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Foreword

For very many older people their home represents the major part of their wealth. Increasingly “Home Equity Conversion” schemes are being developed and marketed to assist older people to use some of the equity in their homes to help meet costs or improve their lifestyle. “Home Equity Conversion” schemes are seen by some older people as a way of helping themselves. 

Overseas experience shows that these schemes are complex both in the way they are designed and how they will impact on older people's financial positions as they age.

I want to ensure that the schemes on offer in New Zealand conform to acceptable practices and I have asked the Office for Senior Citizens to consult with relevant agencies, organisations and people with an interest in home equity schemes, to develop standards that could be included in a code of practice. 

This review is not taking place in isolation from other work being undertaken to improve the regulatory environment for financial products. The Office for Senior Citizens and the Ministry of Economic Development will be working closely to ensure that the standards, and the means for enforcing them, fit comfortably within the wider financial regulatory framework.

We want to hear from you and I encourage everyone with an interest in financial issues affecting older people to make their views known.

Hon Ruth Dyson

Minister for Senior Citizens 

November 2006

Overview

The aim of this consultation document is to provide an opportunity for people and organisations to give their views and advice on establishing standards for “Home Equity Conversion” (HEC) schemes, to the Office for Senior Citizens.

The specific objectives of the paper are twofold. The first is to gather further information about the operation of these schemes in New Zealand. Secondly, this paper aims to raise and discuss possible options for regulation in the HEC market.

What are “Home Equity Conversion” schemes?

“Home Equity Conversion” schemes are marketed as a way to make available to older people some of the equity in their homes. They are generally loans or advances made against the capital value of people’s homes and drawn down in the form of one or more lump sums, periodic payments or annuities. The capital advances, together with accumulated interest on these advances, usually do not have to be repaid until the owner sells the property or dies. Repayment is generally secured by a mortgage over the home.

The growing interest in HEC schemes reflects the fact that owning a freehold home is the preferred way of saving for most New Zealanders. In the New Zealand environment, there is a greater focus on investment in real estate than in private annuities and pension schemes. New Zealanders, on average, have only 22% of their net wealth in liquid assets such as shares, bonds or bank deposits. In the United States the comparable figure is 65%. 

The Minister for Senior Citizens wants to protect the interests and provide peace of mind for borrowers by ensuring that HEC schemes meet certain standards. 

To draw up the standards the Office for Senior Citizens seeks the views of:

· older people

· HEC providers

· people and organisations interested in retirement financial planning

· people interested in inheritance matters affected by HEC schemes

· people interested in social policy and related issues. 

Why have standards in HEC schemes?

For most older people, the equity they have in their home is the major part of their wealth. Consequently, older people are increasingly turning to HEC schemes to use some of that wealth to supplement their income. 

There is a variety of HEC schemes available in New Zealand, and while they operate on similar principles, there are variations in terms and conditions. For example, some schemes involve the sale of the home to a third party with the resident having a guaranteed right of continued occupancy, while others lend against the value of the home. 

HEC loans have been available in overseas countries for longer than in New Zealand. Governmental responses to HEC schemes range from:

· national legislation in the United States and the United Kingdom

· the federal government insuring schemes in the United States

· provincial law-making in Canada

· market self-regulation in Australia.

Appendix One contains background information on international approaches to regulating HEC schemes.

The Minister for Senior Citizens, supported by the Office for Senior Citizens, has undertaken to establish a code of minimum standards, although the shape and form of such a code has yet to be established.

This consultation is taking place against a backdrop of measures in New Zealand, such as the Ministry of Economic Development’s Task Force on Regulation of Financial Intermediaries, designed to improve the protections available to users of financial products. To enable this consultation to address the issues for HEC schemes in their entirety, protective measures in existence are also included with appropriate references. 

The consultation process

The Office for Senior Citizens will pursue an open and transparent process with the objective of arriving at sensible solutions for both borrowers and lenders of HEC schemes. The Office for Senior Citizens will report to the Minister for Senior Citizens, Hon Ruth Dyson, on the outcomes of the consultation process, along with recommendations on how to address setting and enforcing minimum standards for HEC schemes. 

Part 1 of this consultation document contains background information on HEC schemes in New Zealand. 

Part 2 contains a series of issues and subsequent questions on which the Office for Senior Citizens would like advice. 

The questions are contained in the submission booklet for you to answer and return. 

Submissions do not need to use, or follow the format of, the submission booklet. The Office for Senior Citizens is interested in any other aspects of HEC schemes that should be considered, so please include additional comments you may have.

Submissions can be sent to: The Office for Senior Citizens, PO Box 1556, Wellington 6140.

or completed online at: www.osc.govt.nz  

Submissions should be received by 31 March 2007.

Submissions will be analysed and a report on proposals for the Code of Practice is expected to be submitted to the Minister for Senior Citizens by mid 2007.

