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CHAPTER 1
THE MORTGAGE CREDIT DIRECTIVE UNDER REVIEW
Miriam Anderson
Universitat de Barcelona
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2 Advertising, Pre-Contractual Information and Unfair Terms
3 Bundling and Tying Practices
4 Responsible Lending and Promoting the Uptake of Green Mortgages
4.1 The Creditworthiness Assessment under Review?
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Decarbonisation Goals
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Virtues of the Napoleonic Code in the 21st Century
7 Enforcement and Forbearance
7.1 Alternatives to Judicial Enforcement
7.2 Forbearance Prior to Enforcement
III Other Matters: Interest-Only Mortgages as Risky Products
IV Final Thoughts
Bibliography

I Introduction

Directive 2014/17/EU, of the European Parliament and of the Council of 4 February
2014 on credit agreements for consumers relating to residential immovable property,
commonly referred to as the Mortgage Credit Directive (MCD), is still a relatively
recent piece of legislation. Moreover, most Member States did not transpose on time,
with Spain —one of the jurisdictions that suffered most in this area as a result of the
2008 financial crisis— being the latest to implement the MCD in 2019. Evaluating the
effectiveness of the Directive is therefore complicated due to the limited availability
of data.

However, Art. 44 MCD provided that its review should begin by 21 March 2021. In
compliance with this mandate, the European Commisssion’s Directorate General for
Financial Stability, Financial Services and Capital Markets Union commissioned Risk

* This research is a result of Project PID2021-127197NB-100, funded by MICIU/AEL/
10.13039/501100011033 and by ERDF/EU, as well as 2021 SGR 00347, funded by the Generalitat de
Catalunya.
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& Policy Analysts (RPA) to produce an Evaluation report, which was published at the
end of 2020.! The Evaluation report aimed to measure the MCD’s effectiveness and
appropriateness in order to attain its goals, and it highlighted areas where the EU
could develop its powers to a larger extent. It also covered the need for supervision of
credit registers, in line with Art. 45 MCD.

The Evaluation report was followed by a Report from the Commission to the
European Parliament and the Council on the review of the MCD dated 11 May 2021,2
which emphasised the already-mentioned limitations of the data obtained due to the
relatively short lapse of time since its adoption and transposition, and also as a result
of the difficulties generated by the Covid-19 pandemic. A public consultation was
launched.? In its Report, the Commission stated that it would meet the requirement
under Art. 45 MCD to ‘submit a comprehensive report assessing the wider challenges
of private over-indebtedness directly linked to credit activity’ at a later stage, in light
of the impact of the pandemic on consumers.

Although in autumn 2024 the Commission’s website on the review of the MCD still
stated that the adoption of the revised text was expected for the first quarter of 2024,*
it was not included in the Commission’s agenda for the year> and the impact
assessment was still pending. In late December 2024, the Commission announced that
the revision was suspended, but feedback received remained valuable for future
reference.

In any event, there have been other significant legislative developments at EU level
that most likely anticipate some of the changes to be expected in the realm of
mortgage credit. Particularly relevant examples in this respect are the Non-

! Directorate General for Financial Stability, Financial Services and Capital Markets Union (European
Commission), Risk & Policy Analysts (RPA), ‘Report on the Evaluation of the Mortgage Credit
Directive’ (Luxembourg, Publications Office of the Furopean Union), November 2020. Available at::
https://data.europa.eu/doi/10.2874/41965.

2 COM(2021) 229 final.

3 European Commission, ‘Call for evidence for an evaluation and impact assessment run in parallel’,
Ref. Ares(2021)7165942, 22 November 2021 See also the Consultation document at:

https:/finance.ec.europa.eu/system/files/2021-11/2021-mortgage-credit-review-consultation-
document en.pdf. The responses are available at: https://ec.europa.eu/info/law/better-regulation/have-

your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/public-consultation en.

4 See  https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-

credit-review-of-EU-rules en.

5 See https://commission.europa.eu/document/download/812f6e9c-15da-4913-8fd2-
aea6c26674c0 en?filename=COM 2023 638 1 annexes EN.pdf.
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Performing Loans Directive (NPLD),® with regard to credit assignment and reasonable
forbearance prior to enforcement, and the revised Consumer Credit Directive 2023
(CCD 2023),” especially considering the option to maintain strict information duties,
the role of automated decisions during the creditworthiness assessment and the
approach towards distressed debtors.

This introductory chapter does not aim to cover all aspects of the MCD that may
require attention. It simply aims to describe the matters on which the Commission
appeared to be focusing its attention, sometimes querying whether the reveiw should
go further (II), and to elaborate on other issues that arise in different Member States
represented in this volume and that could be worthy of harmonised solutions, from
the perspective of market efficiency but also with the goal of attaining a higher level
of consumer protection (III). The chapter ends with some final thoughts that suggest
perhaps more holistic approaches than those discussed with regard to concrete
mortgage loan issues are required in order to adequately protect consumers, whilst
preserving the stability of the financial system (IV).

IT The Main Aspects under Review

The Evaluation report and the Commission’s report cover in detail a broad range of
issues addressed by the MCD or related to it. In light of the public consultation, there
appear to be some areas that are of particular interest, including those relating to the
scope of the MCD, challenges deriving from digitisation and climate change and the
ever-recurring fear of consumer over-indebtedness, which, as a result, may lead to
financial instability. This section does not address relevant aspects, such as the use of
Al and digitisation toward the conclusion of the contract, including with regard to
the creditworthiness assessment, that are carefully considered in the following
chapter in this volume.

1 Scope
The Commission’s report concludes that, in general terms, the scope of the MCD

remains appropriate to meet the objectives of the Directive, although it recognises the
need to make certain adjustments.®

6 Directive (EU) 2021/2167 of the European Parliament and of the Council of 24 November 2021 on
credit servicers and credit purchasers and amending Directives 2008/48/EC and 2014/17/EU.

7 Directive (EU) 2023/2225 of the European Parliament and of the Council of 18 October 2023 on credit
agreements for consumers and repealing Directive 2008/48/EC.

8 Directorate General for Financial Stability, Financial Services and Capital Markets Union (European
Commission) & RPA (2020) 10.
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In particular, the Commission considers that the exclusion of equity release schemes
as per Art. 3(2)(a) MCD may result in an insufficient level of protection for consumers.
The reasons for excluding these products, as explained in Recital 16, do not seem solid:
although pre-contractual information should be slightly different and the
creditworthiness assessment is irrelevant, where there is in effect a reverse mortgage,
there is credit secured by residential property, regardless of the fact that maturity does
not occur, typically, until the consumer dies. A different matter is that of home
reversion plans and other similar products, which do not involve the provision of
credit; although some make the case to include them as well,® this would entail
broadening the scope of the MCD considerably, probably pushing its boundaries too
far. It is undeniable that both types of product (i.e. those involving credit and those
that do not), pose similar problems insofar as the target consumer groups are
particularly vulnerable to misinformation (not necessarily due to age, but because
they are encountering difficulties to make ends meet and therefore may make rash
decisions) and they are often what under normal circumstances would be considered
‘a bad investment’. However, the MCD is a piece of legislation on credit, as defined in
its Art. 4, and there does not seem to be a reason to depart from this, given the
confusion it would generate. Nevertheless, it should be noted that the potential
inclusion of reverse mortgages in the MCD is without prejudice to the desirable design
of legal frameworks, at EU and/or domestic level, that protect consumers of this kind
of products whether they include the provision of credit or not. The lack of such a
general framework could lead to opportunistic decisions; i.e. professionals offering
non-credit products only, in order to escape more stringent rules on reverse mortgages
or choices based on diverging taxation rules, rather than on the convenience of a given
product.1?

The Commission’s report also refers to unsecured loans for property renovation. These
are now covered by CCD 2023 (Art. 2(3)), even if they exceed EUR 100,000 (instead
of the previous 75,000). However, consumer credit for purposes other than acquiring
or retaining property rights over immovable property (e.g. consumer credit to pay for
holidays or medical bills) secured by non-residential immovables continue to not be
covered either by the MCD or by the CCD 2023."

The Commission considers the need to monitor the emergence of new entrants,
including non-bank lenders and in particular, peer-to-peer platforms, and their
possible classification as credit intermediaries, a matter that is specifically discussed in
the second chapter of this volume. Suffice it to say here that in most Member States
covered in this volume, currently mortgage credit does not appear to be concluded via

9 See Del Pozo Carrascosa in Chapter 3 of this volume.
10 Anderson, (2021) 187 ff.; Arnaiz (2021) 209 ff.

I Arroyo Amayuelas (2024) 6.
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such platforms, with the (notable) exception of France. However, most contributors
foresee that this may change rapidly, and that diverging regulatory approaches may
emerge. In Ireland, the number of crowdfunding service providers is growing, but
they do not as yet facilitate mortgage lending to consumers. The review of the MCD
should certainly take this possibility into account. On a more general level, the
appearance of non-banking lenders, often mortgage loan assignees, has led to the
‘mortgage prisoner’ issue in Ireland (and in the United Kingdom), generates problems
in the Netherlands, and conflicts escalate when the new holder of the credit does not
fall under EU legislation, as shown by the chapter on Romania. This issue, and
potential remedies, will be discussed in a little more detail below (section 6).

Another aspect highlighted during the preliminary review stage was that only Finland
used the opt-out provided for in Art. 3(3)(a) MCD and only the UK used the option to
exclude ‘buy-to-let’ agreements as per Art. 3(3)(b) MCD, which might be read as an
indication that these exclusions are not necessary in most Member States, although it
is more likely to be the result of rushed and minimal-effort transposition in most of
them.

There is another matter concerning Art. 3(1) MCD that should be taken into account:
its wording is cryptic. Whilst subsection (a) is probably understandable in all Member
States, as long as ‘secured by a right related to residential immovable property’ refers
to a 7us in rem, subsection (b) is problematic. According to the latter, the MCD applies
to ‘credit agreements the purpose of which is to acquire or retain property rights in
land or in an existing or projected building’. A problem arises from the use of the
expression ‘property rights’, which has a clear meaning in common law systems that
is lost when, as in the French, Spanish and Italian versions, it is transformed into
‘rights of property’. This expression has no legal meaning whatsoever in said
jurisdictions and it suggests the idea of ownership, thus excluding other possible
property rights that may be acquired or retained over an immovable. Moreover, the
central —and undefined— concept of residential property is absent from this
subsection, thus suggesting that a credit agreement the purpose of which is to retain
ownership over a piece of rustic land or parcels of land destined to industrial purposes
may be covered by the MCD. Also, and no less importantly, in subsection (b) the
notion of ‘security’ disappears: what matters is the purpose of the credit agreement
and not that the loan is secured by a mortgage or other similar security right. The land
or construction is not necessarily collateral to the credit.

And yet, the MCD seems to have been drafted with only mortgages in mind: the
provisions on the creditworthiness assessment, which must not rely predominantly
on an increase in value of the property (Art. 18), and those on enforcement (Art. 28),
are clear examples of this. The question arises as to whether the MCD applies or should
apply to other financing mechanisms that may have a role in the market. An
illustrative case is that of deferred payment guaranteed by a resolutive condition
whereby, in the event of default, the vendor recovers ownership of the residential
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immovable property. It can be argued that, insofar as it is acting in the course of its
trade or business, a developer, for instance, falls within the concept of ‘creditor’ as per
Art. 4(2) MCD, and the agreement meets the definition of ‘credit agreement’ provided
by Art. 4(3) MCD.!? However, it is difficult to see how the ESIS or the rules on
creditworthiness or on enforcement can encompass such financing systems. In France,
the mortgage granted to the vendor of immovables may not pose problems with regard
to enforcement; however, the fact that the contract between the vendor and the buyer
is not a loan contract, but rather a sale contract, also creates difficulties when
considering the application of the MCD. Adjustments in this respect would be
welcome, since arrangements of this kind may be beneficial to consumers as there is
no third party providing credit. Caution is required to avoid unfair practices arising
in this area as well.

2 Advertising, Pre-Contractual Information and Unfair Terms

The Commission’s report, drawing from the Evaluation report, concluded that
although the provisions on advertising (Articles 10 and 11) and on pre-contractual
information (especially, Articles 14 and 17) had managed to enhance consumer
protection by providing information that allows borrowers to compare offers,
consumers do not always understand the meaning of such information (e.g. on the
APRC), and that they may be overloaded by information or receive it too late, all of
which makes it more difficult to compare products. Moreover, the ESIS does not
appear to be well suited for the provision of information in digital form. Stakeholders
also stressed that complying with advertising and pre-contractual information duties
in digital contexts is difficult and generates problems and costs that perhaps outweigh
the benefits to consumers. The challenges posed by digitisation are addressed in the
next chapter of this volume and, in chapter 4, the issue of transparency is analysed
from an economic point of view. Therefore, here it suffices to briefly touch upon four
issues.

First, the EU legislature is well aware of the risks attached to information overload for
consumers. Nevertheless, the CCD 2023 not only maintains the approach according
to which the provision of adequate information allows consumers to compare and
make reasonable decisions, but it also increases the amount of information to be
conveyed to the borrower.!3 It would be a surprise if the revised MCD did not follow
a similar path, especially bearing in mind that, as already stated, peer-to-peer lending

12 See also Art. 2(2)(h) CCD 2023, where deferred (and unsecured) payments are only excluded when
they comply with certain stringent conditions, i.e. when they are interest free and payment is due
within 50 days of the delivery of the goods. Therefore, even if there is no interest due, if payment is
deferred for more than 50 days there is credit and the CCD 2023 applies —although Member States
may opt out of this as per Art. 2(8)(b).

13 Arroyo Amayuelas (2024) 7-8.
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and other digital platforms do not appear to be establishing themselves at high speed
as relevant actors in the mortgage/immovable security market. However, deferring
the decision on the regulation of these situations will probably result in the need to
review the MCD again sooner rather than later.

Second, the APRC, which is not put into question by the legislature, may not play
such a stellar role towards the protection of borrowers as anticipated. This is mainly
because consumers may not understand that the APRC is only relevant to compare
offers of the same type of credit and for the same duration, and even then, factors such
as the addition of insurance premiums may affect the APRC, as explained in the
chapter dedicated to Belgium in this volume. It is clear, for instance, that an interest-
only mortgage is more expensive, in the long term, than a regular mortgage where the
principal is being repaid monthly and thus ceases to yield interest, and yet the APRC
will be lower for the former. Moreover, there are other factors to be considered. For
instance, the costs that may be payable up front are often understood to be part of the
down payment by the consumer, who has saved an amount to that effect. Once the
initial costs are covered, the consumer wants to know how much the monthly
instalments will amount to, and the creditor is also interested in the consumer’s ability
to meet them, as part of any responsible borrowing/lending operation.

Third, it is worth mentioning that a higher level of consumer protection would be
desirable with regard to the reflection period and/or the right of withdrawal (Art.
14(6) MCD), given the duration of mortgage credit agreements and the consequences
for the consumer in the event of default. Curiously, the Evaluation report found that
consumers felt they are not given enough time to reflect, more so even than prior to
the implementation of the MCD. Perhaps one of the problems is that the MCD merely
provides that the pre-contractual information needs to be provided ‘in good time’
before the consumer is bound by the contract (Art. 14(1)(b) MCD),* which is a very
loose expression. Unfortunately, it has been copied into a number of domestic pieces
of legislation, perhaps for fear of not adequately respecting the mandatory
harmonisation.

Finally, it is striking to note the very different perception and application of the Unfair
Contract Terms Directive (UCTD)"® to mortgage credit agreements in different
Member States. For more than two decades, there was very little litigation in this
respect. Somehow, mortgage loans were not viewed in the same light as other
consumer loans, probably because they appertained to the (untouchable) realm of
banking law. This was, of course, a misconception. The effects of the 2008 financial
crisis, especially in Spain, led to an array of EC] decisions dealing with unfair contract
terms in mortgage agreements. As a result, the duration of enforcement proceedings

14 See now, also, Art. 10(1) CCD 2023.

15 Council Directive 93/13/EEC of 5 April 1993 on unfair terms in consumer contracts.
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has more than doubled and the legislature has put in place mandatory rules on default
interest and on early acceleration, and has ensured the notary’s involvement prior to
the conclusion of the contract, all of which is aimed at barring future claims based on
unfair terms. This process, however painful, has contributed to ‘sanitise’ Spanish
mortgage contracts, without prejudice to new unfair terms arising in the future. By
contrast, in other systems, it is recognised that legislation on unfair terms may provide
better remedies for the consumer than the MCD itself. This is the case in the
Netherlands, with regard in particular to compensation for early repayment,
especially where the MCD and implementing legislation are not applicable because of
when the payment took place. From a completely different point of view, the
experience in Poland also shows the courts’ reluctance to apply the UCTD in the
context of foreign currency loans, and a similar result is found in Romania, due to
procedural barriers to the effectiveness of the UCTD. Thus, whilst some jurisdictions
have made significant progress in the level of consumer protection thanks to the
UCTD and the ECJ decisions, in others reluctance to interfere with banking practices
seems to endure, despite developments at EU level.

3 Bundling and Tying Practices

The MCD generally allows bundling, but not tying, although there are a few cases
where the latter is accepted (Art. 12).

One of these exceptional cases where tying is possible concerns opening or
maintaining ‘a payment or a savings account, where the only purpose of such an
account is to accumulate capital to repay the credit, to service the credit, to pool
resources to obtain the credit, or to provide additional security for the creditor in the
event of default’. This is probably reasonable, but the standard requirement of
maintaining a servicing account may entail costs for the consumer although its main
purpose is to facilitate the lender’s job. For this reason, prior to the MCD, the
supervising authority in Spain had provided that such accounts should be free of
charge. Paradoxically, as a result of the MCD, this has ceased to be the case. Instead,
the Polish legislation still guarantees that these accounts should not entail costs for
the consumer. Although it would lead to a loss of income for the lenders, if the review
of the MCD aims at enhancing consumer protection, stating that accounts required by
lenders should be free of charge would be a step forwards in the right direction.

Another instance where tying is allowed concerns payment protection insurance
(PPI). On paper, products designed to protect consumers from defaulting in the event
of retirement, death or job loss should be beneficial to both parties. However, in
practice, it may be the case that PPI products do not cover situations considered at
‘high risk’, such as psychological illness or illness due to pre-existing medical
conditions or unemployment after a certain age. As stated by consumer associations
during meetings carried out in the context of the review of the MCD, this results in
an over-priced product with limited or no value in terms of insurance coverage. This

19



explains, for instance, why Poland has not allowed tying practices as per Art.
12(2)(b)(c) and (3) MCD, and the information requirements for bundled products can
be deemed to gold plate the EU provisions. Also, it appears that pre-ticked boxes and
aggressive sales practices are a frequent occurrence, even if an insurance product, for
instance, is presented as bundled (and not tied). This is most likely prompted by the
high commissions that banks receive as a percentage of the insurance premium if this
is provided by a third party, the incentives for staff to place such products and the fact
that sometimes lenders design mortgage loans that would not be profitable without
the bundled products.!®

These are all indicators of bad business practices, which the MCD could contribute to
eradicating. Perhaps unsurprisingly, the Evaluation report found that bundling
practices had increased in a similar proportion as to that in which tying practices had
decreased as a result of the MCD."”

4 Responsible Lending and Promoting the Uptake of Green Mortgages

One of the goals of the MCD was to enhance responsible lending, and it endeavoured
to do so by laying down provisions on the creditworthiness assessment and its effects
on granting credit. Whilst more stringent conditions in this respect may have
excluded some sectors from accessing credit (and thus, perhaps, from adequate
housing), it is still obvious that lending only when there is a reasonable expectation
that the borrower will be able to meet the obligations arising from the contract is
beneficial to both consumers and lenders, and that it facilitates financial stability. This
is still an ongoing debate, while other pressing matters need to be addressed: the
energy renovation of the very obsolete European building stock is one of the EU
priorities when it comes to mitigation and adaptation to climate change. Taking the
energy efficiency of the collateral into account within the creditworthiness
assessment is one of the possibilities when considering the potential role of the MCD
in promoting the uptake of green mortgages.

4.1 The Creditworthiness Assessment under Review?
A piéce de resistance of the MCD is Art. 18 and, more specifically, the prohibition to

grant credit if the creditworthiness assessment is negative, i.e. if there is not a
reasonable expectation that the consumer will be able to meet the obligations arising

16 On such matters, see the thematic review by the European Insurance and Occupational Pensions
Authority and the warning it issued to insurers and banks, which are available at:
https://www.eiopa.europa.eu/publications/warning-insurers-and-banks-credit-protection-insurance-

cpi-products en

17 Directorate General for Financial Stability, Financial Services and Capital Markets Union (European
Commission) & RPA (2020) 123 ff.
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from the credit agreement. It appears that the MCD may have forced Member States
to change their legislation to this effect (e.g. Portugal, Spain). Although the rule raised
criticism because more stringent solvency controls may exclude consumers,
particularly young home buyers and vulnerable sectors of the population, from access
to credit (this appears to be the perception in Ireland, Lithuania, Portugal and the
United Kingdom, for instance), for others it does not seem to have as relevant an
impact as housing affordability itself (the Netherlands).!®

The MCD does not explain what consequences derive from lack of compliance with
this provision. It certainly does not lay down private law remedies, which are left to
domestic legislation. Some Member States have expressly opted to sanction the lender
with loss of interest; in others, there is an ongoing discussion as to what the private
law solution should be, since nullity of the agreement may leave the consumer in the
non-desirable situation of having to return the loan immediately, despite having
invested the money. Although perhaps it may be deemed to exceed the EU’s powers,
clarification in this respect would be advisable. Perhaps the Czech model, where the
law in this respect departs from the general rules in the Civil Code and thus nullity of
the mortgage loan does not entail immediate restitution of the principal, could be
considered.

As for the information upon which the creditworthiness assessment is to be based,
Art. 18 MCD does not define what data should be gathered by the lender. It merely
states that the creditworthiness assessment must rely on factors relevant to verifying
the prospect of the consumer meeting the obligations arising from the agreement,
which would suggest that only financial information is relevant. Art. 20 MCD further
confirms that the assessment ‘shall be carried out on the basis of information on the
consumer’s income and expenses and other financial and economic circumstances
which is necessary, sufficient and proportionate’. This, together with the fact that the
assessment must be carried out in the interest of the consumer, to prevent
irresponsible lending practices and over-indebtedness, is now expressly mentioned in
Art. 18(1) and (3) CCD 2023. The latter also provides examples of data that should be
taken into account and excludes special categories of data referred to in Article 9(1)
of Regulation (EU) 2016/679, as well as recurring to social networks as external data.
During the review of the MCD, the financial sector was in favour of keeping the
Directive principle-based in this regard. Hopefully, the revised MCD will at least
clarify that the creditworthiness assessment should be carried out in the consumer’s
interest and adopt the innovations introduced by the CCD 2023. It is less likely for
the MCD to go much further. However, the risks of profiling are not limited to
information obtained via social networks. The MCD should factor in other

18 See, however, in the Netherlands, the rather lax regulation on LTV limits and, for Ireland, the
combination of restrictive rules with high property prices that would explain exclusion from the
market. The regulation in Lithuania appears to boast some of the strictest LTV and DTI ratios.

21



possibilities of profiling arising from the use of Al and, if need be, amend the CCD
2023 to this effect.

The CCD 2023 also responds to the uncertainties highlighted by the Commission’s
report on the review of the MCD as to how the creditworthiness assessment should
be carried out when there is more than one borrower, by providing that the
assessment should be made on the basis of the consumers’ joint repayment capacity.
Given how recent the CCD 2023 is and that the consultation was run in parallel, it is
to be expected that the revised MCD will adopt the same criteria, also with regard to
the already mentioned use of Al and other automated processes, and the right to
obtain explanations on the reasons behind the result.

As was already the case in Art. 18(6) MCD, the CCD 2023 also provides that the
consumer’s creditworthiness will be reassessed every time there is a significant
increase in the total amount of credit granted (Art. 18(10)). Perhaps surprisingly,
however, according to Art. 35(1) CCD 2023, ‘creditors shall not be required to perform
a creditworthiness assessment in accordance with Art. 18 when modifying the
existing terms and conditions of a credit agreement in accordance with the third
subparagraph, point (b) of this paragraph, provided that the total amount payable by
the consumer is not significantly increased when modifying the credit agreement’.
This means that the creditworthiness assessment needs to be carried out when totally
or partially refinancing, but not when the terms of the credit agreement are modified
in the context of forbearance prior to enforcement, insofar as the amount of the loan
does not increase substantially. Leaving aside that it is difficult to determine what a
‘significant increase’ is, it should be noted that measures such as a change of type of
credit agreement or deferred payments or payment holidays or even an extension of
the term, may have an impact on the consumer’s repayment capacity (in the latter
case, for instance, if it takes the consumer into retirement). Curiously, the NPLD
introduced in the MCD (Art. 27a) and in Directive 2008/48/EC (Art. 11a) rules
designed to protect consumers if the terms of the credit agreement are amended,
precisely because consumers may find themselves in a situation of dependency where
their bargaining power is exponentially reduced. Undoubtedly, this will be even more
so the case if they are undergoing financial difficulties that may lead to enforcement.
The relaxation of responsible lending rules prior to enforcement, as per Art. 35(1)
CCD 2023, may determine changes in the approach of supervising authorities in
certain Member States, such as Belgium, where the modification of contractual terms
is subject to strict conditions, thus rendering it very difficult for the parties to
voluntarily reach forbearance agreements, which means that they then revert to
informal solutions, leaving borrowers, in effect, at the lenders’ mercy.!® Including
more lenient provisions, however, is a matter that requires careful thought, since

19 See the chapter on Belgium in this volume.
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forbearance measures should always be viable (see below 7.2). The review of the MCD
certainly provides an adequate space for reflection.

4.2 Green Mortgages and whether the MCD May Contribute to Decarbonisation Goals

Green mortgages are designed to finance the purchase, construction, or renovation of
residential and commercial properties with high energy performance or where this is
significantly increased.?

Energy efficient mortgages (EEM) are purported to benefit all parties concerned:
borrowers, through lower interest rates, reduced energy bills and increased property
value, and lenders, by lowering default risks and capital requirements.? They also aim
to contribute to economic growth and environmental targets, such as those
established, recently, by the new Directive on the energy performance of buildings.??
The EU embraces EEMs as part of its Renovation Wave? within the European Green
Deal,? comprising multiple legislative and non-legislative initiatives.?

The Commission’s public consultation within the process of reviewing the MCD
expressly included as a preliminary problem the need to support the uptake of green
mortgages. The Evaluation report had found that although the Directive does not pose
barriers to green mortgages, stakeholders believed that there is potential for growth
and it is suggested that a possible incentive would be to take energy efficiency
considerations into account during the creditworthiness assessment, because the

20 See the Energy Efficient Mortgages Initiative, ‘Definition of Energy Efficient Mortgage’, 14
November 2018, where a 30% improvement in the energy efficiency of the building is considered
significant. Available at: https://energyefficientmortgages.eu/wp-content/uploads/2021/07/EEMI-
Definition-14.11.18.pdf.

2l Inter alia, see Energy efficiency Data Protocol and Portal (EaDPaP), ‘Final report on correlation
analysis between energy efficiency and risk (D5.7)’, 26 August 2020; Directorate General for Energy
(European Commission), ‘The quantitative relationship between energy efficiency improvements and
lower probability of default of associated loans and increased value of the underlying assets : final report
on risk assessment’ (Luxembourg 2022, Publications Office of the European Union).

22 See Directive (EU) 2024/1275 of the European Parliament and of the Council of 24 April 2024 on the
energy performance of buildings (recast)

2 European Commission, ‘Communication from the Commission to the European Parliament, the
Council, the European Economic and Social Committee and the Committee of the Regions, “A

Renovation Wave for Europe - greening our buildings, creating jobs, improving lives™, 14 October
2020, COM/2020/662 final.

24 See https://commission.europa.eu/strategy-and-policy/priorities-2019-2024/european-green-
deal en.

% In further detail, on the topic addressed in this subsection, Anderson (2023).
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borrower’s income will go further if utility bills are lower and thus, as already stated,
the probability of default is lower.? The same report, however, mentions that some
associations representing creditors do not agree with the inclusion of detailed
prescriptions of such nature in the MCD, and that the design of sustainable financing
products should be left to the parties concerned. However, the Evaluation report also
found that the lack of definition of ‘green mortgages’ and ‘energy efficiency’ makes
data collection difficult and poses the risk of the term being used as a marketing tool
(greenwashing). In response to the Commission’s call for technical advice on the
review of the MCD, the European Banking Authority (EBA) considered that the MCD
has a neutral effect on the uptake of green mortgages but recommended the adoption
of a harmonised European definition thereof.?”

Although the EEMI describes the green mortgage ‘ecosystem’ as a ‘virtuous circle’; i.e.
a win-win scenario for all parties concerned, and a positive impact on the planet, there
is still a number of fundamental issues that cannot be addressed by private law
measures alone. The affordability and the effectiveness of green mortgages may not
be as straightforward as envisaged.

In this regard, research backing the green mortgage initiatives shows that there is a
correlation between green mortgages and a lower risk of default, together with an
increase in the value of the property.?® Naturally both aspects benefit lenders and
borrowers. Two main reasons are given to explain this negative correlation between
green mortgages and default. The first is that the borrower’s income goes further as
less of it is dedicated to cover utility bills (the ‘energy savings effect’). This is probably
true in many cases. However, as with any fast-evolving technology, the risk of
obsolescence is high, and, as a result, the increase in value of the property, which is
also a key factor in the design of EEMs, may be short lived. Therefore, a loan that is
considered ‘green’ today, may not be in a few years’ time. Moreover, consumers (and
lenders) are uncertain as to whether improvements to a property will result in a better
Energy Performance Certificate, or whether they will have any real effect at all. The
second reason for the positive link between EEMs and performance of the mortgage
loan as planned raises concerns: households with higher incomes can afford more
expensive properties (or investments in improving existing ones). This is sometimes
referred to as the ‘income selection effect’. The expression illustrates the fact that only
those with higher incomes are in a position to buy newer, more efficient properties,

2 Directorate General for Financial Stability, Financial Services and Capital Markets Union (European
Commission) & RPA (2020) 15.

27 EBA, ‘Opinion of the European Banking Authority on the European Commission request for
technical advice on issues related to the Mortgage Credit Directive’, 23 June 2022, 23. See also, from
the perspective of consumers associations across Europe, BEUC, ‘Affordable green loans: getting
consumers on board of the green transition’, 14 September 2021, 4-6.

28 Inter alia, Kaza er al. (2014), 279-298; B. Guin & P. Korhonen (2018) and (2020).
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or to extensively renovate their existing ones to render them energy efficient. Higher
and regular incomes should naturally be less prone to default in any event. On the
other end of the equation are those with lower incomes, who will not be able to afford
an energy-efficient property and, if they can access credit at all, they will be offered
loans with comparatively higher interest rates. Coupled with expensive utility bills, it
is not surprising if such mortgages are more likely to be in arrears. From this
perspective, green mortgages may have the unintended consequence of increasing the
poverty gap, leaving some sectors in a ‘vicious circle’ where renovation of the building
stock is unthinkable without public funding.

The question arises as to whether, as has been suggested, energy efficiency should be
taken into account during the mortgage loan underwriting process. Of course, the
energy efficiency of the property should be taken into account at the time of
appraising it,? as a natural consequence of having reliable valuation standards in place
(Art. 19 MCD). A different question is whether a rigorous appraisal will serve its
purpose in a context of rapidly evolving technology. However, the matter under
discussion during the review of the MCD is whether the energy efficiency of the
property should also play a role within the creditworthiness assessment itself.>* This
would have the effect of rendering mortgage loans more accessible to those buying
energy efficient properties or renovating to improve the energy efficiency of the
building. It would probably lead to an increase in the uptake of EEMs.

According to Art. 18 MCD, the creditworthiness assessment shall rely predominantly
on the expectation that the consumer will be able to meet the obligations arising from
the agreement. Therefore, higher incomes coupled with lower interest rates and lower
utility bills due to the energy efficiency of the property should lead to better credit
scorings. Nevertheless, the assumption that a more energy efficient home will be
cheaper to maintain should not be exaggerated, due to the risk of obsolescence, the
volatility of energy markets, the ever more changing climate and the occurrence of
systemic crisis.

Art. 18 MCD provides an exception to the general rule whereby the creditworthiness
assessment may rely predominantly on the increase in value of the property when the
purpose of the credit agreement is to renovate the building. Naturally, this covers
mortgages taken out to improve the energy efficiency of the building. Nonetheless,
the assumption that the property’s increase in value will last should not be made

2 See EBA, ‘Guidelines on loan origination and monitoring, Final Report, EBA/GL/2020/06’, 29 May
2020, para. 208.

% Directorate General for Financial Stability, Financial Services and Capital Markets Union (European

Commission) & RPA (2020) 92 ff.; EBA, ‘Opinion of the European Banking Authority on the European
Commission request for technical advice on issues related to the Mortgage Credit Directive’ 6.
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lightly, for the reasons already mentioned. Perhaps it is more a case of investing now
so that the property does not lose value in a relatively short lapse of time.

It should be noted that Art. 18 MCD does not preclude taking energy efficiency into
consideration and, in fact, this aligns perfectly with its underlying principles. Lenders
should consider such factors in the same way as they consider the location or the
quality of the construction, for instance. However, in any event (i.e. even if the
collateral is valued higher), the advantages in terms of better scorings for the purchase
of energy-efficient properties need to be set against the amount of the loan, which
will in many cases be higher due to the higher value of the property (or of the planned
renovation).

The experiences of the different Member States represented in this volume vary. It is
probably safe to say that ‘green mortgages’ by themselves have not, for now, caused
major changes. New lending regulations in the Netherlands, which link the maximum
amount of the loan to the property’s energy efficiency label, will be interesting to
monitor. Ireland stands out as an example of a high uptake of green mortgages, which
in 2022 accounted for about a third of all mortgage lending. However, this may be at
the cost of excluding lower-income borrowers from access to credit to finance more
energy efficient housing and questions arise as to whether the focus on energy
efficiency ratings in the mortgage market alone is sufficient, given that it does not
translate intro environmentally impactful lending practices. At the other end of the
spectrum, in some systems the interest rate reduction is so low that advertising this
type of mortgages as EEMs is probably an instance of greenwashing. For example, in
Spain the interest-rate reduction is of 0.10 to 0.30 points if the property obtains an
energy efficiency level grade A or B.3! For most old buildings, this entails major works
and often unaffordable expense. In Hungary, there is no price differentiation between
green and non-green loans. In Belgium, renovation projects may be financed through
green loans, but these are rarely secured by a mortgage due to the relatively low
amounts and short duration; perhaps other incentives, as well as lower interest rates,
are needed promote the uptake of green mortgages, especially for large renovation
projects.

In any event, it is relevant to emphasise that Art. 18 MCD was designed to hinder
over-enthusiastic lending. Perhaps lenders actually do bear the above-mentioned
risks in mind, despite the renovation vibe in the air. And consumers are weary of the
uncertainties as to the actual benefits of higher standards of energy-efficiency, as well
as fearing over-indebtedness (i.e. exactly what the EU consumer protection legislation

31 See the observations made by the Spanish consumer association Asufin in its December 2020 study,
where it was also found that often green mortgages were more expensive than mortgages promoted by
lenders aiming to place bundled products: https://www.asufin.com/wp-
content/uploads/2020/12/ESTUDIO-FINANZAS-VERDES magqg ingles.pdf.. Also, EeMMIP,
‘Literature review of the energy efficiency gap’, 30 November 2020, 8.
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has been promoting for decades now).3? For some consumers, access to energy
efficient homes or renovation of the existing one is simply out of reach, hence why
the EU Commission acknowledges that other solutions are necessary.® Green
mortgages may promote higher energy efficiency standards for those with sufficient
financial means, which is of course positive, insofar as there are alternatives for those
who, otherwise, would be left behind. The implementation of the 2024 Directive on
the energy performance of buildings will no doubt reignite the debate on the role of
mortgage loans in the renovation of residential and non-residential immovables.

5 Foreign Currency Loans

The Commission’s report concluded that the rules in Art. 23 MCD were effective in
preventing consumer exposure to exchange rate risk and default, but it also stated that
as a result of those provisions in many countries lenders have stopped offering such
loans and in others, there has been a significant reduction of foreign currency loans.
In different forums there is a feeling that the MCD ‘overshot’ in this respect. Foreign
currency loans may be a very reasonable solution in places where it is usual to receive
one’s income in a currency other than the euro (markedly, this occurs with the
bordering areas between Ireland and Northern Ireland, and in territories close to
Switzerland) or when acquiring a holiday home (or a primary home where to retire)
in a foreign country (for example, when a U.S. citizen whose salary is paid in dollars
wishes to buy a property in Tuscany). As a result of the MCD, it is quite unlikely that
credit institutions will want to undertake the risk of a currency conversion later on at
the consumer’s request, and thus they do not offer this option or only with stricter
requirements.

However, for Member States where a relevant percentage of the total mortgage loans
were foreign currency loans,* such as Hungary, Greece, Poland or Romania, the
MCD’s lack of retrospective effect means that consumers with credit agreements
concluded before the MCD came into effect are left unprotected, and resourcing to
the UCTD proves to be a difficult path, due to domestic courts’ reluctance to deem the
exchange term contrary to EU legislation. The chapters in this volume concerning the

32 Focusing on Spain and Portugal, UCI, ‘Green Mortgages’, November 2018; EEMI/E-On/Basis,
‘Appendix: Consumer Research Insights across European Markets on Green Mortgage Propositions’,
February 2022.

33 European Commission, ‘A Renovation Wave for Europe’ (2020) 21-22.

34 See the chapter on Poland in this volume for an explanation of the difference between mortgages
denominated in a foreign currency and mortgages indexed or valorised to a foreign currency, where
Habdas points out that the discussion on the adequate classification of the loan detracts from the true
issue; i.e. the borrower’s exposure to unlimited currency risk, which renders the loan agreement a
speculative financial instrument.
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four above-mentioned Member States are all critical of the lack of retrospective effect
and of the slowness to react in the face of a widespread problem by domestic operators.

It is certainly a matter of policy whether to maintain the current provisions in Art. 23
MCD or to retract from them. Perhaps the danger of consumers being trapped in high-
risk investment products such as these are, as stated by Habdas in the chapter on
Poland, outweighs the benefits that their reintroduction in European mortgage
markets might have for certain consumers, under certain circumstances.

6 Early Repayment, Consumer Mobility (and Avoiding Over-Indebtedness), or the
Virtues of the Napoleonic Code in the 21* Century

The MCD (Art. 25) grants consumers the right to early repayment, although Member
States may set conditions such as time limitations or compensation for the financial
loss experienced by the lender, and they may grant the right only subject to legitimate
interest for periods where the interest rate is fixed. The right to early repayment is
linked to consumer mobility, which of course fosters competition.

A study commissioned in 2019 showed that few consumers switch provider, despite
the savings this could represent.® This may be explained by behavioural reasons, lack
of awareness or the need to spend time deciding what product to switch for.

The chapters in this volume on The Netherlands and Ireland, for instance, show how
frequent claims are concerning early repayment and, especially, the calculation of the
lender’s financial loss. In Italy, the debate as to whether mortgage credit and consumer
credit should be distinguished in this respect, as well as the discussion on the
separation between up-front costs and recurring costs has required the intervention,
not only of the Italian legislature, but also of the EC]. The wording of Art. 25 MCD is
probably too vague. Moreover, Art. 25 does not apply retrospectively, thus leaving
consumers with mortgage credit agreements concluded before its implementation
without the right to early repayment. Perhaps, given the duration of mortgage loans
(which very often fall within the concept of ‘life-time contracts’) a case for
retrospective application of provisions like these could be made. Although most
Member States have adopted precise definitions as to what compensation should be
paid, perhaps levelling the playing field within that Member State, differences
throughout the EU appear to be significant. This is one of the many reasons why the
MCD has not managed to promote cross-border mortgage transactions.

The above-mentioned 2019 study found that only Italy and Spain had clear cut
legislation in place to allow switching, while Ireland, France, Portugal and Denmark

% Directorate General for Financial Stability, Financial Services and Capital Markets Union (European
Commission) & O. Andruszkiewicz et al, ‘Study on switching of financial services and products — Final
report’ (Luxembourg, Publications Office of the European Union), 2019.
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had only a few provisions in force to facilitate it.3® The same study clearly stated that
it did not take into account the administrative and other associated costs that early
repayment might entail when calculating the estimated savings that consumers had
failed to benefit from by switching, although it then did look into them as potential
barriers to changing creditor. Some of these costs are linked to documentation
prerequisites for the switch (for instance, where a public deed is needed), others are
related to the way in which the switch may take place (for example, when it is
necessary to cancel the existing mortgage and create a new one) and others are simply
down to concrete legislation (as occurs in Belgium, where the costs of cancelling the
mortgage have to be borne by the consumer if the amount due is repaid early, whilst
the mortgage would be cancelled by operation of the law, at no cost, by the mere
passage of 30 years). This is not an insignificant aspect, and it may explain, to an
extent, the problems faced by the so-called ‘mortgage prisoners’, as described in the
chapters on Ireland and on the new consumer duty in the United Kingdom. Indeed,
the conditions attached to early repayment are relevant so that the consumer can save
money while retaining or terminating the relationship with the original lender, but
also so that the borrower is in a position to benefit from better conditions offered at a
given time by other potential creditors.

The 'mortgage prisoners’ scandal’ in the UK and in Ireland appears to have originated
in the assignment of mortgage credits to investment (vulture) funds, which have no
inclination (or incentive) to renegotiate the terms of the agreement to the consumer’s
benefit. Moreover, given that in those two systems mortgage loans are typically
entered into for a fixed interest rate during a given period of time, after which the
lender’s interest rate will apply unless an agreement to remortgage is reached, with
all the costs this entails, the current wording of Art. 25(5) MCD would allow Member
States to subject the right to early repayment to a legitimate interest during the fixed-
rate periods.

This scenario is not new. The 1804 French Civil Code included a provision, according
to which: ‘Lorsque le débiteur emprunte une somme a l'effet de payer sa dette, et de
subroger le préteur dans les droits du créancier. Il faut, pour que cette subrogation soit
valable, que l'acte d'emprunt et la quittance soient passés devant notaires ; que dans
I'acte d'emprunt il soit déclaré que la somme a été empruntée pour faire le paiement,
et que dans la quittance il soit déclaré que le paiement a été fait des deniers fournis a
cet effet par le nouveau créancier. Cette subrogation s'opére sans le concours de la
volonté du créancier’ (Art. 1250(2)).% Its origins can be found in an edict issued by

3 See Directorate General for Financial Stability, Financial Services and Capital Markets Union
(European Commission) & O. Andruszkiewicz et al. (2019) 57 ff. and annex 3.

%7 See now, however, Art. 1346-2 French CC, introduced by Ordonnance no. 2016-131, 10 February
2016. The elimination of the change of creditor at the debtor’s initiative may respond to the fact that
the list of cases where payment of someone else’s debt allows the new creditor to enter into the position
held by the original creditor was replaced by a more general clause (Art. 1346 French CC). However,
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the king in 1609 at a stage when interest rates were falling. The purpose of the edict
was precisely to enable borrowers to repay the loan early, with funds borrowed from
another creditor, who would then be granted the same position as the original
creditor, in terms of preference and securities attached to the loan.?® In a similar
context at the beginning of the 90s of the last century in Spain, the origins of Art.
1211 of the Spanish CC were traced back to the Napoleonic rule and, as a result of an
article published in one of the main Spanish newspapers,* the idea of applying Art.
1211 of the Spanish CC to mortgagors was adopted by the Ministry of Economy. This
led to the promulgation of Law 2/1994, 30 March, whereby the mechanism already
provided for in the Civil Code was regulated in more detail, granting the original
creditor the right to match the new creditor’s offer in order to retain the client, and
limiting the fees, taxes and other costs involved in the early repayment of the loan,
which of course does not entail its termination, but a change of creditor (or a
modification of the terms of the loan if the creditor remains the same), who will retain
the same position, also with regard to the collateral, as the original lender. These
provisions have been amended a number of times, always with the aim of reducing
the costs associated with the change. The latest amendment to date no longer restricts
its scope to financial institutions (i.e. the change of creditor is possible whenever the
definition of creditor as per the MCD is met) and it allows the borrower to switch
creditor even if the original lender offers the same conditions as the new one. After
all, it is a question of costs, but also of trust.

The fact that the immediate precedent of the Spanish law can be found in the 1804
French Civil Code would suggest that, for a number of Member States, the need to
facilitate a change of creditor without terminating the existing mortgage credit and
entering into a new one, with all the costs this entails and with the new creditor
possibly losing its privileged position, has been felt for at least two centuries. In other
systems, such as the Czech, consumer protection has been taken further by balancing
the interests of creditors and borrowers, but probably leaning in favour of the latter,
as it allows early repayment of up to 25% of the principal every year free of charge,
among other provisions. In Belgium, the consumer may repay early in full or up to
10% of the outstanding loan per year free of charge. In most systems, however, the
problems generated by the unclear definition of ‘financial loss’ appear to be generating
an inordinate amount of litigation. This panorama would probably justify a
harmonised provision in the revised MCD, not only when certain credit institutions
are involved, but whenever the owner of the mortgage credit (whether the original
creditor or an assignee) acts in the course of its trade or business. Clarification is a

it should be noted that, prior to the reform, there was discussion as to whether the debtor could impose
acceptance of payment (by a new creditor) prior to maturity; see: Stoffel-Munck (2015) 56.

38 Herndndez-Moreno & Viola Demestre (1996) 397 ff.

% Hernandez-Moreno & Méndez Gonzilez, ‘Coste del cambio de hipoteca’, La Vanguardia 3 October
1993.
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must. Going even further and considering adopting a rule of no compensation should
not be discarded upfront. An effective right to switch could also help consumers facing
difficulties insofar as these derive from unfair contract terms that increase the amount
due, such as interest rate floor terms or biased indexes in tracker mortgages, as it may
be quicker to change creditor than to obtain a judicial decision on the unfairness of a
term of the contract. However, if the repayment difficulties are due to the consumer’s
circumstances only, borrowing from another lender will probably not be possible,
given the need to pass the creditworthiness assessment.*

7 Enforcement and Forbearance

The problems surrounding mortgage enforcement are manifold and closely connected
to each Member State’s particular contractual, procedural and property law systems,
including land registration, all of which are areas that the EU will not (and often
cannot) legislate on. The following subsections of this chapter explore the aspects
covered by the MCD and the very welcome trend, now also at EU level, to view
enforcement as the last resort remedy when a consumer is undergoing difficulties,
especially when the primary home is at stake.

7.1 Alternatives to Judicial Enforcement

The MCD does not interfere with domestic laws on enforcement. As well as the
obligation that reasonable forbearance measures are in place prior to enforcement (see
below subsection 7.2), it is mainly concerned with: (a) the penalties in the event of
default (Art. 28(2) and (3)), which will not be dealt with here;* (b) ensuring that
Member States do not prevent the parties to a credit agreement from expressly
agreeing that return or transfer to the creditor of the security or proceeds from the
sale of the security is sufficient to repay the credit (Art. 28(4)), and that (c) Member
States have procedures or measures in place so that the best-efforts price for the
collateral is obtained, when said price affects the amount owed by the consumer, and
to facilitate repayment if there is still an outstanding debt after enforcement (Art.
28(5)). Art. 28 can be read in conjunction with Arts 19 (for the underwriting process)
and 26 (focused on financial stability rather than on consumer protection).

Art. 28(4) MCD has been understood to amount to a tacit abolition of the prohibition
of lex commissoriain Greece. In Spain, where the prohibition also exists (Art. 1859 of
the Civil Code), the MCD provision has not even been copied into domestic law.
There are studies considering the admissibility of the so-called pactum Marcianus for
different reasons, including on the grounds of the mandate contained in Art. 28(4)

40 In the same vein, see Nield & Jordan in Chapter 5.

41 See Arroyo Amayuelas (2021).
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MCD,* often inspired by the Italian experience, where it is accepted, despite the
prohibition of lex commissoriain Art. 2744 of the Civil Code. In France, Arts 2451 to
2453 of the Civil Code allow the agreement whereby the creditor may appropriate the
collateral upon default, subject to objective appraisal and potential return of the value
exceeding the outstanding loan to the borrower (or to other creditors), insofar as the
mortgaged property is not the debtor’s primary residence. It is curious to observe how
common law systems have moved away from strict foreclosure and prefer granting
the creditor an order of sale, precisely to prevent the lender from gaining an excessive
or disproportionate advantage due to the value of the collateral exceeding the amount
due, whilst jurisdictions where the lender has been traditionally barred from
appropriating the collateral in the event of the borrower’s default, seem to be
exploring ways to deviate from said prohibition, and, in particular, are willing to
accept that the parties may agree from the outset that, in case of default, the creditor
will be allowed to sell the encumbered property in order to obtain the amounts due,
under certain conditions aimed at guaranteeing a fair price and a just distribution
thereof. Undoubtedly this is sometimes a reaction against very long judicial
enforcement proceedings, as is the case in Italy. In some systems, such as the
Lithuanian, transfer of ownership as security is expressly accepted.

However, it is important to highlight that Art. 28(4) MCD need not be considered a
tacit abolition of the prohibition of Jex commissoria, and it certainly should not be
deemed to justify the appropriation of the security or of the price obtained by
transferring it by the lender when these values disproportionally exceed what the
debtor owes. This is left to domestic law. Art. 28(4) MCD simply provides that the
parties should not be precluded from agreeing that the transfer of the security or the
proceeds of its sale to the creditor may suffice to discharge the debtor. It does not by
itself impose a new form of ‘strict foreclosure’ in the common law sense of the
expression. Therefore, systems where the pactum Marcianus is subject to certain
conditions, as well as those where parties may agree ab initio that the mortgage loan
is non-recourse or, at the time of default, may agree on transferring the mortgaged
property to the lender in lieu of payment, should be deemed to comply with the MCD.
Other interpretations would constitute a step backwards in the protection of
consumers, and borrowers in general. A European Union law allowing or even forcing
consumers to surrender their property right to the creditor in the event of default
could lead to scenarios of disproportionate enrichment for the lender. Although in a
rising market it is logical to sell in order to avoid mortgage enforcement, there can be
many reasons why this is not possible for the borrower in a given case and/or in the
space of time in hand. Moreover, in full-recourse systems, it would mean that the
creditor takes advantage of, but does not suffer from, property market fluctuations.
Although poorly expressed, this is confirmed by Art. 28(5) MCD, when it demands
that measures are in place to guarantee that the best-efforts price is obtained when

4 Diaz Gomez (2019).

32



the price affects the amount due by the consumer. Therefore, it is possible that the
price obtained determines whether the debtor is discharged and to what extent, and
also whether there are amounts due to the owner of the mortgaged property if its
value exceeds the outstanding debt.

As for the second paragraph of Art. 25(5) MCD, only the Spanish report states that
some measures were adopted, before the MCD was transposed, in order to alleviate
the borrowers’ position when their primary home has been enforced upon and there
is still outstanding debt, although their effectiveness is more than dubious. Other
mechanisms, such as fresh starts in the event of insolvency, are not discussed
throughout this book.

Most systems represented in this volume require judicial intervention for the lender
to enforce the mortgage upon default. There are exceptions in Spain, where a notarial
auction is possible if so agreed when concluding the mortgage agreement, but this
alternative becomes judicialised if the debtor opposes enforcement, for instance, on
the grounds of the mortgage loan containing unfair terms. A relevant exception to the
general trend can be found in The Netherlands, where notarial, out-of-court auction,
appears to be the default enforcement system. This, as will be discussed in the
following subsection, means that it is difficult to assess whether enforcement is
actually the last resource, after forbearance measures have failed or were unviable.

