key proposals. KPMG’s full 
report can be found on our website. In this chapter, we summarise key findings from the study 
and state our view about this analysis.

KPMG’s approach and methodology

133.	 In conducting its analysis, KPMG drew on six main sources of data and information:

•	 interviews with a sample of lenders and intermediaries – qualitative;

•	 an online survey of lenders and intermediaries – quantitative;

•	 interviews with a small sample of customers – qualitative;

•	 sales and loan performance data collected by the FCA – quantitative;

•	 the FCA’s policy proposals; and

•	 other publicly available sources of data.

134.	 KPMG used a largely quantitative approach to estimating the costs of the regulations, 
supplemented by qualitative insights. Due to a lack of existing data, KPMG surveyed firms to 
estimate the costs of our proposals and to inform the analysis of potential benefits. KPMG, 
via Ignition House, a specialist research consultancy, sent an online survey to 641 industry 
contacts. 54 firms involved with the second charge lending market responded to the survey: 15 
active second charge lenders; 3 dormant second charge lenders; 16 intermediaries/packagers; 
and 20 other organisations (including introducers and service organisations). Ignition House 
also conducted qualitative surveys with lenders and intermediaries.

135.	 KPMG’s analysis tests our proposals against a baseline of the current regulatory framework. 
KPMG recognises that, for some areas where we are proposing to apply the mortgage regime 
to second charge, the true counterfactual would be where the FCA is otherwise required to 
rely on implementing MCD provisions. Some of the estimated costs and benefits therefore 
overestimate the truly incremental impacts of our proposals.
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Potential market failures

136.	 KPMG identified a series of potential failures in the second charge market that may to some 
extent be addressed through our proposed regulatory approach. These market failures can lead 
to undesirable market outcomes, for example, poor lending and borrowing decisions resulting 
in higher arrears rates. Potential market failures identified in the study include:

•	 Behavioural biases among second charge consumers, which may contribute to the historic 
high arrears rate in the market. 

•	 Information asymmetries where borrowers may have poor information about the specific 
risks associated with a second charge loan and so do not make a fully informed decision. 

•	 A possible lack of effective competition between firms in the second charge market may 
result in customers being given bad advice or provided with insufficient information to 
make informed decisions. 

•	 Principal agent problems where intermediaries’ incentives are geared around sales targets 
or commission and are unlikely to be aligned to customers’ best interests. 

•	 Regulatory failures where the market has been shaped, to some extent, by the historic 
regulatory regime.

Costs 

137.	 ESIS-based disclosure required by the MCD is estimated to be the largest cost resulting from the 
proposals, with one-off costs approximately £5.3 million for active lenders and approximately  
£1 million for intermediaries respectively. Ongoing annual costs are estimated to be 
approximately £1.9 million for lenders and approximately £1 million for intermediaries. 

138.	 KPMG estimate that the costs associated with the implementation of other MCD requirements 
through existing MCOB requirements and MCD copy-out would be significantly lower than 
those driven by the ESIS. KPMG estimate these one-off costs at approximately £1.4 million for 
active lenders and approximately £0.7 million for intermediaries. They further estimate ongoing 
cost of approximately £1.2 million for active lenders. 

139.	 KPMG estimate the one-off costs associated with the implementation of the FCA’s mortgage 
regime requirements to be approximately £1.4 million for active lenders and approximately 
£100,000 for intermediaries. KPMG estimates ongoing annual costs of approximately £0.6 
million for both active lenders and intermediaries. KPMG have explained that the ongoing costs 
for intermediaries are inflated by one firm’s estimates which may not be credible.74

74	 These cost estimates include incremental costs associated with responsible lending rules. 
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Benefits 

140.	 KPMG analysed the benefits of the set of regulation proposed for the second charge market, 
using information received from firms and consumers. This does not include an assessment of 
responsible lending rules which we provide in Section 1 of this CBA chapter. Some of KPMG’s 
key conclusions on benefits are as follows:

•	 The ESIS may enable customers to make better-informed decisions about borrowing and 
comparing products. However, this could be tempered by behavioural biases.

•	 Our proposals on arrears management and charges could lower costs to consumers and 
result in firms offering a wider range of forbearance options. 

•	 Our proposal that sales staff are subject to a Level 3 qualification, coupled with the proposed 
move to our MCOB sales standards, may improve the quality of information and advice 
given to potential borrowers to help them better understand the product being offered, its 
risks and the potential alternatives. Requiring firms to assess the suitability of a product as 
part of an interactive sale is likely to help mitigate the risk of customers taking out second 
charge loans that do not meet their needs and circumstances.

•	 There may be improved transparency on post contractual fees resulting in customers being 
able to make better informed decisions. However, the balance between those customers 
that may pay higher and lower Early Redemption Charges (ERCs) when they are calculated 
based on costs is unclear.

•	 Data reporting requirements should help to support the realisation of benefits from the set 
of proposed regulations by increasing compliance through ensuring that the FCA is able to 
effectively monitor firms’ behaviour and market outcomes.

Market impacts 

141.	 KPMG also analysed potential market impacts of our proposals. The majority of survey 
respondents stated that the proposed regulations were likely to lead to a decline in new 
lending volumes. KPMG consider this could result in some firms exiting the market, although 
competition may be stimulated by an alignment of the regulatory regimes and first charge firms 
entering the market.

Our view of KPMG’s CBA 

142.	 While we may differ slightly on some matters of detail, we agree with the major findings of the 
CBA produced by KPMG. For example: 

•	 We would expect the ESIS requirement being introduced by the MCD to have major 
cost implications. KPMG find this to be the most significant contributor to incremental 
compliance costs
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•	 Ex-ante we thought the responsible lending proposals would have the most significant 
impact of the discretionary set of proposals, and we consequently conducted an in-depth 
CBA into these. That these were likely to have the greatest impact on business volumes is 
borne out by responses to KPMG’s survey

•	 Our analysis of profit drivers in the market suggested the market was unlikely to reach 
former peaks in the short to medium term future, though some growth from the current 
low base was likely. This was confirmed to be in line with market expectations by the KPMG 
study

143.	 Comparing with cost estimates for the first charge mortgage market as a result of the MMR, 
and for all firms in Europe as a consequence of the MCD (as estimated by the European 
Commission), it appears the compliance cost estimates reached by KPMG for the second charge 
market may be on the high side. In overall terms though, we do not significantly disagree with 
the conclusions reached by KPMG in their analysis.  
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Section 3 
Other mortgage conduct of business  
and administrative proposals 

Rolling-up of fees and charges (applicable to second charge firms)

144.	 We are proposing only allowing fees and charges to be rolled-up into the loan where a customer 
has given their express consent. This is explained in greater detail in Chapter 3.

145.	 Costs: This would lead to some compliance costs for firms arising from systems and controls 
requirements. Extrapolating from the 2010 estimate Oxera made as part of the MMR, we 
estimate one-off costs of the proposal of around £150,000 across all second charge lenders in 
the market.75 There may additionally be small on-going costs from ensuring explicit consent for 
each loan, but these are not expected to be material. 

146.	 Benefits: In the second charge market, it is common practice for loan origination fees and 
charges incurred by the customer to be automatically ’rolled-up’ into the loan. This results in 
interest being charged on such fees for the duration of the agreement. Our proposal would 
ensure that customers have a choice of whether to pay fees and charges up-front or have them 
rolled into the loan.

147.	 In theory, the application of our rules will increase price transparency as part of an advised 
sale, where the firm assesses the suitability of how fees should be paid, and reduce the risk of 
commercial imperatives outweighing what is the customer’s best interests. In practice, since 
around two-thirds of second charge mortgages are taken out for debt consolidation purposes, 
we would not expect the majority of borrowers to change their current practice. However, for 
a minority of borrowers, in particular among those borrowing for home improvement or other 
consumption/ investment reasons, this may lead to more informed decisions. 

Information sharing between charge holders (applicable to first and second charge 
firms)

148.	 When a customer is in financial difficulty, there are very few obligations on firms to share 
information with other charge holders. We are proposing new requirements on mortgage 
lenders to share information with other firms holding a charge over the property at set points 
in the litigation, possession and assisted voluntary sales processes. Details on our information 
sharing proposals are set out in Chapter 5.

75	 Oxera estimate the one-off cost for first charge lenders to comply with this requirement to be approximately £6,000 per firm. 
Accounting for inflation, this would now amount to around £7,000 per firm. We believe that this is a suitable approximation of the 
one-off cost for second charge firms. Given our estimate of 20-25 active second charge lenders we estimate the £150,000 figure 
across the market. See: http://hb.betterregulation.com/external/oxera_report_mmr.pdf 

http://hb.betterregulation.com/external/oxera_report_mmr.pdf
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149.	 Costs: The impacts on second charge firms are set out in KPMG’s report.  These costs would 
only be incurred where an account is in arrears deep enough to warrant a charge holder 
starting litigation action or progressing an assisted voluntary sale. KPMG estimate incremental 
costs of around £100,000 for second charge firms from these requirements. In theory, first 
charge firms should be subject to the similar compliance costs. However, we discussed our 
information sharing proposals with our industry working group prior to consulting. Firms have 
recognised that the costs associated with meeting our proposed information sharing rules costs 
should be minimised by factoring the requirements into existing processes.76 

150.	 Benefits: The KPMG report summarises and quantifies the benefits of firms sharing information 
at specified points in the process. These include reduced costs for consumers and, at the point 
of a property being repossessed, greater transparency over the sale price.  Our discussions with 
consumer groups have supported our view that the current lack of co-ordination between 
charge holders poses risks of customer harm. The industry has previously recognised these risks 
by establishing an information sharing process through first charge and second charge trade 
bodies. However, we are aware that there has been inconsistent application of this process. Our 
proposals will ensure that first and second charge firms share information in their customers’ 
best interests, reducing costs for customers at risk of losing their home.

Approved Persons (applicable to second charge firms)

151.	 The controlled functions under our consumer credit regime for fully authorised firms are 
governing functions, systems and controls functions, and Money Laundering Reporting Officer 
functions. Second charge firms will be subject to more extensive requirements under the 
mortgage regime, covering all governing functions, Apportionment and Oversight (CF8) and 
AML functions (CF11), and often Systems and Controls (CF28) and Significant Management 
(CF29). Detail on our proposed application of the Approved Persons regime to second charge 
firms is set out in Chapter 3.