Part 1 “Home Equity Conversion” (HEC) Schemes – what you need to know

How do HEC schemes work?

For many older people, the money invested in their homes, the equity, is the major part of their net wealth. This wealth helps to reduce costs, but the money tied up in a home is not available to help with house maintenance or other living costs. HEC schemes, sometimes called home equity release loans, enable some of the financial equity in the home to be made available to the home owner, either as a lump sum, a periodic payment, or an annuity. 

Under HEC schemes, the home owner, the “borrower”, applies to the HEC scheme, the “lender”, to be paid an amount, the “loan”, and the “lender” in return, is empowered to secure the “loan” against the property. The eligibility of HEC borrowers is largely dependent on their home having a significant value. The funds advanced and the accumulated interest does not have to be repaid until the owner sells the property or dies. 

Typically, a HEC scheme will make a loan available to people over 60 years of age who own a property over a certain value. Most loans have similar features.

· The loan will be limited to a percentage of the value of the house.

· The percentage increases with the age of the borrower.

· Interest is accumulated on the loan at a variable interest rate.

· The interest rate is generally a given percentage, for example 1.5% to 2%, above the major banks' variable mortgage rates.

· Home owners are given guaranteed residency in the property. The loan and accumulated interest is not repayable until the owner sells their property or dies.

· A no-negative equity guarantee ensures that the value of the loan will never exceed the net sale proceeds of the property. 

There are three main types of legal structure for HEC schemes: reverse mortgages, home reversions and shared appreciation schemes.

Reverse Mortgages

Reverse mortgages enable older home owners to borrow against the equity in their property. Home owners are able to draw capital sums or periodic payments, annuities or lines-of-credit. The total amount of the loan together with interest charges and any other charges, are secured by a mortgage over the property. The maximum amount that can be drawn against the equity of the property is determined by the provider according to market conditions, taking into account the property's value and the age of the applicants. 

The reverse mortgage is repayable on the owner's death or sale of the property. Research shows that reverse mortgages make up nearly 97% of the home equity market in New Zealand.1 This paper primarily focuses on these schemes. It is also useful to be aware of the other types of HEC schemes that are available.
Home Reversions

These types of schemes involve the sale of the property in return for a capital sum or supplementary income. The sale is generally for a reduced price with the borrower having continued rights of occupancy. 

Reversion schemes have only recently been available in New Zealand, but overseas they take a variety of forms around the sale of all, or part of the property.

Shared Appreciation Schemes

These are a form of home reversion under which borrowers draw on some of the property's equity and lenders rely on the appreciation of the property's equity on its eventual sale. 

Other schemes with some similarities to HEC schemes
The concepts behind HEC schemes are not limited to private companies. The Government has a residential care loan scheme whereby the Government advances loans to meet residential care fees to rest-home residents who do not qualify for subsidies, and secures those loans by taking caveats over the home. 

The concept of assistance recoverable on sale also applied to advances offered for essential repairs and maintenance of homes by the Social Security Department for many years. For a period of time Housing New Zealand Corporation offered deferred payment loans to older people to repair or improve their homes. More recently, some local authorities are accumulating and deferring rates liabilities and interest charges with repayment claimed on sale of the house or the death of the owner. Local authorities’ interest rates are about 3-4% below HEC rates.

The owners of some retirement villages can make HEC-type arrangements with new residents. These are usually unsecured, and are repaid when the borrower’s occupation rights agreement with the owners is terminated. 

The benefits of HEC schemes

A significant number of people commencing retirement do so with modest supplementary income or savings over and above their New Zealand Superannuation. The value of supplementary income or savings generally diminishes over the 16-18 years of an average retirement. The resources available to older people to meet essential commitments to improve their quality of life, or to exercise their life choices, can gradually reduce as they age. 

Using home equity to raise cash can enable older people to enjoy an improved quality of life, to keep their homes maintained, to meet medical expenses, to assist family members, or to enjoy extras such as holidays. The release of equity can also be used to relieve the burden of debt repayments for mortgages, credit cards and personal loans. There are also wider benefits to the economy when older people are able to make choices about how they use their financial resources. Being able to use some of the equity tied up in a property gives older people the flexibility to meet costs that cannot be met from their regular income.
The emphasis on home ownership

Home ownership has historically been a favoured means of saving among working New Zealanders. Older people tend to have significant financial investment in their homes. About 75% of older New Zealanders own their own home, the great majority without mortgage debt. In the 65 to 69 age group, 80% live in their own home. Of those aged 85 or more, 55% still live in their own homes.2 

Research suggests that 70% of net wealth in New Zealand is invested in housing. New Zealanders have just 22% of their net household wealth in financial assets such as shares, bonds and cash. Citizens of the United States have 65% in such financial assets, United Kingdom households 55%, and Canadian and Swedish households 46%. New Zealanders’ traditional preference for investing in residential property means that the potential use of HEC schemes is high.3
There is a large potential for growth in HEC schemes

New Zealand private home equity is worth nearly $170 billion, but HEC advances in New Zealand were around $100 million in 2005. The current New Zealand market is regarded as relatively immature with only a few providers offering HEC loans, and the great majority of these loans being made by only one provider. 