7.2 Forbearance Prior to Enforcement

One of the aspects to be analysed during the review of the MCD is whether it should
go further in preventing over-indebtedness and granting sufficient protection to
consumers undergoing financial difficulties.*>* However, the 2021 NPLD, as well as
introducing enhanced consumer protection in the event of credit assignment,*
amended Art. 28 MCD.#* Member States should have transposed by 29 December
2023, but many have not and, even those that have, may not have included the
amendments to Art. 28 MCD.

In its original wording, Art. 28(1) MCD was so vague that many domestic legislators
found transposition unnecessary. No specific obligations appeared to derive from it.
On the surface, it may seem that the NPLD has not introduced significant changes.

43 This subscection summarises the ideas to be published in a forthcoming book edited by Irene Visser
(Procedures of forbearance and mortgage enforcement. A comparative overview of systems in Europe,
the USA and South Africa, The Hague: Eleven International Publishing).

# See new Articles 27a and 28a MCD.

4 In a similar vein, the NPLD introduced Art. 16a in the Consumer Credit Directive; see now Art. 35
CCD 2023.
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However, some differences can be found and, if generously construed, these changes
may grant the provision added substance.

First, a change in the language used can be detected: it is more straightforward. It is
no longer enough for Member States to ‘encourage’ creditors to adopt reasonable
forbearance measures. Now they shall ‘require’ creditors to have in place adequate
policies and procedures to that effect, although this only applies ‘where appropriate’
(namely when a solution is viable).

Second, the new Art. 28(1) MCD has the advantage of clarifying one of the aspects
that must be considered when exercising reasonable forbearance: the consumer’s
circumstances. It could be held that objective or standardised classifications of
consumers would suffice to determine whether they may benefit from forbearance
measures. A broader interpretation, however, is also possible and probably more
adequate from a consumer protection point of view. Recital 56 NPLD gives some clues
in this direction: the circumstances to be taken into account are individual
circumstances. Now Art. 35 CCD 2023 expressly mentions individual circumstances.
Recital 56 NPLD also refers to the consumer’s interests, which leads towards a
subjective interpretation as well. If this is correct, the creditor must engage with the
individual debtor,* in order to design a tailored solution aimed at avoiding
enforcement.

Third, Recital 56 NPLD leaves no doubt that forbearance measures must consist of
certain concessions to the consumer. Thus, the creditor’s interest in a concrete credit
agreement is qualified by the need to offer a reasonable solution to the consumer,
which should in turn translate into increased chances of debt recovery, cost savings
and enhanced financial stability.

Finally, and again according to Recital 56 and not directly provided for by the new
Art. 28(1) MCD, Member States should have appropriate forbearance measures in
place at national level. This can be understood to suggest that the burden of reasonable
forbearance cannot lie exclusively on the creditor, and that public aid should be in
place for consumers undergoing financial difficulties, especially when tenure of their
primary residence is compromised. The EU Parliament was willing to take a relevant
step toward protecting the consumer’s primary dwelling by preventing assignment of
NPLs concerning the debtor’s home. This initiative was not adopted, although Recital
56 still refers to homes. The EU Parliament’s suggestions to include a list of measures

4 See the EBA, ‘Guidelines on arrears and foreclosure’ (EBA/GL/2015/12) 1 June 2015. Because a
relevant part thereof has been incorporated to Level 1 EU legislation by means of the NPLD, they have
now been amended by the EBA, Final Report on Guidelines amending Guidelines EBA/GL/2015/12 on
arrears and foreclosure (EBA/GL/2024/10) 28 June 2024.
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that could be considered to amount to reasonable forbearance are the embryo of the
approved text.¥

As for the specific measures that shall be required, it turns out that, of course, there
are no new miraculous solutions and that perhaps only one, or more than one (Art.
28.1a MCD) or a ‘reasonable number’ of them (recital 56 NPLD) need to be in place.
Furthermore, as was already the case with the EBA and ECB guidelines,* it is possible
that different Member States adapt the measures included in the new Art. 28(1) MCD
to their own understanding. For instance, ‘changing the type of credit agreement’ may
mean converting it into an interest-only loan or converting a regular loan into a
revolving mortgage credit or even changing from a fixed interest rate to a tracker
mortgage; ‘partial repayments’, an expression that refers to early repayment of the
principal in the guidelines, may here also include instances where the instalment
schedule is modified, perhaps together with other measures (such as an extension of
the term).

In light of the preceding considerations, and bearing in mind that the NPLD is
inspired by the already-mentioned guidelines, it seems safe to conclude that
‘reasonable forbearance’ entails the analysis by the creditor of an array of measures
that may facilitate the borrower’s recovery by restructuring the credit agreement, but
this will only be possible if it is expected that consumers will be in a position to meet
their obligations, including those that have given rise to refinancing or restructuring
the agreement. It is therefore a question of salvaging the agreement, but the
concessions to the debtor cannot be identified with a substantial waiver of the debt.
The protection of consumers undergoing financial difficulties clashes with the need
to ensure responsible lending and, ultimately, the stability of the financial system.

Even under these premises, though, it is relevant to note that the idea of enforcement
as the subsidiary response, the last resort, when concessions prove to be unfeasible or
when the debtor does not cooperate, is gaining strength. What was hitherto reserved
to prudential provisions at the EU level, is now included in the text of the MCD.

Moreover, domestic measures designed to protect certain debtors (e.g. vulnerable
debtors whose primary residence is at risk), perhaps against certain creditors only,
which may include mandatory intermediation, stays on evictions or discharge in
exchange for the transfer of the mortgaged immovable (such as those in force in Spain,

47 European Parliament (2021), ‘Report on the proposal for a directive of the European Parliament and
of the Council on credit servicers, credit purchasers and the recovery of collateral’, 14 January 2021
(A9-0003/2021).

48 As well as those already cited, see the ECB, ‘Guidance to banks on non-performing loans’ March 2017

and the EBA ‘Guidelines on management of non-performing and forborne exposures
(EBA/GL/2018/06)’ 31 October 2018.
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for instance), should not be deemed sufficient to comply with Art. 28(1) MCD, given
that its provisions apply to all consumers and credit agreements that fall within its
scope.®

The Commission’s report on the review of the MCD concluded that, given the short
period of application of the MCD and its late transposition, there was insufficient data
available to adequately assess with a high degree of certainty whether the provisions
in Art. 28 MCD had been effective in reducing the risk of foreclosure. Moreover, it
envisaged a wider report on private over-indebtedness, in light of the economic
impact of the pandemic.

The Commission’s call for evidence, launched in November 2021, included as one of
the problems that the review aimed to tackle the ‘possible need to strengthen the
support of consumers at risk of default or becoming over-indebted (because of
individual circumstances or systemic economic disruptions such as Covid-19)’. This
approach has the advantage of not distinguishing between individual and systemic
crises: for consumers, supervening disability or job loss can be as catastrophic as a war
or a pandemic, in terms of the capacity to meet their obligations. However, the options
considered by the Commission are not very far-reaching at all. The Call only
mentioned the possibility of providing debt advisory services and the need to
minimise the risk of banking distress and its impact on financial stability. These are
the only new aspects included in the CCD 2023.

Although there are significant differences between both Directives (for instance, with
regard to the level of harmonisation), the path marked by the CCD 2023 is probably
indicative of what may be expected in this respect when (and if) there is a new MCD.
The NPLD created a parallelism between Art. 28 MCD and Art. 16a CCD 2008. Art.
35 CCD 2023 now provides for reasonable forbearance: the consumer’s individual
circumstances have to be considered, as already mentioned, but creditors need not
offer reasonable forbearance reiteratively, except in justified cases. Therefore, it
would appear that an iteration of failures to meet the obligations deriving from the
credit agreement opens the door to enforcement procedures. However, according to
Recital 80 CCD 2023, the aim of the provision is merely to exempt the creditor from
insisting when the debtor has not responded to an offer within reasonable time;
therefore, it could be read to refer to non-cooperative borrowers only. The wording
of Art. 35 CCD 2023 has also been altered so that refinancing is optional, but the
modification of the original agreement appears to be mandatory, although then not
all of the possible measures need to be in place (Art. 35 (2)). There are no changes in
the list of measures introduced by the NPLD.

Art. 36 CCD 2023 provides for debt advisory services, which are presented in Recital
81. They must be independent, easily accessible, and entail only limited costs for the

4 Anderson (2024)
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consumer. The advisory services must be specialised, and may include legal
counselling, money and debt management and social and psychological assistance.
The aim ‘is to help consumers facing financial difficulties and guide them to repay, as
far as possible, their outstanding debts, while maintaining a decent level of life and
preserving their dignity’. It should be noted that this may be rather difficult to adapt
to the MCD, especially if the consumer’s home is at risk. Instead, the mandate
included in the CCD 2023, whereby creditors are required to play an active role in
early detection of likely over-indebtedness and refer consumers to debt advisory
services, could be adopted by the revised MCD.

Probably not much more will result from the review of the MCD. The fact that
mortgage credit agreements often expand over a longer lapse of time than loans
covered by the CCD 2023, that the risk of over-indebtedness is higher in bigger loans
and that mortgage credit is commonly used to finance the acquisition of essentials (i.e.
primary homes) could justify a different approach. Be that as it may, at least
considering enforcement to be the last resort is now permeating EU law, and this is
an area where the interests of both borrowers and lenders are aligned.

Forbearance measures and their effectiveness differ among Member States. Whilst
some foresee specific regulations when the primary home is involved and vis-a-vis
vulnerable debtors (Spain), others distinguish between voluntary forbearance and
court-imposed forbearance, with the former being severely restricted by prudential
regulation, and the latter probably leaving the consumer in a vulnerable position;
moreover, the scope and effectiveness of mandatory conciliation are a matter of debate
(Belgium). The Romanian experience, with forbearance measures well developed on
paper, but rarely applied, stands out. For a completely different reason, the Irish
structured approach to forbearance, which occurs both out-of-court and within the
judicial enforcement proceedings, is perhaps a model to follow. Precisely as a result of
the modifications introduced by the NPLD to the MCD, Greece now requires lenders
to adopt appropriate dispute settlement policies that take into account the consumer’s
personal circumstances prior to enforcement. The fact that in Greece it is a matter of
discussion whether the lack of reasonable forbearance by the lender could be used as
a defence within the enforcement procedures and that there are concerns as to how
to quantify compensation for damages arising from the lack of reasonable forbearance
are both indicators of a relevant shift in perception: Art. 28(1) MCD may be, slowly,
becoming an effective rule, and not just a programmatic norm. Consumer protection
should not be limited to the underwriting stage of mortgage loans. It should continue
to safeguard the vulnerable party’s position for the duration of the relationship, which
can be very long and gravitate around the debtor’s primary home.

IIT Other Matters: Interest-Only Mortgages as Risky Products

Foreign currency mortgages are risky products, as already stated. They are in the
Commission’s radar, and it remains to be seen what policy option it will adopt.
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However, there are other risky mortgage agreements that do not seem to be
specifically considered at this stage of the review of the MCD. This is the case of
interest-only mortgages, i.e. those where the principal (or a significant part thereof)
is not repaid by means of periodical instalments during the mortgage term; instead, it
is to be repaid at the end of the term of the mortgage.

The attraction of these mortgage credit agreements for consumers lies in the lower
monthly repayments. For lenders, the principal yields interest for the duration of the
mortgage agreement, because the borrower continues to owe the total amount of the
loan, unlike what occurs when the monthly instalments comprise both interest and
gradual repayment of the principal. The lender risks not receiving the principal when
it is finally due (no matter how thorough the creditworthiness assessment is, it is not
infallible, and it cannot predict what the consumer’s situation will be in twenty- or
thirty-years’ time). This, by itself, renders such products risky for both parties.
Moreover, they are usually sold together with other products, so that the amount that
the borrower would typically be paying as principal included in the monthly
instalments, is otherwise invested. For this to be appealing to the consumer, the
investment ought to be expected to yield more than what will be due when the
principal needs to be repaid. Often, the lender or another entity that is part of the
lender’s group manages the investment product. Therefore, instead of placing one
product only (the mortgage credit), the lender (or its group) places two (the mortgage
credit and the investment product). Being separate products, if the investment fails to
perform as expected, the consumer alone is burdened with the risk of not being able
to meet the obligation to repay the principal of the loan. As explained by Nield &
Jordan in this volume, it was provided provided that affordability should be
thoroughly assessed and that a credible repayment strategy should be in place without
relying solely on the sale of the mortgaged property. This, of course, does not dispel
the risk of the investment falling short of yielding an amount that suffices to repay
the principal when it becomes due. It appears that in Member States where interest-
only mortgages are or have been popular, including and Ireland and the Netherlands,
this type of mortgage loan is problematic. As noted by Nield & Jordan with regard to
the United Kingdom, the fact that a standard forbearance measure is to switch to a
period of interest-only repayments does not help borrowers perceive the risks
involved. Such risks would justify more stringent harmonised rules at EU level.

IV Final Thoughts

The preceding pages have sought to highlight some (by no means all) of the many
problems that continue to populate the arena of mortgage credit. The persistence of
known issues and the emergence of new products and actors leading to new
challenges are understandable given that, on the one hand, mortgage loans are, in
many cases, the means to finance the biggest investment in a consumer’s life (i.e.
buying a home), and on the other hand, this also entails that a relevant share of the
mortgage financial industry’s market relies on consumer credit. Moreover, the
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duration of mortgage loans is such that changes in the economic, social, technological,
and even environmental contexts are bound to have an impact on pre-existing
contracts and securities. Hence why, for some of the areas discussed in this
introductory chapter and throughout this volume, retrospective effect of EU-level
harmonisation should not be discarded without careful consideration.

In this book, different perspectives and evolutions of domestic markets and regulatory
frameworks can be found, but perhaps two aspects permeate a number of chapters and
are worth pointing out here.

The dispersion of rules governing mortgage credit appears to have been an ailment
common to many jurisdictions. The MCD has had an impact in this area forcing a
certain degree of aggregation, which renders the system more manageable for all those
involved. Portugal is an example of this. But in other Member States, normative
dispersion continues to pose problems, and this is often found to lead to low
effectiveness of the measures in place, sometimes because of lack of consistency
between supervisory and judicial decisions, perhaps explained by the courts’
reluctance to move away from liberal conceptions of contracts among equals.
Romania is an outstanding example in this respect, together with Poland, but also the
Netherlands, when it comes to difficulties to apply the UCTD to mortgage credit.
Moreover, there will always be a certain degree of normative dispersion surrounding
mortgage credit, given that the body of rules governing the financial system follows
its own agenda. An example of this can be found in the NPLD: while endeavouring to
not curtail consumer protection, it has a completely different goal, related to financial
stability. Thus, this kind of regulation is not designed to, and probably never will,
solve problems arising in some jurisdictions from mortgage credit assignment,
whether performing or non- performing, to both EU- and non-EU companies (see the
case of Romania, as well as the considerations made in the chapter dedicated to
Greece). And there are still other aspects to be dealt with, such as the ‘silent
assignments’ to unspecified individuals by means of online platforms, as described in
the chapter on Lithuania, or the fact that perhaps credit intermediaries, as well as
brokers, should be subject to stricter regulations, as stated in the chapter on Poland
and discussed from the Czech perspective as well. The different focus of various pieces
of EU legislation mirrors the fact that immovables (including homes) are both
consumer goods and investments.

The second aspect that appears in different chapters of this volume and that is worthy
of attention is that consumers, regardless of the letter of the law and how strict this
may be, experience problems when it comes to remedy a situation created by lenders’
bad practices, or even by straightforward infringements of the law. The absence of
effective means of enforcement of consumer protection rules, the costs, time and stress
involved in litigation, for modest or large amounts, is a pressing problem in most
jurisdictions. In some, the supervisor or other bodies may be slowly acquiring
awareness of the need to address mortgage loan problems suffered by consumers, but
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they are not always backed by the courts, or these may not be accessible from a
realistic point of view. This suggests that out-of-court solutions are required, and that
perhaps, as well as access to financial advice, consumers need to have the possibility
of obtaining agile and mandatory responses prior to embarking on an uncertain
journey within the judicial system. It would be important to ensure that, if the issue
needs to be resolved by the courts, the initiative corresponds to the lender, instead of
leaving it to the weak party, who lacks the means, the knowledge and the energy to
sue a big corporation.
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I Introduction

Directive 2014/17 of 4 February 2014 on consumer credit agreements for residential
immovable property (MCD) needs to be revised in compliance with Art. 44 to
continue to ensure an efficient and competitive internal market with a high and
equivalent level of consumer protection.! Some of these reforms require taking into
account new players and techniques in the credit granting process.? FinTech
companies base their business on artificial intelligence,® but the digitalisation of
financial services also affects traditional banking, even if it is still a long way from

* The research leading to these results falls within the scope of Project PID2021-127197NB-100, funded
by MICIU/AEI/ 10.13039/501100011033 and by ERDEF/EU, and 2021 SGR 00347, funded by the
Generalitat de Catalunya.

! See Directorate General for Financial Stability, Financial Services and Capital Markets Union
(European Commission), Risk & Policy Analysts (RPA), ‘Report on the Evaluation of the Mortgage
Credit Directive’ (Luxembourg, Publications Office of the European Union), November 2020. Available
at: https://data.europa.eu/doi/10.2874/41965https://op.europa.eu/en/publication-detail/-
/publication/e4aldb26-2f94-11eb-b27b-01aa75ed71al. There is another document still in progress and
not publicly available prepared by ICF (‘Study on impacts of a possible revision of the Mortgage Credit
Directive. Interim Report’, October 2022).

2 See Organisation for Economic Cooperation and Development (OECD) (2021).

3 For the definition, see Art. 3.1 of Regulation (EU) 2024/1689 of the European Parliament and of the
Council of 13 June 2024 laying down harmonised rules on artificial intelligence (AI Act) (O] 12 July
2024), according to which artificial intelligence is a machine-based system that is designed to operate
with varying levels of autonomy and can exhibit post-deployment adaptability and which, for explicit
or implicit goals, infers from the input information it receives how to generate output results, such as
predictions, content, recommendations and decisions, which can influence physical and virtual
environments.
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completely replacing humans with digital assistants. In any event, part of the housing
credit process is already digitalised, if not fully automated, particularly in terms of
online advertising and information, due to credit scoring companies that profile
consumers and assess their creditworthiness.* The use of artificial intelligence
presents challenges that legislators will have to consider when reforming the MCD.
To begin with, the entry into the market of price comparison platforms raises the
question of whether they fall within the definition of credit intermediary provided in
Art. 4(5) MCD. Moreover, the fact that these platforms are used to compare offers
from different lenders illustrates the obsolescence of a system which is no longer
either convenient or practical and consists of compiling European Standardised
Information Sheets (ESIS) on paper or digital mediums so that offers can be
compared.> On a further point, it is important to note that lenders are increasingly
using artificial intelligence to assess consumer creditworthiness, which requires
special care so that consumers’ fundamental rights are not infringed and, furthermore,
to prevent the use of non-conventional data sources from resulting in the exclusion
of certain individuals or groups from credit.® At this point, the confluence of the
Regulation (EU) 2016/679 of 27 April 2016 on the protection of natural persons with
regard to the processing of personal data (GDPR)” and the AI Act may complicate
matters when it is not clear which regulation acts as a special law and one or the other
overlaps with the MCD.

The analysis of Directive 2023/2225 of 18 October 2023 on consumer credit
agreements (CCD 2023)3 leads to discussing whether the solutions it provides for some
of the controversial issues are the most advisable, and whether, for that matter, it
would be wise to improve the regulation in the future MCD.

Loans among individuals and crowdfunding are not yet forms of housing finance. CCD
2023 excludes peer-to-peer lending (crowdfunding credit service) for the time being,’

4 As set out in Recital 71 GDPR, creditworthiness assessments via automated processing include
profiling (Art. 4(4) GDPR). See Article 29 Data Protection Working Party (2018).

> Gsell (2022) 138.

¢ Ferretti (2018); Aggarwal (2021).

7OJ L of 4 May 2016.

8 OJ L of 30 October 2023

° They were excluded on the initiative of the Council of the European Union. Doc. 9433/1/22 REV 1.
Brussels, 7 June 2022, III. 10 a): [...] delegations expressed concerns about the inclusion of direct
crowdfunding credit services between private individuals in an act relating to consumer protection

(which covers B2C relations). The Presidency proposes that this type of credit be taken into account in
a separate act and therefore deletes all references to it. As a reminder, crowdfunding credit platforms
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and the Crowdfunding Regulation does not cover consumer credit agreements
either.!” For all these reasons, it is sensible to expect that they should be governed
under a separate regulation, and in any event, one that is different from the reform of
MCD,!" and so this issue will not be dealt with here.

IT Credit Intermediaries and Comparison Platforms

Under Art. 4(5) MCD, credit intermediaries do not act as lenders, nor are they
notaries, nor do they simply bring consumers directly or indirectly into contact with
lenders or credit intermediaries.!? Acting as intermediaries entails their intervention
in the presentation, the offer, the preparations or the concluding of credit agreements
(Art. 4(5)(a)(b) and (c) MCD).

Recital 74 MCD could imply that advertising a particular lender or product is also
inherent to the work of intermediaries:

‘Persons who merely introduce or refer a consumer to a creditor or credit
intermediary on an incidental basis in the course of their professional activity,
for instance by indicating the existence of a particular creditor or credit
intermediary to the consumer or a type of product with this particular creditor
or credit intermediary to the consumer without further advertising or
engaging in the presentation, offering, preparatory work or conclusion of the
credit agreement, should not be regarded as credit intermediaries for the
purposes of this Directive.’

However, what counts in the work of intermediaries is finding and negotiating the
most advantageous mortgage loans for consumers. It would therefore make sense for
qualifying as a credit intermediary to require another activity in addition to merely
advertising or providing general information about one or more lenders.!

There is currently a proliferation of mortgage comparison platforms, which do not
charge borrowers for their services but do levy fees on banks (between 1% and 2% of

are already covered by the Directive in cases where they act as creditors or as credit intermediaries.’
On future plans, see Art. 46(2) CCD 2023.

10 See Art. 1(2)(a) Regulation (EU) 2020/1503 of the European Parliament and of the Council of 7
October 2020 on European crowdfunding service providers for business, and amending Regulation
(EU) 2017/1129 and Directive (EU) 2019/1937 (O] L 347 of 20 October 2020).

11 Opinion of the EBA (2022) 4, no. 21.

12 The definition is identical to that provided for in Art. 3(12) CCD 2023. See Recital 27 CCD 2023.
Previously, Art. 3(f) CCD 2008.

13 De Muynck & Bruloot (2017) 12.
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the amount of the loan),!* but they sometimes intervene in setting the interest rate to
be paid by the customer by offering advantages to certain banks.!> Many fall within
the definition of online platforms and search engines in the Digital Services Act!® (Art.
3(2)(1) and (j) DSA). They constitute examples of intermediary services (Art. 2(2)) that
the DSA subjects to different requirements and conditions in providing the service.!”
The fact that intermediaries automatically index the information stored, have a search
function and/or recommend information on the basis of the profiles or preferences of
the service recipients does not affect their classification as intermediaries in
accordance with the DSA definition, and therefore no one would argue that these
platforms should not be deemed to provide intermediary services when they inform
consumers of the best mortgage offers on the basis of their profiles. Nowadays
platforms do not limit themselves to simply matching consumers and lenders and
almost all provide search and information functions so that consumers can choose
from among a range of offers, which the platforms promote according to lenders’
terms and conditions.

However, their functions as intermediaries under the umbrella of the DSA simply
consists of directly or indirectly putting consumers in contact with creditors, a notion
that does not match the concept of intermediation as described in the first part of Art.
4(5) MCD. In fact, to qualify as intermediaries, platforms are also required to provide
or facilitate credit agreements with consumers. In order to qualify as an intermediary
under the MCD, it is therefore not sufficient to point out the existence of one or more
particular loans or to influence the order of the offers if, moreover, no personalised
information is provided or consumers are not permitted to conclude contracts through
the platform itself or by other means. Similarly, Art. 2(1) of Directive (EU) 2016/97,
of 20 January 2016 on insurance distribution,’® points out that an insurance
intermediary activity includes:

‘the provision of information concerning one or more insurance contracts in
accordance with criteria selected by customers through a website or other
media and the compilation of an insurance product ranking list, including price
and product comparison, or a discount on the price of an insurance contract,
when the customer is able to directly or indirectly conclude an insurance
contract using a website or other media’.

14 Lépez Herrero & Mariscal de Gante Burguete (2024).
15 Gsell (2022) 139.

16 Regulation (EU) 2022/2065 of 19 October 2022 on a Single Market for Digital Services and amending
Directive 2000/31/EC (Digital Services Act, DSA) (O] L 277 of 27 October 2022).

17 On this issue, Arroyo Amayuelas (2024a).

18 OJ L 26 of 2 February 2016
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Of course, should intermediaries intervene more actively in the mortgage contracting
process, which implies that they influence the obtaining of contracts, this would
count as the work of an intermediary, as they would therefore be acting more as digital
assistants; for example, if intermediaries obtain mortgage loans that present certain
difficulties (e.g. for purposes other than the purchase of a primary residence or for a
high loan-to-value ratio).!* However, the extra services provided by many platforms,
such as loan repayment simulators and monthly offers listings compiled by experts,
do not amount to participating in the submitting, providing, preparing or concluding
of credit contracts.

It is therefore necessary to look specifically at each platform’s services in order to
decide which of them match some or all of the activities described in Art. 4(5) MCD.?
This is why, despite the fact that credit intermediaries have to be registered (Art.
15(1)(b), Art. 29(4) MCD), not all mortgage comparison platforms are registered as
credit intermediaries, a fact which can certainly be justified by the differences in their
functions.”

The exact classification of comparison platforms, which sometimes also serve as robo-
advisors, is a contentious issue in view of what appears to be a range of solutions in
the EU, which will require further clarification in a future reform of MCD.?2 It would
therefore be useful to specify in the future MCD that platforms that gives discounts,
help consumers to fill in applications with a view to entering into contracts that can
be concluded through the platform or otherwise, or assess the suitability for
consumers of contracts offered via lenders’ websites, are deemed to be credit
intermediaries.”? These functions are already partially performed by automated
managers and advisors in areas such as investment.?

19 These examples appear in Lopez Herrero & Mariscal de Gante Burguete (2024) and are used by the
authors to show what is generally not done by platforms that merely connect lenders and consumers,
but which the authors classify as intermediaries.

20 Directorate General for Financial Stability, Financial Services and Capital Markets Union (European
Commission) & RPA (2020) 108.

2 Cf. HelpMyCash and Hipoo on one hand and Rastreator on the other (in Spain). For an appraisal of
credit intermediaries, see https:/futurfinances.com/broker/comparador/. For a different perspective in
Belgium, see ]. Vannerom in the corresponding chapter of this book.

22 Report from the Commission to the European Parliament and the Council on the review of Directive
2014/17/EU of the European Parliament and of the Council on credit agreements for consumers relating
to residential immovable property, Brussels 11.5.2021, COM (2021) 229 final, 10 and 12.

2 De Muynck & Bruloot (2017) 12; ICF (2022) 53-55.

24 On this issue, Rodriguez de las Heras Ballell (2019) 1241-1251; Gurrea-Martinez & Wan (2023) 178-
197.
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IIT Advertising and Information about Credit

Digitalisation and the growth of artificial intelligence facilitate the use of different
communication channels, including smartphones, apps and social media. This
requires adopting measures to standardise the presentation of advertising and pre-
contractual information on different media and devices, as was done in the reform
introduced by the CCD 2023 and Directive (EU) 2023/2673 on distance financial
services.” Basic information thus needs to be selected and adapted to the chosen
medium so that what is considered essential can be viewed effortlessly (e.g. without
having to scroll up or down the screen or click on a button). The CCD 2023 rule on
advertising thus considers minimum essential information to include details of
interest rates and charges, the Annual Percentage Rate of Charge (APRC), the total
amount and duration of credit, extendable in the case of credit in the form of deferred
payment for goods or services, the cash price and the amount of any advance
payments, the total amount due and the amount of regular instalments if the medium
used (website pop-ups/banners, social networks) so permits: the fact that these all
have specific features (length of message, transmission times, etc.) demands different
approaches.?

The CCD 2023 continues to rely on standardised pre-contractual information forms
to aid understanding and comparing offers; these are now restricted to a maximum of
two pages and the way in which the compulsory information should be organised is
specified; that is, essential information must appear on the first page and other
important details at the top of the two pages.?” Without abandoning the ESIS format,
this layering of information and its adaptation to the mediums has also been suggested
in relation to the reform of the MCD.?® However, the increasingly widespread use of

% On the forms in which the information is presented, see Recitals 30-33 and Art. 16a (7) Directive
(EU) 2023/2673, of 22 November 2023, amending Directive 2011/83/EU as regards financial services
contracts concluded at a distance and repealing Directive 2002/65/EC (O] L of 28 November 2023).
Banks insist on the need to reduce the essential information provided to consumers and to adapt it to
the digital environment. Hence, European Savings and Retail Banking Group (ESBG), ‘European
Commission public consultation on the Review of the Mortgage Credit Directive’, February 2022, 6-7,
16, 19; German Banking Industry Committee, ‘Comments Review of the Mortgage Credit Directive by
the European Commission - Public consultation and call for evidence’, 28 February 2022, 6. Available
at: https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-
review-of-EU-rules/feedback en?p id=27490933

26 Art. 8.3 CCD 2023. Regarding the reform of the MCD, see European Mortgage Federation-European
Covered Bond Council (EMF-ECBC) Response to the EC Public Consultation on the Review of
Mortgage Credit Directive’, 24 February 2022, 23 (own pagination). Available at:
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-
review-of-EU-rules/feedback en?p id=27490933

¥ For an overview, Arroyo Amayuelas (2024b) 8-9, 22; Cherednychenko (2024) 247-248; Artz (2024)
1067.

49


https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933

mortgage comparison platforms not only underlines the need to ensure that
consumers who are interested in obtaining credit can be certain that platforms will
act neutrally and independently — an issue that is regulated in other legislation® - but
also, for current purposes, is evidence of the unquestionable fact that all platforms
present the information that they wish to highlight in different ways. It would
therefore make sense for the European legislator to enable the information currently
provided through the ESIS to be made available in digital form and as an alternative
to paper or durable mediums to create a standard offer comparison tool for consumers,
as provided for in Directive 2014/92/EU on payment accounts.?* These comparison
platforms or websites should cover as many offers as possible, include a significant
part of the market and provide reliable, impartial and transparent information (Recital
22). These websites must give their owners’ details and clear and objective criteria on
which comparisons are based (Art. 7(2) and Recital 23). The independent comparison
website model means that information can be standardised and only essential details
given, while allowing providers the flexibility to supply further elements of
comparison.! The objections that have been raised, such as the claim that the
information they provide does not necessarily help consumers to understand or weigh
up the different factors involved in taking out a mortgage or choosing between fixed
and variable rate mortgages are untenable, firstly because they are not specific to the
information provided by the platforms, and secondly because legislators can reverse

2 EBA (2022) 4, 5 no. 22, 23. In contrast, the International Union of Property Owners (IUPO),
‘Comments on the Mortgage Credit - Review of EU Rules Initiative’, 3-4, suggests being able to have
more confidence in lenders’ websites. Available at: https://ec.europa.eu/info/law/better-

regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-

rules/feedback en?p id=27490933. See also EMF-ECBC (2022) 6, 16 (own pagination).

2 Online search engines are obliged to disclose the relevant parameters used in rankings and their
weighting (Recital 20 and Art. 3(7) of the Omnibus Directive (EU) 2019/2161, amending Annex I
Directive 2005/29/EC concerning unfair business-to-consumer commercial practices in the internal
market and introducing a new Art. 11a). The same transparency is required in B2B contracts by
Regulation (EU) 2019/1150, 20 June 2019 (Recital 24-27, Art. 5). In addition, Art. 7(4)(a) Directive
2005/29 and Art. 6a(1)(a) Directive 2011/83/EU on consumer rights, as amended by Arts 3(4)(b) and
4(5) of the Omnibus Directive (EU) 2019/2161. Idem, Art. 27(2)(a) and (b) Regulation (EU) 2022/2065
of 19 October 2022 on a Single Market for Digital Services and amending Directive 2000/31/EC (Digital
Services Act). Access gatekeepers also have transparency obligations (Recital 45, 52, 58, 72, Art. 6(8)-
(10), 15 DMA) without prejudice to due regard for the protection of trade secrets.

30 Directive 2014/92/EU of 23 July 2014, on the comparability of fees related to payment accounts,
payment account switching and access to payment accounts with basic features (O] L 257 of 28 August
2014). The idea and its development is in Gsell (2022) 137 ff. See Directorate-General for Financial
Stability, Financial Services and Capital Markets Union (European Commission) & RPA (2020) 99: ‘In
some countries at least, consumers appear to prefer using comparison websites, rather than the ESIS,
to compare offers from different lenders and some stakeholders suggested that the ESIS should have
greater portability into comparison website processes.” See also, EMF-ECBC (2022) 17.

31 Gsell (2022) 141-142. See also, Recital 23 and Arts 4 and 7 Directive (EU) 2024/1799 of the European

Parliament and of the Council of 13 June 2024 on common rules promoting the repair of goods (O] L
2024/1799 of 10 July 2024).
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this situation by stipulating exactly what information is required and how it is
presented.3?

IV Assessing Creditworthiness Using Automated Data Processing (ADP)
1 Creditworthiness

The provisions on creditworthiness in European credit directives are of the utmost
importance because they are the main means of establishing whether consumers
qualify for the loan or credit that they apply for and within what limits. The aim is to
prevent the irresponsible granting of credit, both in the interests of lenders (avoiding
losses in the event of non-payment) and consumers (ensuring affordable credit),®
although the CCD 2023 underlines the latter (Recital 54 and Art. 18(1) CCD 2023),
with the aim of preventing lenders from basing their business on the risk of consumer
default (e.g. in the form of high interest rates for those with higher risk profiles).3
Art. 18 MCD stipulates that lenders must perform thorough assessments of consumers’
creditworthiness before concluding credit agreements - and also when significantly
increasing the amount or limit of the credit - and for this they must take due account
of the factors that make it possible to verify consumers’ prospects of meeting their
obligations. Art. 20(1) MCD adds that this assessment is to be carried out on the basis
of necessary, sufficient and proportionate information on consumers’ income and
expenditure and other financial and economic circumstances; Art. 20(3) MCD also
states that when consumers are required to give information, it must be proportionate
and limited to what is necessary to carry out proper creditworthiness assessments.*
Art. 18 CCD 2023 takes the same approach. Both directives emphasise that only
financial and economic data concerning expenditure and income levels can be
considered in assessing creditworthiness, although Art. 18(1) CCD 2023 now adds that
this must be related to the type of credit, its duration and the amount (cf. Art. 18(6)
CCD and Art. 18(5)(a) MCD).

32 Directorate General for Financial Stability, Financial Services and Capital Markets Union (European
Commission) & RPA (2020) 107-108.

33 Aggarwal (2021) 48.

34 For the distinction between ‘lender-focused’ and ‘borrower-focused’ tests, see Cherednychenko
(2024) 252. According to the ECJ 27 March 2014, LCL Le Crédit Lyonnais SA, C-565/12, EU:C:2014:190,
in Art. 8 DCC 2008, creditworthiness assessments sought to protect consumers. The same point of view
is now set down in Art. 18(1) CCD 2023. See Artz (2024) 1067. In the MCD, see Recital 55 and Art.
18(3).

% For further analysis, Arroyo Amayuelas (2023); Arroyo Amayuelas (2024c).
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2 Structured, Unstructured and Prohibited Data

It is clear that in order to assess creditworthiness it should be possible to consult
databases (positive and negative) containing information in the traditional credit
sector, but it should also be possible to consult data from different sectors of the
economy; that is, non-bank lenders and telecommunications and utility providers.*
Nonetheless, banks have vast databases on their customers’ daily consumption
patterns (gas, electricity, telecommunication bills). The proposed Regulation on
payment services adopts and extends the regulation of the open banking model, which
enables financial institutions to share information on payment accounts with other
operators in the system.?” Admittedly, the Regulation does not extend this data mining
to creditworthiness assessment, but the idea can be used to verify information
provided by consumers with their consent.3® The credit directives allow such
economic data to be used for this purpose, expressly authorising assessments to take
into account consumers’ regular outgoings, debts and financial and economic
circumstances in general (Recital 55, Art. 20(1) MCD; Art. 18(3) CCD 2023), although
none of them specifies the exact data in question.

What CCD 2023 does prohibit (Arts 18(3), 19(5) CCD 2023) is determining
creditworthiness by harvesting other types of unstructured data from social networks,
which have historically been beyond the reach of computer processing capabilities
but which can be used by machine learning: images, video and audio collected from
social media, digital footprints left by search engine queries and online browsing
activities (post 'likes', clicks and viewing time).

The future MCD should stipulate the type of data recommended for use in
creditworthiness assessments, rather than having to supplement the standard with the
29 May 2020 EBA Guide on lending and loan monitoring, which provides guidelines
on categories of data that show income or other sources of repayment and further
information on financial assets and liabilities or additional financial commitments.%
A failure to supply these data can be interpreted to indicate that a consumer chooses
not to provide the information or verification necessary for an assessment of
creditworthiness, which could result in credit being refused (Arts 18(4), 20(4) MCD).

36 See Mas Badia (2021); also, Perel & Plato-Shinar (2023) 160 ff.

37 See Chapter 3 of the Proposal for a Regulation on Payment Services in the Internal Market,
COM(2023) 367 final, Brussels, 28 June 2023. Currently, see Chapter 2 of Directive (EU) 2015/2366 of
25 November 2015 on payment services (OJ L 337 of 23 December 2015).

38 On this point, Pascual Huerta (2021) 630-631. On the other hand, warning of the risks of using open
banking because it entails loss of consumers’ control over their data and increases the asymmetry
between consumers and banks, Bednarz & Przhedetsky (2023) 85-86.

39 See EBA (2020) 71-72. Criticism relating to the CCD 2023 Proposal can be found in EDPS (2021) 7,
no. 18.
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On the other hand, the credit directives view obtaining such expenses and economic
circumstances as a legal duty, which may indicate that consumer consent is not
required for processing them (Art. 6(1)(c) GDPR) and that a legitimate interest would
be sufficient for processing it (Art. 6(1)(f) GDPR). Given that the GDPR contains no
specific regulation or safeguards for credit information systems, it would be helpful if
the new MCD stipulated exactly what unstructured data can be used and how they
can be accessed, as it is clear that individuals’ spending levels and types of consumer
spending can affect their privacy. Of course, it is also necessary to establish what other
data may not be used, as provided for in CCD 2023, on the understanding that this
prohibition should not be limited to data obtained from social networks but should
include search engine query data and online browsing activities. Explicitly extending
the ban on the use of unstructured data that provides no direct information on
consumers’ incomes and expenditure levels to marketing activities would also be
desirable in order to prevent vulnerable consumers from being offered high-cost
products (cf. Art. 13 CCD 2023).4

Prohibiting the use of specially protected data to assess applicants’ creditworthiness
(Recital 55, Arts 18(3), 19(5) CCD 2023) derives directly from Art. 9(1) GDPR. In
particular, health data cannot be included in the information considered by the
lender. Health could directly affect expected income during the term of the contract,
but only this circumstance should be considered (Art. 18(1) CCD 2023; Art. 18(1)
MCD) and not the cause affecting health and for which more or less income is
received. In any case, consumer or mortgage credit will certainly not be granted unless
a corresponding insurance policy is taken out (Art. 12(4) MCD, Art. 14(3) CCD 2023).
Art. 14(4) CCD 2023 provides for (limited) measures to prevent very high premiums
in insurance contracts in order to provide consumers who have overcome a cancer
with equal access to insurance related to credit agreements (see Recital 48).4

3 Consumer Rights and Automated Credit Ratings

CCD 2023 includes numerous references to data protection (Recitals 30, 46, 55-57;
Art. 13(2), Art. 18(2) and (3), Art. 19(2), (5) and (7)) and this is of crucial importance
in view of the widespread use of artificial intelligence systems for assessing
creditworthiness, which are given legal status and classified as high-risk systems in
the Artificial Intelligence Act (Art. 6.2, Annex III Art. 5(2)(b) Al Act). Even if the
final decision ultimately adopted involves human assessment, and therefore may not
be based exclusively on the results derived from the use of artificial intelligence, the

40 Article 29 Data Protection Working Party (2018) 22. This is not the case in Denmark, according to
Hohnen, Ulfstjerne & Sosnowski Krabbe (2021) 42, who also point out that ‘most banks have even been
reluctant to include such data, because they fear adverse customer responses’. Cf. Art. 26.3 DSA.

41 There is a thorough analysis in Torrelles Torrea (2024). For a succinct comparative law perspective,
see Faccioli (2024).
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profiling inherent in credit scoring systems is always considered a high-risk activity
(Art. 6(3) in fine, Annexe III, Art. 5(b) Al Act).

Pursuant to Art. 22(1) GDPR, individuals have the right not to be subject to decisions
based solely on automated processing, including profiling, which produces legal
effects on them or significantly affects them in a similar way. However, both CCD
2023 (Art. 18(8)) and the Al Act (Art. 86(1)) recognise and allow credit scoring, which
enables the exception in Art. 22(2)(b) GDPR to be considered applicable if the
decision affecting the data subject is taken exclusively and/or mainly by automated
means. Should this be the case, consumers have rights under Art. 15(1)(h) and Art.
22(3) GDPR (to obtain adequate explanations, express their points of view and object
to the decision). Both CCD 2023 and the AI Act contain a new feature, which is that
the mere use of automated data processing entitles consumers to these rights. In
particular, CCD 2023 enables consumers to obtain explanations, review
creditworthiness decisions and object to negative decisions without also having to
prove the evidence of harm (Art. 18(8)(a)-(c) CCD 2023; cf. Art. 86(1) and (3) Al Act).

With regard to the right to obtain a clear and intelligible explanation of their
creditworthiness assessments and the functioning of the automated processing used,
as well as to be informed of the logic and risks involved in the algorithm (Art. 18(8)(a)
CCD 2023), it is unclear whether, beyond consistency with Arts 13(1)(f), 14(1)(h),
15(1)(h) GDPR,*? the scope given to consumer rights in the CCD 2023 should be the
same as that in the GDPR —in which this scope is not clear anyway. If these provisions
are deemed to provide only general explanations, then it is a question of providing
functional explanations on a system’s logic (types of data, decision tree categories), its
purpose or meaning (e.g. performing a credit rating) and its consequences (assessing
creditworthiness to determine whether and under what conditions the credit applied
for can be given), in which case the information that should be provided is necessarily
limited.* If, on the other hand, consumers’ rights in credit agreements are ‘without
prejudice’ to the GDPR provisions (Recitals 30, 56), then the CCD 2023 can be said to
go further than this rule. The latter interpretation should surely prevail, especially if
it is considered that Art. 22 GDPR does not provide for consumers’ rights to obtain
adequate explanations after the fact that enable them to understand how certain
automated decisions were reached. Moreover, unlike Art. 15(1)(h) GDPR, Art.
18(8)(a) CCD 2023 requires much more than merely ‘meaningful’ information about
the logic applied by the algorithm.* According to this interpretation, considering a
scoring company’s commercial interests should never result in a refusal to disclose the

42 Highlighting the concordance, Marin Lépez (2024) 6.

4 See Wachter, Mittelstadt & Floridi (2017) 78, 82-84; against, Selbst & Powles (2017) 233-242. Noting
the deficient transposition of Art. 15(1)(h) GDPR in member states, see Custers & Heijne (2022) 9 ff.
especially 13-14, 16.

44 Spindler (2021) 259. But see Recital 56 CCD 2023.
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factors considered in the decision-making process and their respective weight, as
much of the literature argues.

In particular, the new MCD should make provision for explaining the logic of
algorithms, including the right to know the weighting of the different categories of
data used. This precise suggestion was put forward by the European Parliament with
regard to the Consumer Credit Directive proposal, although without success.*
However, other European rules point in this direction by requiring that actual data
on the importance of the ranking parameters used is supplied, while also accepting
that neither online intermediation service providers nor search engine providers can
be required to disclose algorithms.# Contrary to the Advocate General’s suggestion,
the EC] C- 634/21, Schufa, 7 December 2023 does not specifically assess this point,
but makes it clear that whoever is responsible for the automated decision must put in
place the necessary mechanisms to protect data subjects, and this, if interpreted
correctly, indicates that it is no longer possible to hide behind the trade secrets of
algorithms, much less so in view of the broad rights to human intervention that the
CCD 2023 grants vis-a-vis lenders. Advocate General De La Tour has recently
underlined that individuals have the right to know how automated decisions are made
and considers it necessary to provide a concise, accessible, easy-to-understand,
comprehensive and contextualised information of the methods used, the criteria
considered and the weighting of the data used.® Therefore, the future MCD could
provide clarity on this issue by emphasising transparency in automated decision-
making processes involving creditworthiness assessment.

If it also turns out that, in accordance with the recent interpretation of Art. 22(1)
GDPR by the EC] C 634/21, Schufa, 7 December 2023, the decision to refuse credit

# Suffice it to point out, with regard to the GDPR, Article 29 Data Protection Working Party (2018)
27; Sancho (2020) 153. In the consumer credit context, Rott (2019) 92. In favour of leaving it to the
national judge to balance the interests at hand, Opinion of Advocate General De la Tour delivered on
12 September 2023, Dun & Bradstreet Austria, C-203/22, ECLI:EU:C:2024:745, paras 94, 96.

46 T Report on the Proposal for a consumer credit directive. Committee on the Internal Market and
Consumer Protection. Rapporteur: Katetina Konecka, 25.08.2022 (PE696.560v03-00). Amendment 148
(Article 18 — paragraph 6 — point b): ‘(ii) the categories of data processed as part of the assessment and
the weighting of each category in the decision’.

47 See Recital 27 and Art. 5(5) and (6) Regulation (EU) 2019/1150; Recitals 22-23 of Directive (UE)
2019/2161. Further references in fn. 28.

48 Opinion of Advocate General Pikamie delivered on 16 March 2023, ECLI:EU:C:2023:220, para 58.
See ECJ Schufa, C-634/21, ECLLI:EU:C:2023:220, paras. 57-58. For a commentary on the judgment, see
Arroyo Amayuelas (2024d).

4 Opinion of Advocate General De la Tour delivered on 12 September 2023, Dun & Bradstreet
Austria, C-203/22, ECLI:EU:C:2024:745, paras 62 ff, esp. paras 74, 76, 96.
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must be understood to have already been taken when lenders heavily rely on the
credit scoring companies’ reports, it would be interesting if MCD clarified that lenders
must be able to obtain the same information from scoring companies that they
(lenders) have the duty to supply to the data subjects (consumers) affected by their
decisions.

V Conclusions

Mortgage offer comparison websites are not yet in common use in all member states,
but their use is growing.>® Art. 4(5) MCD does not make it clear whether these
platforms, which sometimes also act as robo-advisors, are actually credit
intermediaries and subject to the same conditions and obligations established there.
The concept of intermediary should be adapted to current digital reality and indicate
the parameters that mean that platforms can be understood to act as intermediaries.
These could include giving discounts, helping consumers to completing applications
with a view to concluding agreements and providing personalised information to
assess the suitability of contracts for consumers, for example.

CCD 2023 was based on MCD and did not wish to depart from the consumer
protection model based on the broad imposition of duties of information on lenders,
despite the well-known limitations.”® According to Art. 10(2) CCD 2023, pre-
agreement information must be on paper or a durable medium, ensuring the
comparability of different offers. The definition of durable medium includes paper
(Art. 3(11) CCD 2023) and consumers can decide whether they wish to receive
information in this form. The provision is respecting the needs of certain vulnerable
consumers who are not very familiar with digitalisation, but it is surprising that,
despite the trouble taken by legislators to ensure that information is adapted to the
digital medium through which it is provided, there is no provision for a standard offer
comparison tool, as there is in other European directives.

Digitalisation has ushered in new players, new products and new ways of marketing
them, and the development of artificial intelligence and big data has brought about
the exploitation of wunconventional data in profiling for marketing and
creditworthiness assessment purposes. Data protection is consequently part of
consumer protection and it is not plausible that MCD should fail to reflect this
complementary aspect. However, where consumers’ rights vis-a-vis lenders are
granted without prejudice to Regulation (EU) 2016/679, the scope of those rights
should be clear in the new MCD.

%0 Directorate General for Financial Stability, Financial Services and Capital Markets Union (European
Commission) & RPA (2020) 99.

L Cf. Arts 9-10 CCD 2023 and Arts 13-14 MCD.

