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mortgages – the case for restraint 
why the FSA proposals make sense 

 

� The FSA is quite right to seek much tighter mortgage issuance criteria in 

the United Kingdom. Lax lending practices were a key part of an ‘anything goes’ 

culture which fuelled an illusory boom in the UK economy. Over the last decade, 

consumers, businesses and government alike have acted like credit junkies. The 

FSA proposals represent part of a much-needed return to sustainable reality.   

 

The Council of Mortgage Lenders (CML) has criticised plans by the Financial Services Authority 

(FSA) to impose much tighter rules on mortgage issuance, saying, emotively, that the regulator’s 

plans would “sacrifice far too many borrowers”. We believe that, far from backing down on its 

proposals, the FSA could usefully go further. This note explains why. 

In a number of recent research notes, we have criticised the profligate spending behaviour of the 

Blair-Brown administration which, we calculate, created Britain’s unsustainable deficit by 

increasing public expenditures by more than 50%, in real terms, between 2000 and 2010. But 

our critical stance argues that past spending profligacy was the subsidiary, rather than the 

prime, mistake made by the former government. Far from being ‘too socialist’ in their fiscal 

policies, Tony Blair’s and Gordon Brown’s greatest single error was that they tried to ‘out-Tory 

the Conservatives’ on financial deregulation.  

As lending criteria were relaxed and “light touch” regulation mutated into blithe negligence, 

British consumers were bombarded with loan offers. Since the domestic savings ratio collapsed 

just as borrowing escalated, the UK racked up huge external debts, which now stand at close to 

$150,000 for each man, woman and child in Britain, a figure far higher than those for the United 

States ($44,000) or even Spain ($59,000). The greatest single need, going forward, is for Britain 

to break its addiction to using foreign borrowings to live beyond its collective means. 

The new government is addressing the unsustainable escalation of its own part of Britain’s debt 

mountain through a combination of tax increases and spending reductions.  But each piece of 

the UK debt equation needs to be tackled.  

Fiscal policy needs to change to swing the centre of gravity of business financing back away 

from debt and towards equity. The taxpayer guarantee needs to be restricted to retail banking 

and withdrawn from speculative capital market activities. The rules governing consumer lending 

need to be tightened (very drastically, we believe). But it is at least arguable that nowhere is 

tighter regulation needed more than in the mortgage market. 

 

 



page  

strategy notes | issue fourteen 

2

“Britain is over-borrowed to a very dangerous extent, and what is required is a 

managed return to normality.  This is where the FSA’s proposals fit, and their plans 

make perfect sense”.   

  

 

In the halcyon days of what is sometimes called “Captain Mainwaring banking”, lenders tended 

to work to certain quasi-formal guidelines where mortgage lending was concerned. First, lenders 

required a solid deposit, typically of at least 10% of the purchase price. Second, they would not 

usually lend more than 3.5x the gross income of an individual, or 3x the combined incomes of a 

couple. Third, they required reasonable verification both of income and of the valuation of the 

property. Lastly, they backstopped these procedures by assessing affordability in the context of 

the borrower’s existing outgoings. All of this was perfectly reasonable and prudent. 

From the 1990s, however, these sensible and informal regulations were successively thrown out 

of the window. Income multiples expanded rapidly, and self-certification became commonplace. 

Far from requiring a deposit, lenders were often prepared to advance more than the value of the 

property. At the same time, and because of a tragically misguided monetary policy remit which 

wholly ignored the very concept of asset price inflation, the Bank of England was powerless to 

lance the property bubble by raising rates. The result was a predictable spike in property prices, 

and a culture of house-buying frenzy.      

Welcome to the chocolate factory   

It is critical to note that the effects of the mortgage free-for-all were by no means limited to the 

property market, but spilled over extremely damagingly into the ‘real’ economy, for two main 

reasons. The first of these was the ‘bubble effect’, and the second was ‘notional value’. Both 

concepts need to be borne very firmly in mind. 

The bubble effect was pretty straightforward. As property prices rose, the housing market 

injected a huge spurt of activity into property-related trades, ranging from building at one end of 

the spectrum to legal services at the other. Builders’ merchants, furnishers, white goods 

suppliers, electricians, plumbers…..the list of artificially-boosted sectors is extensive. Meanwhile, 

of course, both estate agents and mortgage lenders made hay as the sun appeared to shine. 