152.	 Costs: Compared to the requirements under the consumer credit regime, the compliance costs 
to firms of securing the relevant permissions for a greater range of functions will be smaller. 
Europe Economics on our behalf conducted analysis in 2013 on the costs to a comparable subset 
of consumer credit firms (approximately 3,500 non-bank lenders and 15-17,000 intermediaries) 
in adopting the controlled functions required by the consumer credit regime.77 By averaging 
those costs across the relevant lender population, we estimate potential incremental one-off 
costs of around £500 per second charge lender and £150 per second charge intermediary. This 
is an upper cost bound for firms being required to authorise the additional controlled functions 
required under the mortgage regime, as governing and systems and controls functions should 
already be in place. 

76	 For example, generating additional letters in the event of contacting the borrower where litigation action has commenced or 
contacting the local authority in the event of taking possession.

77	 Europe Economics estimated one-off costs of £1.7m-£2.8m and ongoing costs of £0.1m-£0.3m across all non-bank lenders 
and consumer hire firms. The same report estimated that, for 15-17,000 credit intermediaries, there would be one-off costs of 
£2.0m-£2.9m and on-going costs of £0.2m-£0.4m. See: p.61  
http://www.europe-economics.com/publications/final_europe_economics_report_03-10-13.pdf 

http://www.europe-economics.com/publications/final_europe_economics_report_03-10-13.pdf


100 Financial Conduct AuthoritySeptember 2014

CP14/20 Implementation of the Mortgage Credit Directive and the new regime for second charge mortgages

153.	 Benefits: The approved person requirements in the mortgage market are a means of ensuring 
that firms undertaking business that results in debt secured on a customer’s home have robust 
senior management controls to support consumer protection from poor lending or sales 
practices. They impose personal accountability, and aim to ensure the propriety of individuals 
carrying out key functions.  

Financial Services Compensation Scheme

154.	 Second charge firms are not currently in scope of the Financial Services Compensation Scheme 
(FSCS). Our proposals to bring them in scope are set out in Chapter 3.

155.	 Costs: Bringing second charge firms within scope will result in some cost increase for second 
charge firms. Second charge lenders will be in FSCS Class I, and intermediaries in Class E2. All 
firms will pay a share of the base costs levy, and whether firms pay additional levies will depend 
on the level of claims in a particular year.

156.	 As an illustration, using the 2014/15 FSCS levy rates as a basis:

•	 A larger second charge lender, writing 5,000 loans in the reporting period and administering 
a back book of 50,000 loans would pay an FSCS levy of around £600.

•	 A smaller second charge lender, writing 200 loans in the reporting period and administering 
a back book of 4,000 loans would pay an FSCS levy of around £50.

•	 A larger second charge intermediary with £500,000 of eligible income in the reporting 
period would pay an FSCS levy of around £1,100.

•	 A smaller second charge intermediary with £30,000 of eligible income in the reporting 
period would pay an FSCS levy of around £70.

157.	 Benefits: At present, second charge customers are not protected against risks relevant to 
taking out a mortgage, such as receiving incorrect advice, where a firm ceases trading. Bringing 
second charge firms into scope will ensure that their customers are protected in the event of a 
firm exiting the market, subject to the usual FSCS eligibility criteria. As an illustration since its 
inception, the FSCS has upheld over 200 first charge mortgage claims, with £2.95m paid out 
to consumers in respect of claims against 79 different firms in default.

158.	 To some degree the consequence of this proposal is a transfer from all firms in the market (and 
their customers to the extent the FSCS levy is passed on in price increases) to a smaller subset 
of customers who would have lost out in the event of their firm exiting the market. However, 
this may also lead to increased social welfare through two mechanisms: 

•	 the detriment for the smaller subset of consumers affected could have a larger total impact 
on utility than for the consumers and owners of all firms from the cost of the FSCS levy

•	 knowledge of FSCS protection could lead to increased consumer confidence and hence 
greater activity in the market
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Direct costs to the FCA

159.	 To implement the MCD and our proposed approach to second charge regulation, we expect to 
incur one-off costs of between £3 million and £4.5 million. These costs are primarily expected 
to arise from IT and systems related expenditure and from authorisation processes needed for 
second charge firms.  We expect the proposed regulatory regime for second charge firms to 
lead to incremental on-going annual costs to the FCA of around £400,000. The most significant 
part of this is expected to arise from our supervisory approach going forward.
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Section 4 
Mortgage Credit Directive applied to  
first charge mortgages

Market and regulatory failures in the European mortgage market 

160.	 In its impact assessment the European Commission identifies the following market failures in 
EU mortgage markets78: 

•	 information asymmetries; and 

•	 misaligned incentives (conflicts of interest)

161.	 This analysis overlaps significantly with the market failures the FSA identified in relation to 
the UK mortgage market (as discussed for the MMR – see FSA CP 11/31). The information 
asymmetry argument is the same as the FSA made in the MMR. The conflicts of interest 
problem arises for instance when creditors or credit intermediaries’ interests may be skewed 
by their remuneration structures, which may lead to the provision of inappropriate products to 
borrowers. 

162.	 The Commission further presents a regulatory failure justification for intervention. The 
Commission argues:

•	 mortgage conduct of business regulation at the EU in and in member states is patchy and 
inconsistent; and 

•	 there are gaps and inconsistencies in the regulatory framework for non-credit institutions 
providing mortgages and for credit intermediaries 

163.	 This, it is argued, can lead to opportunities for regulatory arbitrage, gaps in consumer protection, 
and fragmentation creating barriers to cross-border activity. 

164.	 The Commission considers that in combination these market and regulatory failures drive 
irresponsible lending and behaviour in EU mortgage markets, leading to the threat of 
unsustainable household debt. This can have a severe impact on the economy. In economic 
terms this is the externality argument the FSA made in the MMR.

78	 European Commission (2013) Impact Assessment: Accompanying document to the Proposal for a directive of the European 
Parliament and of the Council on credit agreements relating to residential property
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Cost benefit analysis

165.	 In the case of European Directive implementation, with little or no margin for discretion, 
the FCA might consider it a disproportionate use of resources and therefore ‘not reasonably 
practicable’ to spend substantial resources on estimating the costs or benefits of something 
which in practice does not really involve an exercise of discretion or significant decision-making 
by the FCA and the matter is not something that would be influenced by responses to the 
public consultation. Since this section covers issues either where the FCA has little or no margin 
for discretion in implementing the MCD, or the FCA has exercised the discretion it has to 
minimise the impact of the MCD in both scope and the extent of rules changing whenever 
possible, we have decided to conduct a high level cost benefit analysis here.

166.	 As noted above, our mortgage conduct rules (as amended by the MMR) and the MCD are both 
largely trying to address the same set of issues, with the MCD further attempting to address 
regulatory failures across EU mortgage markets. Consequently our existing mortgage conduct 
rules mean many of the solutions being introduced by the MCD already apply in the UK market 
for first charge mortgages. For such policies there is no incremental impact.79 

167.	 There are some limited areas where our implementation of the MCD goes beyond our existing 
mortgage conduct rules. Where this is likely to have material impacts we analyse costs and 
benefits at a high level in the section below. 

168.	 Additionally the CBA conducted by KPMG considers the incremental impact of the MCD on 
second charge mortgages. Our existing mortgage conduct rules did not apply to this business, 
though we are now as part of this CP consulting on applying a tailored regime to second 
charge mortgage providers. The analysis of this discretionary regime is further covered in the 
KPMG CBA. Finally, the costs and benefits of responsible lending proposals for second charge 
mortgages are separately analysed earlier in this chapter. 

Where the MCD goes beyond our mortgage rules and is likely to have material 
impacts

169.	 In nine areas we think the implementation of the MCD is likely to lead to material incremental 
impacts. We conduct a high level cost benefit analysis for these areas in this section. 

Advertising
1.	 Most advertising will need to include a ‘representative example’ – MCD Article 11

170.	 Costs: Additional information requirements when advertising may increase compliance costs 
for firms, primarily through the cost of larger/ longer advertising space in for e.g. print media or 
on television. Some firms might avoid the need for including representative examples through 
choosing to advertise more generically.

171.	 Benefits: The Commission’s intended benefit here is greater clarity and comparability of 
mortgage advertising reducing the risk of consumers being misled and purchasing unsuitable 
products. The Commission considers its package of marketing and advertising policies in the 
MCD as a whole may consequently have a weak positive impact on default rates (0.5-1 basis

79	 While there is no incremental impact relative to now, our mortgage rules in this category do imply an incremental impact relative 
to the MCD. Since a thorough CBA was conducted as part of the recently implemented MMR we do not think re-running such an 
analysis is justified (or would in fact lead to materially different policy outcomes).
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point reduction). Since only this one part of the overall advertising and marketing package is 
incremental for the UK mortgage market, we do not expect significant consequent benefits.

172.	 This expectation of little benefits is borne out by the Mortgage Effectiveness Review80, and 
subsequent research feeding into the MMR, which suggested that mortgage advertising played 
only a very limited role in purchasing decisions. At best, consumers use promotions to identify 
lenders or products that might be of interest. These were prompts for further exploration, and 
seemed to have little influence on the ultimate purchase. 

173.	 We are additionally proposing to simplify our advertising requirements where the MCD permits, 
which may lead to some cost savings for firms.

Knowledge and Competency 
2.	 Knowledge and competency requirements will have to be expanded – both in 

terms of staff covered (e.g. product manufacturers) and areas of knowledge (e.g. 
operation of land registers) – MCD Article 9

174.	 Costs: The requirements apply to a broader set of staff than existing rules, namely those 
involved in product design and underwriting. This will impact both lenders and intermediaries.81 
While we might reasonably expect the individuals affected to be competent, there will be some 
costs for firms in being able to clearly demonstrate this. 