56



Bibliography

N. Aggarwal, ‘The Norms of Algorithmic Credit Scoring’, (2021) 80 Cambridge Law
Journal 42-73

E. Arroyo Amayuelas, ‘Creditworthiness Assessment in Mortgage Credit’ in G. M.
Lentner et al. (eds.), Kernfragen des Furopaischen Wirtschaftsrechts zwischen Recht,
Okonomie und Theorie (Munich 2023, Beck) 111-124

E. Arroyo Amayuelas, ‘Comments to Arts 4-8 DSA’ in R. Schulze et al. (eds.), EU
Digital Law (Baden-Baden 2024, Nomos-Beck-Hart) (forthcoming) (cit. 2024a)

E. Arroyo Amayuelas, “The Third Directive on Consumer Credit’ (2024) 1 European
Review of Contract Law 1-24 (cit. 2024b)

E. Arroyo Amayuelas, ‘Responsible Lending’ in S. Grundmann ez a/. (eds.), European
Contract Law in the Banking and Financial Union (Cambridge 2024, Intersentia) 137-
165 (cit. 2024c)

E. Arroyo Amayuelas, ‘El scoring de Schufa’ (2024) 3 InDret (cit. 2024d)

Article 29 Data Protection Working Party, Guidelines on Automated Individual
Decision-making and Profiling for the Purposes of Regulation 2016/679 (adopted on
3 October 2017, last revised and adopted on 6 February 2018), WP251rev.01

M. Artz, ‘Die Novellierung des europdischen Verbraucherkreditrechts’ (2024) Neue
Juristische Wochenschrift 1065-1068

Z. Bednarz, Zofia & L. Przhedetsky, ‘Al Opacity in the Financial Industry and How to
Break It’ in Z. Bednarz et al (eds.), Money, Power and Al. Automated Banks and
Automated States (Cambridge 2023, Cambridge University Press) 70-92

O. Cherednychenko ‘On the Bumpy Road to Responsible Lending in the Digital
Marketplace: The New EU Consumer Credit Directive’ (2024/47) Journal of Consumer
Policy 214-270. Available at: https:/link.springer.com/article/10.1007/s10603-024-
09564-z

B. Custers & A. Heijne, ‘The Right of Access in Automated Decision-making: The
Scope of Article 15(1)(h) GDPR in Theory and Practice’ (20222/46) Computer Law &
Security Review 1-17. Available at:
https://www.sciencedirect.com/science/article/pii/S026736492200070X

57


https://link.springer.com/article/10.1007/s10603-024-09564-z
https://link.springer.com/article/10.1007/s10603-024-09564-z
https://www.sciencedirect.com/science/article/pii/S026736492200070X

M. De Muynck & D. Bruloot, ‘Credit Intermediation under the 2014 European
Mortgage Credit Directive: A Call for Targeted Rules on Intermediary Remuneration’
(2017) 13 European Review of Contract Law 1-37

Directorate General for Financial Stability, Financial Services and Capital Markets
Union (European Commission), Risk & Policy Analysts (RPA), ‘Report on the
Evaluation of the Mortgage Credit Directive’ (Luxembourg, Publications Office of the
European Union), November 2020. Available at: https://op.europa.eu/en/publication-
detail/-/publication/e4aldb26-2f94-11eb-b27b-01aa75ed71al

EBA, ‘Guidelines on Loan Origination and Monitoring’. Final Report. May, 2020

EBA, ‘Opinion on the European Commission request for technical advice on issues
related to the Mortgage Credit Directive’ (EBA/op/2022/07), 23 June 2022

EDPS, ‘Opinion 11/2021 on the Proposal for a Directive on consumer credits’, 26
August 2021. Avalaible at:  https://www.edps.europa.eu/system/files/2021-
08/opinion consumercredit-final en.pdf

EMF-ECBC, ‘Response to the EC Public Consultation on the Review of Mortgage
Credit Directive, 24 February 2022’ Available at:
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-
Mortgage-credit-review-of-EU-rules/feedback en?p id=27490933

ESBG, ‘European Commission public consultation on the Review of the Mortgage
Credit Directive’, February 2022. Available at : https://ec.europa.eu/info/law/better-

regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-
rules/feedback en?p id=27490933

M. Faccioli, ‘Il diritto all’oblio oncologico nellal. n. 193/2023: 1a via italiana alla tutela
giuridica dei cancer survivors’ (2024/1) BioLaw Journal - Rivista di BioDiritto.
Available at:
https://www.biodiritto.org/ocmultibinary/download/4471/52286/1/312681503970ae
90899399602a5398f6/file/19+Faccioli+online+First.pdf

F. Ferretti, ‘Consumer access to capital in the age of FinTech and big data: The limits
of EU law’ (2018) 4 Maastricht Journal of Furopean and Comparative Law 476—499

German Banking Industry Committee, ‘Comments Review of the Mortgage Credit
Directive by the European Commission - Public consultation and call for evidence’,
28 February 2022. Available at : https://ec.europa.eu/info/law/better-regulation/have-

your-say/initiatives/13090-Mortgage-credit-review-of-EU-
rules/feedback en?p id=27490933

58


https://op.europa.eu/en/publication-detail/-/publication/e4a1db26-2f94-11eb-b27b-01aa75ed71a1
https://op.europa.eu/en/publication-detail/-/publication/e4a1db26-2f94-11eb-b27b-01aa75ed71a1
https://www.edps.europa.eu/system/files/2021-08/opinion_consumercredit-final_en.pdf
https://www.edps.europa.eu/system/files/2021-08/opinion_consumercredit-final_en.pdf
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://www.biodiritto.org/ocmultibinary/download/4471/52286/1/312681503970ae90899399602a5398f6/file/19+Faccioli+online+First.pdf
https://www.biodiritto.org/ocmultibinary/download/4471/52286/1/312681503970ae90899399602a5398f6/file/19+Faccioli+online+First.pdf
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933

B. Gsell, ‘Informationspflichten im europdischen Verbraucherrecht® (2022) 2
Zeitschrift fiir die gesamte Privatrechtswissenschaft 130-153

A. Gurrea-Martinez & W. Y. Wan, ‘The Promises and Perils of Robo-Advisers.
Changes and Regulatory Responses’ in N. Remolina et al. (eds), Artificial Intelligence
in Finance (Cheltenham/Northampton 2023, Edward Elgar) 178-197

P. Hohnen, M. A, Ulfstjerne & M. Sosnowski Krabbe, ‘Assessing Creditworthiness in
the Age of Big Data: A Comparative Study of Credit Score Systems in Denmark and
the US (2021) 5 Journal of Extreme Anthropology 29-55. Available at:
https://rucforsk.ruc.dk/ws/portalfiles/portal/86137331/teresak hohnen et al 29 55.

pdf

ICF, Study on impacts of a possible revision of the Mortgage Credit Directive. Interim
Report, Interim Report, submitted to DG FISMA on 14 October 2022 (unpublished)

IUPO, ‘Comments on the Mortgage Credit - Review of EU Rules Initiative’. Available

at: https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-
Mortgage-credit-review-of-EU-rules/feedback en?p id=27490933.

F. Lépez Herrero & J. Mariscal de Gante Burguete, ‘La figura del intermediario o
broker hipotecario: ;merece la pena contratar sus servicios? (2024) 114 £/ Notario del
siglo XXI. Available at: https://www.elnotario.es/opinion/opinion/12116-la-figura-

del-intermediario-o-broker-hipotecario-merece-la-pena-contratar-sus-servicios

M. J. Marin Lépez, ‘Tratamiento automatizado de datos en el credit scoring: la STJUE
de 7 de diciembre de 2023 y sus efectos en la Directiva de contratos de crédito al
consumo’  (2024)  Publicaciones Juridicas CESCO 1-8. Available at:
https://centrodeestudiosdeconsumo.com/images/Tratamiento automatizado de dato

s en el credit scoring.pdf

M. D. Mas Badia, Sistemas privados de informacion crediticia: nueva regulacion entre
la proteccion y el crédito responsable (Valencia 2021, Tirant lo Blanch)

OECDE (2021), ‘Artificial Intelligence, Machine Learning and Big Data in Finance:
Opportunities, Challenges, and Implications for Policy Makers’. Avalaible at:
https://www.oecd.org/finance/artificial-intelligence-machine-learning-big-data-in-

finance.htm
P. Pascual Huerta, ‘Evaluacidon de solvencia con datos alternativos’ in M. Cuena Casas,

et al. (dirs.), Perspectiva legal y economica del fenomeno FinTech (Madrid 2021,
Wolters Kluwer) 601-640

59


https://rucforsk.ruc.dk/ws/portalfiles/portal/86137331/teresak_hohnen_et_al_29_55.pdf
https://rucforsk.ruc.dk/ws/portalfiles/portal/86137331/teresak_hohnen_et_al_29_55.pdf
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/13090-Mortgage-credit-review-of-EU-rules/feedback_en?p_id=27490933
https://www.elnotario.es/opinion/opinion/12116-la-figura-del-intermediario-o-broker-hipotecario-merece-la-pena-contratar-sus-servicios
https://www.elnotario.es/opinion/opinion/12116-la-figura-del-intermediario-o-broker-hipotecario-merece-la-pena-contratar-sus-servicios
https://centrodeestudiosdeconsumo.com/images/Tratamiento_automatizado_de_datos_en_el_credit_scoring.pdf
https://centrodeestudiosdeconsumo.com/images/Tratamiento_automatizado_de_datos_en_el_credit_scoring.pdf
https://www.oecd.org/finance/artificial-intelligence-machine-learning-big-data-in-finance.htm
https://www.oecd.org/finance/artificial-intelligence-machine-learning-big-data-in-finance.htm

M. Perel & R. Plato-Shinar, ‘Al-based Consumer Credit in Underwriting. The Role of
a National Credit Database’ in N. Remolina, Nydia er al. (eds.), Artificial Intelligence
in Finance (Cheltenham /Northampton 2023, Edward Elgar) 151-176

T. Rodriguez de las Heras Ballell, ‘Robo-advisors y algoritmos de asesoramiento
financiero automatizado’ in M. Bauza Reilly (dir.), £/ derecho de las TIC en
Iberoamérica (Uruguay 2019, La Ley Uruguay) 1241-1251

P. Rott, ‘A Consumer Perspective on Algorithms’ in L. de Almeida et a/ (eds.), 7he
Transformation of Economic Law. Essays in Honour of Hans-W. Micklitz (Oxford
2019, Hart) 81-96

D. Sancho, ‘Automated Decision-Making under Article 22 GDPR. Towards a More
Substantial Regime for Solely Automated Decision-Making’ in M. Ebers et al. (eds.),
Algorithmics and Law (Cambridge 2020, Cambridge University Press) 136-156

A.D. Selbst & J. Powles, ‘Meaningful information and the right to Explanation’ (2017)
4 International Data Privacy Law 233-242

G. Spindler, ‘Algorithms, credit scoring, and the new proposals of the EU for an Al
Act and on a Consumer Credit Directive’ (2021) 3-4 Law and Financial Markets
Review 239-261

E. Torrelles Torrea, £/ Derecho al olvido oncoldgico (Barcelona 2024, Atelier)

S. Wachter, B. Mittelstadt, & L. Floridi, “‘Why a Right to Explanation of Automated
Decision-Making Does Not Exist in the General Data Protection Regulation’ (2017) 7

International Data Privacy Law, 76-99. Available at:
https://academic.oup.com/idpl/article/7/2/76/3860948

60


https://academic.oup.com/idpl/article/7/2/76/3860948

CHAPTER3
EQUITY RELEASE PRODUCTS AND THE SCOPE OF THE MCD
Pedro del Pozo Carrascosa
Universitat de Barcelona’

Index

I Introduction

IT General Legal Framework

III The Reverse Mortgage

1 Concept and Models

2 Purpose and Essential Elements

3 Nature of the Secured Obligation

4 Termination of the Reverse Mortgage Relationship

IV Life Annuities as Legal Structures to Monetise Immovable Property for Elderly
Care

1 Life Annuities /n Rem. The Catalan ‘Cens Vitalici’

2 Simple Life Annuities. The Catalan ‘Violari’

V Conclusion: the Need to Include Equity Release Products in the Scope of the
Directive, and the Other Ways Forward

Bibliography

I Introduction

In this chapter we analyse some cases in which a person's primary residence is used
as the economic basis for the legal configuration of mechanisms that will secure two
essential interests when this person approaches old age. The first interest is to have a
suitable home; the second one is to ensure sufficient income to maintain a standard of
living similar to that enjoyed up until then. The final purpose is to argue that such
legal structures should be included within the scope of the revised MCD and with the
implementation of stronger transparency rules.

A ‘suitable home’ will normally be the primary home, but this need not necessarily
be the case. It may be another property that, by whatever means, entitles that person
to have a stable residence for life; this is achieved by virtue of the economic and legal
basis of what was the primary residence, which, in one way or another, continues to
be the point of reference or support for the new legal situation created.

This is the case when the primary residence is sold to buy another one at a lower cost
(the so-called ‘downgrading’), so that this person’s residential needs are covered and

This research is a result of Project PID2021-127197NB-100, funded by MICIU/AEL/
10.13039/501100011033 and by ERDF/EU, as well as 2021 SGR 00347, funded by the Generalitat de
Catalunya.
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there is additional money available for other purposes. A similar situation occurs
when, instead of buying a new home, the person decides to rent it, or even when,
with the money obtained, the person covers the cost of a care home. It should be
noted that in these cases the elder person transfers ownership of what was the primary
residence and does not reserve any right that would allow continuing in its possession,
such as the right of usufruct.

An imaginative formula that has gained relevance in this area in recent years in the
Spanish Autonomous Community of Catalonia is that of maintaining the right of
ownership, but transferring possession of the home to a lender by creating a right of
antichresis over it, as a guarantee of the restitution of the loan received. The creditor
exploits this property by renting it out, and applies the income obtained to the
payment of the debt.! The owner and debtor thus receives amounts of money that
may be used to pay for a retirement home, for instance.?

However, in this context, the cases that awake greater interest from a legal point of
view are those based on equity release mechanisms, where the senior person
maintains a certain legal link with the primary residence, which acts as a basis or
security for the receipt of a periodic annuity, usually a life one, and which allows this
person, with one formula or another, to continue living in it. This can be legally
embodied in different ways, by means of structures that combine institutions focusing
fundamentally on the transfer or non-transfer of ownership of the dwelling, on its
encumbrance as a security and/or on the constitution of rights in rem over it, such as
usufruct.

The problem with these structures is that they do not always offer sufficient legal
certainty to the target sector of the population, i.e. normally elderly people, probably
already retired, in a somewhat vulnerable situation. These products always entail a
risk, be it financial or legal. This occurs, for instance, when senior person who, in
order to ensure a decent income to supplement a public retirement pension, sells the
primary residence in exchange for a certain amount of money and a life annuity, and
reserves the right of usufruct for life. The latter guarantees that the vendor will retain
possession of the home and the former entails the immediate disposal of the amount
of the sale price, which can be used, for example, to rehabilitate and refurbish the
home or to improve its accessibility, in anticipation of a hypothetical situation of
disability. This situation would deserve special protection. More specifically, the
problem is that legal structures such as these do not, or only in scarce cases, fall within
the scope of the MCD, so there may be a lack of protection for consumers who make

! Antichresis is a classic security that, modernised and sometimes with different names, is still present
in many civil codes, such as the Catalan (Catalan CC, Arts 569-23 to 569-26) or the French one (Arts
2387 to 2392, with the name of ‘gage immobilier’).

2 Anderson (2021) passim, is fundamental to understand the concrete legal construction of this
antichresis.
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use of them. Very often, this deficiency transfers to national legislation transposing
the Directive, although sometimes consumer protection is provided, in part, by other
means, including through previously existing rules.

The following sections focus, first, on the general legal framework of these institutions
aimed at providing care for elderly people. Second, they examine some emblematic
cases that, with slight differences, can be found in many European legal systems, such
as the reverse mortgage and life annuities, either personal or in rem. For the sake of
clarity, these institutions will be discussed mainly on the basis of Catalan and Spanish
law, as representatives of a broad European ius commune, with references to other
legal systems. Of course, these institutions do not exhaust all the possibilities of equity
release aimed at providing additional resources to elderly people,® but they are
excellent reference models on which to build perfectly operative legal structures.
Finally, this chapter concludes by justifying that these legal structures require more
effective protection, so that it would be advisable to include them in the scope of a
revised MCD, with the implementation of stronger transparency rules, especially a
compulsory notarial advice in all kinds of equity release agreements.

IT General Legal Framework

The purpose of Directive 2014/17/EU is to establish a common framework in relation
to certain aspects of agreements covering credit for consumers secured by a mortgage
or otherwise relating to residential immovable property (Art. 1 MCD). More precisely,
Art. 3(1) MCD specifies that the Directive shall apply to credit agreements which are
secured either by a mortgage or by another comparable security commonly used in a
Member State on residential immovable property or secured by a right related to
residential immovable property; and credit agreements the purpose of which is to
acquire or retain property rights in land or in an existing or projected building.’
Subsequently, the same Art. 3(2) MCD details several situations to which the
Directive does not apply. As far as the present study is concerned, its section (a)
specifies that it shall not apply to equity release credit agreements where the creditor:

‘(i) contributes a lump sum, periodic payments or other forms of credit
disbursement in return for a sum deriving from the future sale of a residential
immovable property or a right relating to residential immovable property; and
(ii) will not seek repayment of the credit until the occurrence of one or more
specified life events of the consumer, as defined by Member States, unless the
consumer breaches his contractual obligations which allows the creditor to
terminate the credit agreement.’

3 Besides the sale of the bare ownership whilst reserving the right of usufruct that we have referred to
before, another possibility is the sale of successive ownership whilst reserving temporary ownership as
regulated in the Catalan CC (Arts 547-1 and 547-4.1). This can be useful when the elder person knows
that after a certain date a care home will be the best option, and therefore will no longer need what
used to be this person’s primary residence.
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The meaning of this provision, which is unclear in its wording, is clarified by Recital
16 of the Directive, which justifies the exclusion on the following grounds:

‘This Directive should not apply to [...] equity release products or other
equivalent specialised products. Such credit agreements have specific
characteristics which are beyond the scope of this Directive. An assessment of
the consumer’s creditworthiness, for example, is irrelevant since the payments
are made from the creditor to the consumer rather than the other way round.
Such a transaction would require, inter alia, substantially different pre-
contractual information. Furthermore, other products, such as home
reversions, which have comparable functions to reverse mortgages or lifetime
mortgages, do not involve the provision of credit and so would remain outside
the scope of this Directive.’

We cannot agree with the exclusion of equity release products from the scope of the
MCD, especially after seeing the reasons provided in Recital 16. Going back to the
example of the life annuity, it makes no sense to say that it is superfluous to evaluate
the consumer's solvency. Of course, a life annuity is not a credit agreement in the
sense of Art. 3(1) MCD, but that does not mean that to evaluate the consumer’s
solvency, i.e., that person’s global economic situation, is superfluous. Especially, it
would be very useful to evaluate if there is fair contractual balance in the life annuity
agreement, or if there is an evident risk, as when the monthly payments received are
too low in relation to the value of the property transmitted in exchange. This is a risky
agreement, and even more so if the creditor is an elderly and vulnerable person, so
that it would be very useful for him or her to have an impartial evaluation of present
solvency and of the effects of the agreement on this person’s future economic
situation. Besides this, saying that it is superfluous to evaluate the consumer’s solvency
is really surprising if one considers that this is an elderly person who contracts a risky
financial product, the economic outcome of which is contingent on factors such as the
time this person will live, and for which, from the outset, the consumer loses the
ownership of his or her primary residence, despite retaining the use thereof.

The transposition of the Directive into national law does not alter this situation, as
very often legislators have merely transcribed the MCD. For example, this is the case
of France,* Italy® and Spain. In the latter, Art. 2(1) of Law 5/2019, of 15 March (LCCI)
practically mimics Art. 3(1) MCD and the same happens with regard to the exclusion
in Art. 3(2)(a) MCD, which Art. 2.4(f) LCCI almost copies, albeit with a peculiar
change of name that apparently greatly restricts the scope of the provision. Indeed,

* The Ordonnance no. 2016-351 that, among other laws, modified the French Consumer Code;
especially, see the resulting Art. L313-2.

> The Decreto Legislativo 21 April 2016, no. 72, among other laws, modified the Decreto Legislativo 1
Aeptember 1993, no. 385 (Testo Unico Bancario); especially, see the resulting Art. 120-sexies.
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the expression ‘equity release credit agreements’ used in the Directive, which can
include different types of secured annuities, is replaced in the Spanish LCCI so that
the exclusion only refers to the very specific institution of the reverse mortgage.

It should be pointed out that the different language versions of the MCD are not
homogeneous in this respect, which does not clarify the meaning of the rule at all.
Thus, ‘equity release credit agreements’ becomes ‘pensién hipotecaria’ in the Spanish
translation of the Directive, which is correct, but becomes ‘hypotheque rechargeable’
in the French version, an expression that describes a special type of mortgage,
different from the concept of equity release. Other versions of the MCD, as in the case
of Italy and Portugal, complete the translation mainly adding ‘(equity release)’, in
English and in brackets. However, these deviations cannot alter the scope of the
Directive, and it is clear that it cannot be applied, not only to reverse mortgages, but
also to mortgage pension products and other equivalent specialised products; and
neither do the Spanish LCCI nor other transposition laws.

The non-application of the MCD and the LCCI to the specific case of the reverse
mortgage and other equity release products is open to criticism, since normally the
contracts creating them are consumer relations, between a professional and a
consumer, and there is no justification for excluding them from the protection
measures articulated in this legislation.®

Despite this, in the specific case of the reverse mortgage, its exclusion from the
national transposition laws does not have such drastic effects as in the case of the other
equivalent specialised products, since consumer protection is not so affected, as in
some cases legislators had already articulated some protective measures prior to the
transposition laws; for example, this is the case of France and Spain, as will be
discussed in the following section. However, the problem does arise in relation to
other products, such as life annuities, which will also be addressed below (section IV).

ITI The Reverse Mortgage
1 Concept and Models

The so-called reverse mortgage is a mortgage that guarantees the restitution of a sum
of money, the amount of which may be fixed and already known at the time of
concluding the contract, or may increase over time through periodic payments; this
debt is generally not due until the death of the debtor or, if so provided, of a
beneficiary other than the debtor. It should be noted that when the debt is not due
until the time of the death of the original debtor, the payment will be made by this
person’s heirs, who will occupy the deceased’s position as debtor.

6 Arnaiz (2021) 201-202, also criticises the exclusion of the reverse mortgage from the framework of
the LCCL.
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Despite the fact that some legal provisions use it, expressions like reverse mortgage or
‘hipoteca inversa’ in Spanish law do not seem to be very appropriate names, as they
respond more to commercial and marketing criteria than to strictly legal ones.’
Expressions like ‘prét viager hipothécaire’ used by the French Consumer Code and
‘lifetime mortgage’ in English common law are more accurate.

There is a notable difference with the usual case of a loan secured by a mortgage, in
which the amount of the secured obligation decreases over time as the debtor pays
the debt, returning periodically part of the money originally received; in contrast, in
the obligation secured by the reverse mortgage the holder of the encumbered property
periodically receives a sum of money, so that the debt does not decrease over time,
but increases with each periodic payment to the borrower, which is the usual case,
and in general the restitution is not made by the original debtor, but by this person’s
heirs.

Reverse mortgages are usually taken out by elderly people, already retired, who, using
their immovable property as collateral, contract with a bank to receive an annuity,
which can be configured as temporary or for life, thereby ensuring the receipt of an
additional income to supplement their public pension. When the borrower dies, the
total amount received, plus interest, will be the total amount to be returned by the
heirs who, having accepted the inheritance, are then owners of the property
mortgaged as security for that obligation. It should be noted that in the case of the
reverse mortgage there is an element of uncertainty as regards the final amount of the
debt.®

There are two main models of reverse mortgage. The first one can be called a generic
or atypical reverse mortgage, whose regime is that of the general regulation of the
mortgages, with the peculiarity that the amount of the guaranteed obligation will not
be specified initially, but at the end of the term of the contract, which is determined
by the debtor’s demise. The second model of reverse mortgage is that which, under
this name, is mainly regulated and typified by a specific law, like the French
Consumer Code or Law 41/2007 in Spain.® In the case of Spain, the regulation is
minimal as far as the mortgage itself is concerned, as it is limited to establishing certain
requirements, essentially of a subjective nature, which, if they are met, give rise to
certain specific effects, mainly tax benefits and tariff reductions; if these requirements
are not met, the reverse mortgage relationship will be subject to the general rules on
mortgages.

7 In this sense, Sim6n (2018) 163.

8 Except in the unusual case in which the debtor receives an amount for money at the beginning of the
relationship only.

9 Arts L315-1 to L315-23 of the French Consumer Code; Additional Provisions 1 and 4 of Law 41/2007.
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The following subsections focus on this second model of reverse mortgage and the
special features it entails in relation to the general type of mortgage.

2 Purpose and Essential Elements

The reverse mortgage is an equity release product intended for the benefit of elderly
people who need to supplement their income at a stage in their lives when they are
particularly vulnerable.

Recital VIII, paras 3-4 of the Spanish Law 41/2007 describes the essential features of
the reverse mortgage and its purpose in the following terms:

‘The reverse mortgage regulated in this Law is defined as a mortgage loan or
credit whereby the homeowner ‘draws amounts of money, normally
periodically, although the drawdown may be a one-off, up to a maximum
amount determined by a percentage of the appraised value of the property at
the time of constitution. When this percentage is reached, the elderly or
disabled person ceases to draw any amount of money and the debt continues
to accrue interest. Recovery by the lender of the principal plus interest
normally occurs all at once upon the death of the owner, through the
cancellation of the debt by the heirs or the enforcement of the mortgage by
the lender’.

The essential effects that the legislator intended with the regulation of the reverse
mortgage in Law 41/2007 are essentially of a fiscal and tariff nature.!® The few material
alterations of the legal regime of mortgages in general will be discussed below.

While in France there is no age limitation in order to contract a ‘prét viager
hypothécaire’, in Spain both the applicant and the possible beneficiaries designated
by the applicant must be aged 65 or over, therefore retired or about to be retired, or
persons affected by situations of dependency or disability. It should be noted that
despite these are people who have already seen, or will soon see, their income
decrease, they quite often are the owners of residential property and, in particular, of
the house or flat in which they live.

These properties can serve as assets to supplement their income and finance
themselves at that stage without having to change their way of life, as they continue
to own the property in which they live; from an emotional point of view, this makes
the reverse mortgage attractive, as it means that the mortgaged asset will remain their
property -although mortgaged- and in the future it will form part of their estate,
which fulfils the interest of many people in being able to leave a certain amount of
wealth to their future heirs.

10 Additional Provision 1 (paras 7, 8 and 9) and 4 of Law 41/2007.
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Because of the purpose of the reverse mortgage and because its recipients may
sometimes be vulnerable people, both Spain and France have restricted the possible
creditors to financial institutions and insurance companies.!! As the Bank of Spain
points out, ‘this excludes other financial operators or even private individuals who are
not subject to the control and supervision of the institutions responsible for ensuring
transparency in this sector’.!?

Likewise, the purpose of the reverse mortgage and the establishment of tax benefits
that encourage its use require a very rigorous regime of transparency in its marketing
and protection of the addressees. In particular, entities that grant reverse mortgages
must offer independent advisory services to applicants for this product, considering
the applicant's financial situation and the economic risks derived from taking out this
product.’

3 Nature of the Secured Obligation

The common denominator of any obligation secured by a reverse mortgage is the
repayment of a sum of money that the debtor has received during his or her lifetime,
in a single payment or various instalments. Depending on the circumstances,
repayment will be made by the debtor or, in the most frequent case, by this person’s
heirs.

The obligation secured by a reverse mortgage resembles a loan or credit, in a common
sense of these institutions. However, in the strict legal sense this is not the case, since
the dynamics of the obligatory relationship guaranteed by the reverse mortgage do
not normally fit into the configuration of loan or credit granting contracts. Therefore,
it may be surprising that both Art. L315-1 French Consumer Code or Additional
Provision 1 of Law 41/2007, in general terms, describe that institution as a ‘loan or
credit’, the amount of which is available to the debtor ‘by means of periodic or single
advances’, i.e., a contract in which the lender undertakes to deliver a sum of money
to be subsequently repaid by the borrower, which certainly does not always fit into
the legal definition of loan or credit contract in some national Civil codes.

The amount of the obligation is uncertain, as the amount to be received by the debtor
is calculated according to this person’s life expectancy and the value of the property.
The longevity of this person may mean that, at a given time the maximum amount of
the principal initially envisaged has already been reached. As a consequence, the

11 Additional Provision 1, para. 2 of Law 41/2007 and Art. L315-1 of the French Consumer Code.

12 Banco de Espafia (2017) 13.

13 Addtional Provision 1, para. 4 of Law 41/2007. Moreover, the Spanish Ministry of Economy specified
this protection in Order EHA/2899/2011, of 28 October, on transparency and customer protection in
banking services, subsequently updated.

14 Art. 1740 Spanish CC and Art. 1892 French CC.
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debtor will therefore no longer receive any more payments. This contingency is
usually covered by taking out an insurance for a deferred life annuity, in which the
insurance company will cover the annuities accrued from that moment until the death
of the debtor. Logically, the existence of this insurance, the cost of which will depend
on the age and state of health of the applicant, will have led to a reduction in the
income received in the first phase of the operation of the reverse mortgage.’

4 Termination of the Reverse Mortgage Relationship

The reverse mortgage credit agreement may be terminated by different circumstances.
Evidently, it can end for reasons applicable to rights in rem in general, and especially
to security rights; for example, the agreement between the parties terminating the
relationship, which will entail the payment of the debt accrued up to that moment
and the cancellation of the mortgage. Despite this, the wording of the law seems to
limit the causes of termination to two: the death of the debtor and the voluntary
transfer of the mortgaged property.

The most common scenario, which can be described as characteristic of the reverse
mortgage, is that it ends due to the death of the debtor, the recipient of the annuities.
In this case, this person’s heirs can either pay the entire accumulated debt, thus
extinguishing the loan, or if they prefer they may not pay the debt and expose
themselves to the creditor enforcing its right over the estate, including the mortgaged
property.'® The creditor cannot seize the heirs’ assets, regardless of the manner in
which the estate was accepted. Besides this, in France the creditor has also the
possibility to obtain the ownership of the mortgaged immovable either by a court

decision or by means of a pactum commissorium (Art. L315-20 French Consumer
Code).

The second cause of extinction of the reverse mortgage is peculiar. Specifically, in the
event that the mortgaged property is voluntarily transferred by the mortgagor, the
creditor -the bank or insurance company- may declare the early termination of the
secured loan or credit,'” which means that the mortgage can be enforced®. This cause
of termination is indeed a benefit for the mortgagee, because in fact it should be
irrelevant to the lender who the owner of the encumbered property is, since the
mortgage, being a property right, is not affected by the change. One consequence of
this benefit for the creditor is that the debtor’s position becomes more hazardous, and
we must not forget that the debtor is usually a vulnerable person.

15 On the combination of the reverse mortgage with an insurance for a deferred annuity, see Banco de
Espafia (2017) 16 and 21.

16 Additional Provision 1, paras 5 and 6 of Law 41/2007.

17 Additional Provision 1, para. 5 of Law 41/2007, and Arts L315-1 and L315-21 of the French Consumer
Code.

18 Art. 12 of the Ley Hipotecaria (LH).
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As in the case of death, in France the creditor has also the possibility to obtain the
ownership of the mortgaged immovable either by a court decision or by means of a
pactum commissorium when the property is sold (Arts L315-20 and L315-21 French
Consumer Code). In Spanish Law, there is an exception to the possibility of declaring
early termination; specifically, when the debtor ‘proceeds to the substitution of the
guarantee in a sufficient manner’ (Additional Provision 1, para. 5 of Law 41/2007).
This text does not clarify what the criteria are, neither of substitution nor of
sufficiency, which may raise important doubts; useful criteria would be to provide
that it is sufficient to replace the guarantee by another real security or to offer joint
and several liability of a credit institution. '

IV Life Annuities as Legal Structures to Monetise Immovable Property for Elderly
Care

A life annuity is the right of one person to perceive from another a periodic amount
of money during his or her lifetime. This right can be settled gratuitously, but in most
cases, it will be the result of an onerous contract, in which the annuity is paid as
consideration for some property, movable or immovable, transmitted by the borrower
to the person that assumed the obligation to pay the annuity; if it was the borrower’s
home, the life annuity is an equity release product.

There are two main kinds of such life annuities, depending on the legal position of
the new owner of what had been the primary home of the borrower:

a) Life annuities in rem, in which the owner of the immovable at any time is also the
debtor of the annuity.

b) Life annuities in personam, or simple life annuities, in which the debtor is always
the person who contracted the annuity, and the immovable, as belonging to this
person, is only one of the assets that can be enforced upon in case of non-payment of
the annuity. In this case, a third party that acquires ownership of the immovable is
not responsible of the debt. The only exception is when the property was mortgaged
as security for the annuity; in this case, a new owner of the mortgaged immovable
does not become the debtor, but the immovable is still collateral for the obligation.

1 Life Annuities /n Rem. The Catalan ‘Cens Vitalici’

Life annuity in rem finds its origin in the classical institution of emphyteusis, still
present, though with variations in its name, nature and effects, in several European
civil codes. For example, in Italy, in case of transfer of the encumbered immovable,

19 Argument ex Art. 569-11 Catalan CC for the substitution of right of retention. On this subject, see
Pozo, Vaquer & Bosch (2023) 556.
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the emphyteutic debtor is not discharged of the obligations toward the creditor,
remaining as an in solidum debtor with the new owner (Art. 965 Italian CC).

The best example of life annuity in rem is the ‘cens vitalici’ of the Catalan CC, with a
modern, clear and useful regulation rooted in the renovation of emphyteusis since the
1990s; Art. 565-1(1) Catalan CC defines the ‘cens’ as ‘a periodic annual monetary
allowance, of a perpetual or temporary nature, which is linked in rem to the
ownership of an immovable property that guarantees payment directly and
immediately’.?’ The Catalan CC fully reflects a modern configuration of the ‘cens’ as
a property right over somebody else’s immovable, the most visible manifestation of
which is the payment of a periodic amount that is linked to this property, and can
therefore be classified as an annuity in rem. This legal construction definitively puts
an end to the historical configuration of the ‘cens’ as a divided ownership.

From the legal concept of the cens given in Art. 565-1(1) Catalan CC it is clear that
by linking the annuity, in real terms, to the ownership of the property, its debtor (the
‘censatari’) will be whoever is the owner of the property at any given time. This means
that in the ‘cens’ the debtor of the annuity changes with each transfer of the
immovable, and for this the consent of the creditor (the ‘censalista’) is not required,
which constitutes an exception to the principle that the creditor must consent any
change that may be potentially detrimental to him or her.?! This linking of the debtor
to the ownership of the encumbered property, makes it possible to qualify the ‘cens’
as a real charge. Art. 565-9(2) Catalan CC, in relation to the sale of the property at
auction as a result of its enforcement for non-payment of annuities, explicitly
confirms this characteristic of the ‘cens’, stating that the person who acquires the
property at auction acquires it encumbered with the ‘cens’ and assumes the obligation
to pay the annuity until it is extinguished. We can see that the ‘cens’ also has the
function of a real security,”? but is not extinguished by its own enforcement and
continues to encumber the property in security of future annuities.

The Catalan CC regulates two different types of ‘cens’, to which a series of common
rules apply. Specifically, Art. 565-2 Catalan CC distinguishes between the ‘cens
emfiteutic’ (emphyteusis) if it is constituted in perpetuity? and is redeemable at the
will of the ‘censatari’, and the ‘cens vitalici’ (life annuity in rem), if it is constituted
temporarily (for life) and as non-redeemable at the will of the ‘censatari’, without
prejudice to the possibility of expressly agreeing redeemability. It is to the latter that
we shall turn our attention, because of its recognised usefulness as an equity release

20 On the institution of the ‘cens’ in general, and the ‘cens vitalici’ in particular, see Pozo, Vaquer &
Bosch (2023) 467-481.

21 See basically Art. 1205 Spanish CC.

22 Thus, Arts 565-1(1) and 565-8(6) Catalan CC.

2 Despite the wording of the law, the fixing of a specific term is not excluded. On this issue, see Pozo,
Vaquer & Bosch (2023) 470.
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instrument: on the basis of the primary residence, it ensures sufficient income and
adequate housing for elderly people.

The typifying characteristic of the ‘cens vitalici’ is that its duration is established by
reference to the life of one or two persons living at the time of its constitution (Art.
565-29 Catalan CC). This is particularly interesting, as it allows it to be constituted,
for example, in favour of both spouses, and the ‘cens’ is only extinguished when the
last of them dies. In this case, the share of the deceased spouse increases the share of
the surviving one. Besides this, these persons do not necessarily have to be the
creditors of the annuity; for example, a person may have agreed to receive the pension
while his or her disabled spouse lives, with the aim of being able to meet the expenses
that this situation generates.

We can observe that the ‘cens vitalici’ includes an important component of
uncertainty. If the annuity is calculated on the basis of the value of the immovable
and the life expectancy of the beneficiary, any unexpected alteration of these
parameters will lead to a deviation from the contractual balance, which may become
intolerable. This is why Art. 565-31(2) Catalan CC establishes a rule that corrects a
specific case of flagrant contractual imbalance. Specifically, the ‘cens’ constituted has
no effect if the person or persons on whose life it has been constituted die within the
two months following the constitution as a result of an illness that already existed at
the time of said constitution. This rule is correct, but the legislator should go further
and introduce broader and more flexible criteria that should redress the rigour of
randomness. For example, it would be worth tempering the ‘cens vitalici’ in which
the beneficiary dies prematurely, or after a few years, long before the life expectancy
envisaged; or on the contrary, when the beneficiary lives for many more years than
expected and, in addition, the encumbered property has decreased in value, for
whatever reason. In any case, the parties are free to include contractual terms
foreseeing changes of circumstances other than those of Art. 565-31(2) Catalan CC.

Given its characteristics, it is clear that the life annuity 7n rem is an ideal instrument
to cover the first interest of the elderly person, which is to ensure an income that will
allow him or her to live comfortably for the rest of his or her life. However, by itself,
this figure does not provide a response to the second interest of this person, which, as
indicated at the beginning of this chapter, is to have a suitable home, which will
normally be the one that until then was the primary residence. The response to this
interest must necessarily be sought in other legal institutions that are compatible with
the ‘cens vitalici’; quite rightly, the Catalan CC makes this possibility explicit, avoiding
possible doubts. Specifically, Art. 565-33 Catalan CC allows the parties to agree
‘validly that the person who transfers the property in exchange for the annuity retains,
for life or temporarily, a right of usufruct or of habitation over the same property,
which are necessarily consolidated with the property when the ‘cens’ is extinguished’.
The ‘censalista’ thus becomes the usufructuary or tenant of the immovable that had
been his or her property until the moment when the ‘cens vitalici’ was constituted.
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This ensures that, as usufructuary, the person will have adequate housing covered. In
addition, the flexibility of the legal structure created is maximised, as the usufruct
right allows the usufructuary to rent out the dwelling.?* This can be very interesting
in order to finance the cost of a care home, if after a few years this ‘cens’ holder and
usufructuary is no longer in a position to live alone in what was his or her primary
residence. In short, the ‘cens vitalici’, together with the right of usufruct (or whatever
similar content has been agreed), creates a legal structure that meets the interests of
the elderly person.

2 Simple Life Annuities. The Catalan ‘Violari’

Simple life annuities, or annuities in personam, are the simplest equity release
structures. Either gratuitously or, more often, in exchange for the acquisition of some
property, the debtor agrees to pay an annuity to the creditor during the latter’s
lifetime. For example, an elderly person transfers ownership of his or her primary
home to a bank, in exchange for a life annuity. We must note that the bank is a simple
debtor, and that the immovable is not directly encumbered to the payment of the
annuity; it is only one of the bank’s assets, one more, that will be seized in case of
non-payment, but without any preference.

Of course, as in all obligations, it is possible to create a security for payment of the
annuity. In the example, the elderly person (creditor of the annuity) and the bank
(debtor and present owner of the primary home of the senior person) may accept to
create a mortgage upon this immovable that will guarantee the payment of the
annuity.

Besides the annuity, if this property is the habitual residence, the purpose of
maintaining the dwelling there can be achieved by reserving a right of usufruct, as in
the case of the cens vitalici’ referred to above.

The usefulness of life annuity for these purposes has made this a classical institution,
present in most European legal systems. This is the case of France, where the contract
of ‘rente viagere’ can be concluded, either gratuitously or for consideration, in
exchange of money, other movables or immovables (Art. 1968 French CC). In case of
non-payment of even a single annuity, the creditor cannot ask for the restitution of
the transferred asset but can enforce its right against all the debtor’s assets and, with
the money obtained from their sale, perceive the income due (Art. 1978 French CC).
The same regime exists in Italy,” Spain? and England.?”

24 See Arts 561-2(2) and 561-6(1) Catalan CC, especially.

5 The ‘rendita vitalizia’. See especially Arts 1872 and 1878 Italian CC.

% The ‘renta vitalicia’. See especially Arts 1802 (though with a confusing wording) and 1805 Spanish
CC.

2 The ‘home reversion’ in English common law.
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In Catalan civil law, the Vviolari’or life annuity is the contract whereby ‘one person
undertakes to pay another a periodic annuity in money during the lifetime of one or
more persons living at the time of constitution’ (Art. 624-1 Catalan CC). We can
observe that the nature of the ‘violari’ is merely personal, and its essence is a credit
right to receive for life an annuity to be paid by the initial debtor and his or her heirs;
this differs it from the ‘cens vitalici’ (life annuity in rem) which, as a real charge, is
linked to the ownership of an immovable, which guarantees the payment of the

annuities by whoever at any given time is its owner, and who is also considered to be
the debtor.

It should be noted that if the ‘violari’ is created for consideration, the determination
as to which party has benefitted in relation to the other will depend fundamentally
on the duration of the life of the recipient and the amount of the annuity. As in the
case of the ‘cens vitalici’, it seems appropriate to establish some criteria to moderate
this uncertainty, beyond the minimalist criterion of Art. 624-7(2) Catalan CC, similar
to the one of the ‘cens vitalici’, mentioned above. Assuming that there is a ‘contractual
risk inherent to contingent contracts’,”® nothing prevents freedom of contract from
qualifying or modulating this risk within reasonable limits.

In accordance with Art. 624-6(3) Catalan CC, the payment of the ‘violari's’ annuity
can be secured by means of a security right. If the security chosen is a mortgage, we
must seek its regulation in Art. 157 LH,? in relation to the mortgage in guarantee of
periodic annuities. This security guarantees the periodic payment of a certain amount
of money. It does not guarantee, therefore, the restitution of a capital sum, which does
not exist in this type of mortgage, but only the payments at each deadline. In the event
of non-fulfilment of any of these periodic instalments, the creditor can enforce the
mortgage to recover what is due at the time.

An essential characteristic of this mortgage is that, in the event of enforcement, it
subsists and becomes a real charge, so that the person obliged to pay the annuity is the
owner of the property encumbered by the mortgage at any given time. Specifically,
Art. 157(3) LH provides that, in the event of enforcement, whoever acquires the
property encumbered with the mortgage will do so ‘with subsistence of the same and
of the obligation to pay the annuity until its expiry’. This means that the acquirer not
only assumes responsibility for the debt, due to acquiring a mortgaged property, but
also becomes the debtor of the secured obligation.

Undoubtedly, the explanation for this configuration of the mortgage as a real charge
is that if mortgage has been enforced upon the property it is because the debtor is
insolvent, so it is almost certain that this person will never pay the future annuities

28 Expression of Art. 621-46(2) Catalan CC, in relation to the Jlaesio ultra dimidium.
» In Catalan CC, a surprising series of cascading remissions finally leads to Art. 157 LH; see Arts 569-
38 and 626-4(2)(3) Catalan CC.
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that will accrue. Faced with this situation, the legislator opts wisely for the realistic
solution of considering the purchaser of the encumbered property as the debtor of the
obligation that motivated the foreclosure, i. e. the payment of the annuities, an
obligation that, moreover, is reinforced by the subsistence of the mortgage, which
should normally have been extinguished as a consequence of its own enforcement.
We can observe how Art. 157(3) LH, by maintaining the mortgage itself subsisting,
constitutes an exception to the principle established by Art. 134(1) LH which, in
general, provides for the extinction and consequent ‘cancellation of the mortgage that
motivated the enforcement.

The consideration of the mortgage as a real charge is an exception introduced by Art.
157(3) LH only in the case of enforcement for non-fulfilment of the annuities of the
‘violari’, but not when the sale of the property takes place voluntarily. In this case, the
mortgage is not extinguished either, but continues to encumber the property, so that
the new owner of the immovable becomes liable for the debt. We must emphasize
this: the new owner is liable, but does not become the debtor of the secured obligation.
In short, the debtor of the annuities remains the same, and the mortgaged property,
now belonging to the purchaser, can be enforced upon in case of the debtor’s default,
but the purchaser does not become the personal debtor; the new owner’s liability will
be limited to the mortgaged immovable, so it will not affect the rest of this person’s
assets.

This is the regime that can be described as orthodox, as it is perfectly in line with the
general criteria of the legal system. In short, as a rule, in the case of voluntary
alienation of the mortgaged property securing any type of annuity, the assumption of
the debt by the acquirer only occurs by agreement of the debtor and the creditor.

V Conclusion: The Need to Include Equity Release Products in the Scope of the
Directive, and Other Ways Forward

Reverse mortgages and life annuities are complex legal structures -on their own or
together with other rights, such as usufruct- which significantly compromise the
economic security and viability of the persons who enter into them in order to ensure
a decent future in the last years of their lives. This is why the recipient of annuities
and of the possible use of the property as a home needs absolute legal certainty.
However, the above-mentioned legal structures present risks in this respect, risks that
should be considered and minimised by the legislator.

For example, the possibility of early termination of the reverse mortgage when the
mortgaged property is voluntarily transferred by the mortgagor, can be very
detrimental to this person,® in general, this will be a potentially vulnerable senior
person who contracted the reverse mortgage precisely because this person was lacking

30 In this line, see Simén (2018) 174-175.
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sufficient income to meet his or her financial needs, to maintain a decent standard of
living.?! In the event of early termination, it is very likely that this person will not be
able to pay back the accumulated capital (the annuities received) and the new owner
will lose the encumbered immovable, just sold as a result of mortgage enforcement.
Of course, if the transmission of the property was for value, it is possible that the
beneficiary obtained enough money to pay the debt, but this will not always be the
case; for example, if the money was spent as a result of a family emergency. This will
happen too if the transmission was by gratuitous title, for instance if it was a gift for a
just married son. In any case, early termination is a risky situation, as it means that
the elderly person is already considered, unexpectedly, as a debtor of the accumulated
capital, which can make his o her financial situation truly unsustainable.

There is no doubt that the legal and economic security of this person is worthy of
greater protection than that offered by the regulations concerning banking
transparency such as those referred to in sect. III.2 of this chapter. Greater security
would be achieved by subjecting the reverse mortgage to the MCD or to national laws
that might offer a stronger protection; in the case of Spanish Law, the subjection to
the LCCI would mean that the recipient could benefit from the protection measures
provided by this law, especially those that focus on notarial advice.

Let us focus on it, too. Traditionally, notaries have fulfilled an important advisory
function, as can be seen from the declaration of principles in Art. 1 of the Reglamento
Notarial (RN).32 According to this provision, notaries are not only civil servants, but
also legal professionals, and therefore have the task of advising those who seek their
services, especially about the most suitable legal means of achieving their lawful
objectives.

This general statement is explicitly developed in the LCCI, in order to make it specific
to its scope of application. In this respect, section IV of the Preamble to the LCCI
includes notarial advice as the key element of its objective of transparency measures,
laid down to guarantee that the borrowers have the necessary information at their
disposal so that they can fully understand the economic and legal burden of the loan
that they are going to obtain. Thus, the notary has the function of impartially advising
the borrower, clarifying any doubts that the contract may raise, and of checking that
all the requirements of the principle of material transparency have been fulfilled,
especially those related to the most complex or relevant contractual terms.

The notarial advice described in the Preamble to the LCCI is given particular
expression in Art. 15. Without going into unnecessary detail here, two points should

31 Anderson (2021) 189, emphasizes the vulnerability of the consumers at whom the reverse mortgage
is aimed.

32 Decreto de 2 de junio de 1944, known as Reglamento Notarial, i. e. the regulation that organizes and
rules notarial activity.
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be emphasized. The first is the obligation of the borrower to obtain the advice in
person. The second is that this face-to-face advice will be reflected in a report drawn
up by the notary, without which the mortgage loan deed cannot be authorised;
furthermore, this public document must include an identifying summary of the
report, without which it will not be possible to register it in the Land Register.

The legal certainty and security of the whole process is of the maximum level, as it is
controlled by an independent expert in law, the notary, obliged by definition to give
unbiased advice. Though the role of the notary is not exactly the same in all legal
systems, the implementation of the described duties could and should be applied in
most European legal systems.

Moreover, and coming back to equity release products and other legal structures
aimed at providing supplementary income for elderly people, the obligation of a
notarial unbiased advice would create a perfect symbiosis between the interest of
senior persons and those of banks and other financial institutions, as all of them would
benefit from increased legal certainty.

There is no doubt that the reverse mortgage, excluded from the Directive and national
laws of transposition, would benefit from a protection regime similar to the one in the
Spanish LCCL.

Likewise, similar arguments can be applied to all kind of life annuities constituted for
value and secured by the transferred property itself, either as a real charge or by a
mortgage. In both cases, the elderly person transfers his or her property to a third
party in return for a regular annuity; it is therefore a transaction for value the result
of which is uncertain from the outset, as it is contingent on various factors, the main
one being the duration of the creditor’s life, and there is no doubt that these are risky
operations.

Although from the point of view of their legal configuration life annuities are very
different from the loan secured by mortgage to acquire ownership of a property, in
fact their economic structure is very similar. In a strictly economic sense, all these
cases involve the transfer of a property in exchange for a sum of money payable
periodically. The difference between an ordinary mortgage loan on the one hand, and
life annuities on the other, is that the amount of the former is not contingent, whereas
in the latter it is, as they depend on the creditor’s longevity. Another important
difference from an economic point of view is who can be considered the strong and
the weak party in the contractual relationship. If we look at the recipient of the
periodic payments, in the case of the mortgage loan for house purchase, the recipient
is the financial institution, which is undoubtedly the economically stronger party to
the contract: the lender knows how much it will receive -without prejudice to
variable interest rates- and has the certainty that it will receive it. On the other hand,
in the case of life annuities, the recipient of the pensions will normally be the
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economically weaker party, mainly because of the uncertainty of the total amount to
be received, as this depends of life duration.

Even if the payment of the annuities is guaranteed by the immovable itself, which
was transferred and that is now encumbered by the ‘cens vitalici’ or the mortgage
securing the ‘violari’, for example, the non-payment even of a single instalment will
undoubtedly entail considerable inconvenience, uncertainty and worry for the
elderly person. There is clearly a risk, and for an elderly person the risk is perceived
as exponentially more serious.

It is surprising that faced with such similar economic structures, the Directive and
national transposition laws such as the LCCI exclude reverse mortgages, life annuities
and similar products, a field where further protection measures would be very useful
and really appreciated by most of our fellow-citizens, and especially by elderly people
in a vulnerable situation. In this sense, it would be very interesting to broaden the
scope of the MCD, in order to develop and implement in it solutions like the notarial
advice introduced by the Spanish LCCI, which goes far beyond the consumer
protection rules provided for in banking sector legislation.

The final conclusion of this chapter is that it would be very useful, both from a social
and legal point of view, to remove the exclusions of reverse mortgages and other
equivalent products that are contained in the Directive. Besides this, further
developments in legal security for the consumers, like the compulsory notarial advice,
would be really appreciated.
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I Introduction

The 2008 housing crisis had deep and long-lasting effects on financial markets,
homeownership and household wealth, with millions of people facing mortgage
enforcement and their home equity decreasing significantly. The crisis exposed
systemic weaknesses in lending practices, in particular, a lack of transparency in
mortgage contract terms and even predatory behaviour of lenders. Almost a decade
later, the European Parliament enacted Directive 2014/17/EU on credit agreements
for consumers relating to residential immovable property (MCD). Recital IIT of the
Directive is particularly compelling:

‘The financial crisis has shown that irresponsible behaviour by market
participants can undermine the foundations of the financial system, leading to
a lack of confidence among all parties, in particular consumers, and potentially
severe social and economic consequences. Many consumers have lost
confidence in the financial sector and borrowers have found their loans
increasingly unaffordable, resulting in defaults and forced sales rising’.

The MCD aimed at enhancing transparency and improving consumer protection of
one of the most significant contracts for consumers given its long-term nature and
substantial proportion of income it usually represents.

This paper analyses, from a law and economics perspective, the incentives that the
MCD’s transparency regulations create for lender and consumer behaviours and how

This research is a result of Project PID2021-127197NB-100, funded by MICIU/AEL/
10.13039/501100011033 and by ERDF/EU.
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they shape the decision-making process. Even though the regulation in intended to
promote ex ante comprehension of the contract terms, ultimately, it encourages ex
post litigation over contracts. While this might seem counterintuitive, within the
overall regulatory context, the outcome might represent a first-best solution for
addressing the complexities of the market.

II The Rationale for Transparency: Information Asymmetry

General consumer regulations broadly define consumer contracts by the parties
involved (professional and non-professional), rather than by their content, thereby
applying to a number of contracts, ranging from the simplest to the most complex.
Directive 2014/17 delineates one such specific contract that consumers may engage in
by virtue of its scope.

One of the defining characteristics of consumer contracts, and thus one of the
rationales for their specific regulation, is the inherent potential for a disparity between
the parties involved -where one party is professional and the other is non-
professional- thus jeopardising the equilibrium of contractual equality.

This phenomenon occurs across all contracts, but its presence is particularly relevant
in certain contexts. Specifically, we are referring to financial contracts, broadly
categorized as credit contracts, banking contracts, investment services, and the like,
although in this paper the attention will be directed towards credit agreements
secured by immovable property, carried out by professional lenders and consumers,
the purpose of which is the acquisition of residential immovables.

In general, we find four main sources of asymmetric information in financial
contracts, and, particularly in what interests us here, in credit contracts with
immovable property collateral.