This housing-driven bubble was essentially artificial, in that its foundation was escalating debt, 

almost all of it sourced from overseas. Far from seeing this as the debt-fuelled bubble that it 

was, government congratulated itself on abolishing “boom and bust” and delivering the nirvana 

of inflation-free growth. Instead of recognising that this borrowed boost would shudder to a halt 

and then reverse, government spent up to (and far beyond) the fiscal gains which it delivered. 

Hence the deficit, and the imperative need for spending cuts. 

Like the ‘bubble effect’, ‘notional value’ was dangerously seductive. By ‘notional value’, we mean 

a paper valuation boost which can be mistaken for a real increase in wealth. If the value of a 

person’s home rises from, say, £100,000 to £200,000, that valuation, and the apparent profit that 

it contains, are examples of notional value. The individual can, of course, extract that value by 
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selling the property, but it is quite impossible for the whole of the national housing stock, or even 

a material part of it, to be monetised in this way.  

Property prices are just as capable of falling as of rising further, and the balance of risk becomes 

ever more unfavourable as property price benchmarks (such as the overall price-earnings ratio) 

become successively more stretched. In itself, ‘notional value’ isn’t harmful, but it can rapidly 

become so if it is mistaken for tangible wealth, and is extracted through borrowing. At this point, 

individuals can rapidly discover the truth of the axiom that, whilst asset values are variable, 

debts are immutable. 

Most homeowners, however, were blithely unaware of the fragility of the notional value of 

housing equity. Consequently, they tended to use their homes as cash-card machines (ATMs), 

either through equity release (which peaked at over £50 billion annually), or by burdening 

themselves with consumer debt based on false comfort underpinned by property equity. The 

house price boom, then, spiked a debt-fuelled borrowing-and-spending binge. It often seemed 

as if the adults had left the room and the children had been let loose in a chocolate factory. 

Thus far, homeowners have been spared the full implications of the reversal of the property 

bubble, mainly because policy rates have been reduced to almost zero as an economic stimulus 

measure. To those who advocate more Keynesian stimulus, our answer is that taking risks with 

interest rates could drive millions into penury by driving monthly mortgage payments sharply 

upwards whilst simultaneously opening up a chasm of negative equity. Britain is over-borrowed 

to a very dangerous extent, and what is required is a managed return to normality.  This is 

where the FSA’s proposals fit, and their plans make perfect sense.         

Managing a return to prudence 

According to the FSA, its new rules will “protect vulnerable customers”, to which could be added 

the sensible objectives of restricting national debt exposure, managing the risks that would be 

implicit in any future rises in interest rates, preventing future property-driven economic bubbles, 

and beginning a reversal of the ‘easy money’ credit culture. The FSA wants incomes to be 

verified, borrowers’ ability to service capital as well as interest to be assessed, and the overall 

circumstances of the borrower to be taken into account. It also wants interest rate risk to be 

factored in to the lending process. All of this seems perfectly sensible. 

Objecting to the FSA plans, the CML has claimed that these rules would have eliminated more 

than half of all of the mortgage lending which took place in the last four years. The FSA’s 

response to that should be “good”. At the 2007 lending peak, barely a third of mortgage 

advances were being used for home purchases, with the balance being divided between buy-to-

let (BTL) investment and equity release. By definition, those who would be denied mortgages 

under the proposed tighter rules would be the customers most exposed to interest rate or 

income stress. The FSA has said that “major failings” have taken place in the mortgage market 

in recent years, and that many customers have been spared the consequences of these 

mistakes only because of “historically low interest rates and house price inflation”, neither of 

which, the regulator warns, can “go on forever”. 

Criticising the FSA proposals, the CML said that many people would have been forced, by 

reduced loan availability, to buy properties that were smaller, less suitable for their needs, or 
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further from their place of work. This, of course, is disingenuous, because, if aggregate lending 

had been less expansive, the general level of house prices would not have risen so dramatically 

in the first place, and this would have improved affordability. 

Issues of national financial policy are often a complex mix of pros and cons, but the mortgage 

regulation debate is pretty straightforward. The FSA is quite right to seek greater prudence. To 

quote Corporal Jones, “don’t panic, Captain Mainwaring”.       
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