HEC schemes have had a limited take-up in New Zealand. Based on information provided to researchers by two of the main product providers, it appears that there had been a take-up of approximately 4,000 loans by September 2006.

Setting standards will stimulate interest in the HEC market from both consumers and providers, as well as promoting competition. Greater competition may lead to the availability of a wider range and type of products to suit consumers’ needs, as well as potentially forcing down prices. 

Older New Zealanders are commonly wary of getting into debt. Most have spent many years paying off their mortgages to be free from financial worries in their retirement. The effect of compounding interest on HEC loans is a significant deterrent. Compound interest is interest that is paid on both the principal amount and on the accrued interest. Simple interest is payable only on the principal amount, the interest is not compounded. This, together with a general suspicion of such products, may have contributed to older New Zealanders slow take up of HEC loans. 
Note: Compound interest is interest that is paid on both the principal amount and on the accrued interest. Simple interest is payable only on the principal amount, the interest is not compounded.  
Alternatives to HEC schemes

There are a range of alternatives to HEC loans that can be considered by older people that can release capital from their homes. The Retirement Commission’s “Sorted” website, www.sorted.org.nz, offers information about four alternatives to HEC schemes. They are: renting part of the house, subdividing the property, downsizing to a smaller property at a lower cost, or selling the home to family or whanau. If home owners intend to leave their home to their children, the children may be willing to provide their parents with financial assistance in the knowledge that they will eventually inherit the property. 

Protection for borrowers

A risk, which may need to be taken into consideration by older people, is if self-interested family members put pressure on their parents to take up a HEC scheme and then use the money for purposes which are contrary to the best interests of the parents. There may also be a risk if family members discourage them from taking up such schemes for self-interested purposes.

The rights and interests of older people are an important consideration in the development of products such as “home equity conversion” schemes, because without protections for older people’s financial interests, it is unlikely that an effective market for these products can be developed. An effective financial market not only needs a good supply of products, but it also needs potential consumers who are well-informed about the quality and price of products on offer and the merits of alternative suppliers. 

Independent consumer education programme

Not all the issues that are raised in relation to protections for HEC loan borrowers call for standards. Some might be best addressed through specific wording; for example, in the Disclosure Statement. Other issues might be addressed through the processes to be observed by legal advisers, financial intermediaries, or through consumer education. 

As HEC schemes are relatively new to the New Zealand market, there may be a need for an independent consumer education programme on the benefits and risks of HEC loans. Better education for consumers will also exert pressure on providers to design better and more suitable products.

Existing consumer protection

HEC schemes are already subject to consumer protection law. For example, the Fair Trading Act 1986 requires that any information given to a consumer by a HEC provider must not be misleading or deceptive. The Consumer Guarantees Act 1993 requires that goods and services be fit for the purpose. 

In addition, the Credit Contracts and Consumer Finance Act (CCCFA), 2003 will also apply to most HEC products. For example, a reverse mortgage is a credit contract, and a home reversion is a buy-back transaction. The Credit Contracts and Consumer Finance Act 2003, sets out requirements in respect of disclosure, prohibiting unreasonable fees, prohibiting oppressive conduct, allowing changes in case of unforeseen hardship, and cancellation rights. In the case of buy-back transactions, the Credit Contracts and Consumers Finance Act 2003, requires that consumers obtain independent legal advice before entering into the agreement.

An issue to consider is whether the existing consumer protection law provides sufficient protection for consumers who purchase HEC products, or whether additional protections are required.

The need to create minimum standards in an enforceable code 

International experience has shown enforcement of appropriate standards and controls of complicated HEC schemes protects consumers and their families. HEC loans involve legally and socially complex issues and are likely to become increasingly significant as New Zealand’s population ages. Potentially, it affects many New Zealanders of all ages, since the use of home equity by older people impacts on the inheritance available to their families. 

In the United Kingdom, reversion schemes that involve complex forward selling of property were not included in the regulatory regime; they were treated as property sales. These schemes have recently been included in the United Kingdom HEC regulatory framework.

The wider financial context

There are a range of consumer protections arising from existing legislation, such as the Credit Contracts and Consumer Finance Act 2003, the Fair Trading Act 1986, and standards setting bodies such as the Advertising Standards Authority. The experience that has been gained from establishing and enforcing standards in other types of financial products needs to be applied to HEC schemes.

The Ministry of Economic Development and the Ministry of Consumer Affairs are leading a number of reviews that can be expected to impact on the overall financial environment within which HEC schemes are offered. 

· A broad based review of financial products and providers that aims to establish an effective and consistent framework for the regulation of non-bank financial institutions, financial intermediaries and financial products.