(A) Product type and pricing mechanism. Financial contracts as defined above and, in
particular, bank loans secured by mortgages, inherently entail elements of risk and
uncertainty due to several factors. (a) They involve long-term commitments with
substantial financial stakes, often spanning decades and encumbering a significant
portion of the borrower's assets. Consequently, borrowers, lacking other assets,
become long-term debtors. (b) The pricing mechanism is notably complex. The
pivotal factor determining pricing is the interest rate, which can adopt diverse forms
such as fixed or variable rates. Variable rates further complicate matters by
incorporating various parameters, including reference indices, the existence of
interest rate caps or floors, as well as assorted amortisation mechanisms and associated
expenses. (c) Furthermore, the uncertainty surrounding the evolution of interest rates
and inflation compounds the complexity. These variables significantly influence
interest rate determination, contributing to the uncertainty. Given these
complexities, even a reasonably informed consumer encounters significant challenges
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in comprehending the pricing mechanisms. Moreover, the influence of economic
variables, which are inherently unpredictable, worsens this challenge. As we will see
later, managing uncertainty is also a challenge in itself.

(B) Financial innovation. Information asymmetry within the financial sector is
compounded by ongoing financial innovations. Service providers cater to both large
institutional clients and retail consumers, offering an extensive array of products and
services and the also extensive use of derivative instruments. While these instruments
are primarily designed for institutional clients such as investment funds, insurers, and
pension funds to enhance risk management, certain derivatives, including interest
rate swaps, currency-indexed mortgages, preferred shares, and subordinated debrt,
have also been marketed to retail clients. This proliferation intensifies the problem of
retail consumers being able to perfectly comprehend the product they are contracting.
In fact, the European Security and Markets Authority (ESMA) periodically warns of
the dangers of these products. Recent concerns have arisen regarding the marketing
practices of specific financial products.! Moreover, a considerable number of these
products have become subject to legal proceedings, predominantly due to perceived
lack of transparency or inadequate disclosure by banking entities.?

(C) Conflicts of interest. One of the fundamental requirements incumbent upon
providers of financial products and services is the provision of comprehensive
information to potential clients. In such instances, this information may include not
only details about the products and services but also advice regarding the most suitable
options tailored to the clients' specific needs. Consequently, a potential conflict of
interest may arise for the supplier, who is obliged to both inform and advise the client,
while simultaneously being constrained by the commercial policies of the company,
which invariably prioritise marketing certain products over others. Indeed, the ESMA
has issued several recommendations concerning the marketing of certain complex
products.?

! ESMA and NCAs to look at marketing of financial products, 16.01.2023. Available at:

https://www.esma.europa.eu/press-news/esma-news/esma-and-ncas-look-marketing-financial-

products
2 For example, the Spanish Supreme Court decision of 8 July 2014 (ES:TS:2014:2666) declares void an

interest rate swap contract entered into by a banking entity with consumers. This contract was signed
in 2008 and had the objective of protecting consumers from increases in interest rates in relation to the
mortgage loan that they had previously entered into. The interest rate swap is an extraordinarily
complex contract in which nothing in particular is guaranteed. It is the exchange of the payment of a
fixed interest for a variable interest (not necessarily linked to another contract referring to a principal
that has not necessarily changed hands either), in which the payments are settlements of the
differences between these two types of interest.

SESMA/2016/902. Available at: https://www.handbook.fca.org.uk/L3G/MIFID/2016-
902 statement brrd.pdf; ESMA/2014/146. Available at:
https://www.esma.europa.eu/sites/default/files/library/2015/11/ipisc_complex products -

opinion 20140105.pdf
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https://www.esma.europa.eu/sites/default/files/library/2015/11/ipisc_complex_products_-_opinion_20140105.pdf

(D) Lack of competition. It should be acknowledged that financial products and
services pose inherent risks for providers, including the potential for clients to default
on their obligations stemming from loans. Consequently, alongside the intense
regulations governing these entities, there exists relatively limited competition among
providers.

The provider not only possesses superior knowledge of the service or product being
offered but also dictates the contractual terms. Consequently, a dual information
asymmetry exists between the contracting parties, which regulatory frameworks aim
to mitigate. In the case of the banking sector, this information asymmetry is
particularly pronounced, prompting specific attention and measures from the
European legislator, such as: CCD 2023, MCD and MiFIDII.

All these measures share the common goal of redressing the imbalance between
consumers and financial/banking service providers. As will be shown, they all start
from the classic perspective that this paper focuses on first: the duty of information,
although there are other mechanisms to try to achieve this rebalance, which will also
be addressed.

III Classic Perspective: Duty of Information

The European legislator has traditionally considered the consumer as homo
economicus, that is, as an agent who makes rational decisions.* Therefore, the way to
eradicate the information asymmetry is precisely by offering information to the
consumer.>

The MCD similarly takes this perspective, although it adds a nuance, which is that, as
well as the obligations to provide information, it establishes a duty of ethics. In this
way, Art 7 establishes standards of conduct for suppliers and specifically states that
providers must ‘act honestly, fairly, transparently and professionally, taking account
of the rights and interests of the consumers.” Likewise, the same article establishes
that the remuneration policy will not offer incentives to assume more risks than the
client can assume, and it incorporates measures to avoid conflicts of interest, in
particular by providing that ‘remuneration is not contingent on the number or
proportion of applications accepted.” Art 9 establishes that the providers’ employees
must have an adequate level of competence and knowledge, in other words, they must
have knowledge of what they sell. We see that these articles try to address the
problems of asymmetric information indicated above.

4 Méndez-Pinedo (2018) 577.
> For example, Directive 93/13/EEC of 5 April 1993 on unfair terms in consumer contracts established
in Art 5 that ‘in the case of contracts where all or certain terms offered to the consumer are in writing,
these terms must always be drafted in plain, intelligible language’. In other words, it seeks to facilitate
information to the consumer.
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Regarding the duty of information itself, starting from Art 10, the MCD goes into
detail about the information that must be made available to the client, from
advertising, general information and pre-contractual information. Art 16, headed
‘adequate explanations’ provides that ‘Member States shall ensure that creditors and,
where applicable, credit intermediaries or appointed representatives provide adequate
explanations to the consumer on the proposed credit agreements and any ancillary
services, in order to place the consumer in a position enabling him to assess whether
the proposed credit agreements and ancillary services are adapted to his needs and
financial situation.’

As far as we are concerned here, the Directive addresses the problem of transparency
by imposing more information obligations on the borrower and listing the items that
service providers must provide to consumers. This information is intended to be
adequate and the borrower must be able to understand it. An obligation is thus
imposed on the lender without taking into account the decision-making mechanisms,
in particular, the fact that the individual will not necessarily process all the
information in a rational and logical manner.

At first, economic theory postulated that individuals make decisions rationally, which
implies that they maximize their utility.® This implies that the individual: (a) has
transitive and complete preferences, i.e. it has preferences over all possibilities and
they are also ordered; (b) has complete information about preferences; and (c) is risk
averse, that is, it prefers certain situations to those in which there is uncertainty (for
example, he or she prefers EURO 50 to a lottery in which EURO 100 may be won, or
nothing, with a probability of 50% respectively).

At first glance it becomes apparent that the theory of the rational individual cannot
be fully realised: neither are our preferences strictly rational, nor is complete
information readily available. Moreover, there is evidence to suggest that individuals
are not simply risk-averse but rather exhibit loss aversion, indicating a preference to
avoid losses rather than maximize gains.

However, the classical information perspective only addresses the problem of
asymmetric information with the presumption that individuals are, indeed, rational
and that having information will lead to making appropriate decisions. Furthermore,
the management of uncertainty is essential in financial contracts. It is not just that
these contracts are substantively complex, but that they require dealing with
uncertain scenarios and making decisions in those scenarios. A correct approach to
the concept of risk is essential since it is key to truly understanding what is being
contracted: there can be no transparency for the consumer if he or she does not

6 In this case we should not confuse ‘utility’ with selfishness: utility is everything that, in general,
produces happiness and can include altruistic motivations, see Becker (1993).
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assimilate the notions of risk, uncertainty and know their consequences and
ramifications.

Therefore, when analysing how decisions are made under uncertainty, this fact must
be considered. In this sense, the economics Nobel Prize-winning psychologist, Daniel
Kahneman, proposes the concept of ‘bounded rationality’. Thus, our brain has two
ways of processing information: fast and slow. The fast one is intuitive, uses shortcuts
to make decisions (‘heuristics’) and the slow one is rational and logical. It so happens
that the vast majority of decisions are made with the fast system, so we do not process
all the available information rationally but rather intuitively.” In other words,
individuals do not act as the Aomo economicus that the classical theory proposes.

This gives rise to what are called ‘psychological biases’, such as overconfidence,
confirmation biases, illusion of control or availability biases.® All of them prevent the
processing of information exhaustively, but they must be taken into account given
that they play an important role in decision-making and not just the fact of having all
the information available. As Howells points out, no matter how clear the information
contained in the contract is, it is still difficult for many consumers to understand said
information.’ For these reasons, although transparency in information is obviously
essential, it will not be sufficient in many cases for effective consumer protection.

A crucial aspect of transparency is that it requires an active effort on the part of the
professional who is in the position to design and write the general contractual terms.!°
In this way, the European legislator should supplement the classic perspective of
information and introduce additional elements to rebalance the consumer's position,
especially in more complex contracts such as those regulated by the MCD. Both this
directive and others that also regulate complex contracts have tried to introduce
alternative instruments and, as we will also see, they are attempts that undoubtedly
go in the right direction, but that the European legislator has not yet fully committed
to carry out with greater assertiveness.!!

7 Kahneman (2003) 1469.

8 See Thaler (2016), for further development of these concepts.

® Howells (2005) 359.

10 An example of this is included in Art 80 of the General Law for the Protection of Consumers and
Users (TRLGDCU) which provides that clauses not negotiated individually must be clear, concrete and
simple in their wording, as well as accessible and legible. In this sense, the regulations establish that
the letters must have a minimum size of 2.5 millimeters and have sufficient contrast with the
background color. However, several studies indicate that companies do not necessarily have an
incentive for transparency (Bienenstock (2016, 255)). Fraczek (2020) carries out an empirical study in
which she demonstrates that many credit contract offers are not presented in a transparent manner
and are not comparable with each other, so they would not even comply with the obligation of
transparency.

1 See, for instance, Arroyo Amayuelas (2017a) 3 and (2017b) 37.
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IV Beyond Transparency: Other Instruments for Risk Assessment
1 Creditworthiness Assessment

Alongside the duty to provide information, the MCD includes another provision
aimed at safeguarding consumer interests: the obligation to assess the borrower's
creditworthiness. This requirement goes beyond transparency in the information,
aiming at guaranteeing that borrowers are truly capable, from an economic
standpoint, of fulfilling the obligations they are about to undertake. This is regulated
in Art 18, and it constitutes a way of ‘responsible lending’!? that goes beyond the
obligation of information.

Art 18.1 MCD stipulates that ‘Member States shall ensure that, before concluding a
credit agreement, the creditor makes a thorough assessment of the consumer's
creditworthiness. That assessment shall take appropriate account of factors relevant
to verifying the prospect of the consumer to meet their obligations under the credit
agreement.’

The Directive does not detail the specific methodology for conducting this
evaluation.!* However, Art 18(3) states that the assessment shall not rely
predominantly on the value of the residential immovable property or the assumption
that the residential immovable property will increase in value. The European Banking
Authority (EBA) published shortly after the Directive was adopted a guide for the
assessment of creditworthiness aimed at entities and in guideline 1 it stated that the
creditor should make reasonable enquiries and take reasonable steps to verify the

12 See, for example, the FSUG opinion and recommendations for the review of the Consumer Credit
Directive, available at https:/finance.ec.europa.eu/system/files/2019-04/fsug-opinions-190408-
responsible-consumer-credit-lending en.pdf or the Opinion of the European Banking Authority on
Good Practices for Responsible Mortgage Lending (EBA/Op/2013/02) available at
https://www.eba.europa.eu/sites/ default/files/documents/10180/604499/caf8cc3f-c8ec-4360-a5f3-
243034ae2479/EBA%?200pinion%200n%20Good%20Practices%20for%20Responsible%20Mortgage
%20Lending.pdf (last visit: September 2024) for other responsible lending practices. The
EBA/Op/2013/02has been repealed on 21 March 2016 and has not been replaced but it still provides
examples of responsible lending.

13 Arroyo (2017a) 14 and Méndez- Pinedo (2018) 577.

14 Although, as indicated by Livada (2019), it is more specific than CCD 2008, now repealed by CCD
2023, since it requires an obligation to deny the credit in the event that the evaluation is negative,
despite the fact that both parties want to continue with the operation. CCD 2023 also requires that the
assessment is positive in order to grant credit and, among other measures, grants the right to review
the outcome by a human in case of automated processing of assessment as well as an explanation of the

reasons that led to the outcome, see Arroyo (2024) 11 for details on the creditworthiness assessment in
Directive 2023/2225.
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consumer’s underlying income capacity, the consumer’s income history and any
variability over time. °

The consumer's creditworthiness assessment, although part of the entity's own
diligence in conducting it accurately, also requires the collaboration of the borrower
to provide the relevant information. The Directive delegates to Member States the
responsibility of regulating the procedure for assessing creditworthiness, as well as
defining the repercussions of failing to do so.

While these aspects will not be explored here, as they are not the focus of this work,
it is worth noting that the creditworthiness assessment process also entails
transparency obligations for providers'é. In particular, Art 20(3) MCD indicates that:

‘Member States shall ensure that creditors specify in a clear and
straightforward way at the pre-contractual phase the necessary information
and independently verifiable evidence that the consumer needs to provide and
the timeframe within which the consumer needs to provide the information

[...])

Therefore, although the borrower has an obligation to provide information, said
obligation must be specified in the pre-contractual phase in a clear and precise manner
and said obligation will be fulfilled when the lender so requires. In essence, this brings
us back to the obligations of information and transparency. However, these
obligations inherently carry more significant implications. If the creditworthiness
assessment yields a negative result, indicating that the borrower may struggle to repay
the loan, the entity is obliged to decline the loan, as provided by Art 18(5)(a).

It is the provider that has the burden of ensuring that the information requested from
the borrower is complete and that, effectively, this information provided conforms to
what was requested, since the contract cannot be terminated when the information
provided is incomplete (as long as it was not hidden or falsified), according to Art
20(3) MCD.

Thus, the Directive introduces a mechanism for assessing the risk of the transaction
based on objective factors. These factors do not rely on subjective perceptions or

15 Available at https://www.eba.europa.eu/legacy/regulation-and-policy/regulatory-

activities/consumer-protection-and-financial-innovation-7. See also the compliance table, EBA GL
2015 11-CT-V3 GLs, last updated on 9 June 2021, in which countries express intention to comply with

the guidelines. Avalaible at:
https://www.eba.europa.eu/sites/default/files/document library/964304/EBA%20G1.%202015%2011-
CT-V3%20GLs%200n%20Creditworthiness%20Assessment.pdf

16 See Arroyo (2017a) 10 for further development of this topic.
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awareness of risk but rather on elements that facilitate evaluating whether the
borrower will be capable of repaying the loan based on their financial circumstances.

2 Other Personal Factors

Thus far, we have observed that the Directive seeks to address the disparity between
lenders and consumers through classical approaches such as enhancing information
provision and also by mandating lenders to assess the risk of default. Now, let us focus
on potential subjective factors, specifically the actual knowledge possessed by
consumers.

In fact, Art 6 of the Directive stipulates that Member States must promote measures
aimed at educating consumers regarding loan agreements and debt management.
However, as highlighted by Méndez-Pinedo,” financial education being the
cornerstone of financial consumer protection is problematic, given that it has been
demonstrated that this perspective has failed to prevent market failures or ensure
consumer protection. In my opinion, this should not prevent efforts from continuing
to be invested in financial education, but in parallel with other instruments that do
ensure that consumers are protected effectively.

Furthermore, it is imperative to acknowledge that financial education, or the
expectations we hold for reasonably informed consumers, should not solely rely on
information provision as the means to rebalance asymmetries. It should also consider
psychological biases, as discussed earlier, and their influence on decision-making
processes.

Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014
on Markets in Financial Instruments, commonly referred to as Mifid II, acknowledges
the distinction between financially literate individuals and those who are not. It
imposes varying obligations on financial service providers depending on the client’s
level of financial sophistication. Specifically, its Annex II defines a professional client
as ‘a client who has the experience, knowledge and qualifications necessary to make
his or her own investment decisions and to correctly assess the risks inherent in such
decisions.” Here the fundamental concept is being able to ‘accurately assess risks’,
implying the capacity to make informed decisions in scenarios of uncertainty, which
essentially implies operating with the principles of probability, a concept inherently
complicated, as humans naturally seek certainty.

However, this approach is not without its challenges. Ultimately, the assessment of
suitability and creditworthiness must be conducted by the service-providing entities,
which, as previously mentioned, may harbour conflicts of interest. Nonetheless, it
represents an initial step towards recognizing that consumers of financial products

17 Méndez-Pinedo (2008) 577.
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possess distinct needs and characteristics compared to consumers in general, or rather,
they share the same traits but psychological biases have greater relevance.!®

V Final Remarks: Ex Ante Transparency v. Ex Post Action

Ideally, transparency should be ensured prior to the conclusion of the contract,
allowing the borrower to have a full understanding of its contents. However, the
complexity of mortgage-backed loan contracts, especially their operation under
conditions of uncertainty, means that, in practice, the problems related to them and
their potential lack of transparency are being addressed ex post, when they are
judicially challenged (interest rate floor clauses, contract expenses, reference indices).

As previously mentioned, providers lack sufficient incentive to voluntarily provide
information that may not be readily available to consumers, necessitating legal
mandates for transparency. Nevertheless, in practice, the obligation of transparency
places the burden on the consumers to become experts on each object or service for
which they contract and both with regard to the relevant characteristics of the object
of the contract and of the contractual terms.

Information is only useful if you can act on it and, as Howells points out,!? it takes
time to assimilate it and, furthermore, studies suggest that only the middle and upper
classes would benefit from more information. Additionally, and this is particularly
true in the sector here analysed, the alternatives are few (we have commented on the
lack of competition in the sector), so increasing the amount of information, ex ante,
may not balance the situation of the consumers. The new regulations regarding
mortgage loans and consumer credit do not appear to deviate significantly from this
trend. While they emphasize the provision of abundant information to the client,
there is no guarantee that the client will necessarily comprehend it better.

Consequently, disputes arising from such contracts are likely to end up in court, post
facto, once the contracts have been concluded. While this may seem suboptimal, as
ideally consumers should enter into contracts fully informed, it only represents a
deferred cost. If there are unfair terms in the contract, consumers will need to either
inform themselves ex ante or litigate in the future.

This presents challenges, as it relies on consumers being aware of potential abuses and
taking legal action accordingly. Indeed, Directive 93/13 on unfair contract terms
specifies in its Recital 4 that:

18 See, for example Mak and Braspenning (2012) for a study of how financial education influences
decision making.
19 Howells (2005) 358.
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‘itis the responsibility of the Member States to ensure that contracts concluded
with consumers do not contain unfair terms’, and in Art 6, it states that
‘Member States shall lay down that unfair terms used in a contract concluded
with a consumer by a seller or supplier shall, as provided for under their
national law, not be binding on the consumer and that the contract shall
continue to bind the parties upon those terms if it is capable of continuing in
existence without the unfair terms.’

Thus, the consumer protection system itself presupposes this ex post action.

Nevertheless, this should not impede ongoing advancements in financial education
nor impede consumers from acquiring knowledge and comprehension of the complex
contracts more common in our system. However, it is essential to acknowledge and
address the psychological biases when regulating. For example, some authors®
propose using the default rules of consumer regulations in favour of consumers (for
example, using cooling-off periods or the prohibition of door-to-door sales?'),
increasing banking regulation (although not typically part of consumer protection
regulations, crucially relevant in this context). Not all tools will fit all types of
contracts, but the bottom line is that regulation must ensure that the lender
internalises the cost it generates for the consumer.?

Therefore, the European legislator must persist in its efforts to rebalance the
consumer's position through transparency. However, this effort must always be
complemented with other mechanisms to ensure that transparency effectively and
positively impacts this objective.
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I Introduction

The Mortgage Credit Directive, along with all consumer-focussed legislation, looks to
strike a ‘right’ or ‘fair’ balance between the rights and responsibilities of the
contracting parties, in this case lender and borrower. The previous volume, 7he
Impact of the Mortgage Credit Directive in FEurope' charts the journey to the
Mortgage Credit Directive (MCD) which in the United Kingdom (UK) was preceded
by the domestic reforms introduced by the Financial Conduct Authority’s (FCA)
Mortgage Market Review (MMR) that followed the global financial crisis of 2007/8.
That part of the UK journey was examined in Chapter 5 of that volume. Since then,
the UK has left the European Union but, along with the rest of Europe, has suffered
the economic and social dislocation of the COVID global pandemic, the slowdown in
the global economy, war in Europe, high inflation and the associated cost of living

! Anderson & Arroyo Amayuelas (2017).
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crisis. It has responded by immediate measures to alleviate these shocks but has also
taken a distinct turn with the introduction of a new consumer duty (Consumer Duty)
that looks to an outcomes approach rather than the process-driven methodology of
the MCD and the MMR. The primary focus of this outcomes approach to the
responsibility balance is the suitability of a mortgage to a borrower’s needs.

This chapter will look at this new Consumer Duty and seek to evaluate its likely
impact upon the continuing journey to rebalance the responsibilities of lender and
borrower in the light of changing economic and social conditions. It will argue that
the Consumer Duty does introduce a changed dynamic between mortgage providers,
their intermediaries and consumer borrowers which has the potential to recalibrate
the mortgage relationship with the greatest potential influence on addressing certain
harmful mortgage products —equity release products being a prime target. Sadly,
other vulnerable borrowers, particularly mortgage prisoners, are unlikely to benefit.
However, the nature of the Consumer Duty, as a higher-level principle, inevitably
only addresses a relatively small part of the risk landscape that a borrower faces. It is
thus not a panacea but a building block in this wide-ranging and complex relationship.

The chapter will begin by providing an overview reminder of the salient features of
the lender-borrower relationship and its regulation in the UK. It will then look at the
Consumer Duty itself providing both an account of the evolution of the Consumer
Duty as well as its detailed elements. We then look at the likely impact of the
Consumer Duty on the lender-borrower relationship within which we focus on three
case studies that have generated particular concern, these being equity release
products, interest-only mortgages and the mortgage prisoners’ scandal. The chapter
concludes with our final evaluation of the Consumer Duty.

II The UK Regulatory Approach to Consumer Mortgages

The 2008 financial crisis precipitated a protracted debate over consumer protection.
That crisis, which had its roots in irresponsible mortgage lending, exposed gaps in the
consumer protection framework and illustrated the limits of the neoliberal
assumptions underpinning the regulation of financial services in the UK. It became
evident that information disclosure coupled with largely unsuccessful attempts at
consumer education were inadequate to address market imbalances and promote
‘rational’ decision making, whether by borrower or lender, upon which neoliberal
market-led regulation depends. As a result, the MCD and the MRR targeted
irresponsible lending through the introduction of affordability checks with added
stress testing, restrictions on interest-only lending and a shift to advised sales; all
measures which shifted some responsibility for borrower’s decision making onto
mortgage providers. But consumer groups pressed for further reform.

To appreciate the impetus for these calls for further consumer protection and the
Consumer Duty that has emerged, as detailed in section III, it is important to recall
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the principal features of mortgage borrowing and the UK regulatory landscape that
seeks to address the associated risks. These features are examined in some detail in
Chapter 5 of the previous volume, The Impact of the Mortgage Credit Directive in
Europe® and so it is only the key aspects that will be highlighted here.

1 Mortgages as Financial Products

Mortgages display various characteristics which impinge directly on a borrower’s
ability to make rational decisions and thus successfully meet the neoliberal ideal of
competitive markets where parties’ self-interested decision making ensures that ‘good’
products thrive whilst ‘poor’ products fail. These characteristics justify rebalancing
the responsibility dynamic with strong consumer protection in which the Consumer
Duty may play a useful role.

Mortgages are long-term credence products, being products of which the consumer
has little to no prior knowledge or experience, and thus whose suitability it is difficult
for a borrower to assess. Mortgages are entered into for extended terms of 20, 30 or
even 40 years so a borrower may only experience one mortgage in their lifetime and
furthermore have limited opportunities to change to a more suitable product. Yet the
consequences of poor decision-making can be severe and jeopardise the borrower’s
and their families’ residential security. By contrast mortgage providers have extensive
experience of the market and so can predict the consequences of their lending
decisions. Information disclosure and consumer financial education can only make
limited inroads into this lack of experience and thus Wightman has argued that the
sellers of credence products should owe a quasi-fiduciary duty to take responsibility
for the suitability of their goods.®> The rationale for a strong Consumer Duty is thus
justified even if it falls short of a full fiduciary duty.

Money is borrowed for a reason, and it is often this reason that is uppermost in the
borrower’s mind when entering into a credit agreement. In the case of a regulated
mortgage* that reason is frequently to buy a home and ensure a level of residential
security that is not equalled by alternative housing tenures. In the UK the private
rental sector is precarious and there is an acute undersupply of social housing. The
possibility of capital accumulation offered by mortgage-funded home ownership is an
added incentive to mount the housing ladder with the attraction of a better funded
retirement and later life social care as well as the prospect of passing on that capital to
future generations. All in all, the borrower frequently has the purchase of a future
home and capital asset foremost in their decision making rather than assessing
financing options. The role of mortgage finance in housing policy is thus key and could

2 Nield (2017).
3 Wightman (2003).
* FCA regulated mortgages are first or subsequent mortgages secured on a dwelling. Buy-to-let

mortgages are largely excluded. For a definition see Financial and Services Markets Act 2000
(Regulated Activities) Order 2001 SI 2001/544.
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justify its characterisation as a life sustaining ‘lifetime contract’.> It certainly justifies
high levels of protection which underpin the Consumer Duty and a sensitivity to the
behavioural economics that influence a borrower’s decision-making and which the
Consumer Duty is beginning to acknowledge.

A mortgage is an unusual financial product in that lenders perform their contractual
obligations at the inception of the mortgage relationship by advancing the loan.
Continued performance lies with the borrower’s repayment obligations. The lender’s
exposure to the risk of borrower default is also minimised in three respects. First, they
have the security of the mortgage itself over the borrower’s home, which will only be
exposed by high loan to value ratios coupled with a fall in the housing market.
Secondly, their own borrowing costs are usually short term and can be reflected in
the variable interest rates they charge the borrower. In the UK interest rates are
usually only fixed for a maximum of 5 years, exposing borrowers regularly to the risk
of increased borrowing costs during the mortgage term. Lastly, the lender can
securitize their mortgage debts, generally to institutional investors, to whom the risk
of default is transferred. By contrast, the borrower is much more exposed to the risk
of unforeseen events which can disrupt the flow of income upon which mortgage
repayments depend. It is often impossible for the borrower to insure against these
risks —only the risk of critical illness is insurable. Other personal life events, for
example relationship breakdown or loss of employment, may leave the borrower
unable to make repayment but with only limited state support available. This
imbalance in the allocation of risk justifies the forbearance policies that emerged with
the economic crisis of 2008 and have developed through the COVID 19 pandemic and
the cost-of-living crisis that has followed. How lenders respond to default, particularly
by vulnerable borrowers, is also central to the Consumer Duty.

2 Regulatory Principles, Rules and the Direction of Regulatory Travel

The FCA has the central regulatory role for consumer protection and market
conduct.® Its overall strategic objective is to ensure that the markets it regulates,
including the consumer mortgage market, are functioning well.” Its operational
objectives are defined as securing an appropriate degree of consumer protection, to
protect and enhance the integrity of the UK financial system and to promote effective
competition in the interests of consumers.® It do so by licencing financial service
providers, setting of conduct of business standards through overarching principles and
detailed conduct of business rules, monitoring compliance with those standards and
taking enforcing action where necessary .

Consumer redress is primarily provided through the Financial Ombudsman Service
(FOS) who offers alternative dispute resolution with financial redress based upon

> See Ratti (2018) 332.

6 See the Financial Services and Markets Act 2000 (as amended), hereafter referred to as FSMA 2000.
7 FSMA 2000, s. 1B(2).

8 FSMA 2000, s. 1C(I), 1D(I) and 1E(I).
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what the FOS decides is ‘fair and reasonable in all the circumstances’.® This service is
free to the borrower and can lead to compensation of up to £415,000, although the
FOS will not generally interfere with established property rights.!® The regulatory
work of both the FCA and the FOS is subject to judicial oversight through judicial
review of their decision making.!!

2.1 Principles-Based Regulation

The FCA’s regulatory approach is said to be ‘Principles-based’ rather than relying on
detailed prescriptive rules that can lead to game playing avoidance. Instead,
qualitative principles seek to set higher level standards of conduct to which mortgage
providers are expected to adhere, although how they reach these is left to individual
firms to decide and implement.!? Accordingly, the Principles tend to be outcome
based, with considerable emphasis on the responsibility of the mortgage providers’
senior executives and managers to ensure the firm’s business model and conduct meets
those principled outcomes. Principled based regulation is said to have the advantage
of being sufficiently broad to cater for a wide range of financial services and situations
and is sufficiently flexible to address changing circumstances.!?

The FCA’s regulatory Principles, which apply to regulated firms, are found in the
FCA’s Handbook.!* For example, they require regulated financial service providers to
conduct their business with integrity!® and with due care, skill and diligence!¢ and to
treat their customers fairly, 17 to communicate information in a manner which is clear,
fair and not misleading'® and to take reasonable care as to the suitability of their
advice.!” The inherent uncertainty of these principles is to some extent offset by
guidance published by the FCA.

Although the MMR and the MCD provoked a raft of reforms, the continuing influence
of neoliberalism is clear in the set of factors to which the FCA is to have regard when
determining the appropriate level of consumer protection. Amongst these factors is
the counter-balancing principle that consumers should take responsibility for their
decisions.?? This principle has long proved controversial with consumer rights

9 FSMA 2000, s. 228.

10 See for example Thakker v Northern Rock [2014] EWHC 2107.
11 See Nield (2017) 174-184.

12 For a fuller explanation see Black, Hopper & Band (2007).

13 Although it has been subject to criticism even by its proponents see Black (2012) 1042-1045.
14 See https://www.handbook.fca.org.uk/handbook/PRIN/2/1.html
15 Principle 1.

16 Principle 2

17 Principle 6

18 Principle 7.

19 Principle 9.

20 FSMA 2000, s. 1C(2).
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advocates, as explained in the next section. To an extent it is mitigated by the new
Consumer Duty, which operates as an additional high-level principle.?!

2.2 Principles: Rule Dynamic

The FCA’s ‘Principles-based approach’ is hybridised by detailed conduct of business
rules found in the Conduct of Mortgage Business Handbook (MCOB), which set out
detailed rules governing each step of a borrower’s journey from pre-sales promotion,
information and advice and affordability criteria, to post sale conduct of the lender-
borrower relationship.?

The interrelationship between the Principles and MCOB is significant. The Principles
have been described as ‘the ever present substrata’® on which the more detailed
conduct of business rules depend; accordingly, they must always be complied with.
They are not supplanted by, but augment, the specific rules, so that compliance with
MCOB will not necessarily satisfy the Consumer Duty Principle.

A key distinction between the Principles and MCOB, however, rests upon their
enforceability. The Principles are not directly enforceable by a borrower. They
operate instead at a regulatory level to direct the FCA’s monitoring, disciplinary and
enforcement work as well as being an influence upon the FCA’s overarching
regulatory initiatives, be that market studies or targeted campaigns. By contrast, a
breach of MCOB does give rise to a borrower’s right of action for breach of statutory
duty,?* although it is cheaper and swifter for a borrower to bring a complaint to the
FOS.? The FOS can also prompt FCA’s regulatory action. Indeed, the FCA sees the
monitoring of FOS decisions as a key element of measuring ‘the success’ of the
Consumer Duty.?® Accordingly, these decisions could have a key influence on lenders’
conduct.

2.3 The Direction of Regulatory Travel: Vulnerability and Borrowers in Financial
Difficulty

Two further pieces of regulatory work that preceded the introduction of the
Consumer Duty are of interest to the extent that they feed into and inform the
Consumer Duty. First, is the FCA’s guidance on the treatment of vulnerable

2 Principle 12.

22 See MCOB accessible at https://www.handbook.fca.org.uk/handbook/MCOB (accessed 15/04/24).
2 R (on the application of British Bankers Association) v FSA [2011] EWHC 999 at [162].

24 FSMA 2000, s. 138D.

% See for example Thakker v Northern Rock [2014] EWHC 2107.

26 PS22/09, para 1.21. Available at https://www.fca.org.uk/publications/policy-statements/ps22-9-
new-consumer-duty
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consumers? and secondly, the Mortgage Charter?® and the FCA’s policy and guidance
on Strengthening Protections for Borrowers in Financial Difficulty.?

No doubt influenced by the seminal Vulnerability Theory developed by Martha
Fineman,* the FCA recognises that vulnerability represents a spectrum of risk. We
all can be vulnerable to harm, but some have greater capabilities to address, or at least
reduce, those harms. Thus, the FCA has accepted that all consumers of financial
services are potentially vulnerable, but that vulnerability is more likely to be exposed
by poor physical or mental health, life events including new caring responsibilities,
low resilience to economic or life shocks and low capabilities such as literacy or
numeracy skills. The FCA conducts periodic Financial Lives Surveys that have
demonstrated high levels of vulnerability, particularly following the COVID 19
pandemic.?! The FCA Guidance on Vulnerable Consumers sets out what is expected
of financial service providers to address potential consumer vulnerabilities. The
essential features of this guidance look to understanding the needs of vulnerable
consumers and responding to those needs, through the design of financial products,
the communications with and support offered to vulnerable consumers by staff that
are capable and (if necessary) trained to deliver that support. Continued monitoring
and review of the adequacy of these measures are also highlighted. We will see these
elements running through the Consumer Duty.

With the COVID 19 pandemic and the cost-of-living crisis there has been a focus on
supporting borrowers in financial difficulty. Tailored Support Guidance was issued in
response to the pandemic, and we are seeing that welcome aspects of this forbearance
initiative continued both through the Government’s Mortgage Charter and PS24/2.
The Mortgage Charter was promoted by the Government as a political response to the
cost-of-living crisis with the main mortgage providers signing up. It made some, but
not significant, changes to the forbearance measures already found in MCOB 13.%2
PS24/2 is of more import as direct evidence of what the FCA considers to be the fair
treatment of borrowers in financial difficulty and amends MCOB13.3% As such it, and
the associated guidance, inform what the Consumer Duty entails for borrowers in
financial difficulty.?* The significant changes are that support should be offered to

27 FG21/1 available at https://www.fca.org.uk/publication/finalised-guidance/fg21-1.pdf (accessed
26/04/24).

28 See https://www.gov.uk/government/publications/mortgage-charter/mortgage-charter (accessed
29/03/24).

29 PS24/2 available at https://www.fca.org.uk/publication/policy/ps24-2.pdf and the associated
guidance see FG24/2 is available at https://www.fca.org.uk/publication/finalised-guidance/fg24-2.pdf
(both accessed 21/04/24).

30 See Fineman (2008); Fineman & Greer (2013).

31 See Financial Lives Surveys of 2017, 2020, 2022 and 2023. The latter concentrated on the cost of
living accessible at https://www.fca.org.uk/financial-lives

32 See PS23/8 available at https://www.fca.org.uk/publication/policy/ps23-8.pdf

33 See PS24/2 available at https://www.fca.org.uk/publication/policy/ps24-2.pdf

3¢ They are due to come into force on 04/11/24 as a successor to the Tailored Support Guidance.
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borrowers who are at risk of default, not just those who are in default. That support
should be enhanced with clearer disclosure of payment shortfalls, a wider range of
forbearance options, and generic debt advice.

ITIT The Consumer Duty

The Consumer Duty has its roots in the 2008 financial crisis and dissatisfaction with
the extent of the changes to the regulatory framework resulting from the MMR and
MCD. Consumer groups and the Financial Services Consumer Panel (FSCP) argued
that these changes did not go far enough towards protecting consumers. They
contended that too much emphasis was still placed on consumer responsibility and
not enough on the responsibility of firms to ensure their products were ‘appropriate
for the consumer in terms of meeting their needs, accessibility and reasonable value
for money’.% The ensuing debate brought to light a range of poor business practices
by financial firms, exposed the limits of existing consumer protection standards and
led to demands for a new Consumer Duty. This section begins by outlining the origins
of this new Consumer Duty and makes the point that concern over consumer harms
in the mortgage market was a factor in the push for reform. It then explains the
content of that duty, drawing on illustrative examples from the consumer mortgage
market, before discussing some emerging themes.

1 The Emergence of the New Consumer Duty

Consumer rights advocates have long argued that the FCA principle that consumers
should take responsibility for their decisions?® was particularly problematic because it
failed ‘to take into account the imbalance in power between firms and their customers,
information asymmetries, and low levels of consumer financial capability’.?’

Indeed, the FSCP went further arguing that the consumer responsibility principle
actually undermines consumer protection by enabling firms to provide consumers
with ‘reams of documents’ as a way of discharging their disclosure requirements and
then assuming that responsibility is transferred to consumers, ‘as they should have
read these documents’.3® It also criticised the emphasis on consumer responsibility as

% House of Commons, House of Lords, Joint Committee on the draft Financial Services Bill (2011)
paras. 114-117, available at
https://publications.parliament.uk/pa/jt201012/jtselect/jtdraftfin/236/236.pdf

36 FSMA 2000, s1C(2)

37 FSCP, Incorporating a Duty of Care into the Financial Services & Markets Act (2015) 1.

38 House of Commons, House of Lords, Joint Committee on the draft Financial Services Bill (2011)

para. 114, available at https://publications.parliament.uk/pa/jt201012/jtselect/jtdraftfin/236/236.pdf
para. 114.
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being at odds with empirical evidence of widespread poor consumer understanding
and financial literacy.*

In 2011 the FSCP proposed that the consumer responsibility principle should be
counterbalanced by the introduction of a new statutory fiduciary duty of care that
authorised firms would have to their clients.* This was inspired by US reforms and,
in particular, by the fiduciary duty established under the Dodd-Frank Act, which
required firms to put the interests of consumers first and to ensure there are no
conflicts of interest.#! The FSCP argued that a similar duty should also provide
consumers in the UK with a private statutory right to pursue damages for negligent
firm behaviour through the courts.*

The FCA did not initially consider that a new Consumer Duty was necessary. It
pointed out that the FCA rules already contained Principle 6, which required firms to
treat customers fairly.** Nevertheless, the FCA recognised the limitations of Principle
6 when it accepted that consumers ‘cannot currently bring civil claims based on an
alleged breach of Principle 6.4 While the FCA rejected the proposal of a new duty, it
launched a discussion paper on the topic.®

In the subsequent debate, the FSCP argued that Principle 6 was ineffective at
preventing consumer harms because it ‘does not remove conflicts of interest’ and so
did not ‘deter firms from mis-selling products and services’.*® It argued that Principle
6 only enshrines a weak duty to the consumer® which was ‘further weakened by the
legal principle in FSMA that consumers should ‘take responsibility for their
decisions’.#” In making the case for reform, the FSCP pointed out that the financial
services industry ‘has frequently sold inappropriate products on an industrial scale to
customers who were later revealed not to have been properly informed of the risks

involved, or, in some cases, were entirely unaware they had purchased the product at
all’.#

3 House of Commons, House of Lords, Joint Committee on the draft Financial Services Bill (2011)
para 115, available at https://publications.parliament.uk/pa/jt201012/jtselect/jtdraftfin/236/236.pdf
para. 115.

40 FSCP, Response to A new approach to financial regulation: Building a stronger system, April 2011
(2011) 9-10.

4 FSCP, Response to A new approach to financial regulation: Building a stronger system, April 2011
(2011) 9-10.

42 FSCP, Response to A new approach to financial regulation: Building a stronger system, April 2011
(2011) 9-10.

B FCA, Our future Mission (2016) 24.

4“4 FCA, Our future Mission (2016) 24.

% FCA, Our Mission 2017(2017) 26.

4 FSCP, A duty of care for financial services providers (2017) 1.

4 FSCP, A duty of care for financial services providers (2017) 1.

8 FSCP, Incorporating a Duty of Care into the Financial Services & Markets Act (2015) 3-4. Some
examples can be found in the widespread mis-selling of endowment mortgages and payment
protection insurance.
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The FSCP supported this critique by drawing attention to various harmful business
practices, including in the consumer mortgage market. It pointed out that mortgage
lenders kept ‘captive customers on higher SVRs [Standard Variable Rates]’ and failed
‘to offer them the ability to move to cheaper fixed rates’.* They also identified how
mortgage advisers are ‘not required to take consumers’ debts or benefit entitlements
into account when advising on equity release products’.> Furthermore, it pointed out
that while mortgage providers must ensure equity release is suitable for consumers
when the product is taken out, they are ‘not required to carry out additional checks
when consumers draw down funds from a reserve facility, which can be many times
larger than the original loan’.>!

Following these debates, the FCA concluded that the existing regime of consumer
protection was not effectively preventing customer harm because it did not place
sufficient emphasis on the needs and objectives of the end consumer. It accepted that
firms ‘sometimes exploit consumers behavioural biases, e.g. by not being fully
transparent in the information they provide’.>? It also identified instances of firms
engaging in, what it referred to as, ‘sludge practices’ whereby firms ‘introduce
excessive friction in their processes that prevents consumers from making decisions
in their interests’.>

Accordingly, the FCA proposed introducing a new Consumer Duty that would ensure
firms focused more proactively on delivering good consumer outcomes.’* Such a
change, it contended, could help to improve the levels of trust that consumers have
in financial services.>

Although consumer rights advocates can claim some success in winning the argument
for reform, the Consumer Duty is quite different from the initial demands they made.
The Consumer Duty is not a fiduciary or statutory duty but rather involves a change
to the FCA’s Principles. Nor does it provide consumers with an individual right of
action against firms for breach of the duty.*® While the FCA came to the view that
this was not currently appropriate, it has committed to keep the possibility of a private
right of action under review.*’

“ FSCP, A duty of care for financial services providers (2017) 3.

S0 FSCP, A duty of care for financial services providers (2017) 3.

SLFSCP, A duty of care for financial services providers (2017) 3.

2 FCA, A new Consumer duty, Consultation Paper CP 21/13(2021) para. 2.9.

3 FCA, A new Consumer duty, Consultation Paper CP 21/13(2021) paras 2.10-2.11.

3 FCA, A new Consumer duty, Consultation Paper CP 21/13(2021), paras 2.16-2.18.

> FCA, A new Consumer duty, Consultation Paper CP 21/13(2021), para. 2.16.

% FCA, A new Consumer duty, Feedback to CP21/13 and further consultation, Consultation Paper CP
21/36 (2021) paras. 12.12-12.21.

> FCA, A new Consumer duty, Feedback to CP21/13 and further consultation, Consultation Paper CP
21/36(2021) para. 12.21.

101



2 The Consumer Duty

The Consumer Duty is introduced as a high-level Principle 12 that guides the delivery
of all financial services business including regulated mortgage contracts. To an extent
this duty replaces the Principle 6 (‘to pay due regard to the interests of their customers
and treat them fairly’)>® and Principle 7 (‘to pay due regard to the information needs
of its clients, and communicate information to them in a way which is clear, fair and
not misleading’). These previous principles both played a significant role in the
delivery of FCA’s consumer focussed regulation, but it is intended that the Consumer
Duty will hold mortgage providers and intermediaries to ‘a higher and more exacting’
standard.>

The Consumer Duty has a wide ambit and applies to new and existing regulated
mortgage products that are offered to borrowers, including prospective borrowers.
It applies to both mortgage providers and their intermediaries, indeed all who have a
material influence upon the experience of borrowers under a regulated mortgage
contract. This might include, for example, a debt recovery agency involved in
possession or other enforcement proceedings. It does not have retrospective effect and
does not apply to past actions. However, it applies, in a forward-looking manner, to
existing mortgages products, for example to address any generic aspect of that
mortgage product which may breach the duty or to address any harm suffered by an
existing borrower.%!

The FCA has developed detailed guidance on how the new duty is to affect financial
services providers.®? This guidance elaborates how the Consumer Duty comprises
three elements; namely, the core Consumer Principle, which sets the overall expected
standard of behaviour; the Cross-Cutting Rules, which detail three overarching
requirements intended to explain how financial service providers are to deliver the
Consumer Duty, and lastly, the Four Outcomes which provide ‘a suite of rules and
guidance’ covering the key elements of the financial services providers relationship
with their clients.

Underpinning each of these elements is the concept of ‘reasonableness’ as an objective
test of the standard which could reasonably be expected of a mortgage provider, or

58 Principle 6.

¥ FG22/5 at para. 1.21.

60 It came into operation from 31/07/23 for mortgages products sold after that date and from 31/7/24
for mortgages products no longer offered for sale after 31/07/23 but where the mortgage relationship
is continuing (i.e. closed products).

61 FG22/5, paras 3.4-3.9. From July 2024 the duty also affects mortgage products that are no longer
offered for sale (closed products) but where there is a continuing mortgage relationship that falls foul
of the duty

62 FCA, Finalised Guidance FG22/5 issued pursuant to s139A of the FSMA 2000 available at

https://www.fca.org.uk/publication/finalised-guidance/fg22-5.pdf
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intermediary, offering the same product or services with the necessary understanding
of the needs and characteristics of borrowers within that target market.®® This paper
now turns to look at each of these three elements in more detail. It becomes evident
that there is a good deal of overlap and interaction between them.

2.1 The Consumer Principle

The core principle enshrined within this duty is that a mortgage provider or
intermediary should deliver good outcomes for their borrowers. The hope is that an
outcomes focus will make mortgage providers think more about the experience of
their borrowers and ‘place [borrowers’] interests at the heart of their activities’.** It
sets an almost biblical expectation that mortgage providers would ask: ‘Am I treating
my customers as | would expect to be treated in their circumstances? %

They thus need to appreciate how borrowers ‘actually behave and transact in the real
world’® and ‘have the flexibility to support [borrowers] ... so they get good
outcomes’.”’ Here there will need to be an understanding of behavioural biases and
of housing expectations and aspirations as well as how borrowers experience personal
financial shocks such a loss of employment, illness and relationship breakdown. But
understanding will not be enough. Support is also required to ensure borrowers take
on suitable mortgage products that meet their circumstances and to try and minimise
borrowers” harm should those circumstances change adversely.

Despite this shift in focus, the guidance underlines that the lender-borrower
relationship remains commercial. It does not create a fiduciary relationship where a
lender would be expected to place their borrowers’ interest centre stage and avoid any
conflict with their own interests.®® Borrowers remain responsible for their decisions,
but their choices should be informed and effective, in the sense of made in their
individual interests and financial objectives. There are still overtones that protection
is market driven with mortgage providers ‘competing vigorously in consumers’
interests’ and are incentivised to ‘adapt and innovate’ to meet changing markets
conditions and needs.%

Throughout the published guidance there is a concern with the position of vulnerable
borrowers, both in the generic sense that all borrowers are vulnerable to a change in
financial circumstances, whether of their own or others’ making, and in dealing with
vulnerabilities of groups of borrowers, for example emanating from their age, financial

6 FG22/5, para. 1.4.

64 FG22/5, para. 4.3.

& FG 22/5, para. 4.4.

% FG22/5, para. 4.8.

67 PS22/09, para. 1.3.

¢ FG22/5, para. 4.12.

© PS22/09, paras 1.3, 1.7.
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literacy or physical or mental wellbeing. This reflects the FCA’s earlier guidance on
the fair treatment of vulnerable customers, which dovetails with the equality duties
imposed by the Equality Act 2010.

2.2 The Cross Cutting Rules

In performance of the Consumer Principle to deliver good outcomes for their
borrowers, the FCA expects mortgage providers and intermediaries to act in
accordance with the three cross-cutting rules. They should act in good faith, to avoid
foreseeable harm and to enable and support borrowers to pursue their financial
objective, i.e. to borrow money or obtain financial support for a particular purpose.
These rules apply both generically in the sale of regulated mortgage contracts and also
individually in interactions with individual borrowers during the entry into and
performance of the mortgage relationship.

These cross-cutting rules are:

A) Good Faith: A duty of good faith may be familiar to civilian lawyers, but common
lawyers are not so conversant with the concept save when considering fiduciary
relationships. The FCA characterises the duty as calling for ‘honesty, fair and open
dealing and consistency with the reasonable expectation’ ° of borrowers and as such
focusses upon intent. It recognises ‘the imbalance in bargaining position, knowledge
and expertise’ between borrower and lender so that borrowers ‘can only reasonably
be expected to take responsibility for their choices and decisions if [mortgage
providers] act openly and honestly’.”! Here is an element of lenders’ responsibility to
take account of a borrowers’ interests and not exploit their lack of expertise or any
behavioural biases.

B) To Avoid Foreseeable Harm: The guidance envisages that mortgage providers
might cause foreseeable harm either proactively, for example in setting unrealistic
repayment expectations, or through failing to engage with borrowers in repayment
difficulties. The harm must be foreseeable and is underpinned by the limiting concept
of reasonableness already referred to. Foreseeability seems to reflect ideas of causation
and may also arise because a borrower does not fully understand the obligations under
the mortgage or how those obligations may change over the course of the mortgage
term. Here the guidance calls for an awareness of borrowers’ behavioural biases. A
lack of adequate support may also lead to foreseeable harm.

C) Enable and Support Borrowers to Pursue their Financial Objectives: This element
of the rules engages with the purpose of mortgage borrowing and as such it reflects
the outcomes focus of the Consumer Duty. For many borrowers the purpose of
borrowing will be to buy a home and ensure their and their families residential

70 FG22/5, para. 5.6.
1FG22/5, para. 5.7.
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security. There may be other purposes, for instance, income generation in retirement,
financial restructuring through consolidation of previously unsecured debts or to raise
business finance for small and medium size businesses where the borrowing calls for
a mortgage over a director or shareholder’s home.

The rule looks to positive engagement throughout the full term of the mortgage
relationship. A particular focus will arise should the borrower fall into arrears and the
mortgage provider considers repossession. As discussed earlier, the MCOB already
requires forbearance, the conditions of which have been updated by the Mortgage
Charter and PS24/2. There is also a call for mortgage providers to direct potential
borrowers to alternative sources of support and information where they decline to
offer finance.”

In pinning down what support is envisaged, the guidance talks of mortgage providers
‘creating the right environment’ to enable borrowers to make decisions which are in
line with their financial objectives, with sensitivity again to behavioural biases and to
borrowers’ vulnerability.” Other facilitative elements look to ‘the design’ of the
mortgage encompassing its detailed terms, including interest rate, prepayment,
portability, as well as effective communication and customer support, which appear
also as vital elements of the four outcomes to which this chapter turns now.

2.3 The Four Outcomes

The FCA’s Four Outcomes align closely with the cross-cutting rules and comprise,
first, the products and services outcome; second, the price and value outcome; third,
the consumer understanding outcome, and finally, the consumer support outcome.

A) The Products and Services Outcome: This outcome requires firms to ensure their
product or service is designed to meet the needs, characteristics and objectives of
customers in the target market, that the intended distribution strategy is appropriate
and to carry out regular reviews of its continuing suitability.”* Whilst essential
features of a mortgage are well known, innovative detailed terms are always emerging,
particularly regarding the calculation and recovery of interest. The guidance focusses
on whether products are, and continue to be, fit for purpose, and as such this outcome
dovetails with the cross-cutting rules that look to financial objectives and avoidance
of foreseeable harm. It is recognised that this outcome is also influenced by the
mortgage distribution network in which mortgage intermediaries play a vital role and
increasingly involves elements of virtual engagement rather than personal contact.