175.	 Benefits: The Commission’s intended benefit through introducing knowledge and competence 
requirements is to decrease the proportion of unsuitable/ irresponsible sales made, improve 
customer confidence, and facilitate cross border operations. The Commission considers, among 
all the pieces of regulation proposed by the MCD, the package of registration, authorisation 
and supervision requirements for credit intermediaries and lenders is likely to have the smallest 
impact on default rates. Since knowledge and competence requirements for the broader set of 
staff captured here is a small subset of this, and because through our existing rules we already 
targeted professional qualifications at the group where we think standard setting would lead 
to most benefits (sales staff), we do not expect this to lead to very large incremental benefits 
in the UK mortgage market. 

Disclosure 
3.	 There will be new prescribed, and maximum harmonising, product disclosure 

(subject to a 5 year transitional period) – MCD Article 14 & Annex II

4.	 Variable rate mortgages will have to be illustrated with two APRCs – the second 
showing the worst case over the last 20 years – MCD Article 17 & Annex II

5.	 Where lending is in a foreign currency there will be additional disclosure 
requirements and consumer rights – MCD Article 23

176.	 Costs: The Commission estimates compliance costs for firms arising from its ESIS disclosure 
requirements across the EU will be €185m one-off and €151m on-going. The Commission 
further estimates compliance costs for firms arising from the requirement to illustrate variable 
rate mortgages with two APRCs across the EU will be €96m one-off and €78m on-going. 

80	 FSA (2008) Mortgage Effectiveness Review

81	 The Directive sets out principles but allows Member States to specify how firms should meet these. We already specify formal 
training requirements for sales staff through existing mortgage market rules. Were we to specify similar professional qualification 
requirements for product design and underwriting staff, there would be significant compliance costs. We have chosen, however, 
to copy out the Directive here with firms having the choice to demonstrate compliance without further professional qualification 
requirements.
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177.	 While much of the content of the ESIS will be familiar to UK mortgage lenders, the new 
information requirements and the format of the ESIS are different from the KFI. Incremental 
compliance costs, including systems costs, to meet the new formatting and variable fields, 
are expected for UK mortgage lenders. As part of the options being considered in CP11/31 
Oxera estimated the incremental compliance costs of changing the format of the KFI. A total 
UK industry one-off cost of approximately £23 million was estimated. We consider that this 
provides a comparable sense of the scale of the incremental costs for firms in the UK mortgage 
market of the change to the ESIS from the KFI. 

178.	 Disclosure and new consumer rights where lending in a foreign currency can lead to further 
incremental costs in terms of systems changes and risk transfer. However, this would impact 
only a relatively small segment in the UK mortgage market offering foreign currency loans. 
Industry feedback indicates that such lenders may re-write their contracts (in effect stop writing 
foreign currency loans) to ensure that loans aren’t subject to additional requirements.

179.	 Benefits: The Commission’s intended benefit from standardised disclosure is for customers to 
be able to make more informed decisions leading to a fall in unaffordable lending/ borrowing 
and consequently a positive impact on financial stability. The Commission expects its proposals 
on pre-contractual information to have a medium impact on default rates (an estimated fall of 
2.5-3.5 basis points).

180.	 In the UK, through the KFI we already have standardised disclosure in place that was designed 
specifically for the UK mortgage market. We do not expect therefore significant incremental 
benefits in the UK of this requirement to harmonise product disclosure.

Reflection period
6.	 A 7 day reflection or withdrawal period has to be introduced, extending the UK 

sales process – MCD Article 14

181.	 Member states can choose between introducing a 7 day reflection or withdrawal period in 
the sales process. While there is a narrow discretion here in the choice of approach, there 
is no broader discretion (e.g. in terms of other choices, or the possibility of not applying this 
requirement). The FCA have chosen the reflection period which firms confirm is the less 
burdensome of the two options. 

182.	 Costs: There will be compliance costs for firms from having to design systems that provide 
notice of the right to customers and captures the exercise of this. Discussions with firms confirm 
this would impose a lower burden than applying the withdrawal period option. 

183.	 Benefits: The Commission’s main intended benefit is customers making better decisions 
through being allowed more time for reflection, shopping around, and comparing offers, before 
they are bound. The Commission considers this will improve customer mobility enhancing 
competition, and further expects this to have a small positive impact on default rates. 

184.	 Although currently there is no prescribed reflection period in the UK, mortgage sales typically 
take several days, if not weeks, to conclude. There will be a number of reasons for this, 
from the delays while a consumer provides required details to support their application (e.g. 
if their lender asks for additional evidence of income), through to the carrying out of legal 
conveyancing checks and the instruction of a property valuation. We do not therefore expect 
the requirement to change outcomes materially in the UK. 
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Pre-sale explanation
7.	 There will be a new obligation for an ‘adequate explanation’ pre-sale, with this 

explanation to focus on the content of the required disclosures. This requirement is 
most likely to impact on execution-only sales – MCD Article 16.

185.	 Costs: The Commission estimates compliance costs for firms arising from having to provide 
adequate explanations across the EU will be €25m one-off and €13-25m on-going. One-off 
costs are expected to arise from training and the changes to systems and standard operating 
procedures, while the on-going part comes from the incremental cost of providing explanations.

186.	 Our existing mortgage conduct requirements for advice make this a trivial change for many sales 
in the UK. But where the sale is execution-only, rules currently do not require the equivalent 
of such an explanation. In the UK the bulk of mortgage sales are advised. So the proportion of 
mortgages impacted will be relatively small. There will be compliance costs for these execution-
only mortgages. 

187.	 Benefits: The Commission finds that information given by banks to customers on the way 
their mortgages work and the risks involved is considered by 59% of European customers as 
difficult to understand. This aggravates the information asymmetry problem in this market. The 
Commission’s intended benefit is to improve consumer understanding of the product being 
offered, leading to improved consumer mobility and better decisions. 

188.	 In the UK we would not expect large benefits since, the execution-only channel is for use 
primarily where consumers signal the view that they have sufficient understanding. 

Prudential requirements for intermediaries
8.	 Mortgage credit intermediaries will be required to hold an increased level of PII 

cover (amount to be specified by the European Banking Authority - EBA) – MCD 
Article 29

189.	 Costs: The regulatory technical standard (RTS), being consulted on by the EBA, states a preferred 
option with a minimum level of PII cover for credit intermediaries of €460,000 per claim and 
€760,000 in aggregate per year.82 The Commission estimated that its prudential requirements 
for credit intermediaries might lead to on-going costs of around €18m per year across Europe. 
Costs are expected to be concentrated in countries with no or low PII requirements. The EBA 
as part of its analysis received detailed responses from 22 Member States. Of these, seven 
reported that PII is an existing mandatory requirement for mortgage credit intermediaries, 
whereas 15 others had no such requirements.  

190.	 In the UK, the minimum limit of indemnity currently required is the higher of 10% of annual 
income up to £1 million and £100,000 for a single claim or £500,000 in aggregate.83 There 
are therefore likely to be incremental compliance costs for firms from having to pay higher 
premiums, where their current level of PII cover does not meet the minimum standard specified 
by the EBA’s RTS. However, given current minimum requirements we do not expect incremental 
compliance costs to be very large. 

82	 The provision does not apply where the intermediary is also the creditor.

83	 A firm does not require PII if it has net tangible assets of at least £1 million.
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191.	 Benefits: The Commission has identified issues including misconduct, excessive risk-taking or 
poor advice by mortgage credit intermediaries. In response, the Commission is introducing the 
requirement for intermediaries to take out PII or a comparable guarantee. The Commission’s 
intended benefits are assumed to derive from more prudent intermediaries providing more 
suitable advice leading to improved market outcomes. Since we already have PII standards in 
place in the UK we do not expect significant benefits from this application. 

Remuneration
9.	 Firms will be subject to additional detail on remuneration arrangements, especially 

in terms of how such arrangements must avoid conflicting with the interests of the 
customer – MCD Article 7

192.	 Costs: The Commission estimates one-off compliance costs for firms arising from its 
remuneration requirements across the EU will be around €3m. In the UK, we think existing 
mortgage rules in MCOB (2.3, 2.4, 2.5) read in combination with Principles 3 and 6 go some 
way towards meeting the MCD requirements. The main addition will be the introduction of a 
new requirement prohibiting the use of sales targets in remuneration structures where advice 
is given. There will be a cost for firms of switching remuneration structures. As implied by the 
Commission’s overall incremental cost figure for Europe, the requirement should not lead to 
very large compliance costs for firms in the UK.  

193.	 Benefits: The Commission’s intended benefit is to reduce the risk of remuneration structures 
misaligning incentives and leading to customers (particularly vulnerable groups) being sold 
inappropriate products given their needs and circumstances. In the UK the effect of the 
combination of our mortgage rules and Principles is already intended to achieve this. We think 
therefore incremental benefits are not likely to be large. 

Q58:	 Do you agree with the costs and benefits identified?



108 Financial Conduct AuthoritySeptember 2014

CP14/20 Implementation of the Mortgage Credit Directive and the new regime for second charge mortgages

Annex 2 
Compatibility statement

Introduction

1.	 This Annex explains how we satisfy the requirements set out in section 138BI of the Financial 
Services and Markets Act (FSMA). When consulting on new rules, we are required by FSMA to 
include an explanation of why we believe making the proposed rules is compatible with our 
strategic objective, advances one or more of our operational objectives, and has regard to the 
statutory principles in s.3B FMSA. We are also required by section 138K(2) of FSMA to state 
our opinion on whether the proposed rules will have a significantly different impact on mutual 
societies as opposed to other authorised persons. 

2.	 This Annex also sets out our view of how the proposed rules are compatible with the duty on us 
to carry out our general functions (which include rule making) in a way that promotes effective 
competition in the interests of consumers (s.1B(4)). This duty applies in so far as promoting 
competition is compatible with advancing our consumer protection and/or integrity objectives. 

3.	 This Annex must be read in conjunction with the rest of the consultation paper and the cost 
benefit analysis (in Annex 1) in demonstrating that we meet our statutory duties and objectives. 

Compatibility with our statutory objectives

4.	 The policy proposals and draft rules in this CP primarily advance our operational objective of 
‘securing an appropriate degree of protection for consumers’.

5.	 We consider these proposals to be compatible with our strategic objective of ensuring that the 
relevant markets  function well. 