· A review of financial intermediaries such as brokers, financial planners and others who advise people on saving options and financial products. 

· A review of industry-led regulation released by the Ministry of Consumer Affairs to assist industry, consumers and government to develop, operate and evaluate such forms of self-regulation as voluntary codes of conduct and consumer disputes resolution machinery.

· A review of the enforcement of consumer protection law.

The Office for Senior Citizens will work closely with the Ministry of Economic Development and the Ministry of Consumer Affairs during this consultation phase and will ensure HEC recommendations are linked to the outcomes of the reviews mentioned above. 

Conclusion

In the United States, United Kingdom and Australia there has been an increasing interest in and use of HEC schemes by older people. In New Zealand the take-up of such schemes is still relatively modest, but greater use of the equity tied up in homes is likely. The Office for Senior Citizens is seeking a range of views on how best to regulate this market and protect consumers. 

Part 2 Questions about HEC schemes – your say

This section contains a range of issues associated with HEC schemes and related questions on which the Office for Senior Citizens would like advice. We are also interested in hearing about any other aspects of HEC schemes that should be considered. 

Independent legal and financial advice 

Independent legal or financial advice can protect borrowers from entering into HEC schemes without a thorough understanding of the consequences. Independent advice can be used as a balance against aggressive marketing, and may reduce potential conflicts between borrowers and lenders. ‘Independent’ in this context refers to a service that is not associated with the provider in any way and which is generally fee-based.

As all HEC loans are secured against a borrower’s home through a mortgage there will be a lawyer involved providing advice and witnessing the signature of the borrower. This will give the borrower a final opportunity to ask any remaining questions they may have about their loan prior to entering into the agreement with the HEC provider. 

In a number of situations where decisions are required on complex contractual matters, the application documentation has to be certified by the person providing the independent advice. The certificate must state that the documentation and terms and conditions have been explained to the applicant, to ensure that they have received all the information needed to fully understand the contract they are signing.

For example, lawyers are required to certify that such advice has been provided under the Property (Relationships) Act 1976, for property agreements between spouses or partners, and under the Retirement Villages Act 2003 for occupation rights agreements. Independent legal advice is required under the Credit Contracts and Consumer Finance Act 2003, before entering into a buy-back transaction.

Independent advice for HEC schemes can take various forms. Counselling is used in the United States and independent legal advice is used in the United Kingdom. The costs of legal and financial advice for HEC schemes would likely fall to each borrower or potential borrower. 

Questions

1. Should obtaining independent legal or financial advice before agreeing to a HEC loan, other than from the agent, or the agent’s company alone, be made mandatory or remain voluntary?
2. Should potential borrowers of HEC schemes be required to certify that they have sought and received advice from an independent adviser?

3. If receiving independent advice is voluntary, should potential borrowers who have not sought this advice be required to sign a waiver to that effect?

4. Who should provide this advice for HEC schemes? Please select one or more option.
· Lawyers

· Financial planners

· Counsellors

· Accountants

· Not sure

· Other (please state)

5.
Are the costs of independent legal or financial advice likely to deter participation in these schemes?

No-negative equity

Negative equity is where the lending, including accumulated interest, exceeds the current value of the house. Many HEC schemes contain a “no-negative equity” guarantee to ensure that no matter how long a borrower lives, their liability for the accumulated loan and interest cannot exceed their property's value, or sale price, or an agreed minimum percentage of it.

A no-negative equity guarantee is a form of insurance similar to a repayment waiver which is used in some other credit products. A no-negative equity guarantee will potentially add to the cost of the HEC product.

Questions

6.
Should a “no-negative equity” guarantee be made compulsory for all HEC schemes? 

7.
If a “no-negative equity” guarantee is not compulsory, should consideration be given to alternative measures to ensure users of HEC loans do not end up owing more than they own?

Breach of terms and conditions by borrowers

An issue that needs to be considered is what happens when the borrower breaches a term or condition of the contract. For example, a potential problem for HEC lenders is that older borrowers may experience diminishing personal interest and energy for keeping a property maintained. This can have a negative impact on the property’s value and consequently, on the lender’s security. That impact is likely to increase when the need for periodic maintenance is required over an extended period. 

There is a risk for the borrower that their HEC lender may insist upon expensive maintenance to the home and put pressure on them to borrow more of their equity to pay for the maintenance. This situation may put the borrower in financial difficulty and may mean that they cannot draw more funds later, when they are needed. This could create room for disagreement between the borrower and the lender about the acceptable standard of maintenance for the home. 

The standard HEC loan documentation can be expected to contain adequate protection for lenders against non-compliance by borrowers, and adequate protection for borrowers against unrealistic demands of lenders. It may be necessary, for example, for lenders to have special provision within loans, to cover the costs of maintaining a property where the owner is no longer able to do so themselves. This might be preferable to the usual mortgagee sale process where the conditions of a loan have been breached. 