72 FG22/5, para. 5.40.
73 FG22/5, para. 5.38.
74 FG22/5, para. 6.3.
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An additional feature is the emphasis on mortgage providers identifying a target
market for a particular mortgage product with an appreciation of this market’s
characteristics, risk profile and capacity to understand the complexity of the mortgage
and its terms. Within this target market the guidance calls for an appreciation of the
likely vulnerability of targeted borrowers. It quotes, for example, their 2020 Financial
Lives Survey which identifies 46% of adults (or 24 million people) in the UK as
showing one or more characteristics of vulnerability” and the evidence which
suggests that minority ethnic adults and those with disabilities are disproportionately
likely to be in vulnerable circumstances or poverty.”

B) The Price and Value Outcome: Under this outcome, firms are required to ensure
the price the customer pays for a product or service is reasonable compared to the
overall benefits the customer will experience. Firms are expected to proactively assess
whether the pricing structure could lead to foreseeable harm, whether fees are
unjustifiable/unreasonable, whether changes in the benefits of the product are
reflected in the price and whether changes in the assumptions that underpin pricing
have been reflected in changes to the price.”

The cost of mortgage credit is generally competitive and tied to some external
benchmark. There are thus market controls on the level of interest rates. The key
pricing issues thus generally revolve around variation of those rates as keenly
demonstrated by the steep rise in interest rates at the end of 2023 and their continuing
high levels. Variation also may be triggered by the ending of initial incentivised rates.
It is thus the cost over the whole term that is the proper subject of scrutiny together
with the impact of other prepayment, late payment and other charges.”® Stress testing
interest rate rises seeks to address the crystal gazing that is required to assess long term
repayment obligations, but inevitably these predictions can fall short.

C) The Consumer Understanding and Support Outcomes: The consumer
understanding outcome directs firms to support their customers by helping them
make informed decisions about financial products and services and the consumer
support outcome requires firms to assist consumers in using the products and services
they have purchased. There is a close relationship between these two outcomes and
thus they are considered together.

The guidance articulates this relationship as being that whilst mortgage providers
should communicate with borrowers ‘in a way that equips them to make effective,
timely and properly informed decisions’, consumer support should enable borrowers
‘to act on these decisions without facing unreasonable barriers’.” As a practical

5 FG22/5, para. 6.26.

76 FG22/5, para. 6.33.

77 FG22/5, para. 7.8.

78 ¥G22/5, paras 7.33, 7.39.
7 FG22/5, para. 9.4.
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indicium of this relationship, the guidance also calls upon the quality of post-sales
support to be as good as pre-sales support and with similar response times.%

These outcomes continue the long-standing Principle 7 that mortgage providers
‘communicate information in a way which is clear, fair and not misleading’. But they
are said to go further by focussing on a borrowers’ understanding of those
communications and to ‘equip [borrowers] to make decisions which are effective,
timely and properly informed’® and which ‘maximises the likelihood of a [borrower]
achieving a good outcome’.?? The call is for the communicator to ‘put themselves in
their [borrowers] shoes’.® There are suggestions that the required standard will most
likely be met by communications which are layered, from key to more detailed
information, engaging, relevant, simple and well timed.3 There is also a prompt that
the communicator should not ‘exploit [borrowers’] information asymmetries and
behavioural biases’.> The presentation, as well as content, of information is also
important and should ‘not [be] hidden within a large volume of material, or hard to
find on a website’.% The role of digital support is acknowledged, and even accepted as
adequate, in some circumstances. However, it is difficult to see how digital support
could be considered adequate in the mortgage context when a borrower and their
family’s residential security is at stake. The prospect of a borrower, who has lost their
job and consequently defaulted, trying to engage with a computer bot is surely
unacceptable.

The guidance also calls for tailored communications which take account of borrowers’
differing characteristics, both within a targeted group or of an individual borrower,
whether arising from their vulnerability, the mortgage product’s complexity, the
communication channel employed or the role of the communicator in the borrower’s
mortgage journey. Rather sobering research is quoted which reveals that one in seven
adults have literacy skills at or below those expected of a 9-11 year old and 34% of
adults have poor to low levels of numeracy.?” There are also duties under the Equality
Act 2010, already referred to, which can impact upon communication, for example,
to provide information in an accessible format. It is not expected however that
communications should be tailored to the understanding of an individual borrower
unless that individual is seeking specific information or explanation.®

80 FG 22/5, paras 9.5-9.6.
81 FG 22/5, paras 9.5-9.6.
82 FG 22/5, para. 8.9.

8 FG 22/5, para. 8.9.

8 FG 22/5, para. 8.13.

8 FG 22/5, para. 8.10.

8 FG22/5, para. 8.12.

87 FG22/5, para. 8.34.

8 FG 22/5, para. 8.37.
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The guidance talks positively about ‘friction’ in a borrower’s decision making as
appropriate moments to enable a borrower to think carefully about the decision they
are about to make. But on the other hand, decries ‘sludge’ practices which,
intentionally or unintentionally, discourage borrowers from seeking support or
making a complaint.®

The interplay with regulatory disclosure, for example ESIS, is acknowledged but it is
apparent that the latter is by no means sufficient.”® Consumer support needs to be
available throughout the term of the mortgage, from the sales process to the end of
the mortgage term, and will need to be particularly evident during periods when a
borrower is experiencing repayment difficulties.

To meet these communication and support aspirations the communicator is expected
to test, monitor and, if necessary, adapt their practices.

IV The Impact on Regulated Mortgages

During the debates over the new Consumer Duty, it tended to be assumed that
borrowers are well protected in the mortgage market and any concerns around
consumer mortgages were not a significant driver behind its development. However,
it is clear that the Consumer Duty is likely to have a significant impact on the
consumer mortgage market for at least four reasons. First, the new duty involves a
change in the FCA’s guiding principles and, as such, it applies to all aspects of the
regulation of financial services, including consumer mortgage markets. Second, the
general critiques of the FCA’s regulatory assumptions about markets and consumer
behaviour that animated reform can also be applied to the consumer mortgage market.
Third, as discussed in section II, consumer mortgages are an unusual financial product
that involve long-term arrangements, acute imbalances of power between lender and
borrower, and which carry particularly significant risks for consumer harm.

Finally, although consumers have significant distinctive legal protections in the
consumer mortgage market, the FSCP have identified consumer harms and poor
consumer outcomes in certain segments of the market, particularly in relation to
equity release products, interest-only mortgages and the mortgage prisoner's scandal.
In this section, the impact of this Consumer Duty upon regulated mortgages is
outlined, by considering, first, the impact upon the conduct of mortgage providers
business generically, and then by considering its impact in relation to three case
studies involving mortgage products that cause particular concern.

8 FG22/5, paras. 9.19-9.25.
9 FG22/5, paras. 8.14-8.19.
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1 The Operation of the Consumer Duty

As already noted in section II, in the UK’s hybridised principled based approach to
financial regulation, the Consumer Duty operates as a higher-level Principle. The new
duty has not yet spawned any amendment to the directly enforceable MCOB rules
which govern the lender’s conduct of business; however, the FCA has made clear that
the Consumer Duty will guide and influence its regulatory and disciplinary actions.

In its CEO letter to mortgage lenders, the FCA clearly stated that it sees the Consumer
Duty as marking ‘a significant shift in our expectations of firms’ which sets ‘higher
expectations of the care that firms give their customers’ and its embedding in the
culture and purpose of mortgage lenders should be ‘a top priority’.”! Mortgage lenders
have been warned not to be complacent or over confident that their existing practices
meet Consumer Duty expectations. They need to review and monitor every part of
their business to see whether they meet the required outcomes and commit adequate
resources to address any shortcomings. This is not a once and for all exercise but a
continuing element of how lenders conduct their business.

The FCA also has announced that the Consumer Duty is ‘a cornerstone’ of their
forthcoming strategy and will be embedded into their supervisory work.* It conducts
periodic compliance reviews resulting in published guidance on what improvements
have been recorded and areas where more needs to be done.”

Key areas where the FCA is calling on mortgage lenders to be vigilant concern
consumer understanding and support where mortgage lenders are warned to tailor
their communications and support to the individual circumstances and vulnerabilities
of affected borrowers.** Three circumstances are highlighted. First, those borrowers
experiencing repayment difficulties. Second, where a borrower is coming towards the
end of a fixed rate period, and needs to decide about future borrowing. For instance,
there have been reports of borrowers having to make hasty, and thus possibly ill
advised, decisions as mortgage lenders make and withdraw offers in a short space of
time.* Lastly, there are communications with borrowers considering consolidating
their debts, for example, by entering into a second mortgage, because of cost-of-living
pressures. There is concern that such borrowers may not always appreciate the
implications of securing these debts on their home over a longer term.

o1 FCA, Letter to CEO/Directors 3rd February 2023 available at
https://www.fca.org.uk/publication/correspondence/consumer-duty-letter-mortgage-lenders-
administrators.pdf

92 FCA, Letter to CEO/Directors 3 February 2023.

% See https://www.fca.org.uk/publications/good-and-poor-practice/consumer-duty-implementation-
good-practice-and-areas-improvement

% FCA, Letter to CEO/Directors 39 February 2023 Annex 2 available at
https://www.fca.org.uk/publication/correspondence/consumer-duty-letter-mortgage-lenders-

administrators.pdf
% See for instance https://www.bbc.co.uk/news/business-68574065
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2 Assessing the Impact of the Consumer Duty: Three Case Studies

The impact as well as the potential and limitations of the new Consumer Duty can be
further assessed by focussing upon the particular challenges presented by three case
studies involving equity release schemes, interest only mortgages and mortgage
‘prisoners’. These three case studies have been selected because they involve instances
of significant consumer harm and, in some cases, have already been targeted by the
FCA.

2.1 Equity Release Products

The FCA expects that the new consumer duty is likely to have a significant impact in
the equity release mortgage market. This expectation stems from the complex nature
of equity release products and the characteristics of targeted borrowers. These
products are commonly sold to the elderly, often to fund retirement or some capital
expenditure, and can play upon these borrowers’ desire to stay in their home. Poor
practices have too often been employed by firms and advisors that have produced
significant consumer harm.

Equity release is a form of mortgage product that enables a consumer to withdraw
money from the equity in their home without having to move home. The most
common form of equity release product is the ‘lifetime mortgage’. Under a lifetime
mortgage the principal is not repaid until the borrower dies or moves into long-term
care and thus any repayments are made on an interest-only basis or, where the
borrower is short of income, interest is added to the capital and thus compounded.
Some schemes also provide for equity financing with the lender entitled to participate
in any increase in the value of the property. Under a home reversion plan, the
borrower sells all or a share in their property to a specialist entity who then leases the
property back to the borrower at a nominal rental. The sale is generally below market
value and again the financing company will benefit from any increase in the value of
the property.

In recent years, there has been rising demand for equity release products in the UK.
Such products are used by consumers to repay existing mortgage debt, to pay for home
improvements (and increasingly energy-efficiency improvements), to consolidate
burdensome debts, and to reduce working hours and facilitate earlier retirement.*

The FCA carried out its first investigation into equity release products in 2020 when
they concentrated on lifetime mortgages. Its findings were very worrying.*® The FCA
found a high risk of consumer harm, for example, from the limited advice given of
alternative and more suitable borrowing vehicles, poor returns where short-term
benefits were wiped-out by the long-term costs of equity release, substantial early

% For a more detailed and independent consideration of equity release products see Fox O’Mahoney
(2012).
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repayment charges and inflexibility when circumstances changed. Its key findings
were a lack of personalised advice, insufficient questioning of borrowers' assumptions
about equity release and a lack of evidence to support the suitability of any advice.”
Although firms were called upon to address these shortcomings, it is evident from the
FCA’s more recent investigations published in 2023 that lenders have continued to
fall short in their marketing and sales of equity release products.”®

This subsequent review found many inaccurate or misleading promotions with 400
promotions subsequently removed or amended. Equity release benefits were
highlighted but without any balancing description of the associated risks. There was
also evidence of lenders using their FCA regulated status to promote their equity
release products, leading to borrowers’ over-reliance of the suitability of these
products. The FCA expressed disappointed that its 2020 findings had not been
satisfactorily addressed, with continued evidence of inadequate consideration of the
borrower’s financial circumstances, poor discussions of alternatives, steering
borrowers to lifetime mortgages or to products with attractive sales commissions but
not necessarily good borrower outcomes.

What is of particular interest is the use of the Consumer Duty to guide, persuade and
incentivise providers to address these shortcomings. The FCA underlines the need for
providers to give clear and fair communications that do not mislead but provide
appropriate and timely information that enables potential borrowers to decide
whether a lifetime mortgage or reversion plan, and the associated terms, are best
suited to their needs. Conversations also need to be balanced with a consideration of
other suitable options. To do so, lenders are warned that they must gather all relevant
information to tailor advice to their client; generic illustrations will not do.

The FCA has also focused upon fair value and bona fide in sales’ commissions and set
out that advisors must ensure they have ‘appropriate processes to manage potential
conflicts of interest and the risk of biases’ and ensure ‘that commission received from
providers is not prioritised over customers receiving good value’. Finally, they must
‘monitor and regularly review the outcomes their consumers are experiencing in
practice and take action to address any risks to good customer outcomes’.

The FCA has placed considerable faith in the ability of the Consumer Duty to
challenge longstanding poor practices by firms and advisors that have generated
significant consumer harms. It is clear that the Consumer Duty raises standards
around the provision of suitable advice and the design of promotional products.
However, given the persistent poor business practices in this segment of the consumer

97 See https://www.fca.org.uk/publications/multi-firm-reviews/equity-release-sales-and-advice-

process-key-findings

9% See https://www.fca.org.uk/publications/multi-firm-reviews/action-needed-ensure-good-outcomes-

later-life-mortgage-borrowers

111


https://www.fca.org.uk/publications/multi-firm-reviews/equity-release-sales-and-advice-process-key-findings
https://www.fca.org.uk/publications/multi-firm-reviews/equity-release-sales-and-advice-process-key-findings
https://www.fca.org.uk/publications/multi-firm-reviews/action-needed-ensure-good-outcomes-later-life-mortgage-borrowers%20accessed%2008/04/24
https://www.fca.org.uk/publications/multi-firm-reviews/action-needed-ensure-good-outcomes-later-life-mortgage-borrowers%20accessed%2008/04/24

mortgage market, much will depend upon enhanced regulatory supervision and
proactive enforcement by the FCA.

2.2 Interest-Only Mortgages

Interest-only mortgage products present a clear risk of harm to borrowers looking to
fund the purchase of their home. The defining feature of such products is that the
borrower’s monthly payment covers only the interest charges on the loan and do not
pay off any of the sum originally borrowed. Instead, the borrower will repay the full
mortgage amount in one lump sum at the end of the term of the loan or when the
property is sold. Thus, interest-only mortgage products may appear cheaper to the
borrower because of the lower monthly repayment, but the borrower is in danger of
having to sell the home at the end of the mortgage term to fund repayment of the
capital sum.

Prior to the 2008 financial crisis, roughly a third of all mortgage sales had been made
on interest-only terms. The MMR did lead to restrictions on the sales of interest-only
mortgages to circumstances where the mortgage provider had assessed affordability
on a full principal and interest basis and furthermore was satisfied that there was a
credible principal repayment strategy beyond the sale of the borrower’s home.

However, there remained the problem of interest-only mortgages that had been
entered into before these prudent measures were imposed. Commentators have
described these existing interest-only mortgages as a ‘ticking time bomb’.* Early FCA
Guidance did little more than suggest that mortgage providers make early and
repeated contact with affected borrowers to encourage them to convert to a full
repayment terms or resort to some other principal repayment vehicle.!® Indeed, as
discussed in the next case study, many of these borrowers holding interest-only
mortgage products have become mortgage prisoners.

Subsequently, FCA has paid more attention to the scale of the interest-only mortgages
problem with commissioned research into the problem conducted in 2018 and 2022.
The number of interest-only mortgages has steadily reduced where borrowers have
been financially able to respond to calls by mortgage providers to switch to full
repayment terms or put in place an alternative principal repayment vehicle. By 2022,

% Including Martin Wheatley, one-time Chief Executive at the FCA in answer to questions by the
Treasury Select Committee in 2012 available
https://www.thisismoney.co.uk/money/mortgageshome/article-2276457/How-stop-ticking-time-

bomb-mortgage-detonating.html

100 ¥G13/7 available at https://www.fca.org.uk/publications/finalised-guidance/fg13-7-dealing-fairly-

interest-only-mortgage-customers-who-risk
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9% of mortgages were interest-only with just over half of these taken out before the
2008 financial crisis.!!

Nevertheless, there were still 1 million interest-only mortgages at the end 2022. These
borrowers are likely to be those less financially able to address the principal
repayment and, with the rise in interest rates, can only have come under increased
financial pressure. Indeed, research suggests that financially strapped borrowers have
been increasingly attracted to interest-only mortgages, with attendant concerns
expressed by mortgage brokers that these prospective borrowers do not fully
understand the implications of interest-only borrowing.!”? Furthermore, it cannot
help borrower perception of the risks presented by interest-only mortgages that a
standard forbearance device is to switch for a period to interest-only repayment.

However, updated guidance of how mortgage providers should treat these interest-
only borrowers is yet to emerge. What is evident is that the FCA sees the Consumer
Duty as prompting an increased focus on these vulnerable interest-only borrowers. A
working group has been set up with a view to exploring alternative strategies and to
update the FCA guidance to lenders.!® It is also envisaged that, in response to the
Consumer Duty, mortgage providers should explore how their interest-only
borrowers can be more effectively supported. There is no suggestion in any of these
initiatives that borrowers’ contractual repayment obligations should be reduced
because of the effective miss-selling of interest-only mortgages to borrowers whom
mortgage providers knew had little to no prospect of being able to repay the principal
advanced except by selling their home. The emphasis has been on strategies to ensure
that these contractual repayment obligations can be met or varied, for instance, to
allow time for full performance.

2.3 Mortgage Prisoners

The mortgage prisoners scandal provides an important case study which sheds light
on the limitations of the Consumer Duty as it applies to consumer mortgages and
exposes gaps in the consumer protection framework. The mortgage prisoners’ scandal
is a particular problem in the UK and Ireland where, unlike much of the rest of
Europe, most mortgage products sold have an introductory deal for a fixed period of
between 2-5 years, usually at a fixed interest rate. After this expires the rate changes
to the Standard Variable Rate (SVR), which tends to be significantly higher than the

11 Opinium, Interest Only Mortgage Research  (January 2023) available at
https://www.fca.org.uk/publication/external-research/interest-only-mortgages-research-
opinium.pdfand accessed 27/02/24 and FCA, Research Note, Interest-only Mortgages: analysis of FCA

data (August 2023) available at https://www.fca.org.uk/publication/research-notes/interest-only-

mortgages-analysis-fca-mortgage-data.pdf
102 Opinium ibid.
103 See https://www.fca.org.uk/firms/fca-and-industry-working-group-interest-only-mortgages
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fixed rate introductory deal.!®* It is typical for borrowers in the UK to remortgage,
with all the costs this involves, instead of staying on the SVR.

The mortgage prisoners’ scandal was a consequence of the 2008 financial crisis. A
number of UK lenders collapsed, and their mortgage books, often containing interest-
only mortgages, were nationalised and transferred to UK Asset Resolution (UKAR), a
publicly owned body.!® UKAR then transferred these loan portfolios to vulture funds
‘to get a return for taxpayers’.1% The vulture fund, which owns the mortgage, are not
regulated by FCA but the loan-service companies (third party administrators, TPAs),
which manage the loans, are regulated and subject to MCOB and the Consumer
Duty.'” Crucially, neither vulture funds nor TPAs are active lenders and so do not
offer cheaper fixed rate mortgage products to borrowers.

The problem for the borrower, who purchased these mortgage products is
compounded by the fact that they are often unable to switch to a cheaper fixed deal
with active lenders in the UK market. This is because the MMR and MCD regulatory
reforms required lenders to be more cautious. They could no longer offer high loan-
to-value or debt-to-income loans and interest-only loans. Furthermore, lenders had
to conduct stricter affordability assessments and so were reluctant to offer cheaper
deals to mortgage prisoners.!® The net effect of these changes was the creation of ‘a
class of borrower that could not easily remortgage’ or switch to another lender and
instead became ‘trapped’ paying higher repayment costs, at the SVR.!® In 2021, the
FCA estimated that ‘there were about 195,000 households in closed mortgage books
and/or had mortgages owned by firms not regulated by the FCA’.110

The FCA has responded to the mortgage prisoners' scandal by focusing on improving
the ability of mortgage prisoners to switch to another lender.!!! In particular, the FCA
introduced a voluntary modified affordability assessment that enabled ‘active lenders
to switch the products of existing borrowers without requiring the more stringent
affordability assessment [...] as long as the customers were not looking to borrow more
money’.""? This change had very little impact in practice and the FCA estimates that
‘around 200 borrowers’ were helped to switch because of this change.!3 It found that

10¢ FCA, Mortgage Prisoners Review (2021) paras 2.1-2.8.

105 House of Commons Library, Mortgage prisoners (2023) 11-16.

106 Scanlon, Pannell, Williams, Longbottom & Whitehead (2020) 2.

107 Scanlon, Pannell, Williams, Longbottom & Whitehead (2020) 2. Although they did not sign up to
voluntary measures, such as the Mortgage Charter.

108 Scanlon, Pannell, Williams, Longbottom & Whitehead (2020) 2.

109 Scanlon, Pannell, Williams, Longbottom & Whitehead (2020) 2-3.

110 Scanlon, Pannell, Williams & Whitehead (2023) 3. The authors note that the FCA employs a more
restrictive definition of ‘prisoners’ and that under its definition there were some 47,000 prisoners as
of June 2021.

111 Scanlon, Pannell, Williams & Whitehead (2023) 2-3.

112 Scanlon, Pannell, Williams & Whitehead (2023) 5.

U3 FCA, Mortgage Prisoners Review (2021) para. 6.17.
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this low impact reflected lenders’ limited appetite to offer such products to borrowers
that do not meet lenders’ credit risk appetites.!!*

Borrowers trapped on high interest rate mortgages often suffer consumer harm.
Although the Consumer Duty applies to mortgage prisoners', it appears to offer little
meaningful value to them. The TPAs which manage the loans are ‘regulated entities’
and licensed by the FCA.!'> As such, their operations must comply with FCA
regulation, and they are bound by the Consumer Duty.!'® While they are required to
appreciate the difficulties facing consumers and work to support consumers to get a
good outcome, TPAs are not active lenders and do not offer cheaper fixed rate loans.
As such, they can claim their role is limited to supporting borrowers to switch to
another lender, but switching is often impossible given that there are no better deals
available.

In administering the loans, the TPA must comply with the Consumer Duty and the
cross-cutting rules to act in good faith, avoid foreseeable harm and enable and support
borrowers to pursue their financial objectives. This is particularly relevant where the
borrower is vulnerable and/or is in repayment difficulties. However, as noted earlier,
should a regulated provider, including a TPA, fail to adhere to these standards, the
borrower has limited redress beyond a complaint to the FOS.

In summary, the Consumer Duty appears to do little to address one of the major
contemporary instances of consumer harm in the mortgage market. The duty does not
address the regulatory lacuna that enables vulture funds to exploit mortgage prisoners
by keeping them locked into high SVR mortgages. Accordingly, further regulatory
intervention is needed to address this scandal.

V Conclusion

The Consumer Duty expands the FCA’s regulatory focus from ensuring firms have a
‘good’ process for conducting their business to also requiring that firms demonstrate
they are delivering ‘good’ consumer outcomes. This shift from ‘process’ to ‘process’
and ‘outcomes’ is a significant conceptual and regulatory change. Following the ethos
of principles-based regulation, the duty operates as a higher-level regulatory
principle, although supported by detailed FCA guidance, which makes clear that the
onus is on firms, particularly their senior managers, to mainstream the duty
throughout their business processes and demonstrate that they are delivering good
consumer outcomes. Thus, the duty creates more points for the FCA to review
business practices and to take enforcement action. The duty also provides a hook upon

114 FCA, Mortgage Prisoners Review (2021) para. 6.17.

115 Scanlon, Pannell, Williams, Longbottom & Whitehead (2020) 2.

116 Scanlon, Pannell, Williams, Longbottom & Whitehead (2020) 2, the authors note at page 2 that
‘the setting of standard variable interest rates, a major concern for prisoners, is not a regulated
activity’.
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which the FCA can initiate regulatory probes into financial products or areas that
expose consumers to heightened risk. The Consumer Duty will also support the FOS’s
work both in addressing consumer complaints and in raising their concerns about
firms” harmful products and practices with the FCA.

The content of the Consumer Duty, from its fundamental principle through to the
cross-cutting rules and outcomes, is laudable but largely builds upon existing
approaches and understandings deployed by the FCA. Nevertheless, there are some
interesting and potentially significant aspects. There is a greater focus on the
individual borrower rather than borrowers generically. Lenders are expected to
appreciate the mortgage transaction from the borrower’s perspective. Coupled with
this shift in focus are calls for mortgage providers and their advisers to understand a
borrower’s potential vulnerability and behavioural biases. These influences on
borrowers’ decision making are now better understood, with FCA research, for
instance, revealing that borrower vulnerability is widespread.

The Consumer Duty recalibrates the set of factors that the FCA is to have regard to in
determining what consumer protection is appropriate in the regulation of financial
services. It enhances consumer protection standards by providing a counterweight to
the highly contested consumer responsibility principle. In doing so, the duty reflects
a tacit acceptance of the limitations of the neoliberal assumptions of rational decision-
making that have underpinned financial services market regulation. Thus, it may be
thought of in the same terms as the MMR and the MCD in effectively shifting
additional responsibility for borrowers’ harm onto mortgage providers. The more
difficult question is how far that responsibility has shifted in practice. While there is
potential for a significant shift, only time will tell.

Although consumer rights advocates can claim some success in winning the argument
for reform, the nature of the Consumer Duty is quite different from consumer groups’
initial proposals. It is not a fiduciary or statutory duty and it does not provide
consumers with any additional remedies, such as an individual right of action against
firms, or a process that enables courts to open up prejudicial mortgage
terms/transactions.!”’ Thus, the impact of the duty will depend on the FCA’s
monitoring and enforcement policy.

Both the potential, and limitations, of the Consumer Duty are particularly apparent
in the case of consumer mortgages. Perhaps its greatest potential to address consumer
harms is with equity release products. This market sector has been plagued by
widespread and persistent poor business practices including the provision of
unsuitable generic advice and the use of misleading promotions. Already there are
signs that the FCA will look to the Consumer Duty to press providers and their

17 FCA, A new Consumer duty, Feedback to CP21/13 and further consultation, Consultation Paper
CP21/36(2021), paras 12.12-12.21.
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advisers to mend their ways and demonstrate that their products are best suited to
their consumer’s individual circumstances and other adequate options have been
considered.

The limitations of the duty are most clearly apparent in relation to interest-only
mortgage products and the related mortgage prisoners’ scandal. The Consumer Duty
does not address the past regulatory lacunae which enabled the mis-selling of interest-
only mortgages and vulture funds to exploit mortgage prisoners locked into higher
SVR by keeping them in separate but authorised subsidiaries. The crux of these
problems lies in the linear nature of the Consumer Duty, which looks to regulate the
individual borrower-lender relationship. It cannot force, or even persuade, other
mortgage providers to offer more suitable products to enable these trapped borrowers
to switch to a better deal.!’® Recent changes to MCOB 13, which expand the range of
forbearance options to include the waiving of principal and/or interest could hold
more potential. However, these options lie within the lender’s discretion and greater
regulatory pressure may be required to ‘persuade’ lenders to do so. However, such
pressure may not be forthcoming given the FCA has made clear that these forbearance
rules do ‘not impose on a firm’s right to repossess the property providing all reasonable
attempts to resolve the position have failed’.!?”

The mortgage prisoners’ scandal starkly demonstrates the limitations of using
principles-based regulatory measures to address pernicious forms of consumer harm.
The scandal serves as a reminder that state intervention, involving primary legislation
to expand effective remedies for consumers, may be the only way to address some
instances of consumer harm.!?

Ultimately, the Consumer Duty is just one facet of the mortgage regulatory framework
and so its impact is inherently limited. The responsibility balance depends on a wider
network of factors beyond the bargaining position of the parties. These factors include
international economic and monetary conditions and developments in the national
housing market. A change in an individual borrower’s ability to meet repayment
commitments can often arise from events that, although objectively foreseeable, are
beyond their control. The cause of these events may also be beyond the control of
their lenders.!?! A variation in mortgage terms, most significantly the interest rate
charged, is the exception. Yet the Consumer Duty accepts the UK market conditions
that can drive frequent fluctuations and differential in interest rates.!”> What the
Consumer Duty, coupled with forbearance changes is the lenders’ reaction to events

118 See the Parliamentary debate on the matter at https://hansard.parliament.uk/commons/2023-06-
28/debates/EEAC8F5C-6A55-41DC-A455-0BCOB8CF73C6/MortgagePrisoners

119 See PS24/2, at para. 2.34, available at https://www.fca.org.uk/publication/policy/ps24-2.pdf

120 Scanlon, Pannell, Williams, Longbottom & Whitehead (2020); Scanlon, Pannell, Williams &
Whitehead (2023).

121 FG22/5, para. 5.36.

122 FG22/5, para. 7.52.
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that challenge the borrower’s ability to pay, and calls for a more empathetic and
individualistic reaction that can only be welcomed.
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I Introduction

When writing this article ten years have passed since the adoption of the MCD in
Europe. No better time to reflect on its implementation in the Member States than
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now.! Those ten years allow us to review not only the letter of the law (law-in-the-
books), but also its application in practice (law-in-practice). It must be said, though,
that the number of published court cases in Belgium in the past ten years is very scarce
(to non-existing). This does not mean that no complaints were filed nor that no
judgments were pronounced. They are simply not published —by lack of (research)
interest? The reflections on the applicable legislation in this article thus stems from
my own personal experiences as an attorney and as a member of an advisory council
to the Belgian financial ombudsman (although also in the latter case, the number of
expert memoranda on the rules on Belgian mortgage credit law is scarce), as well as
what one could pick up from informal discussions with members of the Belgian retail
credit sector and of the Federal Public Service (FPS) Economy, one of the competent
Belgian supervising authorities.

At the time when the MCD was implemented in Book VII, Title 4, Chapter 2 of the
Code of Economic Law (CEL), the Belgian legislator seized the opportunity to
uniformize the rules on credit agreements granted to consumers. The Belgian rules on
consumer credit were already one of the strictest in Europe, and the Belgian legislator
copy-pasted these precontractual information duties, including duties to advise the
consumer on the most suitable credit agreement? and to abstain from granting credit
when the consumer is registered in the negative hatch of the public credit register, to
mortgage credit agreements.? Very recently (spring 2024), stricter rules on tying and
bundling practices for mortgage credit agreements were adopted by Parliament.

Almost all violations of substantive duties imposed on creditors and credit
intermediaries can be sanctioned through (i) private remedies (e.g. avoidance of the
credit agreement, exemption to pay interest, damages; and sometimes when the court
can qualify the violation also as an unfair commercial practice, it is possible that, given
certain conditions, the consumer is fully exempted from repaying the amount of
credit);* (ii) administrative fines (including the withdrawal of the license to grant
credit or the registration as a credit intermediary,> monetary fines of maximum EUR
800,000.00 or 6% of the total annual turnover, if the latter would lead to a higher
fine);® and (iii) criminal sanctions (including imprisonment and criminal fines of

! See on the implementation of the MCD in Belgium: Verheye & Sagaert (2017) 113-163.

2 For its conformity with the CCD 2008, see EC] 6 June 2019, Michel Schynsv. Belfius Banque SA, C-
58/18, EU:C:2019:467.

3 For its scope ratione materiae, see below section I1.2.
+ Art. VI.38 CEL.
> Art. XV.67 - XV.68 CEL.

6 Art. XV.60/20, § 1 juncto Art. XV.70, § 1,5 CEL.
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maximum EUR 800,000.00 or 6% of the total annual turnover, if the latter would lead
to a higher fine).” More than the fear of encountering reputational risks, creditors are
particularly careful due to the possible administrative (in particular, the loss of the
license to trade in credit agreements) and criminal sanctions.

In the past, specific tax stimuli drove the Belgian residential property, and mortgage
credit market. Under certain conditions consumers could claim tax deductions for
their mortgage credit, used to finance their residential dwelling. Due to policy changes
and budget cuts, the tax deductions for mortgage credit agreements are already
abolished in the Brussels and Flemish Region. In 2025 the Walloon Region will also
cancel the tax deductions for newly concluded mortgage credit agreements.

IT Scope of Application

Credit agreements granted to consumers fall under the scope of Book VII, Title 4,
Chapter 1 or 2 CEL. The first chapter contains the rules applicable to consumer credit
agreements (implementing the rules of the CCD 2008) and Chapter 2 contains rules
on mortgage credit agreements (implementing the rules of the MCD). Mortgage credit
agreements are seen as the most specific type of credit agreement, meaning that when
a credit agreement to a consumer cannot be considered as a mortgage credit
agreement, the agreement will fall under the scope of the (residual) category of
consumer credit agreements (Book VII, Title 4, Chapter 1 CEL).®

1 Personal Scope of Application

This section does not aim to give an exhaustive overview of the personal scope of
application of the Belgian legislation on credit agreements granted to consumers. It
will merely highlight some peculiarities concerning the Belgian personal scope of
application of the rules on residential / mortgage credit.

1.1 Creditors
In Belgium, most mortgage credit agreements are offered by credit institutions.

There is a small but increasing number (+/- 11%) of non-credit institutions, like
insurance companies, other creditors (currently only 6 out of 101 Belgian mortgage
lenders), social creditors (Art. VIL.3, § 4, 2° CEL), etc. who also offer mortgage credit
agreements.” Within this group, the insurance companies offer specific types of

7 Art. XV.86/1 — XV .91 CEL juncto Art. XV.70, § 1, 5 CEL.

8 Art. 1.9, 54° CEL.
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mortgage credit agreements, called reconstitution loans
(‘wedersamenstellingskrediet’)® and/or advance payments on a life-insurance policy
(‘voorschot op polis’).!!

Currently, there are no foreign creditors holding a Belgian mortgage credit licence.
There are nine foreign creditors who are registered in Belgium to offer mortage credit
agreements based on the freedom to provide services in the EU. There are also sixteen
foreign creditors who are registered in Belgium to offer mortage credit agreements via
a branch.?

In Belgium, there is only one crowdlending platform who was granted a license as a
creditor (a company named ‘Mozzeno’). It only offers consumer credit agreements,
including renovation loans (see below, II.2.) and B2B-credit agreements. In the
mortgage credit market, there are no crowdlending platforms active in Belgium.

1.2 Comparison Platforms are Considered as Credit Intermediaries

A limited number of comparison platforms are active in Belgium, mainly in the
consumer credit market. The main reason behind the low number of active platforms
lies in the broadly defined notion of credit intermediation. Art. 1.9, 94 CEL defines it
as follows:

‘The activity that consists of the following acts:

a) Proposing or offering credit agreements to consumers; or

b) Assisting consumers, other than referred to in a), in the preparation of
concluding a credit agreement; or

c) Concluding credit agreements with consumers, either on behalf of a creditor
or on its own account if this activity is carried out by a creditor who does not
use a credit intermediary.’

9 FSMA, Register of mortgage creditors, https://www.fsma.be/nl/kredietgevers; Report from the
Commission to the European Parliament and Council on the review of Directive 2014/17/EU (2021),
COM(2021) 229 final, 12-14.

10 Art. VII.135 - VII.136 CEL. Reconstitution loans are loans whereby the capital is reconstituted by
means of an annexed contract, the latter being a life insurance agreement, a capitalization agreement
(‘kapitalisatiecontract’) or another type of savings’ agreement.

11 Art. 180 Belgian Insurance Act of 4 April 2014. An advance payment on a life-insurance policy is a
contract which grants an individual right to the policy holder (in case of an individual life insurance)
or an employee (in case of a group insurance) to receive a partial advance based on the current value
of the policy before the end of the insurance contract upon payment of interest. See D'Haen &
Heymans (2009) 22.

12 FSMA, Register of mortgage creditors. See https://www.fsma.be/nl/kredietgevers.
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The above-mentioned tasks are not cumulative to be considered an activity of credit
intermediation. Accordingly, for instance the promotion of (the conclusion of) credit
agreements via advertisements or the act of comparing interest rates offered by
different creditors and sorting them for the consumer are considered acts of credit
intermediation.!* Consequently, the platform comparing interest rates requires a
registration as a credit intermediary and needs to fulfil all regulatory requirements.
Losing a lot of easy profit, due to the risks and compliance involved as a credit
intermediary, many (platform-)players do not deem it fit to register as a credit
intermediary purely to compare interest rates. Reflecting on it from the consumer's
point-of-view, it certainly brings extra protection that pure commercial platforms
shall need to comply with the same regulatory requirements (and risking the same
criminal and administrative sanctions in case of a breach) as a traditional credit
broker. It creates a level playing field amongst credit intermediaries and lowers the
risk of pure profit-seeking commercial platforms entering the credit market without
any product-knowledge.

1.3 Commercial Lead Generators

Creditors and credit intermediaries are regulated persons. They must meet certain
regulatory requirements.

Although not formally recognised by law, the Belgian competent supervisory
authority, the Financial Services and Markets Authority (FSMA), tolerates that certain
market actors can play a well-defined role in a credit transaction without being
required to register as a credit intermediary or obtain a licence as a creditor. These
actors’ core business does neither entail activities of credit intermediation nor
granting credit transactions; their main business purpose is to sell products and
services the acquisition of which can be financed through a credit agreement. In the
context of this article, these include construction firms, builders, real estate brokers,
etc. who hope to close their deal with the consumer more easily if they can refer the
client to a creditor or credit intermediary. These are called commercial lead
generators, because they sign a partnership agreement!* with a licensed creditor or a
registered credit intermediary.

Their sole role is to refer or introduce potential customers to a credit intermediary or
to a creditor, without acting as a credit intermediary themselves. Accordingly, the
commercial lead generator may not carry out activities that are reserved for credit

13 Davidts & Caulier (2017) 121; Steennot (2016) 73.
4 However, they are neither allowed to be bound by a commercial agency agreement nor to have

received the authority to represent their lead partner to the consumer. See FSMA, FAQ 175. What is
a commercial lead generator for credit agreements (2024).
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intermediaries (see above, 1.2). It may occasionally introduce or refer a consumer to a
creditor or credit intermediary during its professional activity; for example, by
drawing the client’s attention to the existence of a particular creditor or credit
intermediary.

This also means that commercial lead generators may not carry out any further
advertising activities nor engage in the presentation, offering, preparation or
conclusion of the credit agreement. The commercial lead generator may only transmit
to the consumer non-personalized information prepared by the creditor or credit
intermediary.!

Furthermore, the commercial lead generator may not be paid (by the creditor or the
credit intermediary) depending on the duration and/or the number of financial
services the consumer in the end buys from the creditor or through the credit
intermediary.!®

2 Material Scope of Application

It seems that in Belgium no foreign currency loans are granted. Creditors felt it too
burdensome and too legally uncertain to comply with the required information and
substantive duties. Hence, I will not further discuss this type of credit agreement in
this article.

There are also no equity release agreements. There were already two attempts to
introduce a reverse mortgage credit in Belgium. The financial sector is not interested
in the product, though. Also, from a legal point of view a lot of hurdles relating to
property law, family law and tax law need to be taken into account, due to which also
the political climate lacks interest in the product.

This subsection focuses on the notion of mortgage credit agreements, as well as on
green loans (meaning credit agreements to finance renovation works and/or the
acquisition and installation of green energy systems, such as solar panels, etc.).

2.1 The Notion of Mortgage Credit Agreements

One of the most important novelties after the MCD was implemented was the
broadened material scope of application of the rules on mortgage credit.

15 FSMA, FAQ 175. What is a commercial lead generator for credit agreements (2024).

16 FSMA, FAQ 175. What is a commercial lead generator for credit agreements (2024).
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Under the old mortgage credit act of 1992, a mortgage credit agreement was a credit
agreement (i) secured by a mortgage, and (ii) where the amount of credit was used to
acquire or retain immovable property. Both conditions were cumulative.

Since the implementation of the MCD, Book VII CEL differentiates between mortgage
credit agreements for movable purposes (‘hypothecair krediet met roerende
bestemming’)’” and mortgage credit agreements for immovable purposes
(‘hypothecair krediet met onroerende bestemming’).!®

The first subcategory of mortgage credit agreements consists of credit agreements (i)
secured by a mortgage (ii) where the amount of credit is used to acquire or retain
movable goods. Before the MCD, this kind of credit agreement was categorised as a
consumer credit agreement, since it failed to meet the above cumulative conditions to
qualify as a mortgage credit agreement under the old Act of 1992. Notwithstanding
the new label since the implementation of the MCD, this kind of credit agreement is
still mainly treated in the same way as a consumer credit agreement with regards to
rules on maximum interest rate caps, defaults and enforcement upon default, for
instance. Because the aim of these credit agreements is to acquire movable property,
they will not be discussed further in this section.

The second subcategory of mortgage credit agreements is —on its turn— composed of
three subcategories of mortgage credit agreements, namely: a) credit agreements
secured by a mortgage where the credit is used to acquire or retain immovable
property (again, both conditions must be fulfilled cumulatively); b) credit agreements
not secured by a mortgage but where the credit is used to acquire or retain immovable
property, except for credit agreements used to finance renovation projects, because
renovation loans are still categorised as consumer credit agreements’ (see below 11.2);
¢) (un)secured credit agreements to acquire or retain property rights on a ship. This is
very surprising, because a ship is a movable good. However, Belgian law recognizes
the concept of ship mortgages. Given its high (acquisition and/or security) value, ship
mortgages are assimilated to mortgages (on immovable property; see below I1.3).%0

17 Art. 1.9, 53/2° CEL.
18 Art. 1.9, 53/1° CEL.
19 Art. 46 MCD; Art. 2a CCD 2008.

20 Casier, Heymans & Vannerom (2019) 76-95.
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2.2 Renovation and Green Loans

Currently, a lot of green loans are being promoted with interest rate reductions.
Creditors try to profit from certain renovation waves, especially in the green energy
sector, which are stimulated by the Belgian and regional governments. In certain
cases, new house owners are even obliged to renovate within a certain number of
years after the acquisition of their house. Most of these loans —although intended for
immovable purposes— are not secured by a mortgage because the amount of credit is
still relatively low, and the duration is relatively short. Notwithstanding the
immovable purpose, a/most all green loans are qualified as renovation loans and thus
considered consumer credit agreements.

The notion of renovation was not defined by Book VII CEL. In the parliamentary
works the following definition can be found:

‘The adaptation of a house or appartement to the current requirements of basic
living standards and therefore it can include all kinds of construction works.
All works relating to immovable property can be taken in scope: both major
renovation works (changes to the structure, extension of the house, etc.), as
well as works that concern part of the house, such as roofing works, insulation
works, electricity renewal, replacement of windows and doors, renewing
central heating, renovating a kitchen or bathroom, renovating a staircase,
renovating the floors, painting, wallpapering, landscaping the garden,
renewing fencing, etc.’!

Furthermore, considering the material scope of application of the CCD (2008 and
2023) and the MCD, rental agreements and other types of service agreements are often
excluded from their scope. As such, the law on credit agreements to consumers cannot
fully keep up with the rapid changing sharing economy and servitisation of our
society. Whilst in the past the consumer bought goods, these are now being shared by
numerous consumers. Furthermore, consumers often no longer invest in the
acquisition of certain goods, like solar panels, heat pumps, etc. These products are
offered to them as services by commercial companies who do not transfer ownership
of these goods to the consumers, but instead provide the goods as a service to the
consumer. Because the consumer only has usership rights over the goods and does not
buy them, a continued service agreement with periodic payments —resembling the
traditional instalment loans— falls outside the scope of application of the CCD 2008
and MCD.? Indeed, when the agreement for the installation of the solar panels does
not entail a transfer of ownership (for instance, it is packed as a kind of rental
agreement for the use of the solar panels) nor does it contain a purchase option

21 Parliamentary Proceedings, Parl. St. Belgian Federal Parliament (2015-2016) 9.

22 Only lease agreements with a purchase option fall under the CCD 2008 (see Art. 2 (2)(d) CCD). The
same occurs in the CCD 2023. See Arroyo (2024) 5-6.
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provided in the rental agreement or in another agreement, then the agreement is not
a credit agreement and the strict consumer protection rules of Book VII CEL do not
apply to it, leaving the consumer with less protection notwithstanding the fact that —
economically speaking — he or she is bound to a similar kind of payment obligation.?

3 The Mortgage and Other Security Rights
3.1 The Notion of a Mortgage

To allow a better understanding of the Belgian mortgage credit market, it is necessary
to briefly introduce the notion of the legal mortgage under Belgian law as well as some
peculiarities in Belgian mortgage law which are of importance for creditors offering
mortgage credit agreements.

Under Belgian law parties cannot —simply by way of contract— introduce new types
of security rights. Moreover, also the concept of a mortgage cannot be altered by the
contractual freedom of the creditor and the consumer. The only variations to the
mortgage configuration allowed are those established by the Belgian Mortgage Act of
16 December 1851 (Hyp.W).

Nonetheless, the mortgage (on a certain good) must be established by a notarial deed,
which is required for the registration of the mortgage in the public, official mortgage
register.

Under Belgian law, a mortgage is a real security right. The mortgagor — here, the
consumer or a third party — gives a security right over an identifiable, immovable good
(and ships) (see below in this section) (‘hypotheek’) to the creditor (the mortgagee).
Contrary to English law, there is thus no transfer of ownership of the mortgaged good
to the mortgagee. Inherently, under Belgian law the creditor obtains a security right
which follows the immovable property when sold (‘volgrecht’) if the underlying debt
is not fully repaid and/or the mortgage is not released (‘handlichting’). The mortgagee
has a legal preferential right?* on the mortgaged good. The mortgagee does not entail
an immediate foreclosure right (‘recht van parate executie’). The mortgagee must start
enforcement proceedings before the attachment judge to foreclose the mortgaged
good.”»

- Art. 1.9, 39° CEL.
2 Art. 9 Hyp. W.

5 Jansen & Muylle (2019) 16-17.
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Mortgages have a maximum term of thirty years, except if the registration is renewed
before the end of the term.?¢ If the mortgagor, with the agreement of the mortgagee,
has paid the mortgage loan early, the mortgagor must request the release of the
mortgage and pay the costs thereof. This is why some mortgagors do not request the
release of the mortgage despite having repaid the loan, knowing the mortgage will
expire ex officio after the end of the current 30 years’ term.

As already mentioned, in principle mortgages must be vested on immovable property.
They can be created, though, on buildings which are still being constructed or even
which are just being designed by the architect upon the condition that the mortgagor
has a building licence.” Mortgages can also be established on the mortgagor's co-
ownership share of an immovable property. Mortgages cannot be established on
movable goods in Belgium, except for ships. Neither can a mortgage be created on
property belonging to someone else?® (hence the recurring practice in the Belgian
mortgage credit sector to demand a third-party mortgage; for instance, the parents'
house may serve as security for the repayment of the loan taken by one of the
children) nor on future immovable goods (except for buildings being constructed or
designed, as already mentioned).

The Belgian Mortgage Act allows secured creditors to stipulate a mortgage ‘for all
sums’? (‘alle sommen hypotheek’), whereby the mortgage —often holding the first
rank at the register— will cover all current and future debts of the consumer(s) vis-a-
vis the secured creditor. It can be problematic when this type of mortgage is created
in favour of a particular creditor by a third party (for instance, by the parents) for all
current and future debts of the debtor.*® Therefore, since 2018 a discussion among
legal scholars arose with regards to the interpretation of article VII.147/26, § 1 in fine
CEL. According to this article the creditor must provide in advance and free of charge
the mortgagor with a copy of the credit agreement. Some authors argue that, based on
a literal interpretation of this provision, it is impossible to affix new credit debts to an
existing mortgage for all sums granted by third party mortgagors. According to their
views, the creditor cannot comply with this provision —more precisely, provide a copy
of the credit agreement before the mortgage is created— because the mortgage already
encumbered the asset and the new debt only came into existence after the registration

26 Art. 90 Hyp. W.
27 Art. 45bis Hyp. W.
B Art. 73 Hyp. W.

» Parliamentary Proceedings, Parl St. Belgian Federal Parliament (2015-2016) 53; Joisten (2017) 349;
Sagaert & Swinnen (2010) 682-684.

%0 Joisten (2017) 381-387. See also BRC Onrechtmatige Bedingen (2018) recommendations 8 and 9.
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of the mortgage in the public mortgage register.3! Other authors disagree. According
to these, the article purely installs information duties to protect third party
mortgagors against new debts secured by their mortgage of which they would not be
aware of. They must know —and thus be informed- about the maximum (amount of)
debt for which their property serves as security. When the mortgage for all sums is
established, the maximum amount of the secured debt (which can be a different
amount than the amount of credit)?? is mentioned in the mortgage deed. As such, at
least the ratio legis of article VII.147/26, § 1 in fine CEL —namely, the duty to inform
third party mortgagors— is respected.3?

3.2 Other Comparable Security Rights

Apart from the mortgage, other comparable security rights on immovable property
can lead to a qualification as a mortgage credit agreement. In Belgium, it is common
practice to make use of two other comparable —and derived— security rights.

A mortgage proxy (‘hypothecaire volmacht’) is a right conferred to a mortgagee to
create a mortgage on the designated immovable property. The mortgagee has the right
to establish the mortgage at its own discretion, meaning that renewed consent from
the owner (the mortgagor) is not required. The mortgagor’s consent to create a
mortgage (in the future) over that immovable was given at the time the mortgage
proxy was concluded. This requires the mortgage proxy to be in the same form as the
future mortgage, meaning that a mortgage proxy must be concluded through a notarial
deed.?*

A mortgage promise (‘hypotheekbelofte’) is a unilateral, private contract (not
concluded by means of a notarial deed), according to which the promisor merely
promises to grant a mortgage in the future at the request of the other party.® Hence,
the promisee still requires actions and consent of the promisor to create the mortgage.
Furthermore, a court does not have the power to coerce a party who merely gave a
mortgage promise to actually sign a mortgage deed.®* A mortgage promise comes at
low cost or even free of charge for the promisor, but at high risk of the promisee.?” In

31 Biquet-Mathieu (2016) 403; de Patoul & Schoonheyt (2017) 327.

32 Joisten (2017) 350.

33 Casier, Heymans & Vannerom (2019) 517-520; Cattaruzza & Vandenbroucke (2017) 227.
34 Art. 76 Hyp. W.

% Wynant & Grootjans (2019) 58.

% Jansen & Muylle (2019) 19.

% Wynant & Grootjans (2019) 59.
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practice, a mortgage promise will only be accepted by a creditor when this creditor
already has another (real or personal) security right over the debtor’s movable and/or
immovable property.

ITI Pre-Contractual Duties
1 Advertising

Any advertising which contains an interest rate or any figures relating to the cost of
the credit must include standard information. The standard information is explained
to the consumer via a representative example. The representative example is based on
the average amount of credit and average duration of mortgage credit agreements
granted (in case of a creditor) or proposed (in case of a credit intermediary) by the
advertiser.38

Book VII, Title 4, Chapter 2 CEL also has a blacklist of certain advertising messages
which are forbidden. For instance, no one is allowed to advertise refinancing loans
(the technique as such is not forbidden, but one is not allowed to advertise it), to target
vulnerable consumers who are already indebted, to indicate in advertising that there
is no creditworthiness analysis and/or that owing property is sufficient to obtain a
mortgage credit, etc.