Consumer protection

6.	 We have made a robust assessment of the requirements of the MCD and we believe it adds 
little to consumer protection beyond our existing mortgage regime. We have therefore sought 
to rely on our existing rules where possible for implementation. We have considered how to 
extend the level of consumer protection afforded to second charge customers, and we believe 
that by applying many of the protections of our existing mortgage rules we will enhance 
consumer protection in a number of ways, to address harm arising from areas such as poor 
sales practices, poor affordability assessments and unfair treatment of consumers in payment 
difficulties.  
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7.	 As previously discussed in this consultation paper, the arrears rates in the second charge market 
are materially higher than those in the first charge market. Our proposed rules on arrears 
charges aim to protect consumers suffering payment difficulties, for example by preventing 
them from unfair charges such as costs that exceed the cost of the firm’s administration, and to 
ensure they are provided with an appropriate range of forbearance options. 

Promoting effective competition in the interests of consumers
8.	 In preparing the proposals as set out in this consultation, we consider we have met our duty 

under s.1B(4) FSMA, which provides that we must, so far as is compatible with acting in a 
way that advances the consumer protection objective or the integrity objective, carry out our 
general functions in a way that promotes effective competition in the interests of consumers. 

9.	 Each of our proposals has been subject to an assessment about the likely impact on competition 
in the market, and we are satisfied that there will be no harm to competition that cannot be 
justified, on balance, by our objective to secure an appropriate degree of protection for consumers. 

10.	 We believe that the majority of our proposals will not have a material adverse impact  on 
competition. We have also sought to ensure that we do not burden firms with unnecessary 
regulatory changes, e.g. by relying on our existing rules rather than copying out those of the 
Directive. We recognise that the increase in incremental costs for firms does lead to some 
chance of exit from the market, particularly for smaller firms; however, this may be reduced 
through the ability of firms to pass higher costs in part to customers.  

11.	 Additionally, bringing a greater level of equivalence in first and second charge mortgage 
regulation may result in more first charge lenders entering the second charge market, which 
could have residual positive impacts on competition.

12.	 This statement should be read together with the cost benefit analysis. 

Compatibility with the principles of good regulation

13.	 In preparing the proposals set out in this consultation, we have had regard to the regulatory 
principles set out in s.3B FSMA. We set out below how our proposals demonstrate such regard 
for each of the regulatory principles. 

The need to use our resources in the most efficient and economic way
14.	 Member States are required to implement the MCD by March 2016. Given our belief that the 

MCD adds little to existing protection for UK consumers, we have sought to be proportionate 
and rely primarily on our existing rules to implement where possible, avoiding additional 
regulatory costs and costs to industry.  

15.	 In addition by applying similar consumer protections to second charge mortgages as first 
charge mortgages we anticipate that we may achieve efficiencies in the supervision of firms. 

The principle that a burden or restriction which is imposed should be proportionate 
to the benefits

16.	 The proportionality of our approach is addressed in the cost benefit analysis at Annex 1. Our 
conclusion is that the costs of our proposals are proportionate to the associated benefits. More 
broadly, we have sought to ensure that our approach towards implementation of the MCD 
is proportionate to the associated benefits to consumers and we believe our proposals for 
implementation will produce the least possible disruption for firms.  
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The desirability of sustainable growth in the economy of the United Kingdom in the 
medium or long term

17.	 Our proposals have regard to the desirability of sustainable growth in the medium and long 
term. We do not expect the proposals to have a material impact on growth in the UK. The 
proposals set out in this consultation primarily affect the second charge market, a small market 
that has seen a significant reduction in size since the financial crisis. Those proposals that 
have an impact on first charge mortgages which may have a broader economic impact are 
mandatory provisions originating from the maximum harmonisation elements of the Directive. 

The general principle that consumer should take responsibility for their decisions
18.	 Our proposals are founded in the principle that consumers should take responsibility for their 

decisions. Our proposals to enhance sales standards across the second charge market puts 
responsibility on firms and their management to ensure that consumers are only presented 
with mortgages that meet their particular needs and circumstances. This will ensure that the 
consumer is better informed when making lending decisions, enhancing consumer protection 
and mitigating adverse outcomes. 

The responsibilities of the senior management of persons subject to requirements 
imposed by or under FMSA, including those affecting customers in relation to 
compliance with those requirements.

19.	 As a result of second charge lending being brought into our mortgage rules, we are proposing to 
apply the wider requirements around approved persons that currently apply to first charge mortgage 
firms to second charge firms. As part of the authorisation process firms will have to identify the 
individuals who will be performing controlled functions, and so must be approved by us. 

The desirability where appropriate of the FCA exercising its functions in a way which 
recognises differences in the nature and objectives of the business it regulates. 

20.	 We have designed our proposals in a way that recognises the similar risks to consumers in 
both the first-charge and second-charge markets, but also the differences between the two 
markets. We have engaged with industry to ensure we have tailored our proposed regulatory 
regime where appropriate to accommodate the nuances of second charge lending. We are also 
proposing to use available exemptions where we can, so we will not apply the requirements of 
the MCD to credit union mortgage lending. 

The desirability of publishing information relating to persons
21.	 We have the power to publish information relating to investigations into firms and individuals. 

However as set out in the Enforcement Guide we will not normally make investigations or our 
findings or conclusions public except in exceptional circumstances. 

The principle that we should exercise our functions as transparently as possible
22.	 We are an open and transparent regulator. As we have developed our proposals we have met 

extensively with industry and consumer groups to explain our approach. 

Any impact of changes in our proposals on mutual societies
23.	 Section 138K of FSMA requires us to prepare a statement about the impact of proposed rules 

on mutual societies. In particular, we are required to set out whether this will be significantly 
different from their impact on other authorised persons and if so, details of that difference. 

24.	 We have considered the potential impact of our proposals in relation to building societies, 
credit unions, industrial and provident societies, friendly societies and EEA mutual societies. 
As we have decided not to apply the requirements of the MCD to credit union mortgage 
lending (see 2.3) we do not anticipate any substantial impact to these firms as a result of these 
proposals. We are not aware of any mutual societies currently providing second charge loans. 
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25.	 We welcome any comments or information respondents may have on any issues relating to 
mutual societies arising from our proposals. 

Legislative and Regulatory Reform Act 2006 (LRRA)

26.	 We are required under the LRRA to have regard to the principles in the LRRA and to the 
Regulators’ Compliance Code when determining general policies and principles and giving 
general guidance (but this duty does not apply to regulatory functions exercisable through our 
rules). 

27.	 We have had regard to the principles in the LRRA and the Regulators’ Compliance Code for the 
parts of the proposals that consist of general policies, principles or guidance. We have engaged 
with firms throughout this process, and consider that the proposals are proportionate and 
result in an appropriate level of consumer protection, when balanced with impacts on firms 
and on competition. 

Equality Impact Assessment

28.	 We are required under the Equality Act 2010 to consider whether our proposals could have 
a potentially discriminatory impact on groups with protected characteristics (age, gender, 
disability, race or ethnicity, pregnancy and maternity, religion, sexual orientation and gender 
reassignment). We are also required to have due regard to the need to eliminate discrimination 
and advance equality of opportunity when carrying out our activities. 

29.	 We have conducted an initial equality impact assessment (EIA) of our proposals to ensure 
that the equality and diversity implications are considered. This included a full assessment of 
potential impacts arising from each of our policy proposals undertaken during our internal 
governance process. 

30.	 The main outcomes of our initial assessment are that:

•	 the proposals in this paper do not result in direct discrimination for any of the groups with 
protected characteristics

•	 the measures introduced for first charge lending will have a small impact on anyone seeking 
to take out a mortgage as the new requirements are broadly in line with our existing 
mortgage rules. There are no differential effects on any affected groups.

•	 although we do not currently hold any data on the gender, ethnicity, sexual orientation or 
faith of second charge borrowers, we have not had any indication from consumer groups 
or other bodies that any group with protected characteristics may be affected by these 
proposals more than the general population 

31.	 The EIA process is still ongoing, and will not be completed until we develop and publish our 
final policy. As a result, we are seeking additional input from all stakeholders to help us further 
investigate and establish the extent of any potential impacts of the proposals in this paper. We 
would also welcome any comments or information respondents may have on any equality and 
diversity issues arising from our proposals.
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Annex 3 
Where we are not making changes to our rules

1.	 Several MCD obligations are features of our existing regulation. In such cases we have not 
needed to make rule changes. Directive obligations that fall into this category include:

•	 Rules on the customer’s best interests.

•	 Advice, where we have only recently significantly raised standards. 

•	 Arrears and foreclosure.

•	 Early repayment charges. We think our regulatory expectations here are already clear. Any 
charges a firm chooses to make should only reflect the costs incurred from early repayment. 
This is an approach shared with our rules on arrears charges (see MCOB 12.4). On those 
rules we have seen some firms failing to meet the required standard. We found some 
seeking to recover costs not linked to the consumer’s position (for example marketing 
costs). In other cases firms didn’t have a clear idea of the actual costs they faced and simply 
matched the charges levied by their competitors. We have changed the arrears charges 
rules as a result to make plainer still the costs should only be those legitimately incurred. 
Firms will want to ensure, when planning for implementing the MCD, the charges they 
impose on early repayment are no more than their actual costs. When doing this they are 
able to look at the considerations we set out in the MMR responsible lending CP84 and the 
changes subsequently made to our arrears rules.

•	 The admission and supervision arrangements for credit intermediaries. 

•	 The admission and supervision arrangements for non-credit institutions.

•	 The sanctions that can be applied to ensure effective compliance.

2.	 Firms using a Combined Initial Disclosure Document (CIDD) will need to make further changes 
to that document to satisfy the new MCD obligations. At this stage we are not proposing 
further amendments to the CIDD template. Instead we propose to wait for the outcome of this 
consultation and current policy work intended to help firms improve the disclosures they make.

3.	 We know there can be limits to the information that consumers are able to absorb and 
understand. But we believe that it is possible to provide appropriate information in line with 
our requirements, in a consumer-focused way that increases engagement. This is why, we 
committed in our 2014/15 Business Plan, to work with firms to explore whether disclosures can 
be smarter, simpler and work better for consumers. As part of this work, we are also reviewing 
the requirements in our Handbook to ensure they are genuinely supporting customers to 
understand what they are buying. This includes reviewing the requirements for the IDD and 
the CIDD. We will publish the outcome of this work later this year.