Questions

8.
How can the best interests of borrowers be protected when a breach of the terms and conditions of the contract occurs? 

9.
Should there be guidelines for a maintenance standard which properties, subject to a HEC loan, are required to meet?

10.
Should property maintenance requirements be part of the initial disclosure?

Protection of spouses' and partners' residency rights

HEC schemes commonly provide that the mortgaged home does not have to be sold while either spouse or partner continues to live there. Whether or not this should be a requirement of a code will be a very important issue for many older couples. Particular aspects will be the definition of spouse or partner and whether any protections provided for should be extended to marriages, civil unions or de facto relationships entered into after the HEC agreement was completed. This aspect needs to be considered in the context that some protections are available to spouses and partners under the Property (Relationships) Act 1976.

Questions

11.
Should spouses or partners of borrowers, who are not the property owner, be afforded the same level of protection for their occupancy as the borrower?

12.
Should any protection be extended to spouses or partners who entered into a relationship after the loan has been taken out?

Disclosure 

Disclosure is the process whereby a lender describes all the appropriate information and financial implications to enable a consumer to make an informed decision about taking out a loan. Careful consideration needs to be given to exactly what early information should be disclosed to consumers by HEC providers in addition to the general disclosure requirements of the Credit Contracts and Consumer Finance Act 2003. 

The quality of the disclosure will be most important. The financial complexities of HEC contracts make it likely that detailed extra disclosures, or specified disclosures, will be required. These could address aspects such as changes in circumstances, particularly the effect on income tested government assistance, and the provisions applying when a party to the contract defaults on their obligations. Consideration also needs to be given to changing market circumstances, for example, future changes to interest rates and property values. 

The implications of terms and conditions can be hidden in complicated language used in explanations. Often the clearest way to explain the operation of a financial product, and how accumulated interest charges and future changes in property values will affect it, is to provide an example. This could be in the form of a mortgage calculator, which would be an effective way of demonstrating the terms and conditions for various different options over time.

An agent’s checklist may assist in the identification of situations where an agent would be required to advise the potential borrower to obtain specific independent advice on their individual circumstances. This checklist is likely to include things such as alternative options to home equity conversion, the financial risks involved with home equity conversion, the effect of taking up the loan on supplementary government assistance such as disability allowance or rest home subsidy which is income or asset tested, or any other specialist advice which may be required. 

Questions

13.
Should the HEC documentation illustrate the potential financial position of the borrower five, ten and fifteen years after taking up the loan?

14.
Should there be a standard disclosure template applying to all HEC schemes?

15.
If so, what should a disclosure template include?

16.
Should subsequent disclosure be required to outline possible consequences if a HEC borrower takes up further loan amounts against the equity in the home? 

17.
Should information about HEC schemes include the potential effects on entitlements to benefits or supplementary assistance when equity is released as an income stream rather than as capital?  

Cooling off period

Under the Credit Contracts and Consumer Finance Act 2003 there is a general right to cancel credit contracts within three working days after legally-required disclosures are properly made, or at any time if such disclosures have not been made. Currently those taking up a HEC scheme have this same three day right to cancel their contract. 

In a not dissimilar situation involving older people, under the Retirement Villages Act 2003 people can cancel an occupation right agreement within 15 working days of signing it. As HEC loan contracts are complicated, borrowers may wish to consult with their financial advisors and with their families. A longer cooling off period may be necessary.

Question

18.
Should there be a cooling off period and, if so, how long should the standard cooling off period be for HEC schemes?

Sales through financial agents and advisers

The recent report of the Ministry of Economic Development’s Task Force on the Regulation of Financial Intermediaries has recommended a co-regulatory model which uses industry led standards backed by legislation.4 The model involves the establishment of standards, registration, disputes resolution and enforcement. The extent to which financial intermediaries, such as financial advisers and mortgage brokers, are knowledgeable about HEC schemes and able to market HEC products needs to be explored. Some scheme providers require their financial advisors to be trained in the specific details of HEC products and their financial implications.

Questions

19.
Are there particular constraints or requirements needed for financial agents and advisers selling HEC schemes?

20.
Should disclosure of commissions or brokerage payments to financial agents and advisers be a requirement?

21.
Should financial advisors and agents have specific training before they can act as   an agent selling HEC products?

Relationship to other financial products

A HEC provider may sell other financial products in conjunction with a HEC scheme, for example, life insurance. It will be important to ensure that older people are not pressured, or required to purchase any other financial product on unreasonable terms from the HEC provider. Borrowers could be disadvantaged if they are pressured to use the funds from a HEC scheme to invest in another financial product from the same vendor. 

Questions

22.
Should any protections be put in place to ensure that undue pressure is not placed on consumers to purchase other financial or insurance products and services?