On top of these specific advertising provisions in Book VII CEL, creditors and credit
intermediaries must comply with the general rules of common consumer contract
law, especially those on unfair commercial practices.*’ The MCD did not harmonise
exhaustively the advertising rules for mortgage credit agreements. The Belgian rules
implementing the Unfair Commercial Practices Directive and more recently the
Empowering Consumers Directive 2024/825 are of relevance in the context of
respectively tying and bundling practices, and green loans (and greenwashing).

2 Tying and Bundling Practices

In accordance with the MCD tying practices are forbidden in Belgium.* Bundling
practices are allowed under certain conditions. The consumer must always have the
free choice to pick a service provider. Furthermore, in case of interest-rate reductions
—very common in the Belgian context of mortgage credit agreements— the creditor is

3 Art. VII.124 CEL.
% Art. VIL123, § 2 CEL.
“ Art. 11 (7) MCD.

4 Art. VIL147, § 1 CEL.

131



only allowed to withdraw the reductions under some very strict conditions. These
rules were even made stricter in spring 2024.%2

The conditional reduction on the cost of credit, and/or of the interest rate is only
permitted for some insurance products (most commonly a fire insurance and/or a
payment protection insurance (PPI)) and/or for opening/holding a payment account.

The conditional reduction is offered separately per bundled product type and must be
mentioned separately (the reduction must be mentioned explicitly) per bundled
product type.

In the context of a conditional reduction, the creditor is obliged to maintain the
reduced rate of the credit agreement without additional costs if the consumer
exercises the right to switch to a service provider of his or her choice: a) after the first
third of the term of the credit agreement, or b) for the first third of the term of the
credit agreement, if during that period: the insurer applies an increase of the cost (the
ABEX index* to the insured value does not constitute a rate increase); or the insurance
has been cancelled after a claim has arisen; or the consumer terminates the framework
contract of the payment account, which is part of the bundled sale giving rise to a
conditional reduction, in the context of a payment account switching service as
provided for in Book VII, Title 3, Chapter 9/1 CEL.

The credit agreement must indicate from what moment exactly the consumer can
change the service provider of each bundled product without losing the conditional
cost reduction. During the credit agreement, the creditor is also obliged to inform the
consumer of the exact date of the first third of the term of the credit agreement
referred to above upon the consumer's simple request.

3 Standard Information Duties (Prospectus)

The creditor or, where applicable, the credit intermediary must make available, at any
time and free of charge, standard information on paper, on another durable medium
or in electronic form to the consumer. In Belgium this document is referred to as the
prospectus.

2 Art. VIL.147, § 1/1 CEL.

# The ABEX Index registers the evolution over time of the cost price for building a dwelling in
Belgium.

44 Art. VII.125 CEL.
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4 The ESIS

In addition to the obligation to provide standard information to the consumer, a
creditor and where applicable, a credit intermediary must give personalized
information to the consumer. The information is intended to enable the consumer to
compare the credit products available on the market, to assess their impact on the
borrower’s (financial) situation and to take an informed decision on the conclusion of
the credit agreement.® This personalized information is provided by means of the
ESIS on paper or on another durable medium. The creditor or the credit intermediary
shall provide the ESIS in due time before the consumer is bound by a credit
agreement. The notion of due time is not defined in Belgian law and can thus be
reduced to a couple of seconds before printing the mortgage credit agreement.
However, at first glance the lack of a clear (nationally) defined notion of ‘due time’
seems to be more problematic in the context of consumer credit agreements where
the credit is applied for and granted at a much quicker pace than when seeking a credit
agreement to finance the acquisition of a house or appartement. However, larger sums
are involved in the context of mortgage credit agreements, and the impact on the
consumer is bigger since the immovable property is mortgaged. It is recommendable
to provide some (national) guidelines in the future, as for instance it is now foreseen
for consumer credit agreements.*

For each (renewed) demand for a mortgage credit agreement, an ESIS must be
provided. Furthermore, if more than one advance under a framework mortgage credit
agreement is granted to the consumer (each with distinctive credit conditions) an ESIS
must be provided for each advance.?

Together with another author I raised some criticism towards the use of the APRC in
the ESIS and its utopian image that it allows consumers to make a well-informed
choice. According to us, the APRC can even (be used) to mislead the consumer.

Indeed, the APRC can provide a useful and additional comparison parameter for the
consumer, which is, however, not the only parameter. The consumer must also
consider the total amount of interest (and costs) to be paid, the repayment method
and the duration of the proposed mortgage credit agreement to make a correct
comparison and not to be misled by the offer with the lowest APRC.

4 Art. VII.127 CEL.
4 Art. 10 (1) CCD 2023.

47 Casier, Heymans & Vannerom (2019) 517-520; Cattaruzza & Vandenbroucke (2017) 227.
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For example, an interest-only credit agreement* appears to be cheaper if one only
looks at the APRC. Based on the total amount of interest to be paid, the interest-only
credit agreement is a lot more expensive. With an interest-only credit agreement, the
monthly payment during the credit agreement is lower than a classic mortgage credit
agreement with instalments covering both interest payments and a repayment of the
principal amount. The consumer must furthermore consider the obligation to repay
the principal at once at the final maturity date.

A mortgage credit agreement with monthly installments over 30 years and the usual
‘upfront' costs has alower APRC than the same kind of credit agreement over 25 years.
However, the 25-year credit agreement is cheaper if the total amount of interest is
taken as a basis for comparison.

The above examples make it clear that the repayment method and the duration of a
mortgage credit agreement are equally important factors as the interest rate when
comparing credit offers. If the consumer is informed of the APRC without any further
explanation regarding the repayment methods and the impact of the duration of the
credit agreement on his or her financial situation, the consumer — though informed
in accordance with the personalised information duties as foreseen by the MCD —
might still make an inadequate decision as to the offered credit agreement. It is
recommendable that more attention (e.g. in the context of personalised advice duties)
is paid to factors other than the APRC when proposing credit to consumers. As well
as the repayment method and the duration of a mortgage credit agreement, there are
more factors that impact the consumer (e.g. the time of payment of the costs and
interest, the rounding off rules, the impact of an insurance premium in the context of
a bundled sale on the calculation of the APRC, etc). The effects of the different
parameters and factors can compensate or reinforce each other.* Therefore a sole
focus on the APRC is not enough to adequately protect consumers.

Hence, it is good to combine the ESIS with a more pronounced advice duty, like we
know it in Belgium.

5 Duty to Give Personalised Advice

In fact, and on top of the duty to give adequate explanations,® a creditor and/or a
credit intermediary must indicate to the consumer what the most suitable type of

48 Although no public statistical data is available, it appears that the number of interest-only mortgage
credit agreements granted in practice is still relatively low.

4 Vannerom & Casier (2015) 257-294.

50 Art. VII.129 CEL.
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credit agreement is, considering the consumer's preferences, the amount of credit, the
purpose for which credit is sought and the desired duration of the credit.>!

The advice is free of charge for the consumer. The advice is seen as an inherent part
of the information duties imposed on creditors and credit intermediaries and their
role in the credit granting process. Only creditors or a credit intermediaries are
allowed to provide advice on mortgage credit agreements to consumers.

6 A Written Offer

The consumer receives a credit offer in writing. The offer is binding on the side of the
creditor for at least fourteen days. However, the consumer is not bound by this term.
The consumer may immediately accept the offer and as a result thereof the mortgage
credit agreement is concluded.

IV Pre-Contractual Creditworthiness Assessment

The creditor must request information from the consumer on his or her financial
situation. At least, information must be requested on the purpose of the credit, the
consumer’s income, the current financial charges (including the outstanding amount
and the number of credit agreements currently ongoing) and the number of persons
under his or her charge.>

The creditor must demand supporting documents, such as recent salary slips, tax
declarations, etc.

Under no circumstances the information requested for obtaining the credit agreement
may relate to race, ethnic origin, sexual behaviour, health, beliefs or political,
philosophical or religious activities or membership of a trade union or health
insurance fund.>® This prohibition clearly wants to protect the consumer against
discrimination for obtaining credit. The prohibition is proportional, because the
consumer’s race, ethnic origin, membership of health insurance funds, etc. do not
impact his or her creditworthiness. The creditworthiness assessment is a micro-
financial —meaning a personalised— assessment of the consumer’ financial situation
(his or her income and financial burden).> Hence, there is neither legitimate reason

5L Art. VII.131 CEL.
52 Art. VII.126 CEL.
3 Art. VII.126, § 1 CEL.

>4 See also art. 18 (3) CCD 2023 in the context of consumer credit agreements.
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nor a legal ground —not even when the consumer would consent— for creditors to
demand this kind of information.*

Furthermore, the creditor must check the public credit register —the ‘Centrale voor
kredieten aan particulieren’ (CKP)— held at the Belgian National Bank before granting
a credit agreement. The creditor must abstain from granting credit when the
consumer is reasonably not capable to repay the requested credit agreement. This
means that the creditor must be extra careful and prudent before granting credit to a
consumer who is registered in the negative hatch of the credit register and/or if a
consumer requests a refinancing loan.

The creditor must conduct a thorough creditworthiness analysis.” It is a personal,
individualised assessment of the creditworthiness based on the supporting evidence
and documents provided by the consumer. An analysis purely based on statistical data
is not allowed in Belgium.

It has been established for a long time —even for B2B loans— that no credit may be
granted purely based on the (value of the) collateral.

V Right of Early Repayment
The right of early repayment is not disputed in Belgium.

Already before the transposition of the MCD, the consumer was entitled to the early
repayment of the mortgage credit. The consumer always enjoys the right of full early
repayment. It does not even need to be requested, i.e. the consumer can simply inform
the creditor of the intention and repay the full outstanding amount.

The consumer also enjoys a right of partial repayment. This right of partial early
repayment can be restricted. However, the consumer always enjoys the right to make
a partial repayment once a year, and/or of an amount equal to at least 10% of the
principal.”’

In case of an early right the creditor is not allowed to claim his real losses. The funding
loss is capped at a maximum amount equal to 3 months of interest.>®

% See also Art. 9 GDPR and Art. 19 (5) CCD 2023.
5 Art. VII.133 CEL.
57 Art. VI1.147/11, § 1 CEL.

8 Art. VI1.147/12, § 1 CEL.

136



VI Greening the Belgian Property Market

The Belgian financial sector committed itself to support initiatives to green the
Belgian property market, for instance by granting interest rate reductions for
consumers who use the loan agreement to make their dwelling more energy
efficient.”® The reduction —for the duration of the credit agreement- is granted upon
the receipt of an improved EPC-label (compared to the EPC-label issued at the time
of conclusion of the credit agreement). Of course, the Belgian financial sector has its
own interest in promoting greening the retail market. Prudential requirements oblige
creditors to monitor closely the value of their collateral.®® Energy insufficient
dwellings will —given the current political policy initiatives against the climate
change— decrease in value. The Belgian financial sector also feels the pressure of the
Belgian government appealing to private professional actors to play their role in the
energy transition.

Also, consumers feel the government’s pressure to green the Belgian property market.
Since 2023, the Flemish Region imposed renovation duties for consumers who bought
or otherwise —e.g. through inheritance, donation, etc.— acquired a dwelling or
obtained a superficiary or emphyteutic right relating to a dwelling —be it a house or
an appartement— with an EPC-label E or F. Within six years®! after the acquisition of
the dwelling the consumer must improve the dwelling to an EPC-label D or higher.

When the consumer includes the mandatory energy-saving renovations in the
requested amount of credit, his credit worthiness will be adequately assessed (see
above IV). However, if the consumer at first only requests a mortgage credit to acquire
the ownership of the energy insufficient dwelling, the creditor —given the mandatory
renovation duty— should (ideally) pay attention to the predictable higher financial
burden for the consumer, for instance by including a statistical based lump sum as
extra financial burden in the creditworthiness assessment. Indeed, in the near future
this consumer will be required to use part of his or her income to pay for the required
renovation works and/or pay a new renovation loan used to finance these works.
According to article 1.9, 84° CEL the creditworthiness assessment also requires
creditors to consider the prospect income and financial burden of the consumer for
the duration of the requested credit agreement.

5 BVK (2023) 56-57.
60 See for instance EBA (2020) 53.

6 Tt is currently five years, but the new Flemish government extended the deadline to six years. See
https://www.vlaanderen.be/een-huis-of-appartement-kopen/renovatieverplichting-voor-residentiele-

gebouwen.
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VII The Enforcement of a Defaulting Mortgage Credit Agreement
1 The Notion of 'Default’

As soon as the consumer does not make full payment of an instalment, he is in default.
Costs, indemnities, and late payment interest are due on the amount overdue. For
each not fully paid or unpaid instalment a ‘formal notice letter’ must be sent to the
consumer within three months of the default.®? If the creditor does not notify within
this term, it can no longer claim the increased late payment interest for that particular
payment default. Furthermore, the consumer enjoys a six-month deferral of payment
for that payment default free of charge. This payment deferral takes effect from the
lapsed due date.®

Being three months in arrears is an important threshold. Having reached this
threshold, the creditor is obliged to register the default in the CKP. Furthermore, it
allows the creditor to terminate the credit agreement for breach of contract.

Indeed, if the consumer is in arrears of at least two instalments or an amount equal to
20% of the total amount to be repaid, the creditor can send the consumer a formal
notice letter by registered mail.®* In this formal notice letter, the creditor must
mention the amounts overdue, the costs, indemnities and late payment interest. The
creditor must also warn the consumer, in this letter, about the consequences of
default; and more precisely, that the credit agreement will be terminated one month
after the formal notice letter is sent if the outstanding debt is not repaid.® It also needs
to warn the consumer that the mortgage may be enforced on the property.

Finally, since the implementation of the MCD, Belgian mortgage credit law has strict
rules on express termination clauses.® Unlike for consumer credit agreements, these
were previously not regulated under mortgage credit law. Now, only a limitative list
of express termination clauses is allowed.®” Apart from this list, article VII.147/20, § 2
CEL includes several situations in which a mortgage credit agreement can only be
terminated by a court order, thus restricting the discretionary power of a creditor to
unilaterally terminate a mortgage credit agreement for immovable purposes.

62 Art. VI1.147/21 CEL.

6 Art. VI1.147/21, al. 2. CEL.

6 Art. VII.147/20, § 1, 1° CEL.
6 Art. VII.147/20, § 3, al. 1 CEL.
6 Art. VII.147/20 CEL.

7 Art. VI1.147/20, § 1 CEL.
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2 Late Payment Interest Rate Caps and Capped Costs

Since 2001, Belgian consumer credit law capped the amounts of costs and indemnities
a creditor was allowed to claim in case of default in a consumer credit agreement. It
is a numerus clausus, as only those costs and indemnities mentioned in the CEL can
be claimed by the creditor. The same caps applied if the consumer credit agreement
was secured by a mortgage. These rules still apply today for consumer credit
agreements and mortgage credit agreements for movable purposes.

With the implementation of the MCD, the legal caps were also introduced for
mortgage credit agreements for immovable purposes.® In the event of a default on
mortgage credit agreements for immovable purposes, only the following (maximum)
amounts and penalties can be claimed from the consumer:® a) the amount overdue
(meaning the principal amount and contractual interest and costs overdue and not
paid); b) the contractual late payment interest rate, if contractually foreseen (Art.
VII.134, § 3, 7° CEL). The late payment interest rate is capped, though, to a maximum
increase of 0.5% per annum in comparison to the interest rate of the loan;” c) the
agreed costs for notice letters sent after the default has occurred. The costs are capped,
though, to one notice letter per month. These costs consist of a maximum lump sum
of EUR 7.50 plus the standard tariffs for registered mail applicable at that time.

If the mortgage credit agreement is terminated due to default, a funding loss can be
claimed in addition to the above. In Belgium, the amount of the funding loss is
determined as a lump sum and no actual damages must be proven. The lump-sum is
capped at three months of interest, even if the creditor’s actual loss is higher.”

3 Voluntary Forbearance

In theory, a consumer is always entitled to ask for deferred payment facilities. Either
mutually agreed with the creditor or by court order (see below 4).

Although Belgian consumer credit law only forbids contract terms allowing a creditor
to unilaterally modify the conditions of the credit agreement, one of the Belgian
supervising authorities, the Federal Public Service (FPS) Economy, has given a very
broad interpretation to this prohibition. Apart from some exceptions foreseen by law
(e.g. on the variability of interest rates), the FPS Economy argues that a creditor and

% Renson & Biquet-Mathieu (2017) 420-424.
© Art. VII.147/23 CEL.
70 Art. VII.147/23, § 1 and § 2, 3° CEL.

71 Art. VII.147/12, § 1 CEL.
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a consumer cannot by mutual agreement modify the content of their consumer credit
agreement during its course. If they do so, the FPS Economy qualifies the modified
agreement as a new credit agreement requiring again a creditworthiness analysis
(including of a consumer who is already in financial distress).”? The same
interpretation by the FPS Economy is upheld with regard to mutually agreed changes
to a mortgage credit agreement for movable purposes.

Because it was a longstanding practice under the old Mortgage Credit Act of 1992 that
creditors and consumers were allowed to change their existing contracts by mutual
agreement, a political compromise was found at the time the MCD was implemented,
to further allow mutually agreed modifications to running mortgage credit
agreements for immovable purposes upon the condition that the request for financial
arrangements is initiated by the consumer.” Not all credit conditions can be modified.
There is an exhaustive list of possible changes in article VII.145 CEL. These include
the reduction or prolongation of the term, the change of a debtor, the request for an
additional surety or giving temporary relief to the consumer to reimburse the credit
agreement. Surprisingly, the option to modify the amount of periodical instalments is
not included in the list, although this also seems to be a useful and efficient way of
giving some financial relief to the consumer. However, once again —and now even
explicitly— the legislator obliges the creditor to perform a creditworthiness assessment
before accepting the new terms, making it again very difficult in practice to re-arrange
an existing credit agreement by mutual consent.”* A similar, temporarily rule was
made for mortgage credit agreement for movable purposes to prevent the forced sale
of someone's house as a result of default due to a covid-19 infection.”

The latter obligation —i.e. to perform a creditworthiness analysis— was surprisingly
exempted if the mutually agreed financial arrangement was made in the light of the
covid-19 pandemic. One of the conditions for the exemption, though, is that the
default is the result of the pandemic, which limits again the impact the exemption
might have on consumers in default. It was a good solution during the pandemic, but
nowadays no longer usable as current defaults generally do no longer originate from
a covid-19 infection.

The first forbearance measure —consensual financial arrangements—is in Belgium thus
not so successful to prevent judicial executory enforcement proceedings.

72 [t is questionable whether this strict contra legem interpretation by the FPS Economy can be
maintained in the future given art. 35 (1) CCD 2023.

73 Art. VII.145 CEL.
74 Art. VII.145/1 CEL.

7> Art. VII.145/2 CEL.
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4 Judicial Forbearance Measures

In principle, request for (deferred) payment arrangements are to be addressed to the
justice of the peace, which is the small claims court in the Belgian judicial system.
However, in case of a mortgage credit agreement, the consumer must address the
request to the attachment judge (given the possibility of the forced sale of the
mortgaged dwelling).”

The consumer must demonstrate, among other things, to have acted in good faith. The
consumer must not have contributed to the financial problems himself. Also, the
borrower is not entitled to a judicial payment arrangement when: a) the consumer’s
goods are sold at the request of other creditors; b) the consumer is a fugitive; c) the
consumer has not provided or has reduced the security that he or she was obliged to
provide to the creditor, or d) the consumer is in a state of bankruptcy or apparent
insolvency.””

Even if the consumer meets these conditions, the attachment judge is not obliged to
grant judicial payment arrangements.

When judicial forbearance is granted, the attachment judge has discretionary powers
to determine the content thereof. For instance, the consumer may be allowed
temporary relief. Notwithstanding, these discretionary powers must be exercised with
moderation and weighing the interests of the consumer and the creditor. As such, the
court must consider the relief and other financial arrangements the consumer already
enjoyed. In any event, the court may not waive the consumer's repayment
obligation.”®

In consumer credit law, the judicial payment arrangements lapse as soon as the
consumer no longer fulfils the obligation imposed under the forbearance decision. In
the absence of a similar provision in mortgage credit law, it is assumed that the judicial
payment arrangements do not automatically expire in the event of a (new) default.”
The creditor must thus request the attachment judge to declare forfeit of the judicial
payment arrangement in the event of a new default by the consumer.*

76 Art. VII1.147/24 CEL.

77 Art. 1337 Belgian Procedural Code; Dirix & Broeckx (2010) 531.
78 Cass. 15 June 2006, Pas. 2006, I, 1421 and TBBR 2009, 40.

7 Meulemans (1993) 394-395.

80 De Leval (2007) 177.
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Nevertheless, the consumer can always be held liable if he or she incorrectly fulfils
the repayment obligation under the judicial payment arrangements and will not be
entitled to new juridical payment arrangements. An exception to the latter is made
when new facts have arisen since the previous judicial payment arrangements were
granted, and these facts would justify granting new judicial payment arrangements.

A personal guarantor must respect the consumer's payment arrangements granted
under the judicial forbearance.®! In addition, the personal guarantor cannot
circumvent these judicial payment arrangements by urging the consumer to pay
and/or by claiming compensation from the consumer.®? Furthermore, a personal
guarantor cannot invoke the consumer's judicial payment arrangements against the
creditor.®® The creditor can address the personal guarantor directly. Finally, in the
event that the personal guarantor also undergoes payment difficulties, he or she may
request judicial payment arrangements for themselves.34

5 Mandatory Conciliation Procedure

When the consumer defaults on the mortgage credit agreement, a creditor holding a
mortgage security right cannot immediately seize nor enforce the credit agreement
by virtue of a court judgment or the notarial deed. The creditor is obliged to summon
the consumer first to a conciliation procedure before the attachment judge.®> The
legislator obliges the lender to attempt to reach an amicable settlement.

The fact that conciliation procedure is mandatory is an important deviation from
general procedural law. Under common Belgian procedural and contract law, parties
are in principle not obliged to summon each other to conciliation proceedings before
initiating enforcement proceedings.®® Here, it is imposed to temper the mortgagee
from reaching out to an executory enforcement of the mortgaged dwelling too easily
or too rapidly in the event of (mere) payment difficulties of the consumer.?

81 Art. VII.147, § 1, al. 4 CEL.

82 Dirix (1997) 24, no. 31.

8 Dirix (1997) 24, no. 30-31.

8 Art. VII1.147/27 CEL.

8 Art. VII.147, § 1, al. 1 CEL; de Corte (1993) 6; Dirix & Broeckx (2010) 532.

8 Art. 731, al. 2 Belgian Procedural Code; Deconinck (1996) 1; Wagner (2007) 552-553.

87 Preparatory Works to the WHK, Parl. St. Kamer 1990-91, no. 1742/1, 13; Attachment Judge

Veurne 19 April 1995, Act.dr. 1996, 378; Attachment Judge Luik 15 June 1994, /LMB 1996, 1258; De
Corte (1993) 6; Dejemeppe (2004) 1053; Jakhian (1994) 117.
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This rationale has far-reaching impact on the mortgagee’s right to foreclose the
mortgaged dwelling. Therefore, most authors proclaim that the lender-mortgagee
must start such a mandatory conciliation proceedings before every kind of executory
enforcement whether over the mortgaged property or another immovable property.®
They also argue that conciliation is mandatory before every kind of executory®
enforcement of movable goods owned by the consumer, for instance before seizing
the consumer’s salary, rental income, etc. ® The success of this broad interpretation
liesin its discouraging effect for creditors who would try to circumvent the mandatory
conciliation proceedings by enforcing the secured credit agreement by seizing other
goods belonging to the consumer.®!

Because the injunction to pay is the first (procedural) act of an executory enforcement,
the creditor must summon the consumer to conciliation proceedings before the
injunction to pay is served.®?

Finally, it is important to highlight that the mandatory conciliation procedure is
dictated under penalty of nullity of the entire enforcement procedure.”® Only the
consumer can invoke the nullity.** The consumer must prove that the following three
cumulative conditions are fulfilled, namely that: a) the creditor has failed to summon
him or her or has done so unlawfully; and b) his or her interests have been harmed

8 CA Luik 9 September 2003, RRD 2003, 469; Attachment Judge Charleroi 12 February 2002, /LMB
2002, 1525; Attachment Judge Luik 6 March 1995, Act.dr. 1996, 370; Vannerom (2015) afl. 106, 135-
142.

8 Though, not before mere conservatory enforcement actions taken by the mortgagee. See De Leval
(2007) 137; Dirix (1992-93) 893; Dirix & Broeckx (2010) 532; Jakhian (1994) 118; Meulemans (1993)
370-371; Vanderhaeghen (2011) 67; Van Ingelghem (2002) 2.

% Attachment Judge Kortrijk 9 March 2009, R W2009-10, 370; Dirix (2002) 1263; Dirix & Broeckx
(2010) 532; Meulemans (1993) 368-369; Van Ingelghem (2002) 2.

91 Meulemans (1993) 368-369.

2 CA Luik 6 May 1993, JLMB 1993, 1203, annotation De Leval; CA Ghent 9 March 1993, R17'1992-
93, 1349; CA Brussels 25 May 1989, /LMB 1989, 1287; Attachment Judge Brussels 28 February 1994,
RNB 1994, 509; Attachment Judge Nijvel 8 December 1993, /LAMB 1994, 699, annotation De Leval;
Attachment Judge Luik 20 September 1993, /LMB 1993, 1289, annotation De Leval; Attachment
Judge Brussels 8 October 1991, R1W'1993-94, 234, annotation Laenens; De Leval (2007) 173; Dirix &
Broeckx (2010) 532; Laenens (1993-94) 234; Meulemans (1993) 374-376; Vanderhaeghen (2011) 67.
% Art. VII.147/24 CEL.

94 Art. 861 Belgian Procedural Code; De Leval (2007) 173.
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by the failure to comply with the mandatory conciliation proceedings;* and c) the
intended legal purpose of this mandatory procedure has not been achieved.*

Concerning the second (and third condition), the question arises whether the
mandatory conciliation proceedings are still useful if the creditor already tried to
reach a negotiated outcome before the enforcement procedure was initiated. More
specifically, the question arises whether the consumer's interests have been harmed
if it appears from preliminary negotiations that the contracting parties will not reach
a solution during the mandatory conciliation proceedings. According to certain legal
doctrine and case law, the creditor must not engage in hopeless attempts to reach a
negotiated solution. If it can demonstrate that prior negotiations were conducted in
good faith and have led to a negative result, the creditor no longer must summon the
consumer to the mandatory conciliation proceedings.”’

Like the ombudsman, the attachment judge cannot impose a binding decision in the
mandatory conciliation procedure. The outcome of the proceedings depends solely on
the willingness of the creditor and the consumer. If a creditor does not show up, for
instance, the judge can postpone the hearing.”®® However, if the creditor does not
appear for the postponed hearing as well, the attachment judge must declare that no
conciliation was reached between the parties. The role of the attachment judge is thus
passive,” although the judge can make non-binding suggestions to reach a positive
solution.!®

If no amicable agreement can be reached, the executory enforcement procedure, as
we know it under general procedural law, is initiated via an injunction to pay served

% Art. 861 Belgian Procedural Code; Dirix & Broeckx (2010) 533; Vanderhaeghen (2011) 67. Some
examples of supreme court cases in which the consumer could not prove that his interest was harmed:
Cass. 30 September 1993, Arr.Cass. 1993, 781; Cass. 4 October 1984, Arr.Cass. 1984-85, 204; Cass. 15
February 1977, Arr.Cass. 1977, 661; Cass. 23 April 1976, Arr.Cass. 1976, 957. Some supreme court cases
in which the nullity was ordered: Cass. 14 December 2000, Arr.Cass. 2000, 1994; Cass. 10 February
1975, Arr.Cass. 1975, 648.

% Art. 867 Belgian procedural Code; De Leval (2007) 173; Meulemans (1993) 373; Van Herreweghe
(1993) 402; Wagner (2007) 279, 389-414.

97 CA Luik 15 December 1994, RNB 1996, 356; Attachment Judge Brussels 12 October 1999, RW 2000-
01, 1608; Attachment Judge Brussels 1 February 1994, TBBR 1994, 431; Attachment Judge Luik 31
August 1993, JLMB 1993, 1205, annotation De Leval; De Corte (1993) 7; De Leval (1993) 276; Dirix &
Broeckx (2010) 533; Moreau-Margreve (1993) 118.

% CA Luik 23 June 2003, /LMB 2004, 1050, annotation Dejemeppe.

9 Art. 731-733 Belgian Procedural Code; Dirix (2010) 533.

100 Meulemans (1993) 379.
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to the mortgagor. If, on the contrary, a solution is found, then the official report of
the attachment judge will supplement the mortgage credit agreement with the new
payment conditions.!%!

6 Executory enforcement

Unfortunately, no statistic data is publicly available on the number of executory
enforcement procedures of immovable residential property and the length of these
procedures in Belgium.

In the past (before the adoption of the MCD) the average length of such a procedure
—without considering appeals and/or other judicial actions and remedies— was said to
be around 18 months. Currently, some practitioners indicate that the average length
of an executory enforcement procedure would be between 12 and 18 months.

Forced public sales nowadays are generally conducted via the online platform of the
Belgian public notaries, ‘biddit.be’.1%?

During the lockdown and the covid-19 pandemic a moratorium was decreed.
Creditors were upon certain conditions not allowed to pursue the forced sale of the
mortgaged dwelling. This was more precisely the case when the payment difficulties
arose due to the covid-19 pandemic (e.g. due to being temporarily unemployed during
the lockdown, etc.).

The judicial executory enforcement procedure is strictly regulated and quite
formalistic. Before the actual public sale of the house, many steps must be taken by
the creditor. All steps are supervised by the attachment judge and/or subordinated to
its discretionary decision. Perhaps, it is good to highlight that the attachment judge
does not assess the credit agreement on the merits. If the consumer and/or the
mortgagee objects for reasons linked to the mortgage credit agreement, they may start
proceedings as to the merits before the tribunal of first instance. Although these court
proceedings do not suspend, in principle, the attachment procedure, the attachment
judge will in practice often postpone the decisions/agreement to proceed with the
executory enforcement until a judgment on the merits of the case has been given
(awaiting, if necessary, for a decision on appeal and/or by the supreme court).

101 Art. 733 Belgian Procedural Code.

102 See https://www.biddit.be/nl/landing.
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VIII Conclusion

Belgian mortgage credit law is strictly regulated. The law goes further than the
transposition of the MCD, by imposing very detailed precontractual information and
advice duties on the lender. The creditworthiness assessment prior to the conclusion
of the credit agreement was and is strictly regulated by demanding the lender to
conduct a micro-financial assessment of each consumer and check the public credit
register. Compliance is strictly overlooked by the FPS Economy, one of the
supervising authorities. Belgian law even has a duty to abstain from granting mortgage
credit if the consumer is registered in the negative hatch of the CKP.

There is a correlation between these precontractual duties, imposed on creditors, and
the lower amount of defaults on mortgage credit in Belgium.

Some of these duties are now also found in the CCD 2023. It is recommendable that

the European legislator would take them also into consideration and include them in
the reform of the MCD.

The downside of the strict regulation of mortgage credit in Belgium is the lack of
voluntary forbearance measures. Because the Belgian mortgage credit law and the FPS
Economy request a new creditworthiness assessment for almost every mutually
agreed modification of the credit agreement, creditors are very reluctant to
renegotiate an ongoing mortgage credit agreement in the event of payment arrears.
Indeed, the consumer has payment difficulties and creditors will —due to the new,
negative creditworthiness assessment— need to abstain from granting credit.

The fact that Belgian law caps the funding loss in case of early repayment of mortgage
credit agreements leads to almost no disputes in case of full or partial early repayments
by the consumer. Also, these caps can be considered when reviewing the MCD.

Finally, the obligation to start mandatory conciliations before an executory
enforcement of the consumer’s assets certainly hinders lenders from speeding towards
a judicial executory enforcement procedure when the consumer is only in minor

payment default.

In conclusion, Belgian mortgage credit law offers some valuable insights to the
European legislator in the course of the current review of the MCD.
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I Introduction

Since the transposition of the Mortgage Credit Directive (MCD) into the Czech legal
system in 2016, numerous challenges have emerged due to the unique characteristics
of the Czech mortgage market. This chapter will first analyse the interpretation of the
MCD in the Czech Republic and then focus on the obstacles that have arisen in the
domestic market.

To provide context, the chapter begins with a description of the most important
currently applicable legislation, covering both substantive rules on consumer credit
in general and mortgages in particular, as well as procedural issues related to consumer
rights and regulatory supervision. However, it is not a comprehensive overview of
current legislative standards, nor does it cover all the issues that have affected the
mortgage market. Rather, this chapter focuses on major topics that have played a key
role in the Czech mortgage market in recent years.

Following this structure, the chapter discusses specific issues related to the
transposition of the MCD in the Czech Republic and the application of its rules. First,
it addresses the early repayment issue, which has been a frequent topic not only in
academic circles but also in the mass media over the past few years. Second, it
examines matters related to the creditworthiness analysis, scrutinizing the extent of
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consumer protection and the consequences of non-compliance by providers or
intermediaries. Next, it assesses the role of intermediaries and brokers, including those
from other Member States. Finally, it discusses various other limitations on mortgage
providers that may exceed the MCD standards.

IT Substantive Rules

Both the MCD and the Consumer Credit Directive (CCD 2008) were transposed into
one domestic piece of legislation, the Consumer Credit Act (CCA)! that has been, since
its adoption in 2016, amended ten times already.? Moreover, the rules on financial
services in general are also contained in the Civil Code.? This dichotomy means that,
in general, public law rules governing consumer loan provision and intermediation
are contained in the CCA, whereas private law rules are in the Civil Code.

The CCA, which is ‘predominantly designed with a ‘normal consumer loan’ in mind’,*
addresses issues such as the licensing of consumer credit providers and their
supervision by the regulatory authority, while the Civil Code governs various aspects
of the contractual relationship between consumers and financial institutions,
including contract validity and the right of withdrawal.

The relationship between the CCA and the Civil Code can be compared to the
relationship between the MCD (Mortgage Credit Directive) and other EU directives,
such as the Consumer Financial Services Rights Directive (CFRD) and the Consumer
Rights Directive (CRD). While the MCD regulates specific aspects of mortgage credit,
the CFRD focuses on consumer rights in financial services, and the CRD focuses on
general consumer rights in distance and off-premises contracts, excluding financial
services. These directives have been implemented in the Czech legal system, with the
MCD transposed into the CCA and both the CFRD and CRD transposed into the Civil
Code.

For instance, the requirement to provide information to consumers is regulated by
both Arts 94 ff. CCA and Art. 1843 of the Civil Code concerning distance consumer
credit contracts, including mortgages. However, the CCA states that if a provider or
intermediary complies with the CCA's information disclosure requirements, they are
considered to have fulfilled their obligations under the Civil Code. Regarding the right

1 Act no. 257/2016 Coll., on Consumer Credit, as amended.

2 There have been only nine amendments to the CCA, which are Act 183/2017 Coll., Act 303/2017
Coll., Act 307/2018 Coll., Act 186/2020 Coll., Act 237/2020 Coll., Act 353/2021 Coll., Act 96/2022 Coll.,
Act 462/2023 Coll., and Act 85/2024 Coll. Some of these amendments included provisions with multiple
effective dates. The most recent amendment, Act 85/2024 Coll., came into effect on 1 September 2024.
3 Act no. 89/2012 Coll., Civil Code, as amended.

4Simon (2017) 112.
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of withdrawal, the CCA stipulates that if a right to withdrawal exists under the CCA,
the consumer does not have a general right to withdraw according to the Civil Code.

This difference in implementation leads to varying consequences for breaches of these
regulations. Breaches of the CCA incur public law sanctions, while breaches of the
Civil Code can result in private law claims by consumers. Specifically, violations of
the CCA can lead to fines or other administrative measures for consumer credit
providers or distributors, including licence revocation, imposed by the financial
market supervisory authority. In contrast, breaches of the Civil Code can result in
claims for defective performance, such as damages, which can only be asserted by the
affected consumer.

In practice, if a consumer receives insufficient or incorrect information before
concluding a credit agreement, they can seek redress under the Civil Code. This
remedy may include the right to withdraw from the contract or a claim for damages
for defective performance. However, if there is a more serious breach, such as granting
credit without the necessary licence, the supervisory authority may intervene and
impose sanctions under the CCA, including heavy fines or revocation of the credit
provider's licence. This dual system of regulation aims to provide comprehensive
consumer protection by combining preventive and remedial mechanisms. While the
public law rules in the CCA ensure that credit providers maintain high standards in
the provision of their services, the private law rules in the Civil Code provide
individual consumers with the means to protect their rights in the event of a breach
of contract.

In addition, this system allows for flexibility and adaptability within a changing
financial environment. The regular amendments to the CCA allow for a rapid
response to new challenges and trends in the consumer credit market, while the
stability and generality of the Civil Code ensures the long-term protection of
consumer rights. In this way, the Czech legal framework seeks to balance the need for
effective regulation of financial services with the protection of individual consumer
rights, which contributes to overall confidence in the financial system and ensures a
high level of consumer protection.

Finally, there is one particularity when it comes to the institutions eligible to provide
mortgages in the Czech Republic. These are financial institutions known as ‘building
societies’ which can be characterised as banks specialized in offering building society
loans that fall under the definition of mortgages both for the CCA and the MCD.
However, these building society loans are distinct from ‘regular’ mortgages as they are
exclusively accessible to those who participate in building societies’ savings plans, and
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not to the general public. These plans frequently include a buildings savings
agreement, typically with governmental financial aid.>

III Procedural Issues

Further clarification is required about the involvement of governmental bodies in
overseeing and implementing consumer rights in relation to loans.

1 Supervision

The Czech National Bank (CNB) supervises mortgage lenders and intermediaries in
the Czech Republic. The CNB is the sole supervisory authority and therefore
supervises both credit institutions providing consumer loans and other entities
licensed to do so.® Its powers include not only the supervision of these entities, but
also the ability to impose administrative sanctions on any person who provides or
arranges consumer credit without a licence; the total administrative fine may reach
up to CZK 20,000,000 (approx. EUR 800,000).”

The CNB also has the power to supervise compliance with the obligations set out in
the CCA. As part of this activity, the CNB can carry out inspections, issue instructions
and recommendations and, if necessary, order corrective measures. If the law is
breached, the CNB may impose fines or other administrative measures, including the
revocation of the licence. The CNB's decisions can be reviewed by administrative
courts, which ensures independent control over its acts.

Within the European Union, the European Banking Authority (EBA) plays an
important role. The EBA provides a framework for the harmonisation of supervision
of financial institutions across the EU and ensures that national supervisors, such as
the CNB, adhere to common standards and practices. The EBA also provides technical
support and issues guidelines to improve the consistency and effectiveness of
supervision across the EU. Although guidelines and other documents issued by the
EBA and other European Supervisory Authorities are not enforceable in the Czech
Republic as they do not contain any sanctions, when they are issued, the CNB usually

> Art 1(b) of the Act no. 96/1993 Coll., on building savings and state support for building savings, as
amended.

6 See for example Art 135 ff. CCA.

7 Art 157(1)(d) CCA.
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follows with a statement on its official website® that it will adhere to the guidelines in
its supervisory practice pursuant to Art. 16(3) of Regulation (EU) No 1093/2010.°

Such cooperation between the CNB and the EBA is crucial for effective supervision of
mortgage lenders and intermediaries in the Czech Republic. The EBA regularly carries
out assessments of national supervisors to ensure that their practices meet European
standards. If irregularities are found, the EBA may issue recommendations for
corrective action. This mechanism contributes to ensuring that the supervision of
financial institutions is consistent and effective across the EU.

The CNB also actively cooperates with other national supervisory authorities in the
EU, which enables the sharing of information and experience. This cooperation is
essential for the effective supervision of cross-border financial institutions and for
addressing potential problems that may arise in the provision of services within the
EU single market.

In domestic law, cooperation in the area of mortgage lending is enshrined in the CCA,
which provides for the obligation of credit providers to share certain information with
the CNB and other authorities, where required, to protect consumers or financial
stability. Other specific examples include the rules for information exchange between
supervisory authorities within the EU, which are enshrined in EU regulations and
directives transposed into Czech law.

The CNB may also issue so called Measures of General Scope. These are legal
instruments that lie in between a piece of legislation (such as a decree) and a decision
rendered in a particular case. One of the examples is the Measures of General Scope
setting the critical infrastructure in the field of financial markets and currency issued
on 22 December 2023,'° that contains list of particular components of the
infrastructure operated both by the CNB and financial institutions that are considered
to be part of the national critical infrastructure.

8 Czech National Bank, Sdéleni CNB o obecnych pokynech EBA k poskytovani a sledovani uvéra

25.08.2020 (2020).  Available at:  https://www.cnb.cz/cs/dohled-financni-trh/legislativni-
zakladna/obecne-pokyny-evropskych-organu-dohledu/Sdeleni-CNB-o0-obecnych-pokynech-EBA-k-

poskytovani-a-sledovani-uveru/

° Regulation (EU) No. 1093/2010 of the European Parliament and of the Council of 24 November 2010
establishing a European Supervisory Authority (European Banking Authority), amending Decision No.
716/2009/EC and repealing Commission Decision 2009/78/EC.

10 Opatfeni obecné povahy, kterym se uréuji prvky kritické infrastruktury v odvétvi finané¢ni trh a
ména (2023). Available at:
https://www.cnb.cz/export/sites/cnb/cs/legislativa/.galleries/opatreni obecne povahy/oop kriticke i

nfrastruktury ft a mena 20240106.pdf. 2023/158451/CNB/420
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Additionally, judicial review of CNB decisions is a key element towards ensuring fair
and transparent supervision. If an entity affected by a CNB decision or Measures of
General Scope is dissatisfied, it can file a lawsuit with the Municipal Court in Prague,
which reviews the legality of the decision and can annul it if it finds that it was
contrary to the law. This process ensures that CNB decisions are subject to
independent judicial review, which contributes to legal certainty and to the
protection of the rights of financial market actors.

While the judicial review may be appealing, the reality is somewhat distinct. As most
of the major public authorities are located in Prague, the Municipal Court of Prague
has the average longest length of proceedings amongst the administrative courts of
the same level in the Czech Republic. In 2022, the average was 532 days and the
median was 463 days. Moreover, for 10% of the caseload, the length of proceedings is
1,046 days or longer, which is also the longest amongst the same level courts in the
Czech Republic.!!

Additionally, both the plaintiff and the CNB have the right to appeal the decision of
the first instance administrative court. The appeal is then handled by the Supreme

Administrative Court. The average length of proceedings before this court was 355
days in 2022.12

As the decision of the Czech National Bank is legally enforceable despite its being
appealed before the administrative court, not many market participants may want to
undergo such lengthy and uncertain proceedings, especially given the prospect that
neither the Municipal Court in Prague nor the Supreme Administrative Court may
alter the decision but only annul it and return it back to the CNB for reconsideration.

Therefore, even if the extent of court review is correctly set, there exist practical
challenges that prevent effective judicial examination of the exercise of the CNB’s
supervisory powers.

Overall, the supervision of mortgage lenders and intermediaries in the Czech Republic
is ensured by a complex system that combines the CNB's national powers with the
EBA's harmonisation measures. This system ensures that financial institutions
operating on the Czech market comply with both national and European regulations
and provides consumers with a high level of protection.

11 Ministerstvo spravedInosti Ceské republiky, Ceské soudnictvi 2022: Vyroéni statisticka zprava (2023).

12 Advokatni denik, U spravniho soudu vzrostla délka fizeni, trend se dafi obracet, uvedl pfedseda, 25
May2023 (2023). Available at: https://advokatnidenik.cz/2023/05/25/u-spravniho-soudu-vzrostla-
delka-rizeni-trend-se-dari-obracet-uvedl-predseda/
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2 Alternative Mortgage Dispute Resolution

The other important institution with respect to enforcement of (mortgage) credit
agreements is the Financial Arbitrator. This institution was established in 2002 as a
means of settlement of disputes based on Art. 10 of the then applicable Directive
97/5/EC on cross-border credit transfers.!> Currently, after more than fifteen
amendments to the respective piece of legislation, the Financial Arbitrator has power
to adjudicate disputes between consumers and financial institutions regarding a wide
range of financial services, including consumer credit in general, and, more
particularly, mortgages.

The arbitration process before the Financial Arbitration can only be initiated by the
consumer and has two stages. In both instances, the first and the appellate one, the
decision is taken by the Financial Arbitrator. The appellate decision of the Financial
Arbitrator is final and binding for both parties. Nevertheless, should either of the
parties not be satisfied with the outcome of the appellate process, they have the option
to file a lawsuit in court. The subsequent proceedings following the appellate decision
of the Financial Arbitrator are held by civil courts and, again, consist of a first instance
and an appeal. Moreover, revision by the Supreme Court may be also permitted in
these cases. Yet once again there is a limitation to the judicial review and the civil
courts may only confirm the decision of the Financial Arbitrator or amend it; they
cannot set aside the decision and refer the case back to the Financial Arbitrator.
Despite there being multiple options of revision, the Financial Arbitrator is sought as
the means for dispute resolution by the consumers mainly because of its speed, lower
to no costs and language preference in comparison to the alternative, i.e. directly
engaging civil courts.

The speediness is ensured by the Financial Arbitrator’s obligation set in Art. 15(1) of
the Act on the Financial Arbitrator to conclude the proceedings within 90 days since
the submission of the consumer’s complaint. This period may be prolonged only once
for another 90 days.

Furthermore, the initiation of the proceeding is free as set out in Art. 18(2) of the Act
on the Financial Arbitrator. The losing party also does not have to bear the costs of
the winning party in comparison to civil proceedings, see Art. 18(1) of the Act on the
Financial Arbitrator, cf. Art. 4(1) of the Act 549/1991 Coll., on Court Fees, as
amended, with respect to the fee for initiation of the proceedings and Art. 142(1) of
the Act on 99/1963 Coll., on Civil Procedure (‘Civil Procedural Code’), with respect
to the reimbursements of the costs to the winning party.

13 General part of Explanatory Memorandum to the Act 229/2002 Coll, on the Financial Arbitrator, as
amended (‘Act on the Financial Arbitrator’). Available at:
https://www.psp.cz/sqw/text/tiskt.sqw?0=3&ct=1097&ct1=0
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Finally, the proceedings before the Financial Arbitrator are held in the language in
which the underlying contract is alleged to be concluded or the communication with
the institution was conveyed, according to Art. 13 of the Act on Financial Arbitrator.
The civil proceedings, on the contrary, according to the Art. 18(2) of the Civil
Procedural Code are always conducted in Czech language and only if this is not a
mother tongue of a party, an interpreter is provided.

As the speed of proceedings, costs, and language barrier are the most crucial
challenges that consumers must overcome,!* not only when challenging the financial
service provider before the courts, the Financial Arbitrator may significantly improve
consumers’ access to justice.

Disputes relating to consumer credit have accounted for more than half of the cases
arbitrated by the Financial Arbitrator in the past three years.’> Therefore, the
Financial Arbitrator is very important in setting trends in the Czech Republic. While
these decisions remain appealable to the civil courts, who have the final say, the
Financial Arbitrator’s findings are publicly available and constitute an important
informal source of law for consumer credit and, in particular, for mortgages.

IV Early Repayment

The early repayment of mortgages in the Czech Republic is a significant topic,
especially after the adoption of the amendment to the CCA published under the No.
462/2023 Coll. (2023 CCA Amendment’) that came into force on 1 September 2024.
This part therefore deals with a detailed analysis of the legal framework, application
in practice and the challenges associated with early repayment of mortgages,
including the views of experts and media reactions.

As the MCD clearly states in its Art. 25(1), the debtor has the right to discharge fully
or partially the obligations under a credit agreement prior to the expiry of that
agreement. Nevertheless, according to the MCD, this early repayment may subject to
conditions.

The CCA has been very progressive and consumer oriented since its adoption as Art.
117(1) CCA allows for all credit agreements to be discharged by early repayment at
any time, so no conditions within the meaning of Art. 25(5) MCD are applicable under
the Czech law.

First of all, it is worth mentioning that according to the original language of Art.
117(3)(c) CCA, a mortgage, as well as any other consumer credit, could have been

14 Raban (2016) 417.

15 See Annual Report 2022, Annual Report 2021 and Annual Report 2020 of the Financial Arbitrator.
Available at: https://finarbitr.cz/cs/informace-pro-verejnost/vyrocni-zpravy.html
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repaid early without any sanctions in a period for which there is no fixed lending rate
or within 3 months after the creditor has communicated the new lending interest rate
to the debtor.!® Moreover, there were other situations under which the creditor could
not impose any sanctions upon the consumer or its legal successor. These included
repayment by the means of benefits from insurance designed to secure repayment of
the loan, loans granted by way of overdraft facility, and also the event of death, long-
term illness or disability of the debtor or their spouse. Finally, the debtor could repay
early each year up to 25% of the principal without any sanction, although other
conditions applied.”’

However, the creditor could have been entitled to be reimbursed of expenses
reasonably incurred by the early repayment under several circumstances. The amount
of the reimbursement of costs may have not exceeded 1% of the early paid part of the
total amount of the consumer credit if the period between the early paid part and the
agreed end of the consumer credit exceeded one year. If such period was not more
than one year, the amount of the reimbursement should have not exceeded 0.5% of
the early paid part of the total amount of the consumer credit.

Nevertheless, these limitations were not applicable to the reasonably incurred costs
that the creditor was entitled to claim in connection with the early repayment of
mortgages. There were many instances where early repayment of a mortgage would
only entail partial compensation for such costs. For example, if the property the
acquisition, construction or retention of which was either financed or secured by that
mortgage was sold, the consumer was entitled to repay the mortgage in full early, on
condition that the duration of the mortgage agreement exceeded 24 months, and the
creditor was entitled to claim compensation for the reasonably incurred costs that
could not exceed 1% of the amount of the mortgage credit repaid early, up to a
maximum of CZK 50,000 (approx. EUR 2,000).!® If early repayment did not fall into
an exception, the general rule whereby the creditor was entitled to recover the
reasonably incurred costs applied in full. Unfortunately, the law did not define exactly
what constituted reasonably incurred costs.

In an attempt to clear this matter, the CNB responded to recurring questions from the
public and credit providers with a general opinion providing an interpretation of the
term ‘reasonably incurred costs’ in March 2019. It stated that these are mainly
administrative costs of the provider, i.e. costs such as the salary of the employee who
processes the early repayment application, land registry fees, postage, printing and
copying costs of documents, telephone charges or office supplies consumed.!” There

16 Art 117(3)(d) CCA.

178 117(3)(®).

18 Art 117(4) CCA.
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may have also been fees for any notarial acts required by the early repayment.
Conversely, costs such as commissions paid by the lender to the broker for arranging
the mortgage or the reduction in the lender's interest income after the early
repayment of the mortgage or its interest expense on the debt could not be considered
to be reasonably incurred costs.?

Furthermore, in 2021, as a response to the question of what fees a provider could
charge for early repayment of a mortgage or building society loan, the Financial
Arbitrator reached the same conclusion as the CNB, i.e. that banks could not charge
clients for costs related to a reduction in interest income or, for example, for expenses
related to a commission to an intermediary, as this is not a cost, but a lost profit.2!

As a consequence of this, representatives of Czech banking institutions and the Czech
Banking Association?? tried to persuade the CNB to change its interpretation, and at
the same time sought to amend the law to set clearer and fairer rules for all parties
involved. Interest in early repayment of mortgages has increased due to falling interest
rates, leading clients to early repay and refinance more often. Banks have warned that
keeping early repayment fees low will lead to shorter fixed interest rate periods. Some
banks have already started to support fixing the interest rate for three years, with
more favourable rates, and have stopped offering fixed interest rates over seven
years.?