84	 www.fca.org.uk/your-fca/documents/consultation-papers/fsa-cp10-16
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4.	 There are also several discretionary powers in the MCD to introduce additional regulation, 
which we have chosen not to use. We haven’t proposed:

•	 a ban on commissions

•	 a ban or restriction on the consumer being required to make pre-contractual payments

•	 to require all intermediaries to make available general information on mortgages, and the 
costs and risks involved

•	 a standard risk warning in advertisements, or other warnings in general information

•	 a reflection period of longer than seven days, a ban on the waiving of the consumer right, 
or any right of withdrawal

•	 a ban on using the term ‘advice’ or ‘adviser’ where, the firm is not independent, or more 
onerous restrictions on who can use the description independent adviser’

•	 a requirement for advisers to provide a warning of specific risks

•	 to constrain the permitted options for firms to address foreign currency risks, or otherwise 
imposed additional constraints on such lending

•	 additional conditions on the exercise of the early repayment right, or a cap on the fair and 
objective charge a lender can recover

•	 to allow notification of the impact of interest rate changes to be by public notice

•	 that lenders can impose additional charges on default.
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Annex 4 
List of questions

Q1:	 Do you agree with our proposed approach to 
implementing the transitional arrangements by  
requiring ‘top-up’ disclosure?

Q2:	 What, if any, might be the alternative approaches that 
would allow us to meet our legal obligations when 
implementing the transitional?

Q3:	 What difficulties, if any, can you see with using the ESIS 
instructions and template (see MCOB 5A Annex 1R and 
2R) to prepare pre-sale mortgage illustrations?

Q4:	 Do you have views on whether the ESIS instructions 
should be drafted in standard Handbook format?

Q5:	 Do you agree with the proposed approach to 
implementing the MCD requirement for a binding offer? 

Q6:	 Do you agree that the MCD consideration period is 
better enacted as a pre-sale reflection period, rather 
than a post-sale cooling-off period?

Q7:	 Would it simplify matters, for example in terms of the 
compliance obligations for firms, to apply the MCD 
approach to the APRC calculation to all lending rather 
than just that covered by the directive?

Q8:	 Do you agree with our proposed approach to specifying 
a benchmark that firms may need to use when 
calculating a second APRC?

Q9:	 Do you agree with our proposed approach to transposing 
the MCD requirements on financial promotions and the 
wider simplification of our rules in this area?

Q10:	 What challenges do you see in providing consumers  
with an adequate explanation, for example in an 
execution-only sale? 

Q11:	 What do you consider will be the impact of the new 
MCD rules on the availability of foreign currency 
mortgages?



Financial Conduct Authority 115

CP14/20Implementation of the Mortgage Credit Directive and the new regime for second charge mortgages

September 2014

Q12:	 What do you think will be the impact of this approach on 
firms and consumers?

Q13:	 What, if any, might be alternative approaches that 
would allow us to meet our legal obligations when 
implementing the Directive for this type of lending?

Q14:	 Do you consider that the proposed transitional approach 
is effective in allowing firms to prepare early for the 
implementation of the MCD?

Q15:	 Do you have any comments on the draft rules in relation 
to implementation of the MCD set out in the draft 
Mortgage Credit Directive Instrument 2014 at Appendix 1?  
Do you agree that the rules reflect the stated  
policy intention?

Q16:	 Are there any particular elements that you think should 
be implemented on a different timetable to MCD 
requirements? If so, which elements, and why, and to 
what timetable?   

Q17:	 Do you agree with our proposals for sales disclosure for 
second charge mortgages?

Q18:	 Do you agree with our proposals for post-sales 
disclosure for second charge mortgages?

Q19:	 Do you agree with our proposal to extend our  
mortgage advice and selling standards to second  
charge mortgages?

Q20:	 Do you agree that all borrowers looking to increase their 
borrowing should be made aware that a second charge 
or unsecured loan may be more appropriate, during 
initial disclosure at the start of the sale? 

Q21:	 Do you agree that we should apply MCD 
creditworthiness assessment requirements to second 
charge mortgages through our MCOB affordability rules?  

Q22:	 Do you agree that we should apply the MCOB interest 
rate stress test to second charge mortgages?  

Q23:	 Do you agree with the proposed approach to stress 
testing higher priority loans against expected interest 
rate increases?  

Q24:	 Do you agree that we should apply the MCOB debt 
consolidation requirement to all second charge debt 
consolidation mortgages?  
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Q25:	 Do you agree that we should apply the MCOB interest-
only rules to second charge mortgages?  

Q26:	 Do you agree with our proposed approach to contract 
variations for second charge mortgages?  

Q27:	 Do you agree with our proposal to prohibit the 
automatic rolling-up of fees and charges into a second 
charge loan?

Q28:	 Do you have any comments on how our proposed 
approach to implementing the MCD requirements on 
ERCs will affect the second charge market?

Q29:	 Do you agree with our proposal to apply MCOB 12.5 to 
second charge firms?

Q30:	 Do you agree with our proposed approach to fees and 
charges relating to payment difficulties? 

Q31:	 Do you agree with our proposal to require interest to be 
charged on default fees only on a simple basis for second 
charge mortgages?  

Q32:	 Do you agree with our approach to protecting second 
charge mortgage customers in payment difficulties?  

Q33:	 Do you agree with our proposal to apply the general 
conduct of business standards set out in MCOB 2 to 
second charge mortgages? 

Q34:	 Do you agree with our proposed approach to shared 
equity loans?

Q35:	 Do you agree with our proposed approach to second 
charge business loans?

Q36:	 Do you agree with our proposed approach to second 
charge bridging loans?

Q37:	 Do you agree with our proposed approach to high net 
worth individuals taking a second charge mortgages? 

Q38:	 Do you agree with our proposal to defer consideration 
of whether prudential requirements should apply to 
second charge firms?  

Q39:	 Do you agree with our proposed timetable for deferral?

Q40:	 Do you agree with our proposed approach to training 
and competency?
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Q41:	 Do you agree with our proposal to include second charge 
advising and arranging activities into the scope of FSCS?

Q42:	 Do you have any comments on the draft rules in  
relation to second charge mortgages set out in the draft  
Mortgage Credit Directive Instrument 2014 at Appendix 1?  
Do you agree that the rules reflect the stated  
policy intention?  

Q43:	 Do you agree with our proposed collection of 
transaction-level data on second charge mortgages?

Q44:	 Do you have any comments on the individual data items 
we intend to collect on sales and performance of second 
charge mortgages?

Q45:	 Do you have any comments on our proposed adjustment 
to reporting frequencies for second charge performance 
data where firms are submitting data manually?

Q46:	 Do you agree with our proposed treatment of second 
charge lending through MLAR?

Q47:	 Do you agree with our proposed treatment of second 
charge mediation through RMAR?

Q48:	 Do you agree with our proposed implementation 
timetable for second charge firms’ regulatory reporting?

Q49:	 Do you have any alternatives to minimise any cost 
burdens on firms, while ensuring that the FCA can meet 
its statutory objectives?

Q50:	 Do you have any comments on the draft rules set out 
in Appendix 1? Do you think the rules reflect the stated 
policy intention?

Q51:	 Do you agree with our proposed rules requiring firms 
to make customers aware of alternative finance options 
where they are looking to increase their secured 
borrowing?

Q52:	 Do you agree that these proposed rules should form part 
of the initial disclosure, applicable to both advised and 
execution only sales?  

Q53:	 Do you agree with our proposal to transpose the CONC 7 
provisions for vulnerable customers into MCOB 13?

Q54:	 Do you agree with the scope of our proposed 
information sharing requirements?
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Q55:	 Do you agree that our proposed information sharing 
requirements should apply to all firms with a regulated 
mortgage secured against the property?

Q56:	 Do you agree with the amendments made to PERG?

Q57:	 Are there any business models which need further 
consideration under PERG as we propose to amend it?

Q58:	 Do you agree with the costs and benefits identified?
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Appendix 1 
Draft Handbook text	
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Appendix 2 
Example ESIS documents 

The following pages contain examples to show how different types of mortgage products 
could be presented using the ESIS disclosure document. These are not definitive formats and 
firms will be free to develop their own documents provided that they comply with the rules.

Aardvark Mortgages
This is a lender ESIS for a 25 year fixed rate capital repayment mortgage

Centipede Mortgages
This is a lender ESIS for a 15 year multi-part mortgage (part capital and part interest only) with 
an initial discounted rate and an initial fixed rate for each part.

Dogfish Brokers
This is an intermediary ESIS for a 25 year interest only variable rate mortgage with an initial five 
year discounted period. It includes a number of flexible features.

Oxpecker Mortgage Brokers
This is an intermediary ESIS for a 25 year flexible repayment mortgage which tracks Bank of 
England Base rate. It includes a number of flexible features including a linked current account 
facility 



This document was produced for Anthony Eater on  
21 March 2016. 

This document was produced on the basis of the information 
that you have provided so far and on the current financial 
market conditions. 

The information below remains valid until 21 April 2016. After 
that date, it may change in line with market conditions. 

This document does not constitute an obligation for Aardvark 
Mortgages to grant you a loan. 

Aardvark 

 
Mortgages 

 
1.   Lender 
Aardvark Mortgages. 
Tel: 0800 555 555  
Aardvark Mortgages, 1 Noah’s Ark, Antrim, AN1 1TT 
Contact: I.B.A Platypus  
We recommend, having assessed your needs and circumstances that you take out this 
mortgage. 
 
2.   Main features of the loan 
Amount and currency of the loan to be granted: GBP 90,000 
Duration of the loan: 300 months 
This is a 25 year fixed rate capital repayment mortgage. The interest rate is fixed for the 
life of the loan. 
Total amount to be reimbursed: GBP 165,480 
This means that you will pay back GBP 1.84 for every GBP 1.00 borrowed. 
Value of the property assumed to prepare this information sheet: GBP 119,995 
Minimum value of the property required to borrow the illustrated amount: GBP 115,000 
This loan is secured on your home. 
 