23.
Should there be any restriction on the provision of unreasonably related financial products?

Advertising

This section considers the controls that should be placed over the advertising of HEC products. The Advertising Standards Authority’s advertising codes of practice address principles and rules. The Fair Trading Act 1986 contains useful general provisions that prohibit misleading and deceptive conduct and the making of false or misleading representations of services. Advertising standards under the Securities Act 1978 and Securities Regulations 1983 ensure more precise adherence to advertising standards that relate to the regulation of securities.

Question

24.
Are there particular requirements or standards needed for advertising HEC schemes?

Issues identified in international literature RE: families
Whilst the decision to take up a HEC scheme is for the borrower to make, this section draws attention to some of the issues raised in international literature regarding family members. 
Difficulties can arise within families when they only become aware that a HEC mortgage exists on an older family member’s property, and requires repayment when that family member dies. Some family members may not know that liabilities have been incurred and consequently the inheritance reduced. There are two important issues to be considered here, a borrower’s rights to confidentiality and privacy, and the family’s expectation of an inheritance. 

25.
Please write any comments you may have on this issue.

Protection for borrowers

There is a risk that self-interested family members, or others, may put pressure on older people to take up a HEC scheme, in which case the money might be used for purposes which are contrary to the best interests of the older borrower. There may also be a risk if family members discourage older people from taking up such schemes for self-interested purposes.

Question

26.
Are there any steps that could be taken to protect potential borrowers who are being pressured into taking up or not taking up HEC loans by family members or others? 
Transferability of loans to new homes or to a retirement village

Borrowers may wish to move to another owner-occupied home as they advance in age and an HEC scheme may constrain the older person from moving to more suitable accommodation. Borrowers may also need to consider how the HEC loan could affect any later wish to move to more suitable accommodation such as a retirement village unit which has a licence to occupy agreement. Extra costs may be passed onto consumers by HEC providers where they offer consumers the option to have transferability conditions included in their HEC scheme. 

Question

27.
Should borrowers have the ability to transfer their full equity, including HEC charge, to a new home or an owner-occupied retirement village unit?

Dispute resolution, sanctions and redress

Complaints and disputes processes are significant issues for all insurance and financial schemes. Clearly a process for receiving, investigating and resolving complaints will be essential for HEC schemes. 

 There are different models of resolving disputes that could be applied. 

· There could be a special voluntary or statutory disputes-resolution body that has power to consider and make binding decisions on HEC consumer complaints.

· There might be a requirement for HEC contracts to include arbitration and mediation clauses.

· A simpler option would be leaving consumers to rely on their general legal rights and to litigate any complaints or disputes. 

The Ministry of Economic Development’s Review of Financial Products and Providers is considering processes for addressing complaints and resolving disputes involving financial products.5 An issue with the establishment and enforcement of standards in HEC schemes is whether a specific regulatory authority should be created, or whether these schemes should be regulated on a similar basis as other financial products and providers.

The extent and availability of sanctions and penalties for breaches of HEC standards will have to reflect practices in other parts of the financial market.

Questions

28.
How should complaints and disputes be managed for HEC schemes? Please select one or more option.
· A special independent voluntary or statutory disputes-resolution body

· Arbitration and mediation

· Borrower to litigate any complaints or disputes 

· Not sure

· Other (please state)

29.
How should HEC scheme providers be sanctioned or penalised for breaches of standards?

30.
Should HEC schemes be regulated by a specific body responsible for the HEC code of practice and its enforcement?

Changes of ownership of schemes

Mergers and takeovers of financial institutions involved in providing HEC schemes could cause stress and confusion to borrowers. It will be important to ensure that HEC scheme providers keep older borrowers well informed about changing ownership processes. A precedent has been set under the Retirement Villages Act 2003, which requires the operator of a retirement village to inform residents promptly about any matter that might have a material impact upon their occupancy rights, services and facilities within the village, or charges levied. 

Question

31.
How should borrowers be informed of change in any matter that might have a material impact upon their occupancy rights, services and facilities under a HEC scheme?

· Via a new disclosure statement

· In writing

· Not sure

· Other (please state)

Protection against provider default or insolvency

Annuities, where loans against equity are drawn down by the lender making payments at regular intervals, are not yet a common option for New Zealand HEC schemes but might grow in popularity. The stability of the ownership and financing of schemes is of greater importance for annuities, although the risks to the borrower are limited to their loss of regular payments. Reversion schemes, where the ownership of the property has moved to a third party, reflect greater risk to borrowers. Options for closing off these risks may include insurance against default, or insolvency, by the provider. 

Question

32.
Where home ownership is transferred to a third party or where a person has drawn funds down as an annuity, should scheme insurance be optional or mandatory for HEC providers of reversion schemes?

Specific HEC regulation

If there is a need for regulation of HEC schemes, this could take a number of forms.

· A voluntary industry code of practice.

· A government-led code of practice, for example best practice standards. This option could also involve government endorsement of HEC schemes which comply with the standards.