As a result of these efforts the Parliament approved the 2023 CCA Amendment in
2023, which changes the regulation for the early repayment conditions for mortgages.

19 Jaké naklady muze véfitel poZzadovat nahradit po spottebiteli v souvislosti s pfed¢asnym splacenim
spotiebitelského 1dvéru na bydleni? Available at: https://www.cnb.cz/cs/dohled-financni-
trh/legislativni-zakladna/stanoviska-k-regulaci-financniho-trhu/RS2019-07/

20 CNB vydala stanovisko, jaké naklady mohou banky tétovat za predéasné splaceni spottebitelského
uvéru na bydleni. Available at: https://www.cnb.cz/cs/cnb-news/tiskove-zpravy/CNB-vydala-

stanovisko-jake-naklady-mohou-banky-uctovat-za-predcasne-splaceni-spotrebitelskeho-uveru-na-
bydleni/

2P, Kucera in Penize.cz, Pfed¢asné splaceni hypotéky: Vysoky poplatek odmita i finanéni arbitr.
Available at: https://www.penize.cz/hypoteky/424820-predcasne-splaceni-hypoteky-vysoky-

poplatek-odmita-i-financni-arbitr.

22 According to its webpage, M. Czech Banking Association - About us, 2024, Czech Banking
Association (CBA) is ‘a voluntary association of banks and building societies operating on the Czech
market. Currently, we associate 32 members representing more than 99 % of the Czech banking sector.
We have been supporting the development of the Czech banking sector, our entire economy and the
financial literacy of Czechs since 1990’. Available at: https://cbaonline.cz/en

7y s

2 Q. Skalkova in Penize.cz, Hypotéky miti k dalsimu rekordu. Podporujeme kratsi fixace, rikd bankér
(2021). Available at: https://www.penize.cz/hypoteky/424967-hypoteky-miri-k-dalsimu-rekordu-
podporujeme-kratsi-fixace-rika-banker
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This amendment introduces several important changes to the existing framework,
aiming to balance the interests of consumers and creditors.

In addition to the above-mentioned cases where early repayment is already possible
without a fee, the Amendment extends this option to instances where the spouses'
community property is settled (e.g. a borrower’s divorce) or the sale of the property
occurs two or more years after its purchase. In other situations where the consumer
intends to prematurely repay the mortgage before the expiry of the fixed interest rate
period (so-called ‘mortage tourism’ in the Czech Republic) and switch to another bank
with a better interest rate offer, the 2023 CCA Amendment will allow the original
bank to charge the client a fee of up to 2% only on the unpaid part of the principal.
The fee should offset the fact that the early repayment of the mortgage will end the
interest income the bank had counted on for the fixed interest rate period.?* The
amendment maintains the existing right to repay 25% of the original principal of the
loan each year free of charge under any conditions.

As is clear from the above, the early repayment of mortgages in the Czech Republic
has been a significant topic, particularly following the adoption of the 2023 CCA
Amendment. The new rules provide more flexibility for borrowers, while also
ensuring that lenders' legitimate interests are protected.

When compared to the MCD rules, the Czech framework appears more consumer
friendly. The MCD allows for early repayment but permits lenders to impose
conditions, whereas the Czech law has historically allowed for more unrestricted
early repayments. However, both regulations ensure that any fees charged must
reflect the actual costs incurred by the lender. The Czech approach, especially with
the recent amendment, aligns with the MCD's principles while offering broader
protections to borrowers. The CNB's interpretation of ‘reasonably incurred costs’ and
the subsequent legal changes have provided guidelines, ensuring that the interests of
both parties are fairly represented.

In conclusion, the 2023 CCA Amendment represents an evolution of the mortgage
repayment framework in the Czech Republic. It provides borrowers with greater
flexibility to manage their financial obligations in various life circumstances while
safeguarding the legitimate interests of creditors. By comparing these rules with the
MCD, it's evident that the Czech approach continues to prioritize consumer
protection, setting a high standard for mortgage regulations.

2 Explanatory Memorandum to the 2023 CCA Amendment, 86, available online at
https://www.psp.cz/sqw/text/orig2.sqw?idd=228455
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V Creditworthiness Assessment

The historical development of the assessment of consumer creditworthiness in the
Czech Republic and its legal regulation has changed significantly in recent decades.
The first legislative milestone was Act No. 145/2010 Coll., on Consumer Credit, which
introduced the obligation for creditors to assess the consumer's ability to repay the
loan on the basis of sufficient information obtained from the consumer and from other
sources, including consumer credit databases.

The above-mentioned 2010 law on Consumer Credit stipulated that if creditors fail to
comply with this obligation, the credit agreement is void. This was later adopted by
the CCA. The fact that the credit agreement is void means in this particular case that
the consumer may, according to Art. 87(1) CCA, repay the outstanding amount of the
consumer credit in a deadline that is ‘appropriate to their abilities’. Should there be a
dispute between the financial institution and the consumer as to what is appropriate
in a particular case, the court shall decide.

However, in the case 33 Cdo 1819/2023 of 27 September 2023, the Supreme Court
concluded that a consumer credit agreement cannot be considered void simply
because the consumer's creditworthiness has not been properly assessed; it must be
established that the consumer was unable to repay the credit (or that the credit should
not have been granted). In other words, the consumer agreement is not void in case
the financial institution did not do the creditworthiness assessment correctly, but had
they done it, the consumer would have passed.

This approach is a special one in the Czech law and preferential to the general rules
of voidness of a contract. In other cases, should a contract be void, the provided
consideration based on a void contract constitutes unjust enrichment and, according
to Art. 2993 of the Civil Code, the party to a contract that has performed without
there being a valid obligation is entitled to recover what it has performed without
delay.

Another key piece of legislation regarding the creditworthiness assessment was the
CCA itself. This act, specifically its Art. 86, requires creditors to thoroughly assess the
creditworthiness of the consumer based on necessary, reliable and sufficient
information. The law also emphasises that the information must be obtained not only
from the consumer, but also from relevant internal and external sources, including
databases.

A significant change was the tightening of the requirements for verification of
information provided by the consumer. The amendment to Act No. 43/2020 Coll.
(2020 CCA Amendment) imposed an obligation on creditors not only to obtain
information from the consumer but also to verify it independently. For example,
creditors must verify the consumer's income for at least three months preceding the
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mortgage and other credit application, which was emphasised in the amended text of
the law.

The 2020 CCA Amendment also introduced an obligation for creditors to carefully
document and retain all information obtained during the creditworthiness assessment
in order to be able to demonstrate retrospectively that they acted with professional
care. Creditors have to conduct additional verification of the information if any
irregularities are found to ensure that consumers have sufficient means to repay the
loan and do not get into financial difficulties by obtaining it from the provider.

Another development to the process came with the 2024 CCA Amendment, partially
effective as of 1 January 2024, which introduced several substantial modifications. In
particular, the amendment clarified the requirements for assessing creditworthiness
and extended the obligations of creditors. For example, a new provision was
introduced stating that the credit provider must consider not only income but also
any expenses related to the ownership of property, in particular immovable property,
when assessing the consumer's ability to repay the loan. This provision has been added
to Art. 86(1)(a) CCA. It now reads:

‘Before concluding a consumer credit agreement or amending an obligation
under such an agreement consisting in a significant increase in the total
amount of consumer credit, the creditor shall thoroughly assess the consumer's
creditworthiness on the basis of information that is necessary, reliable,
sufficient and proportionate to the nature, duration and nature of the
consumer's credit, the amount and the riskiness of the credit to the consumer
information obtained from relevant internal or external sources, including
from the consumer and, where necessary, from a database enabling an
assessment of the consumer's creditworthiness or from other sources, taking
into account any expenses related to the ownership of the consumer's assets,
in particular real estate.’

1 Historical Background of the 2024 CCA Amendment

The European Union has played an important role in this area through directives and
regulations aimed at harmonising creditworthiness assessment procedures across
Member States. CCD and MCD require Member States to ensure that creditors
thoroughly assess the creditworthiness of a consumer on the basis of sufficient
information before entering into a credit agreement.

In 2015, the EBA issued final guidelines on creditworthiness assessments in the
context of the implementation of the MCD. These guidelines were designed to ensure
consistent consumer protection across the EU and set out requirements for policies
and procedures for the early identification and resolution of consumers' payment
difficulties. The EBA also highlighted the need to establish binding principles for
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responsible lending, which would include an obligation to take into account the
interests, objectives and characteristics of target consumers when designing credit
products.” These guidelines have been enforced by the CNB.2

Furthermore, in 2020, the EBA cancelled these guidelines and as a replacement and
an upgrade issued guidelines on loan origination and monitoring that are applicable
not only to MCD loans but also to CCD credit agreements.” Again the CNB decided
to enforce these guidelines in its supervisory practice.?

In addition to this, the CNB issued in 2023 an opinion on the creditworthiness
assessment process (2023 CNB Opinion) applicable both to CCD and MCD credit
agreement origination process.”? The opinion from the CNB on the possibility of
considering consumer assets in creditworthiness assessments under the CCA clarifies
that lenders must compare the consumer's income and expenses in accordance with
Art. 86(2) CCA. The assessment must primarily focus on the consumer's ability to
repay the loan through regular income, but it can also include the consumer’s assets
under certain conditions. For instance, if the loan is expected to be repaid from the
sale of the consumer's assets, this aspect must be clearly stipulated in the loan
agreement, and the lender must have a reasonable expectation of the asset's sale and
its proceeds. This ensures that the assessment of creditworthiness remains thorough
and reliable, even when assets are considered as part of the consumer’s financial
evaluation.

The intention behind including assets is not to provide an alternative to income
assessment but to supplement it in cases where the consumer’s overall financial

B EBA, Final Report: Guidelines on creditworthiness assessment EBA/GL/2015/11 (2015). Available at:
http://www.eba.europa.eu/documents/10180/1092161/EBA-GL-2015-
11+Guidelines+on+creditworthiness+assessment.pdf/f4812d37-06c4-42e4-a%¢7-e3cf18501093

26 Czech National Bank, Sdéleni CNB o obecnych pokynech k posouzeni ivéruschopnosti 01 June 2015
(2015).

Available at: https://www.cnb.cz/cs/dohled-financni-trh/legislativni-zakladna/obecne-pokyny-
evropskych-organu-dohledu/Sdeleni-CNB-o-obecnych-pokynech-k-posouzeni-uveruschopnosti/

27 EBA, Final Report on Guidelines on loan origination and monitoring EBA-GL-2020-06 (2020).

Available at: https://www.cnb.cz/cs/dohled-financni-
trh/.galleries/legislativni zakladna/obecne pokyny evropskych organu dohledu/eba gl 2020 06 cs

28 Czech National Bank, Sdéleni CNB o obecnych pokynech EBA k poskytovéni a sledovani tvéra

25.08.2020  (2020).  Available at:  https://www.cnb.cz/cs/dohled-financni-trh/legislativni-

zakladna/obecne-pokyny-evropskych-organu-dohledu/Sdeleni-CNB-o0-obecnych-pokynech-EBA-k-
poskytovani-a-sledovani-uveru/

2 Stanovisko Ceské nirodni banky: K moZnosti zohlednéni majetku/aktiv v rdmci posouzeni
uvéruschopnosti spottebitele podle zdkona o spotfebitelském tuvéru (2023). Available at:

Https://www.cnb.cz/cs/dohled-financni-trh/legislativni-zakladna/stanoviska-k-regulaci-financniho-
trhu/RS2023-25 ro¢nik 2023, RS2023-25.
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situation, including assets, clearly demonstrates the ability to repay the loan. This
holistic approach therefore aims to enhance the robustness of creditworthiness
assessments, ensuring consumer protection and financial stability. Even in scenarios
where the consumer's income is deemed insufficient, the thorough assessment of their
assets can justify a positive creditworthiness assessment if it is evident that the
consumer can meet the repayment obligations without this causing financial distress.

In summary, the 2023 CNB Opinion aligns with the EBA broader regulatory
framework, underscoring the importance of a comprehensive evaluation of both
income and assets in determining a consumer's creditworthiness. This opinion thus
ensured that lenders maintain a balanced approach, focusing on sustainable lending
practices that protect consumers and promote financial stability.

Overall, the historical development of consumer credit assessment legislation and
supervisory authority opinion shows an increasing emphasis on consumer protection
and harmonisation of rules across the European Union. These developments are
essential to ensure financial stability and the protection of consumer rights in a
dynamic and often complex financial environment.

2 Case Law

Following the discussion of the legislative developments, it is also necessary to analyse
law in action, i.e. how the rules are applied in practice with respect to the scope of
creditworthiness assessment. Case law has been playing a key role in the
interpretation and application of the law relating to the assessment of consumer
creditworthiness. Court decisions provide guidance to lenders on how to properly
assess consumers' ability to repay and help set standards that ensure consumer
protection and responsible lending.

The Supreme Court of the Czech Republic has repeatedly addressed in its case law the
question of what steps creditors must take to meet their obligation to assess a
consumer's creditworthiness with professional care. In its judgment 33 Cdo 2178/2018
of 25 July 2018, the Supreme Court stated that a creditor fails to comply with the duty
to exercise professional care if it relies solely on the debtor's personal statement of
income and assets without verifying this information from independent sources. This
judgment emphasises that creditors must verify not only the income but also the
consumer's expenses and other relevant factors which may affect the borrower’s
ability to repay the loan. This case law may be seen as obsolete now, after the adoption
of the 2020 CCA Amendment that also implemented this rule. Nevertheless, it is not
the case, as the contract is governed by the legislative rules applicable at the time of
its formation. Therefore, this decision is still relevant for mortgage agreements
entered into before the applicability of the 2020 CCA Amendment.
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Another important case tried by the Supreme Court in this respect is case 20 Cdo
1063/2023 of 2 May 2023. In this case, the Supreme Court stated that the conclusion
of a debt acknowledgement agreement with a repayment schedule, with a newly fixed
maturity of an existing debt and its increase by a not insignificant contractual penalty
for breach of the obligation to repay the consumer credit on the newly fixed maturity
date, which the parties had reason to expect at the time of the acknowledgement,
constitutes an amendment to the consumer credit agreement consisting in a
significant increase in the total amount of the consumer credit, and as a result of
which the creditor is obliged to assess the creditworthiness of the debtor again.
Despite the fact this other case was rendered with respect to the laws applicable before
the CCA, it is applicable even for situations arising under the CCA.

The Financial Arbitrator, in its decision FA/SR/SU/286/2020-32 of 25 June 2021,
stressed that creditors should base their search for relevant information not only on
information supplied by the consumer but also on information obtained from other
available sources. The Arbitrator stated that creditors have a duty to consult databases
collecting information on the consumer's pre-existing credit relationships. This
approach helps to ensure that creditors have as complete a picture as possible of the
consumer's financial situation.

Another important decision is the judgment of the Supreme Administrative Court As
30/2015, which confirmed that creditors must exercise professional care when
assessing creditworthiness and cannot rely solely on the consumer's personal
statements. This approach ensures the objectivity and accuracy of the
creditworthiness assessment. The judgment also stresses that creditors should use
available databases and other sources of information to verify the consumer's financial
situation.

In its decision IIT US 4129/18 of 26 February 2019, the Constitutional Court of the
Czech Republic emphasised that entering into a credit agreement with a consumer
who is unable to repay the loan is contrary to good morals. This judgment points out
that lenders have a duty to thoroughly assess the consumer's ability to repay the loan
and that the general courts should guide lenders in a convincing examination of the
borrower's ability to repay the loan. The decision emphasises that this requirement is
not unreasonable, but rather a fundamental principle of responsible lending.

In its judgment 39 Co 377/2023 of 21 February 2024, the Municipal Court in Prague
ruled that if the creditor erred in its creditworthiness assessment, this may result in
the invalidity of the credit agreement. The court emphasised that creditors must prove
that they have exercised professional care in assessing creditworthiness and that the
information obtained from the consumer has been thoroughly verified. This judgment
underlines the importance of carefully and consistently gathering and verifying
information about the consumer's financial situation.
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The judgment of the Regional Court in Brno 13 Co 179/2022-581 of 20 October 2022
also emphasised that creditors must verify information on the consumer's income and
expenditure from independent sources. The court stated that merely consulting the
Central Register of Executions and the Insolvency Register is not sufficient to assess
creditworthiness. Creditors must request and verify claims about the consumer's
income, for example, by confirmation from the employer, and compare them with
available data on the average expenditure of the population.

In its decision FA/SR/SU/779/2019-21 of 3 November 2019, the Financial Arbitrator
stated that the professional diligence criterion was not met because the consumer's
income was ascertained from the months of January to June, with the contract not
being entered into until four to six months later. The arbitrator emphasised that it is
not enough to verify that the consumer is not undergoing enforcement or insolvency
proceedings, but that the consumer's specific expenses, such as housing, food, or
transportation costs, must also be thoroughly verified.

In its judgment of 26 March 2024 in 32 C 175/2023-140, the District Court of
Strakonice held that, in assessing creditworthiness, all relevant information, including
the consumer's income and expenditure, must be considered and verified from
available sources. In the case of mortgages, the court found that the financial
institution had fulfilled its duty to assess creditworthiness by requesting and verifying
the consumer's income and expenditure data, comparing it with data in internal and
external registers and determining a reasonable level of expenditure.

The caselaw is therefore clear that creditors have a duty to exercise professional care
in assessing the creditworthiness of consumers, to verify thoroughly all relevant
information and to ensure that credit is granted responsibly. This approach ensures
not only consumer protection but also stability and confidence in the financial
market.

VI Intermediation and Brokers

Broker operations that are referred to as ‘tipafstvi’ in Czech (a term which may be
translated as ‘tippers’ in English), exert a substantial impact on the mortgage market
in the Czech Republic. This section examines the legal framework and practical
elements of broker operations in regard to the provision of mortgage loans. This also
section offers a discussion of the EBA guidelines.

Brokers play a vital role in the financial services business as intermediaries who source
potential clients. These brokers’ aim is to locate potential clients who may have an
interest in financial services, such as mortgage loans. They then provide the contact
information of these persons to licenced intermediaries who are able to offer expert
advice and sell financial products. Brokers, unlike licenced intermediaries, operate
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without supervision from the CNB and are not obliged to possess professional
credentials or registration.

The CCA delineates the responsibilities and constraints of brokers. Brokers are legally
permitted to collect and transmit contact information of potential clients exclusively
to licenced intermediaries. Their operations are classified as subject to CNB
regulation, which prohibits them from offering detailed financial advice or promoting
specific goods and it is up to the represented financial institution to ensure they do
not overstep the permitted scope of their activities.3

The primary differentiation between brokers and financial intermediaries is based on
the degree of involvement and specialised knowledge needed. Financial
intermediaries are authorised experts who can evaluate the particular requirements of
clients, provide customised guidance, and smooth the transaction of financial
products. Brokers, in contrast, work at an initial stage where they discover potential
clients without engaging in in-depth discussions about specific financial needs or
product offerings.3!

The CNB has clearly defined the demarcation between broker activity and financial
intermediation for the services conducted in financial markets. Brokers are authorised
to offer general information regarding the availability of specific financial products,
but they are prohibited from engaging in any form of persuasion or providing detailed
advice that may sway the client's decision towards a particular product or service.3?

Brokers operate as the first point of contact in the process of acquiring customers.
Their main purpose is marketing-oriented, with a focus on identifying individuals
who demonstrate an initial interest in mortgage loans. After identifying these
potential clients, their information is passed on to licenced intermediaries who then
assume responsibility for providing advice and facilitating the sales process.

The lack of regulation for brokers presents specific difficulties. Although it enables a
wider range of people to participate in these activities without strict admission
criteria, it also raises questions about the accuracy and reliability of the information
presented to potential clients. Errors or distortions during this early phase may result
in clients considering inappropriate financial products or having unrealistic

30 Jezdik (2020) 27.
31 Slanina, Jemelka, Vete$nik, Wachtlova & Flidr (2017) 60.

32 Czech National Bank, Které ¢innosti pfi poskytovani investi¢nich sluzeb vyzaduji slozeni odborné
zkousky podle ZPKT? 16. 11. 2017 (2017). Available at: https://www.cnb.cz/cs/dohled-financni-

trh/legislativni-zakladna/stanoviska-k-regulaci-financniho-trhu/RS2017-25/
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expectations, therefore it is important for the regulation to clearly distinguish
between regulated and unregulated activities.*

The integration of these EBA guidelines, particularly of EBA GL 2020, into the Czech
regulatory framework further delineates the responsibilities of brokers and licensed
intermediaries. Brokers must adhere to these guidelines by ensuring that any
preliminary information they provide is accurate and does not mislead potential
clients. Licensed intermediaries, on the other hand, must follow the detailed
procedures outlined in the guidelines to assess creditworthiness and manage arrears
effectively.

In conclusion, broker activities in the Czech mortgage market are a critical
component of the customer acquisition strategy for financial intermediaries. By
focusing on identifying and referring potential clients, brokers facilitate the flow of
customers into the regulated financial advisory sector. However, maintaining the
integrity and clarity of these roles is essential to protect consumers and ensure they
receive appropriate and regulated financial advice. The regulatory environment,
while providing a clear framework, also necessitates vigilance to prevent the blurring
of lines between unregulated and regulated activities.

VII Restrictions on Other Contractual Arrangements

The regulation of consumer credit contracts in the Czech Republic involves several
critical restrictions to protect consumers and ensure fair lending practices. These
restrictions are laid out in various legislative provisions and guidelines to ensure that
consumer credit agreements are transparent, fair, and do not place undue burden on
the borrower.

First, according to Arts 104 and 105(1) CCA, consumer credit agreements must be
provided in written form and must be delivered to the consumer in a durable medium,
such as paper or another permanent data carrier. These agreements should include
comprehensive details about the credit, including the addresses and contact
information of both parties, the type and duration of the credit, the total amount of
credit, conditions for its withdrawal, the number and frequency of payments, and the
total cost of the credit including the annual percentage rate of charge (APRC).

One of the significant restrictions is the prohibition of using bills of exchange or
checks for the fulfilment or securing of consumer credit stated in Art. 112(1) CCA,
with the exception of mortgages that cannot be secured by immovables for a
transitional period. Such mortgages may be, according to Art. 112(2) CCA, secured by
a promissory note not to order, which the creditor shall return to the consumer
immediately after the mortgage has been secured by an immovable property. This

33 Hobza (2017).
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measure is in place to prevent the misuse of these instruments, which can often lead
to additional financial liabilities for consumers beyond the agreed terms of the credit.

Moreover, according to Art. 115(1) CCA, the conclusion of a consumer credit contract
cannot be conditional on the conclusion of another contract with three minor
exceptions. Those three exceptions do not mirror the scope of Art. 12(2) MCD as tying
practices are allowed only in case of a free payment or savings account whose purpose
is to accumulate funds for the repayment or servicing of consumer credit, or building
savings according to the law regulating building savings (please see above), or
insurance for the vehicle financed by the consumer credit. Whereas the first
exception falls within the scope of Art. 12(2)(a) MCD and goes beyond the
requirements there as the account has to be free, the compatibility of the second
exception and possibly the third with the MCD is not clear.

The aim of the second exception is to allow building societies to provide loans only to
their clients, who have concluded buildings savings agreements with them. This
rationale is not included in the CCA but as there cannot be another interpretation
consistent with EU law, it is the only possible one34.

With respect to the latest exception, it is clear it would be solely governed by the CCD
2008 that allows such practices as it does not contain any provision on tying and
bundling practices. If in an extreme case this exception applied to consumer credit
governed by the MCD, the provision would be clearly against Art. 12(1) MCD.

To provide an example of the prohibited practices, a creditor cannot require a
consumer to purchase an insurance policy or any other additional service as a
condition for granting the credit, unless such an insurance is directly related to the
credit itself, such as payment protection insurance. Even in such cases, borrowers
must have the freedom to choose their own insurer, except for the vehicle insurance.

In cases of default, the contract may, according to Art. 122 CCA, provide for default
interest and compensation for reasonably incurred costs related to the delay.
However, the amount of default interest must not exceed the rate prescribed by law.
Additionally, any agreed contractual penalty for default must be reasonable and
cannot exceed 0.1% per day of the outstanding amount. The cumulative total of all
contractual penalties applied must not exceed 50% of the total amount of the
consumer credit, with an absolute cap of CZK 200.000. This cap is constructed only
for contractual penalties, the other payments related to the default, namely the default
interest, may exceed this sum.

Art. 113 CCA also specifies that if consumer credit is secured by collateral, including
immovable, the value of the collateral must not be disproportionate with regard to the

34 Slanina (2017) 571.
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value of the secured claim at the time of the credit agreement, with the exception of
mortgages or building society loans. The valuation of the collateral must be in any
case fair, impartial, and documented in a durable medium. Professionals performing
the valuation must be trustworthy, competent, and sufficiently independent from the
credit issuance process.

These restrictions aim to create a balanced framework where the interests of both
lenders and borrowers are protected. They ensure that consumer credit agreements
are not only transparent and fair but also that they do not impose excessive obligations
on consumers, thereby promoting responsible lending practices.

VIII Conclusion

Ultimately, the incorporation of the MCD into the Czech legal framework has resulted
in substantial modifications and difficulties within the mortgage industry. The
implementation of the CCA in 2016, together with subsequent modifications, has
sought to align Czech legislation with European norms, while also considering specific
characteristics of the local market. The main objective of these legislative measures
has been to improve consumer protection, promote responsible lending, and provide
comprehensive regulatory structures that are in line with the ideals of the MCD.

An area which has generated discussion is that of early repayment of mortgage debts.
The 2023 CCA Amendment, scheduled to be implemented in September 2024, offers
additional regulations that enhance borrowers' flexibility and safeguard lenders'
lawful interests. This amendment achieves a harmonious compromise between the
rights of consumers and the stability of the financial system by permitting early
payback with minimum fees under specific circumstances. The Czech Republic's
dedication to consumer-friendly policies is highlighted by this proactive approach,
which also ensures compatibility with broader European norms.

The evaluation of creditworthiness has also experienced substantial transformation.
The CCA's rigorous criteria for verifying customer information and documenting
credit assessments guarantee that lenders operate with professionalism and
thoroughness. The comprehensive assessment procedure not only protects customers
from excessive debt but also strengthens the stability of the financial market. The
revisions implemented in 2020 and 2024 enhance and streamline these procedures,
encompassing more comprehensive factors such as property-associated costs and long-
term financial security.

Intermediaries, such as brokers, have played a crucial role in the Czech mortgage
market. The explicit allocation of duties between brokers and authorised financial
intermediaries aids in upholding market integrity and fostering consumer confidence.
By providing clear regulations, consumers are guaranteed to obtain suitable and
controlled financial guidance, which in turn promotes a mortgage market that is more
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transparent and dependable. In addition, the creation of the Financial Arbitrator as a
form of alternative dispute resolution has greatly enhanced consumers' ability to seek
justice. The Financial Arbitrator facilitates the efficient resolution of conflicts by
providing a faster, more economical, and linguistically accessible approach. This
institution is essential in influencing the development of informal case law patterns
and offering customers a convenient means to handle complaints about mortgage
agreements.

In general, the Czech approach to implementing the MCD and regulating the
mortgage sector demonstrates a strong dedication to safeguarding consumers and
ensuring financial stability. The ongoing revisions and adjustments of the CCA
showcase a flexible and proactive legal structure that can effectively tackle developing
difficulties. The Czech Republic sets a good example by adhering to high standards
for consumer rights and creditor duties that go above the level required by the MCD.
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I Introduction

The Directive of 4 February 2014 on credit agreements for consumers relating to
residential immovable property (MCD), was transposed into French law by Ordinance
no. 2016-351 of 25 March 2016, which was ratified by a Law of 21 February 2017.
This ordinance significantly modified French mortgage law, but also the legal
framework for mortgage intermediaries. The new obligations on banking
establishments and mortgage intermediaries have been transposed into the Consumer
Code and the Monetary and Financial Code. In the Consumer Code, the transposition
of the MDC led to the amendment of Arts L313-1 to L313-64. The legislator wanted
to prevent the system put in place to protect consumers from being circumvented. For
this reason, Art. L314-26 of the French Consumer Code stipulates that the provisions
applicable in this area are of public policy.

Although the transposition of the MCD directive has led to changes in French law,
this European text has not had any impact on it. Indeed, French provisions on
mortgage credit were already largely designed to protect the borrower. This consumer
protection will have to be enriched when the new MCD is adopted. Positive law must
be adapted to new contract formation methods, such as the use of the Internet and
artificial intelligence. But the contract performance phase must not be forgotten. On
this point, a number of provisions in French law could inspire the European legislator.

Questions relating to the adoption of a new MCD will be addressed through a study
of the scope of the provisions arising from the MCD (II), certain rules applicable to
the formation of the credit agreement (III), the establishment of a link between the
credit agreement and the sale of immovable property (IV) and the rules applicable
during the term of the credit (V).

IT Scope of the Provisions Deriving from the MCD

In order to clarify the scope of application of the provisions of the directive in French
law, we will first identify the credit agreements to which the provisions of the MCD
apply (I.1) and those which are excluded (1.2).

1 Credit Agreements Covered by the MCD
1.1 General Rules

Under French law, a credit agreement is defined in Art. L311-1-6° of the Consumer
Code as a contract under which a lender grants or undertakes to grant a borrower
credit in the form of a deferred payment or a loan, and under which the borrower
settles the cost in instalments. Residential credit is not defined in law; only its scope
is specified. However, legal doctrine has defined it as ‘a loan of money or deferred
payment, intended to finance the acquisition, construction, repair or improvement of
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a residential property by persons who are not pursuing a professional or commercial
objective’.!

The rules on residential credit apply to all loans that meet this description, whatever
their qualification or technique. These rules therefore apply equally to credit
agreements under ordinary law, concluded by private agreement or notarial deed, and
to subsidised loans, such as the ‘prét épargne-logement’.? As for the loan technique,
the Cour de cassation has adopted an extensive definition of the scope of the
provisions stemming from the MCD. It has ruled, for example, that a credit agreement
granted after the sale of a property, to pay off the outstanding balance on the initial
loan granted for the purchase of the property, is part of the transaction for the
acquisition of the property and is therefore subject to the rules governing residential
credit.3

1.2 The Special Case of Credit Consolidation

Credit consolidation is a financial operation involving the repayment of all credits
(mortgages, consumer credit, home improvement loans, etc.) taken out with one or
more credit institutions, by means of a single credit granted by a bank specialised in
this type of operation. In France, this practice has grown in recent years as a result of
increasing household indebtedness. This operation is often dangerous for the
consumer. Indeed, credit consolidation is likely to accentuate the spiral of
indebtedness, as the final cost of the credit is often higher than that of the initial debts.
When the MCD was transposed into French law by the Ordinance of 25 March 2016,*
the legislator laid down important rules for credit consolidation. Arts L314- 10 ff. of
the French Consumer Code govern this issue in a specific section. In the case of credit
consolidation, the lender may request that the consolidation be accompanied by
personal or real guarantees, in particular a mortgage. When credit consolidation
involves only mortgage loans, or when the proportion of mortgage loans exceeds 60%
of the amount being refinanced, Art. L314-11 of the French Consumer Code refers to
the rules governing residential credit. Also, according to Art. L314-12 of the French
Consumer Code, any credit consolidation operation secured by a mortgage or other
comparable collateral on residential property or by a right attached to residential
property is subject to the rules governing residential credit, whatever its purpose.

! Raymond (2021) § 11, 1-48.

2 See https://www.service-public.fr/particuliers/vosdroits/F16140.

3 Cour de cassation opinion, 20 June 1997, no. 09-70.006 P.

4 Ordonnance no. 2016-351, 25 March 2016, sur les contrats de crédit aux consommateurs relatifs aux
biens immobiliers a usage d’habitation.
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2 Credit Agreements Not Subject to the MCD

In France, mortgage rules do not apply to all credit agreements for the acquisition of
immovables.

2.1 Exclusion of Credit Agreements for the Acquisition of Business Property

Credit agreements for the acquisition of business premises are excluded from the
provisions of the French Consumer Code. France has therefore not taken advantage
of the transposition of the MCD, which concerns purchasers of residential property,
to protect all borrowers taking out a mortgage loan. For the provisions stemming from
the MCD to apply, credit agreements must relate to residential or mixed-use
properties. However, it makes no difference how the property is occupied. It can be a
primary residence, a second home or a rental investment.

2.2 Exclusion of ‘Equity Release’ or ‘Prét Viager Hypothécaire’ from the Scope of the
Provisions Relating to Residential Credit

According to Art. L315-1 of the French Consumer Code, inserted by the Ordinance
of 23 March 2006, a life mortgage (‘prét viager hypothécaire’) is a contract by which
a banking institution grants a natural person a loan secured by a mortgage on the
borrower's residential immovable property, the repayment of which -principal and
interest- may be demanded upon the borrower’s death. This contract can only be
entered into between a credit or financial institution on the one hand, and a natural
person on the other.¢ Originating in Anglo-Saxon law, the life mortgage has so far had
little appeal for elderly people seeking additional income. It is estimated that fewer
than 1,000 life mortgages are taken out in France each year.”

This ‘prét viager hypothécaire’ is governed by consumer law, which protects private
individuals. Arts L315-1 ff. of the French Consumer Code apply. This body of rules is
independent of those governing credit agreements for consumers relating to
residential immovable property. Consequently, the rules transposing the MCD do not
apply to these agreements. However, the consumer provisions applicable to ‘prét
viager hypothécaire’ are similar to those applicable to residential credit: commercial
practices aimed at advertising such transactions are regulated, and an information
system and formalities surround conclusion of the contract. For example, under Art.
L315-4 of the French Consumer Code, which applies to ‘prét viager hypothécaire’, all
advertising made, received or perceived in France, regardless of the medium,

5 Ordonnance no. 2006-346, 23 March 2006, relative aux sliretés, Art. 41.
6 Art. L315-1 of the French Consumer Code.

7 Randoux (2009) 2263 and 2401; Riffard (2018) 35.
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concerning a life mortgage loan must be fair and informative. Art. L315-7 adds that
the preliminary offer of credit must be distinct from any medium or document for
advertising purposes. The form of the preliminary offer is strictly regulated. It is
governed by the same rules as the residential mortgage loan offer, but the compulsory
information is less and not so specific. Similarly, the penalties for failure by the bank
to meet its obligations are less severe. The credit offer must be maintained for a
minimum period of thirty days.® Acceptance of the offer can only take place ten days
after the borrower has received it.° It is then recorded in a notarial deed.

2.3 Exclusion of Crowdfunding

In France, the use of crowdfunding to purchase immovable property is slowly gaining
ground. On 8 February 8 2024, Mazars and the association Financement Participatif
France published their 5th edition of the barometer of crowdfunding. Ten years after
the promulgation of the Ordinance of 30 May 2014 regulating it, this form of financing
has continued to expand. Today, immovable crowdfunding is worth 1.16 billion euros
in France. It accounts for 55.6% of total funds raised. France had strongly regulated
crowdfunding for the benefit of individuals, but this regulation was partly called into
question by Regulation (EU) 2020/1503 of 7 October 2020 on European crowdfunding
service providers for business.!? Before this regulation came into force, loans that
could be granted were limited to EUR 2,000 per project and per investor. Since the
Regulation came into force, an alert is sent to non-professional customers, in the form
of a warning, when they wish to make an investment exceeding EUR 1,000 or
equivalent to 5% of their assets. Investors need only give their express consent to make
the transaction possible.

Generally speaking, the entry into force of Regulation (EU) 2020/1503 has changed
the face of crowdfunding as envisaged in France. Crowdfunding was conceived as a
financing system based on the creation of a community, solidarity and sometimes
disinterested donations. It belonged to what is known as the ‘social and solidarity’
economy. Under the influence of European Union law, it is now seen more as a
genuine financial service. As a result, the transaction is distinct from mortgage credit
and the provisions transposing the MCD do not apply to it.

2.4 Credit Agreements for Property Renovation, Particularly Energy Renovation

Under French law, for a credit agreement to finance building works to fall within the
scope of the provisions transposing the MCD, two conditions must be met. The first

8 Art. L315-10 of the French Consumer Code.

9 Art. L315-11 of the French Consumer Code.

10 Regulation (EU) 2020/1505 of the European Parliament and of the Council of 7 October 2020 on
European crowdfunding service providers for business, and amending Regulation (EU) 2017/1129 and
Directive (EU) 2019/1937, O] L 347/1, 20 October 2020.
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condition relates to the purpose of the credit: the credit must be granted to finance
the construction, repair, improvement or maintenance of a building. The second
condition relates to the security for the credit agreement: the credit agreement must
be secured by a mortgage or other comparable security (for example, under French
law, the seller of a property benefits from a mortgage). As a result, when consumers
borrow to carry out work on a building, particularly energy renovation work, a
distinction must be made depending on whether or not the credit agreement is backed
by a security comparable to a mortgage. In practice, it is common for the credit
agreement to be accompanied by a mortgage, when the borrower takes out the loan
for both the purchase of the property and its renovation. It is less common for the
borrower to take out a mortgage on the property when the credit agreement is used
solely to finance renovation work. In this case, consumer credit rules apply if the
amount borrowed is less than or equal to EUR 75,000.!! As a result, if the consumer
borrows a sum in excess of EUR 75,000, without the loan being secured by a guarantee
comparable to a mortgage, the borrower does not benefit from any special protection.

III Rules Applicable to the Formation of the Credit Agreement
1 Rules Relating to Pre-Contractual Information
1.1 A Special Case: Advertising for Rental Investments with a Tax Reduction

Specific provisions apply to advertising relating to the acquisition of residential
property intended for rental and eligible for tax relief.”” The content of the
advertisement must make it possible to understand the risks associated with the
investment and include a statement to the effect that failure to comply with the rental
commitments will result in the loss of tax incentives. This statement must appear in a
font size at least as large as that used to indicate any other information relating to the
characteristics of the investment and must be included in the main body of the
advertising text.

Failure to comply with these provisions may result in an administrative fine of up to
EUR 100,000. The fine is imposed under the conditions set out in Chapter II of Title
IT of Book V of the French Consumer Code.

1.2 The European Standardised Information Sheet (ESIS)

Following the transposition of the MCD into French law, the creditor or credit
intermediary must provide the borrower with personalised information in the form

11 Art. L312-1 of the French Consumer Code.

12 Art. 1122-23 of the French Consumer Code.
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of a European Standardised Information Sheet (ESIS), enabling the borrower to
compare the various credit offers available on the market, assess their implications
and decide whether or not to enter into a credit agreement. This ESIS must be
provided at the latest when the credit offer is issued.!® Art. R313-4 of the French
Consumer Code sets out the list and content of the information to be included in the
ESIS and the conditions for its presentation. All the information to be included in the
ESIS is presented, on paper or on another durable medium, in the form of a single
document with a clearly legible font. A model ESIS is appended to Art. R313-4 of the
French Consumer Code.

Failure to comply with the conditions applicable to pre-contractual information is
punishable by forfeiture of the right to interest, in the proportion set by the judge, up
to an amount not exceeding 30% of the interest and is capped at EUR 30,000.

The most notable case law concerning the ESIS relates to proof of delivery of this
document. French judges have had to interpret French law in the light of European
Union law regarding proof of delivery. As we know, the Furopean Court of Justice
(ECJ) has ruled that a clause in which the borrower acknowledges having received
the ESIS in a pre-printed form is not sufficient in itself to prove that the lender has
fulfilled its obligation to provide pre-contractual information. It can only constitute
an indication that must be supplemented by other elements.’> The French Cour de
cassation adopted the same solution as the ECJ'¢. The French high court was followed
by the lower courts.!”

1.3 The Special Case of Credit Agreements Denominated in Foreign Currencies

French case law on foreign currency credit agreements is very extensive. It mainly
concerns credit agreements denominated in Swiss francs. These credit agreements
were marketed at the height of the subprime crisis, to compensate for the fact that
variable interest rate loans were not attractive. It is estimated that around 6,000
French people took out a Swiss franc loan in 2008 and 2009.!8 These were residential
credit agreements to finance purchases in France. The financial crisis of 2008 gave a

13 Art. L313-7 of the French Consumer Code.

14 Art. 1L341-25 of the French Consumer Code.

15 ECJ 18 December 2014, CA Consumer Finance SA, C-449/13, EU:C:2014:2464; Cour de cassation,
lere chambre civile, 5 June 2019, no.17-27.066; Cour de cassation, 1ére chambre civile, 8 April 2021,
no. 19-20.890; Cour de cassation, 1ére chambre civile, 21 octobre 2020, no. 19-18.971.

16 Cour de cassation, 1ére chambre civile, 8 April 2021, no. 19-20.890.

17 See, recently, Cour d’Appel d’Aix-en-Provence, 5 July 2023, no. 22/09220.

18 M. Bartnik, Le Figaro, 16 January 2015.
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dramatic turn to these transactions. In less than 10 years, the Swiss franc appreciated
by almost 45% against the euro in 2008. Borrowers then became aware of the risk
created by such loans.

By delegation of the legislator, the government acted to tighten the regulations
applicable to credit agreements denominated in foreign currencies within the
Ordinance dated 25 March 2016 on consumer credit agreements relating to residential
property. From then on, Arts L313-64 and R313-30 ff. of the Consumer Code will
govern loans denominated in a currency other than the euro that are repayable in
euros or in the currency concerned. In particular, a person may only take out such
loans if he or she declares that his or her main income or assets are in the currency
concerned at the time the loan contract is signed. However, this prohibition does not
apply if the foreign exchange risk is not borne by the borrower. Furthermore, , the
creditor must inform the borrower of the risks inherent in such a credit agreement
and of any possibilities for converting repayments into euros during the course of the
loan, at the latest when the loan offer is issued. However, as the provisions resulting
from the Ordinance of 25 March 2016 on consumer credit agreements relating to
residential property are not retrospective, a large number of disputes have been
brought before the courts concerning loans concluded before the Ordinance of 25
March 2016 came into force.

Initially, the borrowers were unsuccessful before the Cour de cassation. Later, the
French high court was obliged to comply with the case law of the EC] on unfair terms.
But it is still questionable whether French law complies with EU law in this point. In
addition, the Cour de cassation refuses to recognise a duty to warn on the part of the
creditor in the case of foreign currency loans.

In the field of unfair terms, after several unfavourable decisions to Swiss franc
borrowers, ! consumers have seen the trend reversed. In 2020, BNP Bank was found
to be using misleading commercial practices.?’ But it was above all the EC]’s striking
down BNP’s marketing of the so-called ‘Helvet'immo’?' loans that led the Cour de
cassation to change its case law. As is well known, contractual clauses establishing the
operation of foreign currency loans relate to the subject matter of the contract and
thus, in principle, they escape from unfairness controls, provided they are clear and
comprehensible. The transparency of a clause means not only its formal clarity (its

19 Cour de cassation, 1ére chambre civile, 10 October 2019, no. 17-20.199; Cour de cassation, 1ére
chambre civile, 13 March 2019, no. 17-23.169; Cour de cassation, 1ére chambre civile, 12 December
2018, no. 17-20.921.

0 Tribunal correctionnel de Paris, 13¢éme chambre correctionnelle, 26 February 2020, no.
12290076010 ; Cattalano (2020) 90.

21 ECJ 10 June 2021, BNP Paribas Personal Finance, C-609/19, EU:C:2021:469; ECJ 10 June 2021, BNP
Paribas Personal Finance, C-776/19 C-782/19, EU:C:2021:470.
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legibility from a grammatical point of view) but also its material clarity (the
intelligibility of its concrete meaning and implications) for an average consumer. The
EC]J suggested that the disputed clauses did not meet the requirements of transparency
insofar as they made the borrower bear a foreign exchange risk that the consumer
would not have accepted if the implications of the clause had been understood.
Following this EC] decision, the Cour de cassation reversed its position in two series
of rulings in 2022.22 However, the position of the French courts sometimes falls short
of the requirements of EU law. For example, in a 2023 ruling, the Cour de cassation
approved the lower courts' decision not to impose a transparency obligation on the
creditor when the borrower’s income was received in a foreign currency.? The EC]
has ruled that the average consumer must be provided with transparent information
on the exchange rate risk to which he or she is exposed, so that the borrower can take
this risk with full knowledge of the facts. Admittedly, the EC] only ruled on cases
where borrowers received their income in a currency other than the currency
borrowed. But there is no reason to limit the obligation of transparency to this
situation. The EC]J considers that, if the risk exists, the borrower must be informed of
its existence, its extent and its concrete implications.? Indeed, in 2017, the ECJ stated
that the professional must explain the possible variations in exchange rates and the
risks inherent in taking out a loan in a foreign currency, particularly if the consumer
does not receive his or her income in that currency.” Similarly, in 2018, the ECJ
reiterated that the requirement of transparency in terms relating to the subject-matter
of the contract implies that the lender must disclose the possible variations in
exchange rates and the risks inherent in taking out a loan in a foreign currency.* The
same is true of the 2021 decisions on Helvet'immo loans, in which the EC] specified
that the obligation of transparency is satisfied when the information provided makes
it possible to understand the actual extent of the exchange rate risk taken throughout
the term of the credit agreement.” The consumer must therefore be given specific
information if a foreign exchange risk arises or increases during the term of the loan.

One question that has arisen in France in relation to foreign currency loans is whether
the borrower can rely on the banker's duty to warn. Under French law, the duty to
warn is an obligation on banks to inform borrowers of the existence of a risk. The
Cour de cassation has decided to limit the duty to warn to the risk of indebtedness in

22 Cour de cassation, 1ére chambre civile, 30 March 2022, appeal n0.19-17.996; Cour de cassation, 1ére
chambre civile, 20 April. 2022, no. 19-11.599: JurisData no. 2022-006342.

B Cour de cassation, chambre commerciale, 1 March 2023, no. 21-20.260.

24 G. Cattalano (2023) act. 541.

5 ECJ 20 September 2017, Andriciuc, C-186/16, EU:C:2017:703, para. 50.

26 ECJ 20 September 2018, OTP Bank y OTP Faktoring, C-51/17, EU:C:2018:750, para. 75.

27 ECJ 10 June 2021, BNP Paribas Personal Finance, C-609/19, EU:C:2021:469, para. 72.

180


https://www.lexis360intelligence.fr/document/JP_KODCASS-0088416_0KRH?doc_type=jurisprudence_courcassation&source_nav=PS_KPRE-657513_0KTZ&source=renvoi
https://www.lexis360intelligence.fr/document/JP_KODCASS-0163520_0KRH?doc_type=jurisprudence_courcassation&source_nav=PS_KPRE-657513_0KTZ&source=renvoi
https://www.lexis360intelligence.fr/document/JP_KODCASS-0163520_1_0KRH?doc_type=jurisprudence_courcassation&source_nav=PS_KPRE-657513_0KTZ&source=renvoi

relation to the borrower's financial capacity.? It refused to extend this duty to loans
involving a foreign exchange risk.? Consequently, if the foreign exchange risk does
not result in an excessive risk of indebtedness, the banker is not obliged to warn the
borrower. It is regrettable that case law has refused to extend the duty to warn to the
foreign exchange risk in the case of a loan in a foreign currency. Indeed, the exchange
rate risk is very real in the case of such loans. But case law is unlikely to change. In
fact, the government, when it intervened in 2016 to regulate loans denominated in
foreign currencies, restricted the ability to take out such loans to people who receive
their income or hold assets in that currency, but did not impose any particular duty
of disclosure on lenders in such a case. If the government or the legislature have not
thought it necessary to impose a duty to warn in the context of loans denominated in
foreign currencies, it is unlikely that the courts will do so. In France, judges must
apply the law, and their role as lawmakers is limited.

2 Creditworthiness Assessment and Deciding Whether to Grant the Loan
2.1 Setting Up Files to Check the Borrower's Creditworthiness

In France, there is currently a ‘credit repayment incident file’, also known as a
‘negative file’. However, despite the political will to do so, a file to track the
indebtedness of individuals, also known as a ‘positive file’, has not been set up.

The repayment incident file lists individuals who have failed to make two consecutive
monthly payments. Natural persons who have undergone certain insolvency
proceedings are also included. These are people who have found themselves unable to
pay their debts and who have applied to a departmental over-indebtedness
commission to have their debts deferred or cancelled.

Entries in this file may not exceed 5 years and, in the event of an error, the person
concerned may request rectification from the bank that made the erroneous entry.
This file is kept by the Banque de France and is consulted by banks when granting
loans. However, while this file makes it possible to identify individuals who have not
been able to pay off their debts, it does not contain any information about the loans
individuals have taken out when they have paid off their debts. This is why the public
authorities have taken steps to set up a positive credit file.

For several years now, there has been discussion in France about setting up a file to
record the credit already granted to individuals. Legislative initiatives have been taken
to set up such a file, but on each occasion, the legislator has abandoned the idea of
creating a ‘positive file’. It is likely that the debate on the adoption of a database of

2 Cour de cassation, chambre mixte, 29 June 2007, no. 05-21.104, Bulletin civile, chambre mixte, no.
7.

2 Cour de cassation, 1ére chambre civile, 3 May 2018, appeal no. 17-13.593.
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personal loans will be revived when a new directive on mortgage credit is transposed
into French law.

The purpose of a positive credit file would be to limit the granting of abusive credit,
i.e. the possibility for individuals to borrow even though their financial situation may
prevent them from meeting their repayment obligations. Indeed, the very fact of
granting credit in this situation could constitute a fault likely to engage the
responsibility of the lender. Admittedly, current case law does not support this view.
However, judges have sometimes invoked the absence of a positive file, and
consequently the lender's lack of knowledge of the borrower's real situation, to reject
the lender's liability. This argument could no longer be put forward with the creation
of such a file.

The fact that the bank is at fault should not entail relieving the borrower of all
responsibility for repayment. However, it may be considered that the bank is at fault
in granting a loan to someone who is already heavily in debt. Credit that is unbearable
for the borrower does not become legitimate simply because the credit institution has
informed the borrower of the risks of indebtedness. This is particularly true when
various advertisements and other commercial solicitations have been used to induce
the debtor to take out the loan. A form of 'shared responsibility' would give full
meaning to the expression 'responsible credit' used by the legislature when it adopted
the Consumer Credit Reform Act of 1 July 2010.3

The introduction of a database of loans granted to individuals has given rise to a wave
of opposition in France, mainly from credit institutions represented by the French
Banking Federation. For them, the introduction of a credit registry would be a
disproportionate response to the issues at stake. This disproportionality would be all
the more perceptible in that the effectiveness of a positive file in preventing over-
indebtedness would be doubtful. It has been argued that the number of people on the
register (around 25 million, according to estimates by the Banque de France) is
disproportionate to the number of over-indebted consumers. In addition, setting up
such a file would represent a significant cost and would be likely to infringe on
people's right to privacy.

The Act of 1 July 2010 reforming consumer credit provided for a committee to prepare
for the creation of a national register of consumer credit. The committee's task was
not to decide whether or not such a register should be set up in France. Its task was
to specify, in a highly operational manner, the characteristics that this file would have.
The committee proposed that data relating to loans granted by credit institutions to
consumers should be included in this file. This would have covered both mortgages
and consumer credit. The committee proposed an aggregated return of the data
recorded. The credit institution consulting the file would only be able to obtain

30 Loi no. 2010-737 of 1 July 2010, portant réforme du crédit a la consommation.
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aggregated information for all the loans taken out and not data specific to each loan.
This procedure was intended to prevent the information recorded from being used for
commercial purposes. The credit institution would only have had access to a ‘score’,
drawn up on the basis of aggregated data relating to the individual.