3.   Interest rate and other costs 
The annual percentage rate of charge (APRC) is the total cost of the loan expressed as an 
annual percentage. The APRC is provided to help you to compare different offers. 
The APRC applicable to your loan is 5.6%. 
It comprises:      
Interest rate:                                    5.48%                   
Costs to be paid on a one-off basis: Application fee – payable on application to 
     Aardvark Mortgages GBP 295.00 
     Conveyancing fee – payable to Aardvark 
     Mortgages on receipt of a binding offer 
     GBP 150.00 
Costs to be paid regularly  None 
Please make sure that you are aware of all other taxes and costs associated with your 
loan. 
 
4.   Frequency and number of payments 
Repayment frequency: Every month 
Number of payments: 300 



	
5.   Amount of each instalment 
GBP 551.60 
Your income may change. Please consider whether you will still be able to afford your 
monthly repayment instalments if your income falls. 
 
6.   Illustrative repayment table 
This table shows the amount to be paid every month. 
The instalments (column 2) are the sum of interest to be paid (column 3), and capital paid 
(column 4)). Outstanding capital (column 5) is the amount of the loan that remains to be 
reimbursed after each instalment. 
Repayment 
schedule 

Amount of the 
instalment 

Interest to be 
paid per 
instalment 

Capital repaid 
per instalment 

Outstanding 
capital after 
each instalment 

Month 1 551.60 411.0  140.60  89,859.40
Month 2 551.60 410.36  141.24  89,718.16
Month 3 551.60 409.71  141.89  89,576.27
Month 4 551.60 409.06  142.54  89,433.73
Month 5 551.60 408.41  143.19  89,290.54
Month 6 551.60 407.76  143.84  89,146.70
Month 7 551.60 407.10  144.50  89,002.20
Month 8 551.60 406.44  145.16  88,857.04
Month 9 551.60 405.78  145.82  88,711.22
Month 10 551.60 405.11  146.49  88,564.73
Month 11 551.60 404.45  147.15  88,417.58
Month 12 551.60 403.77  147.83  88,269.75
Year 1 subtotal 6,619.20 4888.95 1730.25 88,269.75
Year 2 6,619.20  4,791.73  1,827.52  86,442.20
Year 3 6,619.20  4,689.03  1,930.22  84,511.98
Year 4 6,619.20  4,580.56  2,038.70  82,473.28
Year 5 6,619.20  4,465.99  2,153.26  80,320.02
Year 6 6,619.20  4,344.98  2,274.27  78,045.74
Year 7 6,619.20  4,217.17  2,402.08  75,643.66
Year 8 6,619.20  4,082.18  2,537.07  73,106.59
Year 9 6,619.20  3,939.60  2,679.65  70,426.94
Year 10 6,619.20  3,789.01  2,830.24  67,596.70
Year 11 6,619.20  3,629.96  2,989.29  64,607.41
Year 12 6,619.20  3,461.97  3,157.28  61,450.12
Year 13 6,619.20  3,284.54  3,334.72  58,115.41
Year 14 6,619.20  3,097.13  3,522.12  54,593.29
Year 15 6,619.20  2,899.20  3,720.05  50,873.24
Year 16 6,619.20  2,690.14  3,929.11  46,944.13
Year 17 6,619.20  2,469.34  4,149.92  42,794.21
Year 18 6,619.20  2,236.12  4,383.13  38,411.08
Year 19 6,619.20  1,989.80  4,629.45  33,781.63
Year 20 6,619.20  1,729.63  4,889.62  28,892.01
Year 21 6,619.20  1,454.85  5,164.40  23,727.61
Year 22 6,619.20  1,164.62  5,454.63  18,272.98



Year 23 6,619.20  858.09  5,761.17  12,511.82
Year 24 6,619.20  534.32  6,084.93  6,426.89
Year 25 6,619.20  192.36  6,426.89  0.00
Total of 
instalments 

£165,480

 
7.   Additional obligations 
The borrower must comply with the following obligations in order to benefit from the 
lending conditions described in this document. 
You must have appropriate buildings insurance for your property for the duration of this 
mortgage, and confirm to us that you have this cover in place. However, you are not 
obliged to buy this insurance from us. 
 
8.   Early repayment 
You have the possibility to repay this loan early, either fully or partially. 
Exit charge:  Early repayment charges are payable on this mortgage until 21 March 2037. 
The table below illustrates the maximum charge that might apply within specified periods 
but you can repay the loan in full without paying an early repayment charge during April 
in years 6, 8, 10, 12, 14, 16 and 18. An administration fee and deeds sealing fee is also 
payable if you repay this loan early.  The current level of these fees is GBP 85.00 
Date of repayment Basis of charge Amount of charge (GBP) 
21 March 2016 – 20 March 
2021 

5% of the loan amount plus 
fees 

4,585.00 

21 March 2021 – 20 March 
2025* 

4% of the loan amount plus 
fees 

3,685.00 

21 March 2025 – 20 March 
2029* 

3% of the loan amount plus 
fees 

2,785.00 

21 March 2029 – 20 March 
2033* 

2% of the loan amount plus 
fees 

1,885.00 

21 March 2033 – 20 March 
2037* 

1% of the loan amount plus 
fees 

985.00 

*April 2020, 2023, 2025, 
2027, 2029, 2031, 2033 

Admin & deeds fees only 85.00 

Should you decide to repay this loan early, please contact us to ascertain the exact level of 
the exit charge at that moment. 
 
9.   Flexible features 
You have the possibility to transfer this loan to another property. This portability is subject 
to you meeting our lending criteria at that time  
Overpayments/Underpayments 

 You can make lump sum or regular overpayments of up to £5,000 per 12 month 
period – amounts above this are subject to an early repayment charge (see 
Section 8 for basis of charge). Following receipt of a regular overpayment or a 
lump sum repayment, we will immediately recalculate the amount that you owe 
and the amount of interest that you pay.  This means that you will get the benefit 
straight away. 

 Regular underpayments are possible if you have overpaid previously (7 days 
notice required). 

Payment holidays 



 Payment holidays are available if you have overpaid previously (7 days notice 
required). 

Borrow back 
 Lump sum withdrawals can be made against accrued overpayments. Minimum 

withdrawal is £500 and maximum is £25,000 per transaction (7 days notice 
required). 

Incentives 
 Free standard mortgage valuation (or an equivalent contribution to an approved 

Building Survey). Free Accident, Sickness and Unemployment cover for 3 months. 
 
10.   Other rights of the borrower 
You have seven days after we have confirmed our binding offer to you to reflect before 
committing yourself to taking out this loan.  
 
11.   Complaints 
If you have a complaint please contact Aardvark Mortgage’s Customer Service 
Department on 0800 555 556. Details of our complaints process can be found at 
www.mortgagesareaardvark/complaints  
Maximum time for handling the complaint: 8 weeks 
If we do not resolve the complaint to your satisfaction internally, you can also contact: The 
Financial Ombudsman Service. 
 
12.   Non-compliance with the commitments linked to the loan: 
        consequences for the borrower 
We will provide you with a booklet of the terms and conditions relating to this mortgage. 
This will provide further information on your obligations under the contract. We would 
particularly highlight that failing to meet the required payments (or to make such 
payments on time) may mean further costs where this results in further work for us. 
Continuing to miss payments or increase your debts under the contract may ultimately 
lead us to take action to repossess. 
You are also obliged to keep the property in good condition and to have appropriate 
buildings insurance. Failing to do either may cause us to take action on your behalf (e.g. 
to insure the property) and you will be liable for our costs should we need to do this. If 
you fail to make your payments then this information will be passed to credit reference 
agencies, which may impact on your ability to take out further loans. 
Should you encounter difficulties in making your monthly payments, please contact us 
straight away to explore possible solutions. 
As a last resort, your home may be repossessed if you do not keep up with payments. 
 
13.   Additional information 
We will give you a copy of the draft credit agreement when we make a binding offer to 
you. 
 
14.   Supervisor 
This lender is supervised by The Financial Conduct Authority, www.fca.org.uk 
 



 
This document was produced for Milli Pede on 21 March 2016. 
This document was produced on the basis of the information 
that you have provided so far and on the current financial 
market conditions. 
The information below remains valid until 22 March 2016. 
After that date, it may change in line with market conditions. 
This document does not constitute an obligation for Centipede 
Mortgages to grant you a loan.  

 

 

1.   Lender 
 
Centipede Mortgages 
Tel 0000 00000050 Shoepairs Drive, Creepy Crawley CR3 3PY 
www.centipedemortgages.com 
 
We recommend, having assessed your needs and circumstances, that you take out 
this mortgage. 

 
2.   Main features of the loan 
 
Amount and currency of the loan to be granted: £90,000 
Duration of the loan: 15 years and 5 months 
This is a multi-part (part capital repayment and part interest-only) mortgage.  

 Part 1 is an interest-only loan of £60,000 with a variable rate, which we 
determine, that has an initial discount for a period of 3 years. 

 Part 2 is a capital repayment loan of £30,000 with a variable rate, which we 
determine,  that is initially fixed for 5 years. 

Total amount to be reimbursed: £154,545.40 
This means that you will pay back £1.72 for every £1 borrowed. This amount is 
illustrative and may vary, in particular in relation with the variation of the 
interest rate.  
Value of the property assumed to prepare this information sheet: £100,000 
Maximum available loan amount relative to the value of the property: 90% 
This mortgage would be secured on your home – 13 Old Tree Lane, Deadwood 
Part of this is an interest-only loan. You will still owe £60,000 at the end of the 
mortgage term. 
 

3.   Interest rate and other costs 
 
The annual percentage rate of charge (APRC) is the total cost of the loan expressed 
as an annual percentage. The APRC is provided to help you to compare different 
offers. 
The APRC applicable to your loan is 6.4%. 
It comprises: 

 Part 1 - a variable rate currently 6.00%, with a discount of 1.75% for 3 years, 
giving a current rate payable of 4.25% 

 Part 2 - a variable rate of 7% that is initially fixed for 5 years before reverting 
to a variable rate. 

 Both Parts 1 and 2 revert to Centipede Mortgages Standard Variable Rate, 
currently 6%, at the end of their respective incentive periods. 