· Greater coverage of HEC schemes within the Credit Contracts and Consumer Finance Act 2003, such as additional requirements for HEC schemes over and above those required of other credit products.

· Stand alone legislation for the regulation of HEC schemes. 

As an alternative, or complementary to regulation, better consumer education will help consumers make choices which are better suited to their own circumstances. This could help address some of the problems experienced by consumers of HEC schemes. For example, the Retirement Commission publishes information about HEC schemes on www.sorted.org.nz
Registration and regulation of HEC providers could assist in identifying and monitoring HEC schemes but it is likely that there could be some compliance costs incurred in registration which will be passed on to consumers.

Questions

33. 
If regulation is needed, what form should it take?  Please select one option.

· A voluntary industry code of practice.

· A government-led code of practice, for example best practice standards. This option could also involve government endorsement of HEC schemes which comply with the standards.

· Greater coverage of HEC schemes within the Credit Contracts and Consumer Finance Act 2003, such as additional requirements for HEC schemes over and above those required of other credit products.

· Stand alone legislation for the regulation of HEC schemes. 

· Other (please state)

34. 

Should there be a requirement for providers of HEC schemes to be registered?  

Consumer information

As HEC schemes are relatively new to the New Zealand market, there may be a need for a consumer information programme on the benefits and risks of HEC loans.
35. 
To what extent and in what form should a consumer information programme be developed to inform the public about HEC schemes? 

36.
Who should provide information on HEC schemes or other options to release equity?

37.
Any additional comments, questions or issues? 

Conclusion

Many of the areas discussed in this paper are likely to form part of a disclosure process and documentation discussed with and provided to a borrower when they take up a HEC scheme. 

Please be assured that responses given in submissions will be kept confidential.

We would like to thank you for engaging in this discussion and appreciate the time you are taking to consider and answer these questions. 

Appendix One 

Overseas approaches to regulating HEC schemes

United Kingdom

In 1991 the main UK providers of HEC finance formed a specific group to set up a voluntary code of practice for their schemes to counter adverse publicity about some serious failures of certain HEC schemes. This self-regulatory code was called Safe Home Income Plans (SHIP).

SHIP Code of Practice - www.ship-ltd.org

The members of SHIP agreed to provide a fair, simple and complete presentation of their plans. The benefits, obligations, variables and limitations were clearly set out in their literature, including all costs to the applicant on taking up a loan, the position for the borrower on moving house, any tax implications and the effect of increases or decreases in house values.

The code specified that a client's legal work would always be completed by his or her chosen solicitor, who would provide full details of the benefits the client would receive prior to the completion of the plan. The solicitor would be required to sign a certificate to the effect that the scheme has been explained to the client. 

The SHIP certificate would clearly state the main cost to the householder's assets and estate, and how the amount of the loan would change over time or whether part or all of the property is being sold.

All SHIP plans would carry a "no negative” equity guarantee that means the borrower will never owe more than the value of their home.

Regulation of the UK market

Since October 2004, as a result of growth in the use of HEC schemes and a difficult market, regulation of HEC schemes has been undertaken by the Financial Services Authority (FSA) because the schemes fall within the definition of a regulated mortgage contract. Currently, a change in legislation is being pursued that will also bring reversion mortgages within the ambit of the FSA.

The FSA also operates a compensation scheme funded by providers that offers compensation up to a maximum for borrowers of schemes that have become insolvent.

United States

In the United States, the Federal and State governments are to some degree involved with HEC schemes as providers and as mortgage guarantors. Efforts have been made to encourage the development of HEC schemes. Federally backed schemes also require:

· mandatory counselling (federally funded)

· the borrower must be at least 62 years old and own their home and live in it 

· the home must be mortgage free or able to become mortgage free with the HEC loan.

General consumer protection is provided under the Truth in Lending Act which requires:

· specific disclosures of credit terms to the borrower

· disclosure of charges including percentage interest terms

· that the disclosures be available to the borrower before the loan is agreed.

A Bill to improve consumer protections in respect of mortgage transactions was introduced to Congress in June 2005. Some states also address HEC issues. 

A mandatory standardised illustration calculation that enables potential consumers to compare competing plans in a sensible way was introduced in 1994. In addition, provider organisations, the National Reverse Mortgage Lenders Association (NRMLA), have developed a code of practice which urges good governance and is not dissimilar to the UK’s SHIP scheme but does not have the “no negative” equity guarantee.

NRMLA Code of Conduct - www.nrmlaonline.org

Members of the NRMLA are mindful that the soundness, usefulness, prosperity, and future of the industry depend upon the honour and integrity of all persons engaged in the business. Each member of the association agrees to observe and maintain the following standards of conduct in dealing with the senior community and their families:

· Treat all clients with respect and dignity. 

· Protect the client’s privacy and confidentiality and not distribute personal financial information to any third party without permission from the client. 