When the Consumer Act of 17 March 2014 was passed, a law that includes significant
advances in consumer protection, the legislator once again proposed the creation of a
positive file. However, under this proposal, banking institutions did not just have
access to a ‘score’. They could also find out how much debt an individual had. The
Constitutional Council censured the creation of such a file, ruling that it infringed the
right to privacy and could not be considered proportionate to the aim pursued.®! In
fact, this is the main provision of this law that was censured by the Constitutional
Council. Although there is still strong opposition, it is likely that the debate on the
introduction in France of a database of personal loans will resume.

2.2 The Challenges Posed by Digitisation: The Role of AI During the Contractual
Process and in Particular Concerning the Creditworthiness Assessment

According to a study carried out in 2017, the banking sector is one of the sectors in
which artificial intelligence is most widely used. Expert systems (or decision support
tools) are one of the most mature and proven forms of artificial intelligence. According
to this study, 88% of banks use expert systems (or decision support tools).?> Mainly
used for granting credit, they are capable of simulating the behaviour of a human
expert and analysing the risk of granting credit to individuals, professionals or
businesses.

Another tool used by banks to determine credit risk is credit scoring. It differs from
the expert system in that it is based on statistical analyses of a sample of data.
Discriminating criteria are determined (amount of income, age of borrower, etc.), and
a score (number of points obtained) is calculated as a function of the risk. To use credit
scoring, it is important to have a history and a large volume of applications, including
applications that have been rejected (not processed) at the time of appraisal. Credit
scoring makes a prediction based on a sample of files, whereas the expert system
considers the business rules system. The amount of data and the risk criteria analysed
are greater in a rules-based system than in credit scoring. For example, an expert
system integrates banking regulations into its analysis, which credit scoring does not.
Expert systems sometimes include scores in the risk analysis. For example, a
behavioural score, such as account analysis, can be integrated into an expert system.
In this way, the decision of the decision-making tool will take into account the score

31 Décision du Conseil Constitutionnel no. 2014-690, 13 March 2014, esp. no. 57.

32 Blanc (2017) 34.
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and will be completed by the rules governing the business.® It's a way of reinforcing
the decision.

Although French banks use artificial intelligence to determine whether or not to grant
a mortgage, to our knowledge, this use of artificial intelligence has not been the
subject of any regulations of its own.?* On the other hand, regulations relating to other
areas, such as personal data protection, do of course apply to the use of artificial
intelligence. In France, an independent administrative authority, the Commission
Nationale Informatique et Libertés (CNIL), is responsible for monitoring the proper
application of the provisions relating to the protection of personal data, like GDPR,
by credit institutions and for penalising them in the event of any breach of these
provisions.

In principle, automated processing of personal data must be declared to the CNIL. This
should therefore be the case for files containing information on the assets of private
individuals. However, in a decision dated 8 July 1980,% the CNIL held that credit
institutions could benefit from a simplified standard for files the purpose of which is
to ‘compile and study credit or loan applications’. This standard specifies the
information that may be collected, such as the economic and financial situation of the
borrower, the length of time this information is kept and the list of possible recipients.
As a result of this decision, credit institutions need only make a declaration of
compliance with this simplified standard for their files to be considered as not
entailing any risk of infringement of privacy and freedoms.

A CNIL authorisation, and not just a declaration, is required when the automated
processing of data is likely, by its nature, scope or purpose, to exclude individuals from
the benefits of a contract. For example, because it may lead to a loan being refused,
the processing of decision-support data based on score models must be authorised by
the CNIL. But here again, in a decision dated 2 February 2006, the CNIL adopted a
decision that, if complied with, amounts to authorisation. In this text, the commission
specifies what personal data can be considered to calculate the score. These include
the borrower's assets.?” Credit institutions may simply send the CNIL commitment to
compliance with the obligations set by the authorisation decision in order to set up
processing of decision-support data.

3 Prologia, Crédit : Quelle place pour l'intelligence artificielle ? Blog.

34 At the European Level, see Regulation (EU) 2024/1689 of the European Parliament and of the Council
of 13 June 2024 laying down harmonised rules on artificial intelligence, O] L, 12 July 2024.

% Délibération de la CNIL 80-23, 8 July 1980.
3 Délibération de la CNIL 2006-019, 2 February 2006.

37 Art. 2 Délibération de la CNIL 2006-019, 2 February 2006.
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2.3 A Novelty in France: The Recent Adoption of a ‘Second Chan’ Scheme

In response to the difficulties that individuals are currently experiencing in obtaining
a home loan, French banks, under the aegis of the French Banking Federation, have
recently introduced a ‘system for reviewing unapproved home loans’.3 The aim of the
scheme is to allow a second review of a loan application that has been rejected at the
initial stage. More specifically, it is aimed at individuals who are customers of the
concerned bank and who submit a compliant that allows the bank to carry out a full
review of the loan application. These individuals must not be registered in the credit
repayment incident file managed by the Banque de France.* The applications must
relate to the financing of the borrower's principal residence, a second home or a rental
investment, all of which meet the criteria laid down by the High Council for Financial
Stability; the duration of the loan and affordability must be calculated using the bank's
lending terms and conditions.®’ The aim of this procedure is to ensure that credit
agreement applicants understand the reasons for their bank's decision and, if the
conditions are met, benefit from a re-examination of their loan application. Banks
began phasing in this system at the beginning of 2024. It is up to each bank to
determine how it organises and informs its customers. However, people wishing to
buy a property have no ‘right to credit’. The banker retains the right to grant or refuse
credit. This solution is regularly reiterated by French case law.*

IV Creation of Links Between the Loan Agreement and the Sale of Immovable
Property

1 Creation of an Arm's Length Relationship Between the Sale of the Property and the
Loan Agreement

In the mind of the consumer, the credit agreement and the planned purchase of the
property form an indissociable whole. For years, French notarial practice linked the
two transactions by means of a condition that renders them interdependent. It was
therefore necessary for this link to be expressly included in the contract. However, in
1979, the legislator introduced an interdependence between the property transaction

38Fédération bancaire francaise, communiqué, 1 January 2024; J. Lasserre-Capdeville (2024) 215; E.
Gueugneau, ‘Prét immobilier: les banques vont réexaminer les dossiers recalés’. Available at:

https://www.lesechos.fr/finance-marches/banque-assurances/credit-immobilier-les-banques-vont-
reexaminer-les-dossiers-recales-2073203.

3% For more on this file, see II 2.1.

40 According to the criteria laid down by the High Council for Financial Stability, in principle, the cost
of credit (repayment of capital, interest and insurance) must not exceed 35% of the borrower's income.

41 See for example, Cour de cassation, Assemblée pléniere, 9 October 2006, no. 06-11.056. A. Viander
(2006) 2618; Lasserre Capdeville (2019) 99-103.
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and the loan agreement. Today, Art. L. 313-41 of the French Consumer Code states
that when the deed of purchase indicates that the price will be paid by one or more
loans, the main deed will be concluded subject to the suspensive condition of
obtaining the credit agreement or credit agreements. For this mechanism to apply, the
promise to sell the property must mention the borrower’s intention to take out a loan
to pay for the planned transaction.* The sale is therefore necessarily subject to the
suspensive condition of obtaining a loan. In an opinion, the Cour de cassation stated
that it was not necessary for the deed to mention the interest rate of the planned loan,
its repayment period or the maximum amount of the monthly instalments,*® but in
practice this is almost always mentioned.

If the deed indicates that the price will be paid without a loan, the deed must contain
a statement in the purchaser's handwriting acknowledging that he or she has been
informed that if a loan is taken out in the end, the suspensive condition cannot be
invoked.*

The agreement concluded subject to the suspensive condition of obtaining a loan must
specify the closing date. Before this date, the consumer will be able to seek the
required financing. This period begins on the day the agreement is signed.

There is no problem if the consumer obtains and accepts the loan within the agreed
period. However, one of the biggest criticisms that this mechanism raises is that it its
extremely easy for the purchaser to ensure that the condition will not be met, thus
allowing the purchaser to withdraw from his or her main commitment under the
contract (i.e. to pay the price).. Many disputes have revolved around this issue.
Borrowers claim to have taken the necessary steps and are demanding the return of
any deposits or earnest money paid, whilst the vendors seek to retain the sums already
paid by the buyer at the time of the promise to purchase. They often claim that the
borrowers did not try hard enough or that they made mistakes, or even that they did
not accept an offer that complied with the conditions stipulated in the main contract.
Case law has tried to reconcile the need for consumer protection with contractual
loyalty. The borrower must diligently fulfil the obligation to apply for the credit
agreement provided for in the main contract. It is up to the consumer to prove that
he or she has actually applied for a loan that complies with the characteristics set out
in the preliminary contract.® The borrower is deemed to have taken sufficient care if

42 Art. L313-40 of the French Consumer Code.
4 Avis de la Cour de Cassation, 18 May 1998, no. 98-00.003, Bulletin civil, no. 7.
4 Art. L313-42 of the French Consumer Code.

% Cour de cassation, 1eére chambre civile, 9 February 1999, no. 97-10.195. Observation ].L. Aubert
(1999) 755; Cour de cassation, 3éme chambre civile, 30 January 2008. Observation G. Forest (2008) 545.
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aloan that complies with the stipulations in the preliminary contract has been applied
for.4

If the loan is not obtained, the person who intended to buy the property is no longer
bound by the agreement. Any sums paid in advance by the purchaser to the other
party must be reimbursed, without deduction or compensation of any kind.# The aim
of this provision is to ensure that the consumer who has not obtained the loan is not
penalised financially. For this reason, the scope of this provision is fairly broad. Case
law has ruled that advance fees paid to an architect should be reimbursed, insofar as
they were included in the overall estimate of the construction price of a detached
house.®

Failure by the vendor to comply with the obligation to reimburse the amounts paid is
subject to criminal and civil penalties. In particular, the seller will be liable to a fine
of EUR 300,000.

2 The Borrower Can Withdraw From the Credit Agreement if the Contract for the
Sale of the Property No Longer Exists

In French law, under the ordinary law governing loans, there is independence
between the financing contract and the financed contract. As a result, even if the main
contract disappears, the loan survives, at least in principle. In order to protect the
consumer, the opposite principle applies to home credit agreements. Art. L313-36 of
the Consumer Code states that the loan offer is always accepted subject to the
resolutory condition that the transaction for which the loan is requested is not
concluded within four months of acceptance. The parties always have the option of
stipulating a longer period. In this way, the borrower does not run the risk of
remaining bound by the loan, even though it is no longer in a position to conclude
the contract for the planned purchase of the property.

V Rules Applicable During the Term of the Credit Agreement

Various rules have been adopted to ensure that the borrower is not a ‘prisoner’ of the
banking institution during the term of the credit agreement. These provisions do not
result from the transposition of the MCD, but from the French government's desire
to reduce the cost of credit for consumers, by limiting their dependence on banks and
promoting competition between banking establishments. The objectives of protecting

4 Cour de cassation, 3¢éme chambre civile, 8 December 1999, no. 98-10.766. Observation D. Mazeaud
(2000) 245.

47 Art. L313-41 of the French Consumer Code.

48 Cour de cassation, 1ére chambre civile, 3 January 1996, no. 93-19.128, Bull. civ. I, no. 10.
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consumer interests and reducing distortions of competition are also very much in
evidence in European Union law. Consequently, provisions similar to these French
ones could be adopted in the new MCD directive.

1 The Bank Can No Longer Link the Loan to the Borrower's Insurance

In the event of a borrower's physical injury or unemployment, payment protection
insurance guarantees that the borrower's debt to the lender will be paid. The cost of
this insurance, a compulsory contract for taking out a home loan, is often substantial.
However, in most cases, borrowers do not take advantage of the competition but
choose the policy offered by the bank from which they are borrowing. For a long
time, banks made the granting of a loan conditional on taking out insurance with an
insurer that they themselves chose, usually within the bank-insurance group to which
they belonged. What's more, such insurance policies were taken out for the duration
of the loan, sometimes for 15, 20 or 25 years. This practice turned borrowers into
‘captive policyholders’. To put an end to this practice, the French legislature
intervened on several occasions. Initially, Act no. 2010-737 of 1 July 2010% made it
possible for borrowers to choose a different insurance provider before taking out a
mortgage loan. Through the mechanism of insurance delegation, and provided that
the guarantees offered were sufficient in the eyes of the lender, borrowers could be
covered by any insurer. This meant that lending banks could no longer systematically
impose their choice of insurer. Law no. 2014-344 of 17 March 2014 then authorised
borrowers to change their insurance at any time within 12 months of taking out the
loan. While the Cour de cassation was still refusing to allow insurance contracts to be
cancelled (even by the courts) if a clause did not allow this, Art. 10 of Law no. 2017-
203 of 21 February 2017°! introduced an annual cancellation option. Art. L113-12-2
of the Insurance Code was then amended. Since the law of 28 February 2022,%2 for the
entire duration of the guaranteed loan, and regardless of the date on which the loan
was taken out, policyholders may change insurers at any time they see fit.

4 Loi no. 2010-737 of 1st July 2010, portant réforme du crédit a la consommation. See Cannarsa (2011)
9.

50 Loi no. 2014-344 of 17 March 2014.

51 Loi no. 2017-203 of 21 February 2017, ratifiant les ordonnances numéros 2016-301 du 14 mars 2016,
relative a la partie 1égislative du Code de la Consommation, et 2016-351, 25 March 2016, sur les contrats
de crédit aux consommateurs relatifs aux biens immobiliers a usage d'habitation et simplifiant le
dispositif de mise en ceuvre des obligations en matiére de conformité et de sécurité des produits et
services.

52 Loi no. 2022-270 of 28 February 2022 pour un acces plus juste, plus simple et plus transparent au
marché de 'assurance emprunteur.
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2 Renegotiating a Credit Agreement

The fall in interest rates in France in recent years has led to a large number of
renegotiations. Borrowers have been renegotiating for lower interest rates than those
applied when they took out the loan.

The former Art. L312-8 of the French Consumer Code stipulated that any changes to
the terms and conditions of a loan, in particular the amount or the interest rate of the
credit, had to be accompanied by a new offer. Case law had deduced from this that it
was necessary to submit a new preliminary offer in the event of renegotiation of a
property loan.>® This solution was not necessary, as renegotiation is always in the
exclusive interest of the borrower. The borrower is unlikely to agree to a worsening
of his or her situation during the term of the contract. This is why French law was
reformed in this respect by the Savings and Financial Security Act of 25 June 1999.5*
This law introduced a new Article into the Consumer Code, which stipulates that, in
the event of loan renegotiation, changes to the initial loan contract are to be made
solely in the form of an amendment drawn up on paper or on another durable
medium.>

3 Early Repayment

Even in the absence of a contractual clause, borrowers have the right to repay their
loan early.>® This legal right overrides any clause to the contrary that the lender may
have imposed when negotiating the loan. An indemnity for early repayment may be
validly stipulated in home loan contracts. Here again, to ensure that consumers are
not ‘prisoners of their loan contract’, the amount of this indemnity is subject to two
caps. The amount of this indemnity may not exceed the value of half a year's interest
on the principal repaid at the average rate for the loan. Nor may it exceed 3% of the
capital outstanding before repayment.”” The borrower will therefore be able to repay
the loan early, paying no more than 103% of the outstanding principal.

%3 Cour de cassation, 1ére chambre civile, 6 January 1998, no. 95-21.880.

>4 Loi no. 99-532 of 25 June 1999 relative a 'épargne et a la sécurité financiere.
> Art. L313-29 of the French Consumer Code.

56 Art. L313-47 of the French Consumer Code.

57 Art. R313-25 of the French Consumer Code.
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VI Conclusion
The contributions made by French law to protect consumers in relation to the
provisions of the MCD mainly concern the contract performance phase. These

contributions are mainly the work of the legislator. The Cour de cassation is very
cautious about implementing real consumer protection in credit matters.
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I General Introduction

It has been almost eight years since the entry into force of Law 4438/2016!
(Transposing Law), which implemented the MCD.? The Transposing Law created a
sound, detailed and more structured institutional and legal framework for the
contractual practice and the judicial protection of the residential housing borrowers
in Greece. In the following, an effort is made at identifying the actual impact of this
enhanced set of legal rules in Greek transactional practice.

In the time since the promulgation of the Transposing Law, the financial climate and
the housing market landscape in Greece have drastically changed. The economy has
bounced back from deep recession to relative normality, considering global challenges

! Law 4438/2016 on the transposition of the MCD, Government Gazette Issue (GGI) A’ 220/28
November 2016, as amended.

2 Directive 2014/17/EU of the European Parliament and of the Council of 4 February 2014 on credit
agreements for consumers relating to residential immovable property and amending Directives
2008/48/EC and 2013/36/EU and Regulation (EU) No 1093/2010, OJ 2014 L 60, 28 February 2014, 34—
85.
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such as the aftermath of the Covid19 pandemic, the conflicts in the Ukraine and the
Middle East and the unusually high inflationary pressures. It should be noted that this
improvement of the macroeconomic indicators of the Greek economy as a whole is
not yet equally reflected on the microeconomic level and the financial conditions of
the average inhabitant of Greece. Even so, the economic environment is much better
and more amenable to investments in residential housing than it was in 2016 and
throughout the financial crisis that hit Greece from 2010 onwards. Another
interesting remark in this regard: although the residential housing market is on the
rise, the bank credits granted for this purpose are rather low and they do not
correspond to the current rise in residential housing transactions.

Legal doctrine in Greece addressed several issues of the Transposing Law and it tried
to interpret it systematically, to integrate it into the Greek legal system and to align
its application with existing rules of both national and European origin. A field of
particular concern for Greek legal theory consists in the specific legal consequences
of the non-observance of the Transposing Law in the relation between lender and
borrower, since the MCD relegates the relevant prerogative to the Member States3
and the Transposing Law rather focuses on administrative sanctions against the
violating creditors and less on the contractual implications per se of its violation
within the loan agreement and the mortgage securing it. Perhaps surprisingly, the
interest shown by Greek legal doctrine in the Transposing Law is not matched by
court practice in Greece, at least based on the reported case law. Possible reasons for
this discrepancy are expounded on further below.

The present report aims at taking stock of the legislative, judicial and transactional
evolution of the Transposing Law since its promulgation and at assessing its impact on
the Greek mortgage market. In the following, the discussion that the Transposing Law
has elicited over the past few years is reviewed and summarised and an effort is made
at tracing the current footprint of the Transposing Law in Greek banking and
transactional practice.

IT Landscape of Residential Housing Market since 2017

The prices of land, especially residential properties, in Greece feature a trend of steady
increase over the past few years, although they still have not reached the pre-crisis
peak levels of 2008. During 2023, the average nominal price of apartments rose by
13.4% (compared to 11.9% in 2022); the stronger increases were noted in major urban
centres, such as Athens and Thessaloniki. The Bank of Greece is ‘cautiously positive’
in its assessment of the prospects of the Greek residential market, considering the
inflationary pressures, the current geopolitical instability and the resulting
uncertainties, but the current trend is expected to continue. At the same time, housing
cost increasingly becomes in recent years a pressing matter for many Greek

3 See Arts 38-39 MCD and its Recital 76.
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households due to a variety of factors, such as the ever-growing exploitation of
housing for investment or business purposes (mostly AirBnB rentals), the low activity
over many years in the construction sector, which hindered the replenishment of the
housing stock, and the withdrawal from the market of properties securing non-
performing loans and which have been earmarked for auction.*

International financial institutions have expressed deviating views on the growth
trends of the Greek housing market: the European Systemic Risk Board notes the
continuous expansion of the Greek housing market but expresses concern that price
levels in this market remain undervalued,® whereas the International Monetary Fund
in a recent report on the Greek economy detected emerging imbalances in the Greek
property market and qualified the rapid increase in prices as a still nascent but
potentially important systemic risk.®

At the same time, the housing credit market in Greece is not growing in tandem with
the increase in property transactions. The open balances of housing credits in Greece
have been steadily declining since 2022, the average housing credit falls short of
€70,000 and more than half of the borrowers opt for a fixed interest rate for periods
of more than ten years.” The available data indicate in clear terms the risk-averse and
conservative behaviour of the great majority of borrowers for residential housing.
Consequently, the housing market is still a long way from reaching the pre-crisis
levels in Greece.?

4+ Bank of Greece, Report on financial stability (April 2024), 23-6. Available at:
https://www.bankofgreece.gr/Publications/FINANCIAL STABILITY REVIEW APRIL 2024 EL.pdf

> European Systemic Risk Board, Follow-up report on vulnerabilities in the residential real estate
sectors of the EEA countries, February 2024, 46. Available at:
https://www.esrb.europa.eu/pub/pdf/reports/esrb.report.vulnerabilitiesresidentialrealestatesectors202

402~df77b00f9a.en.pdf?d862a6be57d42a021d79e3e16cfd305b

6 International Monetary Fund, Greece — Selected Issues (IMF Country Report No. 24/24), January
2024, 18. Available at https://www.imf.org/-

/media/Files/Publications/CR/2024/English/1GRCEA2024002.ashx

7 Bank of Greece (2024) 27-30.

8 Malliara, ‘Anemic’ housing credit market («Avaupio» ot oteyaotikn miot)”, Insider web portal, 29

April 2024. Available at: https://www.insider.gr/epiheiriseis/318677/anaimia-sti-stegastiki-pisti-epese-
se-eu687-hil-meso-daneio-stathero-epitokio
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III Legislative Changes in the Transposing Law since its Promulgation
1 Amendments to the Transposing Law since its Promulgation

Over the course of the past years the Transposing Law has been amended a couple of
times, in most cases in order to reflect legislative changes at the EU level. The changes
in question concerned the following provisions:

a) Art. 12 €) (Art. 13 MCD) was amended in 2018 to extend the duty of credit
institutions and credit brokers to inform the borrower on the available interest rates,
with special reference to indexed interest rates, pursuant to Regulation (EU)
2016/2011.°

b) In late 2023, a series of amendments were introduced to the Transposing Law! in
order to harmonise it with the Directive 2021/2167/EU, which in its turn amended
certain provisions of the MCD: !

A new Art. 26(A) (Art. 27(a) MCD) was introduced, regulating in detail the
information duties of the credit institution to the borrower prior to changes in the
terms and conditions of the credit agreement. The relevant information duties cover
both the content and process of the changes and information about the competent
authorities to which the borrower may resort in case of disputes.

Art. 27(1) (Art. 28(1) MCD) was amended to reflect the enhanced requirement of
‘reasonable forbearance’ (evdoyn avoyrj) which the MCD now regulates in more detail
(while leaving substantial leeway to the Member States) with a view to encouraging
credit institutions to settle disputes with borrowers in arrears amicably prior to
initiating enforcement proceedings. The new provision requires credit institutions to
comply in this regard with the Deontology Code of Greek Banks!? and to establish
appropriate policies and procedures in respect of settlement options that can be

° Regulation (EU) 2016/1011 of the European Parliament and of the Council of 8 June 2016 on indices
used as benchmarks in financial instruments and financial contracts or to measure the performance of
investment funds and amending Directives 2008/48/EC and 2014/17/EU and Regulation (EU) No.
596/2014, OJ L 171, 29 June 2016, 1-65.

10 See Arts 35-37 Law 5072/2023, GGI A’ 198/4 December 2023.

1 Directive (EU) 2021/2167 of the European Parliament and of the Council of 24 November 2021 on
credit servicers and credit purchasers and amending Directives 2008/48/EC and 2014/17/EU, O] L 438,
8 December 2021, 1-37.

12 Act of the Governor of the Bank of Greece 392/31.5.2021 on the revision of the Deontology Code of

Greek Banks, GGI B’ 2376/7 June 2021. For a brief account of the Deontology Code of Greek Banks and
the legal framework previously in force, see Moraitis (2017) 241, Fn. 15.
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implemented prior to mortgage enforcement. The exercise of reasonable forbearance
shall depend on the case and the individual circumstances of the borrower in question,
among other parameters.

A new Art. 27(A) (Art. 28(a) MCD) was introduced with a view to reinforcing the
borrower’s position in case the credit institution assigns its claims against the
borrower to a third party. In such a case, the borrowers may plead against such third
party any defences that they had against the original creditor, including the right to
set off if the legal requirements for set-off are at hand (Art. 27(A)(1)). In addition, the
borrower has to be informed about such assignment, unless the original creditor
agrees with the assignee to continue servicing the credit (Art. 27(A)(2)).

The rule of Art. 27(A)(1) Transposing Law is in line with the general Greek-law rules
on assignment of claims and does not add to the protection that the borrower would
anyway enjoy in such a case under the provisions of the Greek Civil Code (Aonikoc
Kdadikag, AK).13

The provision of Art. 27(A)(2), on the contrary, slightly deviates from the relevant
rule of Art. 460 AK, which provides that an assignment is effective vis-a-vis the debtor
only after the assignment has been notified to the debtor by the assignor or the
assignee. Accordingly, Art. 27(A)(2), which dispenses with the notice to the debtor if
the assignor / original creditor continues to service the credit, seems to be lowering
the protection standard — as compared to general Greek civil law — for the borrower;
in fact, in spite of the declared intention of the EU legislator to ensure that the
borrower is not worse off in such constellations.!* The question that logically follows
is whether any disadvantage arises for the debtor out of this provision and, if yes, what
such a disadvantage is and how it can be quantified. The issue is not apt for
generalisation and shall depend on the circumstances of each particular case (e.g. if
the assignee is based abroad, which could eventually create additional hurdles in case
of court proceedings, etc.), but it can reasonably be argued that a borrower has a
legitimate interest to know at all times who the creditor is.

13 Cf. 463 AK, which inter alia allows for the debtor to set off against the assignee a counterclaim that
the debtor had against the assignor at the time of notice of assignment even if such counterclaim is not
due yet (but becomes due before the assigned claim). See Georgiades (2015) § 42 nos. 65-8; Filios (2011)
§ 76 A. 11. B), § 101 B; Stathopoulos (2018) § 27 no. 60-1; Spyridakis (2018) no. 245.4. To place this rule
in context and understand its exceptional character, one has to keep in mind that, under the general
Greek law of set-off, the counterclaim of the person proposing the set-off must be due, even if the
principal claim, i.e. the claim of which this person is the debtor, is not due yet; see, e.g., Stathopoulos
(2018) § 24 nos. 39-40.

14 See Directive (EU) 2021/2167, Recital 52: ‘As a general principle, it should be ensured that borrowers

are not worse off following the transfer of their credit agreement from a credit institution to a credit
purchaser.’
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2 The Concept of ‘Reasonable Forbearance’ in Particular and its Legislative
Configuration

The requirement of ‘reasonable forbearance’ (etdoyn avoyrj), as specified in further
detail with Directive (EU) 2021/2167 and transposed in Greece with law 5072/2023
relies upon the explicit intention of the EU legislator to ensure an element of leniency
in the treatment of residential borrowers in arrears, taking into account their
individual conditions and social circumstances, their rights and interests as consumers
and their ability to repay the loan, as well as the question whether the residential
property securing the loan in arrears is the borrower’s principal residence or not. It is
expected that certain concessions to the borrower shall be made possible, including
refinancing options and modifications of the credit terms in force, such as an
extension of payment term, change in the credit type, etc.?®

The notion of reasonable forbearance is not entirely new in Greek legal thinking.
Already back in 2012, legal doctrine had suggested a concept for the so-called ‘over-
indebting agreement’, which essentially relied upon similar considerations of
forbearance towards a debtor who is not in position to fulfil their contractual
obligations, usually due to a severe change in circumstances after the conclusion of
the agreement in question. This proposition was coupled with the doctrinal
exploration of a number of potential remedies derived from general Greek civil law,
which all aim at addressing the excessively onerous position in which debtors find
themselves and at re-establishing their financial freedom and right to self-
determination.!®

In the Recitals to Directive (EU) 2021/2167 specific reference is made, for the purposes
of this new requirement, to the European Banking Authority (EBA) Guidelines on
arrears and foreclosure of 19 August 20157 and on management of non-performing
and forborne exposures of 31 October 2018,!® as well as the European Central Bank
(ECB) Guidance to banks on non-performing loans of March 2017."° In fact, the

15 See Directive (EU) 2021/2167, Recital 56.
16 See for more details, Mentis (2012) no. 44.
7 EBA, Guidelines on arrears and foreclosure of 28 June 2024. Available at:

https://www.eba.europa.eu/legacy/regulation-and-policy/regulatory-activities/consumer-protection-
and-financial-innovation-6 (the document was last amended on 28 June 2024).

18 EBA, Guidelines on management of non-performing and forborne exposures of 31 October 2018.
Available  at:  https://www.eba.europa.eu/activities/single-rulebook/regulatory-activities/credit-

risk/guidelines-management-non-performing

19 ECB, Guidance to banks on non-performing loans of March 2017. Available at:

https://www.bankingsupervision.europa.eu/ecb/pub/pdf/guidance on npl.en.pdf; see also, Addendum
to the ECB Guidance to banks on non-performing loans: supervisory expectations for prudential

provisioning of non-performing exposures. Available at:
https://www.bankingsupervision.europa.eu/ecb/pub/pdf/ssm.npl addendum 201803.en.pdf
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Recitals go beyond the scope of the legislative changes introduced with the Directive,
since Member States are encouraged to ensure ‘minimum living conditions’ for a
borrower whose debt remains outstanding following enforcement, and to implement
measures that render debt repayment possible and avert long-term over-
indebtedness.?

The ‘travaux préparatoires’ of the law 5072/2023 do not reiterate or otherwise make
direct reference to the recitals of Directive (EU) 2021/2167, but they are reflected in
the revised Art. 27(1) of the Transposing Law. The new provision did not take over
one-to-one the relevant wording of Art. 28 of Directive (EU) 2021/2167, which lists a
number of instances showcasing reasonable forbearance, but it refers instead to the
Deontology Code of Greek Banks and requires that the Greek credit institutions
consider and adopt appropriate dispute settlement policies and procedures before
resorting to enforcement proceedings against borrowers in arrears. The dispute
settlement policies and procedures should take into account, in particular, the
consumer’s personal circumstances, as well as the dispute resolution mechanisms
listed in Annex II of the Act of the Governor of the Bank of Greece No.
392/1/31.5.2021.

The dispute resolution mechanisms referenced to in the new Art. 27(1) Transposing
Law are not exhaustive; they include a large array of debt adjustment and dispute
resolution options, and they aim at a minimum standardisation of widely used rules
and procedures for this purpose. The declared purpose of the Bank of Greece in
suggesting the dispute resolution mechanisms in question was to achieve better
comparability, transparency and effectiveness tracking, both for the credit institutions
subject to the supervision of the Bank of Greece and in the Greek banking system as
a whole.?! The remedies in question feature a wide range, roughly equivalent to the

list of Art. 28 of Directive (EU) 2021/2167:

a) Short-term arrangements (i.e. solutions aimed to last for no longer than two years),
such as arrears capitalisation, repayment plans, various configurations for the
allocation of each loan repayment made by the debtor to interest and capital of the
loan, and grace periods.

b) Long-term arrangements (i.e. arrangements designed to last for more than two
years), such as interest rate reduction, loan term extension, split balance in serviceable

20 See Directive (EU) 2021/2167, Recital 56. The EU legislator goes on to recommend certain ‘prudential’
duties of behaviour on the credit institutions, such as obtaining ‘best efforts price’ for foreclosed
residential immovable property, and to express its preference that transfer of the security (residential
property serving as collateral) should be sufficient in order to repay the debt in full (datio ad solutum).

21 See Act of the Governor of the Bank of Greece No 392/1/31.5.2021, Annex II, Preamble.
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part of the loan and part to be repaid through enforcement measures, partial debt
write-down, etc.

c) Permanent resolution arrangements, i.e. changes in the nature of the contractual
relationship between credit institution and borrower or even its termination, which
may or may not be combined with the (voluntary) transfer of the residential property
serving as collateral to the creditor (datio in solutum) or its forced sale and the use of
the proceeds for debt repayment. Such arrangements include various out-of-court
settlements, voluntary surrender of mortgaged property (which may be combined
with a lease-back to the borrower), voluntary sale of property (whereby the creditor
may write off the rest of the debt, if the proceeds fall short of the actual debt amount),
etc.

The examples listed reflect international best practices, but it is noted that their
implementation in Greece is in all cases subject to observance of the relevant domestic
legal requirements and provisions.

Not all measures included in Annex II of the Act of the Governor of the Bank of
Greece No. 392/1/31.5.2021 are suitable for consumers, since some pertain specifically
to enterprises as debtors (e.g. operational restructuring or debt/equity swaps).
However, the options mentioned above serve to indicate the type of measures that the
legislator seeks to integrate into the MCD in respect of the treatment of payment
arrears and their consequences. The amendment to the MCD pursued with Art. 28 of
Directive (EU) 2021/2167 is indicative of increased concern in respect of non-
performing loans, even more so in the context of housing consumer credit, which
understandably has more far-reaching social consequences than other forms of
consumer debt.

IV Transposing Law Issues in the Course of Its Implementation

Shortly after promulgation of the Transposing Law, legal doctrine in Greece took issue
with two matters in particular: its ratione temporis scope of application and the civil-
law implications in case of violation of its provisions.??

1 The Ratione Temporis Scope of Application of the Transposing Law

Art. 42(1) MCD required that the MCD be transposed into the national laws of the EU
Member States by 21 March 2016. However, the Transposing Law entered into force,
as per its explicit provision in Art. 62, on 28 November 2016, namely more than 8
months after the deadline prescribed in the MCD.? In addition, the Transposing Law

22 See, in detail, Tzakas (2018) 1000-1012 passim.

2 The first draft of the Transposing Law provided that, once passed, it would retroact to 21 March 2016;
however, this provision was later amended and the Transposing Law entered into force as of the date
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did not contain any transitional provisions aiming at the alignment of its
implementation in Greek law with the MCD requirements.

In addition to art 42(1), Art. 43(1) MCD precluded its applicability to credit
agreements already concluded (‘existing’) prior to the entry into force of the MCD,
while Art. 23(5) MCD allowed Member States to adopt further statutory rules (beyond
those provided in the MCD) on foreign currency loans though not with a retrospective
effect. These provisions taken together are a clear indication that the European
legislator had a precisely delineated concept in mind in respect of the temporal scope
of application of the MCD in the Member States.

Although one could suggest that the delay by the Greek legislator to transpose the
MCD could be remedied either by way of interpretation of Greek law in accordance
with EU law or by resorting to the general clauses of the AK on good faith and
transactional mores (Arts 281, 200 and 288 AK),?* both options are rejected by legal
doctrine. Therefore, to the extent that borrowers may have incurred damages due to
the delayed transposition of the MCD into the Greek legal system, it has been
proposed that such damages could eventually lead to civil liability of the Greek state,
provided that all requirements of such liability are met.” In particular, there are no
sufficient grounds in law to infer that the elaborate obligations imposed by the MCD
and the Transposing Law on credit institutions and credit brokers could be deemed to
be mandatory prior to the promulgation of the latter — also in view of the restricted
effect of EU directives in the national law of the Member States prior to their
transposition.?® To date, the proposal on the potential civil liability of the Greek state
for the belated transposition of the MCD does not appear to have been tested before
the Greek courts.

of its publication in the Government Gazette (except as otherwise provided in it). At the same time,
the first draft did provide in Art. 40(1) that it would not apply to credit agreements validly concluded
prior to 21 March 2016, but this provision was eventually removed from the Transposing Law. The
reasons for this change are not entirely clear; for a brief account of the treatment of the ratione temporis
scope of the Transposition Act during its promulgation, see Moraitis (2017) 250-1.

2 For the general clauses in question, especially Art. 288 AK, see Stathopoulos (2018) § 5; Georgiades
(2019) § 2 nos. 19-20, § 7 nos. 45-46; Spyridakis (2022) no. 13; Georgiades (2015) § 2 nos. 31-38; Filios
(2011) § 14-22; Spyridakis (2018) no. 33. Also cf. Stathopoulos (2018) § 1 no. 86 on the principle of
responsible lending and the further development of Art. 288 AK by way of harmonization of the law
of obligations in the European Union.

% Tzakas (2018) 1004-1005.

26 Tzakas (2018) 1005, with further references.
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2 Civil Law Remedies in Case of Violations of the Transposing Law

Another issue addressed in legal doctrine is the lack of a comprehensive regulation of
the civil law legal consequences in case of violation of the obligations imposed by the
Transposing Law.

The MCD (and, accordingly, the Transposing Law) provide rather fragmentary
provisions on this, such as the restriction of the right to cancel or alter the credit
agreement to the consumer’s detriment (Art. 18(4) MCD/Art. 17(4) Transposing Law)
or to terminate it (Art. 20(3) MCD / Art. 19(3) Transposing Law) due to incomplete
or improper creditworthiness assessment of the borrower, unless the lender can prove
that the borrower wilfully withheld or falsified the relevant information. Apart from
these isolated cases, the majority of the sanctions provided in the MCD are rather
‘administrative’ in nature, in the sense of imposing a number of obligations on the
credit institutions with a view to encouraging responsible lending.

This approach is not new in the EU legislation regarding consumer credit and it does
not constitute an unintended omission by the European legislator, but rather falls
within the EU’s prerogative to introduce the legal rules and harmonisation aimed for
in each case while not ‘encroaching’ too much upon the national laws of the Member
States. The EU legislator had applied a similar approach with respect to the Directive
2008/48/EC (CCD 2008)? (repealed in the meantime by Directive (EU) 2023/2225
(CCD 2023),8 which follows the same pattern,? although it still remains to be seen
how it will be transposed by the Member States) even though the both CCDs are in
essence —contrary to the MCD-* maximum harmonisation directives.

Greek legal doctrine points out that, in the course of transposing the CCD 2008, the
Greek legislator chose to go beyond the level of protection level afforded by the CCD
2008 itself and to provide in certain cases, to the benefit of the consumer, for stricter
remedies than those included in the CCD 2008. However, this approach was not

7 Directive 2008/48/EC of the European Parliament and of the Council of 23 April 2008 on credit
agreements for consumers and repealing Council Directive 87/102/EEC, O] 2008 L 133, 22 May 2008,
66-92.

28 Directive (EU) 2023/2225 of the European Parliament and of the Council of 18 October 2023 on
credit agreements for consumers and repealing Directive 2008/48/EC, O] 2023 L 133, 30 October 2023,
1-67.

2 See Recital 13 CCD 2023.
%0 See, e.g. Recital 9 MCD, which explicitly allows the Member States to maintain or introduce national
rules beyond the MCD in respect of contract-law rules on the validity of credit agreements, contractual

information and post-contractual issues not regulated in the MCD, as well as property-law provisions
on land registration.
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followed during the transposition of the MCD into Greek law. Although the choice
of the EU legislator is deemed to be consistent with the minimum harmonisation
concept underlying the MCD as a whole, the omission of the Greek legislator to
provide for a comprehensive and robust system of legal consequences in civil law has
been criticised in legal theory. As a result, the deciding judge has to resort to the
general provisions of the AK on contract law and civil liability for damages and to
incorporate them into the interpretation and practical implementation of the
Transposing Law while upholding its spirit and purpose.3!

2.1 Invalidity / Voidability of the Credit Agreement

The most drastic measure, from a general civil-law perspective, would be the possible
invalidity or voidability (due to error or fraud) of the relevant credit agreement as a
penalty for the credit institution infringing the Transposing Law. To do so, one has to
resort to the relevant provisions of the general part of the AK. Legal doctrine has
engaged with this possibility, inter alia in view of the practical difficulties that a claim
for damages under the premise of the violation of the MCD would entail (for which
see immediately below).3>? However, there are valid arguments, both in law and of a
practical nature, against this approach:

The invalidity of the credit agreement appears to be too harsh a remedy, especially
considering the lack of an express rule to this effect adopted by the legislator.

Regarding the voidability, the application of the relevant provisions of the AK is
equally difficult for a series of reasons:3*To begin with, fraud on the part of the credit
institution sets a substantially high burden of proof and will hardly be the case in most
cases anyway — even more so considering that credit agreements in conjunction with
the acquisition of residential property are wide-spread and very common in market
practice.

In respect of avoidance of the credit agreement due to error, it must be considered
that error needs to be substantial (Arts 140-2 AK) and it may not rely upon the
internal will of the party in error (Art. 143 AK) in order to render a transaction
voidable under Greek law. Additional hurdles for a borrower seeking to contest the
validity of the credit agreement arise from Art. 144 AK, which prescribes that no error
is at hand, if the contractual partner accepts the declaration of the party in error with

31 Tzakas (2018) 1006-1007, who references examples of transposition in other Member States, in which
new civil-law legal rules were introduced on the occasion of the MCD.

32 Tzakas (2018)1008-1010.
33 Tzakas (2018) 1009.

34 Tzakas (2018) 1009-1011, with further references to case law and legal doctrine.
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the same meaning as that which the latter had in mind (Art. 144 AK). In other words,
borrowers seeking to invalidate the credit agreement need to establish that the
violation of the Transposing Law was so fundamental to their decision to conclude a
credit agreement that they would not have done so if the credit institution had duly
fulfilled its statutory duties. It becomes obvious that the required standard of proof is
rather high and it is difficult to discharge.

Finally, one has to consider the practical implications of rendering the relevant credit
agreement null and void. These implications will usually be rather disadvantageous
for the borrower since the loan will have to be returned immediately pursuant to the
AK provisions on unjustified enrichment (Arts 904-13 AK). In addition, it is not
entirely undisputed whether the invalidity of the credit agreement automatically
leads to the invalidity also of the land charges, mortgages or other contractual and in
rem arrangements securing it. At least for mortgages, the invalidity of the secured
claim leads to the invalidity of the mortgage, as well (Art. 1258 AK). However, legal
doctrine suggests that the relevant security rights may remain in place in spite of the
invalidity of the underlying credit agreement in order to secure the resulting claim
for return of the loan, at least if this is in line with the intent of the parties.® If this
view is affirmed, the borrower will have to take additional measures to ensure that
the mortgage is rendered null and void as well —or this may not even be possible as
long as the credit is not repaid. Finally, the onerous effect of the invalidity of the credit
agreement has also been recognised by the EC] —in respect of consumer credit
agreements in general- in the Kds/er case.?

2.2 Complementary/Analogous Application of the Transposing Acts of CCD 2008

Leaving aside the drastic consequence of rendering the credit agreement null and void
in case of violation of the MCD, Greek legal doctrine has suggested that the remedies
provided with the transposition acts of the CCD 2008 in the Greek legal system should
be drawn on, in order to address the legal consequences of the violation of the
Transposing Law (beyond the criminal and administrative law remedies already
provided in the MCD). Tzakas® bases this view inter alia on the case law of the EC]J,
which in essence affirmed that the CCD 2008 elicited protective results directly in
favour of the consumers.?® This case law will probably not become overturned

% See, e.g. Georgiades (2010) § 85 no. 16; Kritikos (1985) Art. 1258 no. 6; Tzakas (2018) 1009, with
further references.

36 ECJ 30 April 2014, Arpid Kdsler, Hajnalka Kdslerné Ribai v OTP Jelzdloghank Zrts, C-26/13,
EU:C:2014:282, paras. 83-84.

37 Tzakas (2018) 1007; cf. Tzakas (2019) 59-60, who notes the difference in legislative technique

between the CCD 2008 and the MCD, the former advancing maximum harmonization while the latter
being a minimum harmonization piece of legislation.
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following the promulgation of the CCD 2023, given that it relies upon principles that
underlie both CCDs.

Considering the discussion on the CCD2008 and the expanded scope and objectives of
the CCD 2023, it can be argued that the solutions provided in the context of both
CCDs are not necessarily suitable in the context of the MCD, as well, since the MCD
is a minimum-harmonisation directive, as opposed to the CCDs. On the other hand,
the CCD 2023 explicitly applies to consumer credits for the renovation of a residential
immovable property in an amount exceeding EUR 100.000 and not secured by
mortgage or a comparable security on immovable property; this indicates a nexus
between the MCD and the CCD 2023.% Moreover, the (intended) regulatory gap of
the Transposing Law in respect of civil-law consequences creates the need to seek
those in existing rules and remedies of Greek and European law, whereby one of the
guiding principles could and should be the similarities between the CCD2008 (which
is currently still the only CCD transposed into the Greek legal system) and the MCD.
More specifically:

a) Taking as a premise the similarities in the legal construction of the duties of
transparent information to consumers under both CCDs, on the one hand, and the
MCD, on the other hand,* it is plausible to apply, by way of analogy, certain remedies
provided in the transposing act of the CCD 2008 into the Greek legal system (JMD
Z1-699)* also to instances falling within the scope of the MCD. Examples include Art.
21(4) and 21(5) JMD Z1-699, which essentially (i) force the lender to adjust the actual
APRC applicable to a credit agreement on the basis of an — erroneously calculated —
lower APRC that was stated in the agreement by mistake, and (ii) prohibit the
imposition on a borrower of costs and fees or the unilateral adjustment by the lender
of the interest rate or other fees which the lender failed to present and explain in
sufficient detail and a transparent manner prior to contract conclusion.

b) The violation of a series of duties imposed by the MCD and the Transposing Law
on the lenders and the credit brokers, such as the clear and understandable

38 See ECJ 9 November 2016, Home Credit Slovakia a.s. v Kldra Birdovd, C-42/15, EU:C:2016:842, para.
73; ECJ 27 March 2014, LCL Le Crédit Lyonnais, C-565/12, EU:C:2014:190 paras. 41, 43.

3 See Recital 25 and Art. 2 (3) CCD 2023.

40 In fact, both pre- and post-contractually, e.g. in case of changes to the applicable interest rate; cf. Art.
27 MCD and Art. 11 CCD 2008 / Art. 23 CCD 2023.

41 Joint Ministerial Decree Z1-699/2010, Adaptation of Greek legislation to Directive 2008/48/EC of the
European Parliament and of the Council of 23 April 2008 (Zlpocapuoyii m¢e EAAnvixijc vouoBeoiag
npoc myv odnyia 2008/48/EK tov Evpomnaixov KotvofovAiov kat tov Zvufovliov e 23n¢ Ampiliov),
GGI B’ 917/23 June 2010.

42 See Tzakas (2018) 1007-1008, with further references to ECJ case law.
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presentation to the consumer of all relevant credit costs and fees, the additional fees
for complementary services, the calculation of the APRC, the compensation of the
lender in case of early repayment, etc. can lead to financial losses suffered by the
borrower. In such a case, the remedy both for the recovery of the losses in question
and in order to force the violating parties to cease and omit similar practices in the
future could be sought in the law of damages, both contractual and tortious (Arts 298,
914 AK).

While supporting this approach, Tzakas* also notes that a major difficulty in asserting
damages claims for violations of the Transposing Law lies in the quantification of the
damage. In this regard, it is interesting to look at potential scenarios:

Taking as basis for calculation of the damages the so-called difference theory (i.e. the
difference between what the claimant would have had, if the damaging instance had
not occurred, and what they currently have),* a quantifiable damage is not readily
discernible in most cases covered by the MCD where the borrower did receive the
loan funds. At the end of the day, a borrower who received the funds under the credit
agreement, even though his rights to due and complete information, etc. under the
MCD may have been violated, is enabled to fulfil the purpose for which the credit was
taken out, e.g. acquisition or repairs of immovable property. Along the same lines, the
defendant credit institution can bring forward the objection of a benefit accrued to
the claimant,® which in the aforementioned examples shall consist of the acquisition
or improvements (and resulting increase in value) of the residential property that the
credit agreement facilitated, even if the property thus acquired or improved is
burdened with a mortgage or other land charge.

The quantification and causation of damages is admittedly easier in case of an
erroneous calculation of the APRC by the lender which results in higher credit costs
for the borrower. In addition, this can be covered by the solution proposed under a)
above.

An interesting, but also debatable scenario is if a borrower alleges over-indebtedness
due to faulty or missing information provided by the lender pre-contractually or in
the course of the performance of the agreement: Such a claim raises the questions as
to where to draw the dividing line between over-indebtedness and ‘acceptable’
indebtedness, how to quantify the damage and how to establish the causal nexus

43 Tzakas (2018) 1008.

4 For the difference theory under Greek law in general, see Georgiades (2015) § 10 no. 6, § 29 no. 26;
Filios (2011) § 171; Stathopoulos (2018) § 8 nos. 47-51; Spyridakis (2018) no. 163.

4 However, there is Greek case law to suggest that the invocation of such an objection by the defendant
credit institution may not necessarily be successful, inter alia in case it contravenes the principle of
good faith; cf. AP 1463/2023, which overruled a relevant objection in respect of inadequate investment
services.
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between such damage and the credit granted/the lender’s mistakes or omissions.* This
scenario bears certain similarities to loans in foreign currency, for which see below in
more detail (and in which the Greek courts admittedly did not rule in favour of the
borrowers at the end).

Regardless of the difficulties in sufficiently identifying, establishing and quantifying
the damage, legal doctrine considers damages to be an appropriate remedy also in case
of violation by the creditor of their duty (under the provisions on loans in foreign
currency) to either contractually stipulate the possibility of converting the loan into
local currency or to arrange for sufficient hedging against the currency risk.#

c) In terms of both systematic consistency and practical expediency, the most
appropriate remedy for violation of the MCD/the Transposing law appears to be the
analogous application of Art. 8(3) JMD Z1-699.4 This article provides that, in case the
credit institution fails to carry out a proper and sufficient creditworthiness assessment
of the consumer (or to update this in the course of the implementation of the credit
agreement), the consumer is relieved of the costs of the credit provided, including
interest, and they only have to repay the credit amount in accordance with the
contractual provisions in place with the credit institution.

There are arguments both in favour and against this construction:

On the one hand, it could be argued that this remedy is exceedingly onerous for credit
institutions since it affects the core of their business model and it eliminates the main
underlying economic rationale for dealing in consumer credit agreements. This
potential effect would be counterproductive, since it would deprive consumers of
available housing credit possibilities and impair the housing market overall.

On the other hand, the forfeiture of the relevant fees and interest proceeds would be
due to the credit institution’s failure to observe its statutory duties. Since those are

46 The protection of a borrower from over-indebtedness by way of MCD-related statutory measures
and its correlation with the law of damages raise further interesting issues about the legislator’s
(potentially paternalistic?) role and prerogatives and give rise to praeter legem considerations on the
role and justification of damages in such cases (cf. e.g. the wording of Art. 18 MCD with that of Art. 18
CCD 2023: the latter explicitly states that the creditworthiness assessment should prevent over-
indebtedness, unlike the MCD). However, this discussion goes beyond the scope of the present report.

47 Tsolakidis (2018) 12-13.

48 Tzakas (2018) 1011, who also references similar provisions in German (§ 505d BGB) and French (Arts
L. 314-25 — L- 341-28 of the Code de la consommation) laws transposing the MCD. See, in the context
of consumer credit regulation, EC] 9 November 2016, Home Credit Slovakia a.s. v Kldra Birdovd,
C-42/15, EU:C:2016:842, paras. 68-69, 71; see also Klavanidou (2019) 50-52; cf. Mentis (2012) no. 42,
who goes a step further and supports the analogous application of Art. 8 JMD also to non-consumer
credits, analysing this in the context of the so-called ‘self-responsibility’ principle.
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imposed by law, the affected credit institutions anyway have to set up and maintain
appropriate processes to uphold these duties and to evidence their observance of the
law (i.e. the burden of proof of the non-observance of the MCD duties would lie with
the claimant consumer/borrower). Another argument in support of the analogous
application of this provision in the context of the MCD is, apart from the similar
interest setup of the parties, the fact that it addresses the main cost categories incurred
by a consumer as the result of the violation of the MCD without having to delve into
the dogmatic and factual nuances of the general law of damages, especially the
difficulty in their quantification in this context, but also the issue of sufficient
causation.

The remedies in question can be brought either as individual lawsuits or as a class
action, especially after a 2018 amendment to the Greek consumer protection law that
explicitly included violations of the Transposing Law as 