 



 
Costs to be paid on a one-off basis 
Arrangement fee payable to Centipede Mortgages on application £295.00 
A higher lending charge is payable because you are borrowing 90% of 
the property’s price. This is payable to Centipede Mortgages at the start 
of the mortgage   

£900.00 

A non-refundable legal fee to your conveyancer before the loan starts.  
The figure quoted here is an estimate – the total fee for conveyancing 
may be higher 

£117.00 

You will need to pay a fee to register the mortgage. This is likely to be £140.00 
 
Costs to be paid regularly 
None 
 
This APRC is calculated using assumptions regarding the interest rate. 
Because part of your loan is a variable interest rate loan, the actual APRC 
could be different from this APRC if the interest rate for your loan changes. For 
example, if the interest rate rose to 17.75% the APRC could increase to 19.2%. 
 
Please make sure that you are aware of all other taxes and costs associated with 
your loan. 
 

4.   Frequency and number of payments 
 
Repayment frequency: Monthly  
Number of payments: 179 payments on Part 1, 120 payments on Part 2 
 

5.   Amount of each instalment 
 
For the first 36 months you will have a total installment of £ 560.83 (Part 1 = £212.50 
and Part 2 = 348.33) 
After 3 years your discount on part 1 will end, and assuming rates do not change, 
your new payment on the total loan will be £648.33 
After 22 March 2021 your fixed rate on part 2 will end, and assuming rates do not 
change, your new payment on the total loan will be £633.06 
 
Your income may change. Please consider whether you will still be able to 
afford your monthly repayment instalments if your income falls. 
Because part of this is an interest-only loan you will need to make separate 
arrangements to repay the £60,000 you will owe at the end of the mortgage term. 
Remember to add any extra payments you will need to make to the instalment 
amount shown here. 
The interest rate on this loan can change. This means the amount of your 
instalments could increase or decrease. For example, if the interest rate rose 
to 17.75% your payments could increase to £1,433.22.  
 

6.   Additional obligations 
 
The borrower must comply with the following obligations in order to benefit from the 
lending conditions described in this document. 
You are required to fully insure your property while you have a mortgage with us. 
 
 



 
 

7.   Early repayment 
 
You have the possibility to repay this loan early, either fully or partially. 
Exit charge: There will be a charge during the incentive periods of either part of the 
mortgage. The charge basis is illustrated in the example below. Please note the early 
repayment charge for repaying part 1 of the loan is based on current interest rates.  
Rates may vary and so the amount payable may change subject to the maximum 
amount shown. 
 

   Cash examples 

Part Loan 
amount 

Basis of the 
charge 

The maximum 
charge you 
could pay 

Charge payable in 
first 3 years 

Charge payable 
after 3 years 

but before the 
end of 5 years 

1 £60,000 6 months interest 
on the amount 
repaid at the 

discounted variable 
rate for the first 3 

years 

£3,825 £1,275 Nil 

2 £30,000 5% of original 
balance for the first 

5 years 

£1,500 £1,500 £1,500 

 £90,000  £5,325 £2,775 £1,500 

 
Should you decide to repay this loan early, please contact us to ascertain the exact 
level of the exit charge at that moment. 
 

8.   Flexible features 
 
You have the possibility to transfer this loan to another property. If you think you 
might like to do this, please contact us so that we can confirm if this will be possible. 
We will need to check that at the time you wish to transfer the mortgage you meet 
our current lending criteria 
 

9.   Other rights of the borrower 
 
You have seven days after we have given you a binding offer, or confirmed our 
willingness to be bound by a previous conditional offer, to reflect before committing 
yourself to taking out this loan.  
  

10.   Complaints 
 
If you have a complaint please contact our complaints department at 50 Shoepairs 
Drive, Creepy Crawley CR3 3PY or Tel 0000 00000100. You can find full details of 
our complaints processes by asking for details in any branch or by going to: 
www.centipedemortgages/complaintsstuff  
Maximum time for handling the complaint: 8 weeks 



If we do not resolve the complaint to your satisfaction internally, you can also 
contact: The Financial Ombudsman Service. 
 

11.   Non-compliance with the commitments linked to the  
        loan: consequences for the borrower 
 
We expect you to: 
 Maintain the regular repayments on your mortgage 
 Make and keep to arrangements for repaying the capital outstanding at the end of 

the interest-only part of this mortgage 
 Look after the property and keep it in a good state of repair 
 Insure the property using an appropriate policy 
 
Where you fail to meet these (or other) obligations there may be additional costs for 
you where we have to carry out further work. Details of any fees and charges can be 
found in our tariff of fees and charges - www.centipedemortgages/feesanddcharges 
In the event of severe breaches of your obligations the ultimate consequence 
may be legal action by us to take possession of your property 
 
Your full obligations are spelt out in the Terms and Conditions document we will give 
you. You can see these online at www.centipedemortgages/tandcs  
Should you encounter difficulties in making your monthly payments, please contact 
us straight away to explore possible solutions. 
As a last resort, your home may be repossessed if you do not keep up with 
payments. 
 

12.   Additional information 
 
We will give you a copy of the draft mortgage agreement when we make you a 
binding mortgage offer.  
 

13.   Supervisor 
 
This lender is supervised by the Financial Conduct Authority – www.fca.org.uk 
 



 
 
This document was produced for Mr & Mrs Yogi‐Bare on 21 March 2016. 

This document was produced on the basis of the information that you have provided so far 
and on the current financial market conditions. 

The information below remains valid until 21 March 2016. After that date, it may change in 
line with market conditions. 

This  document  does  not  constitute  an  obligation  for  Intellectual  Flounder  to  grant  you  a 
loan. 

 

1.   Lender 

Intellectual Flounder Tel: 01391 7777 7777 

Intellectual Flounder, C Floor, 40 Fathoms Deep, Ocean Drive, S3A B3D  

Contact Mrs Gill Breather 

 

2.   Credit intermediary 

Dogfish Brokers 

Tel: 0800 555 5555 

4 Foot Square 

Fishtank‐on‐the‐Sideboard 

F1 5HY 

Rock@dogfishthemortgagebrokers.com  

Contact Rock Salmon – Mortgage Adviser 

Dogfish Brokers recommend, having assessed your needs and circumstances, that you take 
out this mortgage. 

Our  fee  is  described  in  Section  4.  In  addition,  Intellectual  Flounder will  pay  us  £450  for 
arranging this mortgage. 

 

3.   Main features of the loan 

Amount and currency of the loan to be granted: £90,300. 

Duration of the loan: 25 years.  

This  is a variable rate  interest‐only mortgage with a discount rate applying for the first five 
years.  The  rate  varies  in  accordance  with  changes  made  at  the  discretion  Intellectual 
Flounder to its Standard Variable Rate 

Total amount to be reimbursed: £208,950.60 This amount is illustrative and may vary, in 
particular in relation with the variation of the interest rate.  

This means that you will pay back £2.31 for every £1 borrowed.  

This  is an  interest‐only  loan. You will still owe £90,300 at the end of the mortgage term. 
Value of the property assumed to prepare this information sheet: £120,000 

Minimum value of the property required to borrow the illustrated amount £115,000 

The mortgage will be secured against your current home, The Old Cave, Yellowstone, Y0 G1 

 

Dogfish Brokers	



4.   Interest rate and other costs 

The annual percentage  rate of charge  (APRC)  is  the  total cost of  the  loan expressed as an 
annual percentage. The APRC is provided to help you to compare different offers. 

The APRC applicable to your loan is 6.9%. 

It comprises: 

Interest rate   Currently 5.49% with a discount of 1.50%  for 5 years, giving a current rate 
payable of 3.99%. After 5 years,  the rate  that will apply  is  Intellectual Flounder’s standard 
variable rate, currently 5.49%, for the remaining term of the mortgage.  

Costs to be paid on a one‐off basis 

Intellectual Flounder's application fee (you want to add this to the mortgage)  £300 

Valuation fee payable to Intellectual Flounder on application      £102 

Advice fee payable to Dogfish Brokers on application        £250 

Fee payable to Intellectual Flounder on final repayment.  Please note that this  
is the current fee and may change.            £95 

 You will  need  to  pay  a  fee  to  register  the mortgage.  The  precise  amount  of  this  is  not 
known, but you should assume a  figure of around £400 based on  fees charged  to  register 
similar loans, the size of the loan and other relevant considerations 

Costs to be paid regularly 

None – but see section 5 for the loan repayments 

This APRC is calculated using assumptions regarding the interest rate. 

Because your loan is a variable interest rate loan, the actual APRC could be different from 
this APRC if the interest rate for your loan changes. For example, if the interest rate rose to 
17%, the APRC could increase to 17.9%. 

Please make sure that you are aware of all other taxes and costs associated with your loan. 

 

5.   Frequency and number of payments 

Repayment frequency: monthly 

Number of payments: 300 

 

6.   Amount of each instalment 

You will have to make 60 payments of £300.25 at a variable rate currently 3.99% followed by 
240 payments of £413.12 at a variable rate currently 5.49% 

Your  income may  change.  Please  consider whether  you will  still  be  able  to  afford  your 
monthly repayment instalments if your income falls. 

The interest rate on this loan can change. This means the amount of your instalments could 
increase or decrease.  For  example,  if  the  interest  rate  rose  to  17%  your payments  could 
increase to £1,316 per month. 

Because  this  is  an  interest‐only  loan  you will  need  to make  separate  arrangements  to 
repay the £90,300 you will owe at the end of the mortgage term. Remember to add any 
extra payments you will need to make to the instalment amount shown here. 

 

 

 



7.   Additional obligations 

The  borrower must  comply  with  the  following  obligations  in  order  to  benefit  from  the 
lending conditions described in this document. 

While you  keep  this mortgage you must  insure  the property, with  the  insurance  cover at 
least meeting  the standards set out  in our model policy document. We offer  insurance  to 
meet these standards – and  if you opt to take out  insurance elsewhere there will be a £50 
fee for checking that this insurance meets the required standards 

 

8.   Early repayment 

You have the possibility to repay this loan early, either fully or partially.  

Exit charge: An early repayment charge is payable on this mortgage during the first 5 years, 
calculated  as  3%  of  the  original  loan  plus  the  repayment  of  the  cashback  referred  to  in 
section 9.   An administration  fee, currently £95  is also payable  if you  repay  this mortgage 
early. This charge will be £3,054 during the first 5 years. 

Should you decide to repay this loan early, please contact us to ascertain the exact level of 
the exit charge at that moment. 