· Encourage clients to discuss the loan transaction with family members and/or other trusted advisors. 

· Inform clients at no charge about all of the member’s reverse mortgage programs and assist each client to determine the program most suitable for his or her needs. 

· When estimating potential reverse mortgage benefits, clearly and accurately identify all costs. 

· Take reasonable steps to check out the background and procedures of third parties before accepting referrals of business from them, and refuse to accept referrals from those that are found unacceptable. Members shall disclose to clients any third party with a financial interest in the reverse mortgage transaction. 

· Not imply to a borrower that he or she is obligated to purchase any other product or service offered by the member or any other company in order to obtain a reverse mortgage. 

· Pay all loan proceeds directly to the borrower, except to retire existing debt, pay a contractor from the borrower’s repair set-aside account, or pay property taxes or hazard insurance premiums from the borrower’s set-aside account for taxes and insurance. 

· Employ individuals who have passed a background check and are found to be of good moral character. 

· Report any suspected violations of the Code of Conduct to the NRMLA, and cooperate with all their investigations. 

· Make a good-faith effort to resolve concerns received from clients about a reverse mortgage transaction. 

· In all of their loan origination arrangements, comply (with the advice of qualified counsel as appropriate) with all applicable regulatory requirements including:

 (i) provisions of the federal Real Estate Settlement Procedures Act barring referral fees

 (ii) state mortgage regulatory provisions requiring licensing by loan originators, if applicable

(iii) with respect to FHA-insured HECM reverse mortgage loans, FHA provisions requiring licensing and restricting employment arrangements.

Australia

Like older people in New Zealand, older Australians have been slow to embrace home equity release schemes although there has been significant growth in the market in recent years as HEC schemes have become more widely accepted.

There are no federal or state provisions that regulate the HEC market. The Australian Securities and Investments Commission (ASIC) recently released a report into home equity release products that provided advice to potential consumers and committed ASIC to promoting industry best practice and reducing risks for consumers.6
A number of Australian financial institutions formed an organisation called the Senior Australians Equity Release Association of Lenders (SEQUAL) in 2005 to develop a voluntary code for its members.

SEQUAL Code of Conduct - www.sequal.com.au

Each Member of SEQUAL agrees its equity release product(s) will adhere to, and be measured against the following Code of Conduct in dealing with Senior Australians their families and advisers. As a minimum, Members of SEQUAL shall:

· Treat all borrowers with dignity and respect.

· Participate in an ASIC approved External Dispute Resolution Scheme.

· Ensure that all products carry a clear and transparent “no negative equity” or “non-recourse” guarantee. That is, the Borrower(s) will never owe more than the net realisable value of their property, provided the terms and conditions of the loan have been met.

· Strongly encourage Borrower(s) to discuss the transaction with family members and to seek independent financial advice from a qualified financial adviser.

· Strongly encourage Borrower(s) to discuss the transaction with Centrelink to ensure they fully understand the impact, if any, on their Centrelink entitlements.

· Ensure that the Borrower(s) obtains independent legal advice performed by the solicitor of their choice. Prior to the completion of the transaction, the Borrower(s) or their solicitor will be provided with full details of the benefits the Borrower(s) will receive, and the obligations they are entering into.

· Clearly and accurately identify all costs to the Borrower(s) that are associated with the transaction.

· Not assert or imply to a Borrower(s) that the Borrower(s) is obligated to purchase any other product or service offered by the Member or any other company in order to enter into an equity release product.

· Provide in writing, a fair and complete package of equity release documents, covering the benefits and obligations of the product. This will include making available to the Borrower(s) and their advisers a tool illustrating the potential effect of future house values, interest rates and the capitalisation of interest on the loan. 

· Ensure that all loans are written under the Uniform Consumer Credit Code (UCCC), irrespective of the use of proceeds from the loan. All Members will comply with the Privacy Act, Trade Practices Act any other relevant Code or Regulation at law.

Canada

In Canada the reverse mortgage market is considered to be immature but high growth is expected driven by an ageing population, high levels of home ownership, and rising property values. 

While federal laws establish consumer rights and address issues such as disclosure in general terms, they do not address the home equity conversion market specifically. 

In 2001, the state of Manitoba amended its legislation governing general mortgages by adding a new part to specifically address reverse mortgages. That new legislation requires disclosure of terms and conditions in a standard form, receipt of disclosure documentation to be signed for and witnessed by a lawyer and a seven day cooling off period to allow the prospective borrower to change his or her mind. The Manitoba legislation also encourages borrowers to get independent legal and financial advice and encourages consultation with family and advisers. Complaints are handled by Manitoba’s Consumers’ Bureau which can mediate or prosecute as appropriate.

A recent report on reverse mortgages in British Columbia by the Canadian Centre for Elder Law Studies and the British Columbia Law Institute recommended that British Columbia enact legislation that will specifically address reverse mortgages using the Manitoba legislation as a model.7
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