 

9.   Flexible features 

You  have  the  possibility  to  transfer  this  loan  to  another  property,  subject  to  the  new 
property and your circumstances meeting our lending criteria at that time. 

You do not have the possibility to transfer this loan to another lender. 

Additional features:  

Overpayments/Underpayments 

 You can make overpayments or lump sum payments of up to 10% of the original 
loan amount in the first 5 years and for any amount after this without having to pay 
an early repayment charge.  Otherwise an early repayment charge will apply on the 
basis set out in Section 8 

 The amount you owe and the interest you pay is not recalculated immediately 
following any regular or lump sum overpayment, but is recalculated annually on 31st 
December. 

 Underpayments can be made if sufficient overpayments have previously been made. 

Payment holidays  

 Payment holidays are available if sufficient overpayments have previously been 
made. 

Incentives  

 You will receive a Cashback of £250 within 7 days of the start of your mortgage. 

 We will pay your standard legal fees. 

  

10.   Other rights of the borrower 

You  have  7  days  after  you  have  been  given  a  binding mortgage  offer  to  reflect  before 
committing yourself to taking out this loan. 

 

 



11.   Complaints 

If you have a complaint please contact our complaints supervisor, Capt. Haddock at Dogfish 
Brokers, 4 Foot Square, Fishtank‐on‐the‐Sideboard, F1 5HY. You can find details on our 
complaints procedure at www.dogfishthemortgagebroker.com/complaintshandling 

Maximum time for handling the complaint  8 weeks 

If we do not resolve the complaint to your satisfaction  internally, you can also contact the 
Financial Ombudsman Service. 

 

12.   Non‐compliance with the commitments  linked to the  loan: consequences for
         the borrower 

Late payments or defaulting on the loan will result in additional costs for you to reflect the 
extra work  for  the  lender.  Full  details  of  these  costs will  be  included  in  the  terms  and 
conditions of your mortgage offer and the tariff of fees and charges. 

If you do not take out and maintain  insurance for the property the  lender will  instead take 
out similar insurance cover and you will have to pay for this. 

If you fail to adequately maintain the property, or  if you take actions that negatively affect 
the property’s value the lender has the right to take remedial steps and for the cost of these 
and to recover these costs from you. 

For  further  information  please  use  the  contact  details  in  Section  1  or  you  can  visit 
www.intellectualflounder.co.uk/stuff 

Should  you  encounter  difficulties  in  making  your  monthly  payments,  please  contact  us 
straight away to explore possible solutions. 

As a last resort, your home may be repossessed if you do not keep up with payments. 

 

13.   Additional information 

Intellectual Flounder will give you a copy of the draft credit agreement when they provide 
you with a binding mortgage offer  

 

14.   Supervisor 

This lender is supervised by the Financial Conduct Authority – ww.fca.org.uk 

This credit intermediary is supervised by the Financial Conduct Authority – ww.fca.org.uk 

 



This document was produced for Mr S.Y. & 
Mrs M. Biotic on 21 March 2016. 
This document was produced on the basis of 
the information that you have provided so far 
and on the current financial market conditions. 
  

 
 

Oxpecker Mortgage 
  Brokers 

 

The information below remains valid until 21 April 2016.  
After that date, it may change in line with market conditions. 
This document does not constitute an obligation for Red Offsetter Finance to grant 
you a loan. 

 1.   Lender
Red Offsetter Finance, a division of The Badger Mortgage Group 
Phone number: 0444 4444 4444 
Hector’s House 
London 
W1 WM 
 

 2.   Credit intermediary
Oxpecker Mortgage Brokers 
Phone number: 0444 4444 4444 
1 Beak Row 
Oxford OX9 3CK 
Contact Woody Oxpecker  
Oxpecker Mortgage Brokers recommend, having assessed your needs and 
circumstances, that you take out this mortgage. 
 
Based on your desired loan size Red Offsetter Finance will pay Oxpecker Mortgage 
Brokers £400 in cash and/or benefits if you take out this mortgage. 
 

 3.   Main features of the loan
Amount and currency of the loan to be granted: £90,000 
Duration of the loan: 25 years  
This is a flexible ‘One-pot’ capital repayment mortgage. The interest rate is a variable 
one which tracks the Bank of England Base Rate 

Total amount to be reimbursed: £157,803 

This amount is illustrative and may vary, in particular in relation with the 
variation of the interest rate.  
This means that you will pay back £1.75 for every £1 borrowed.  
Value of the property assumed to prepare this information sheet: £150,000 
Maximum available loan amount relative to the value of the property: 90%. The 
maximum theoretically possible to borrow would be £135,000. 
This loan would be secured on your home – 10 Mistletoe Court, Greater Lamprey, 
Beds 
 
4.   Interest rate and other costs 
The annual percentage rate of charge (APRC) is the total cost of the loan expressed 
as an annual percentage. The APRC is provided to help you to compare different 
offers. 
The APRC applicable to your loan is 5%. 
It comprises: 
Interest rate - 4.45% above Bank of England Base Rate for the term of the mortgage, 
to give a current rate payable of 4.95%. 
 
Costs to be paid on a one-off basis 

 Valuation Fee (payable to Red Offsetter on application) £300 



 Solicitors fees (payable to your Solicitor when the mortgage starts)  £450 
 You will need to pay a fee to register the mortgage. For the purposes of this 

document this fee is assumed to be included in the solicitors fees. 
Costs to be paid regularly 

 None 
 
This APRC is calculated using assumptions regarding the interest rate. 
Because your loan is a variable interest rate loan, the actual APRC could be 
different from this APRC if the interest rate for your loan changes. For 
example, if the interest rate rose to 19.45% the APRC could increase to 21.4%. 
 
Please make sure that you are aware of all other taxes and costs associated with 
your loan. 
 
5.   Frequency and number of payments 
Repayment frequency: Monthly 
Number of payments: 300 
 
6.   Amount of each instalment 
£523.51 
Your income may change. Please consider whether you will still be able to 
afford your monthly repayment instalments if your income falls. 
The interest rate on this loan can change. This means the amount of your 
instalments could increase or decrease. For example, if the interest rate rose to 
19.45% your payments could increase to £1,323.51. 
 
7.   Additional obligations 
The borrower must comply with the following obligations in order to benefit from the 
lending conditions described in this document. 
Possession of valid buildings insurance for the life of the mortgage. You can choose 
to buy this insurance from any authorised insurer. 
 
Please note that the lending conditions described in this document (including the 
interest rate) may change if these obligations are not complied with.  
 
8.   Early repayment 
You have the possibility to repay this loan early, either fully or partially. There are no 
conditions or charges that apply to this right. 
 
9.   Flexible features 
You have the possibility to transfer this loan to another property. This transfer will 
subject to Red Offsetter Finance's normal lending requirements at the time that you 
apply to make the change. These requirements may not be the same as those 
existing today. 
Additional features: 
Overpayments/underpayments - There are no restrictions to making overpayments at 
any time.  If you overpay or make a lump sum repayment, the amount you owe and 
the amount of interest you pay is recalculated and reduced immediately. You can 
make underpayments up to the total value of previous overpayments. 
Payment holidays - Payment holidays can be arranged if you have made previous 
overpayments of at least £500. 
Additional borrowing available without further approval - You can borrow up to an 
additional £10,000, secured on your home, without the need for further approval.  
This additional borrowing would be regulated in the same way and be on the same 
terms and conditions as the mortgage and so would need to be repaid if the 
mortgage was repaid in full.  There are no early repayment charges.  The maximum 



amount available, the interest rate payable, and so the total monthly payments are 
subject to change.  This would increase your payment as follows: Total loan of 
£100,000 and a Monthly payment of £581.69 
Linked current account - You have indicated that you wish to take advantage of our 
Red Offsetter's optional linked current account facility.  Money in your current 
account has the effect of reducing the balance of your mortgage and so the amount 
of interest you will pay.  This example shows the effect on your mortgage of 
managing your account as you have indicated: 
Amount paid in 

each month 
Amount spent 
each month 

Amount saved 
each month 

Total amount 
you must pay 

back reduced by 

Effective term 
of mortgage 
reduced by 

£2,000 £1,900 evenly 
throughout the 

month. 

£100 £21,107 6 years and 9 
months 

The amount spent includes your monthly mortgage payment.  This example assumes 
that you save £100 in your current account every month for the term of the mortgage. 
 
10.   Other rights of the borrower 
You have seven days after being given a binding mortgage offer to reflect before 
committing yourself to taking out this loan.  
 
11.   Complaints 
If you have a complaint please contact Oxpecker Mortgage Broker’s Customer 
Hotline on 0800 555 5557. Our complaints guide and further information can be 
found at www.oxpeckermortgagebrokerssrrus.com/resolvingcomplaints  
Maximum time for handling the complaint: 8 weeks 
If we do not resolve the complaint to your satisfaction internally, you can also 
contact: The Financial Ombudsman Service. 
 
12.   Non-compliance with the commitments linked to the loan:  
        consequences for the borrower 
You are responsible for meeting your mortgage payments in a timely fashion. If you 
don’t do this you will also be liable for the costs of any extra work we have to do. 
You are responsible for arranging buildings insurance. If you don’t do this, we may 
take out cover on your behalf and charge you the cost of this. 
You must not let out this property or use it as a place of business. A consequence of 
breaching either of these conditions is that we may ask you to repay the loan within 
60 days. 
For further information on the consequences of non-compliance please see Red 
Offsetter’s lending conditions or go to www.redoffsetterfinance.org/help 
Should you encounter difficulties in making your monthly payments, please contact 
us straight away to explore possible solutions. 
As a last resort, your home may be repossessed if you do not keep up with 
payments. 
 
 
13.   Additional information 
Red Offsetter will give you a draft credit agreement when they give you a binding 
mortgage offer. 
 
14.   Supervisor 
This lender is supervised by The Financial Conduct Authority – www.fca.org.uk 
This credit intermediary is supervised by The Financial Conduct Authority – 
www.fca.org.uk 
 
 



Financial Conduct Authority

© Financial Conduct Authority 2014
25 The North Colonnade Canary Wharf 
London E14 5HS
Telephone: +44 (0)20 7066 1000
Website: www.fca.org.uk
All rights reserved
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