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Abstract

This article explores the role of law in the expansion of home
ownership and the protection from over-indebtedness through
mortgage loans. We will see that the access-dimension of law,
which deals with broadening financial inclusion of consumers into
financial markets, is more developed than its protective dimension,
which is to protect those consumers from over-indebtedness. A
case in point is the seminal Aziz case of the Court of Justice of
the European Union (CGJEU). It shows that financial inclusion
is a fallacious concept, if not accompanied by means to protect
from inherent risks. In the end, the goal of financial and social
inclusion and the democratization of credit is not achieved and
home ownership is put at risk. While emphasis of this article lies
on the EU legal framework, it concludes with a few comparative
remarks on Chilean law in order to answer the question: what
would have happened to Mohammed Aziz if he was Chilean?
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I. INTRODUCTION

In July 2007, Mohammed Aziz concluded a loan agreement secured by a
mortgage with a Spanish bank. It concerned an amount of EUR 138.000 to be
reimbursed in close to 400 instalments for a period of more than 30 years. Mr Aziz
had a fixed monthly income of EUR 1.341 and the monthly instalments amounted
to more than half of his monthly salary.! Mr. Aziz paid off the loan for ten months,
until he lost his job. After trying unsuccessfully to make Mr. Aziz continue to repay,
the bank instituted enforcement proceedings. In a judicial auction in July 2010, no
bid was made. The court consented to the vesting of that property at 50 per cent
of its value. Mr Aziz was evicted from his home and, a particularity in Spanish law,
remained liable for the payment of the outstanding credit amount.

*  University of Amsterdam, The Netherlands (irina.domurath@posteo.de). Article received on April
18, 2019 and accepted for publication on May 31, 2019.

1 CJEU, 14/03/2013, C-415/11 Mohamed Aziz v Caixa d’Estalvis de Catalunya, Tarragona @ Manresa
(Catalunyacaixa) (2013), ECLI:EU:C:2013:164; facts of the case in paras 18 — 31, and Opinion of
AG Kokottin C-415/11 (Aziz).
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This case, which has led to one of the most seminal judgments of the European
Court of Justice (CJEU) since the financial crisis of 2008, illustrates two connected
phenomena of our times: home ownership and financial inclusion. Nowadays, private
home ownership is probably one of the most widespread social institutions of modern
life. Since the ascent of human and political rights with the French Revolution,
private ownership of real property has been considered a pillar of individual
freedom.? Supported by the rise of finance, which enables increasing investment
into real property, taking on private debt for the acquisition of a home has become
commonplace. At the same time, the financial crisis of 2008 and cases such as the
one of Mr. Aziz have reminded us that private home ownership cannot be taken for
granted and is more often than not premised upon the repayment of mortgage credit.
The social repercussions of ‘failed home ownership’ can be hardly underrated.

This article explores the role of law in this development, with an emphasis of
the development in the last decades. It is based on the assumption that law affects the
expansion of mortgage credit. Similarly, against the backdrop of the financial crisis
of 2008, it is claimed that it must also provide for tools to protect mortgage borrowers
from over-indebtedness. I argue that the legal framework currently in place emphasizes
access to mortgage credit at the expense of protection from over-indebtedness.

The argument proceeds in two main steps. First, the article describes the
development of the political economy of home ownership and expansion of
mortgage credit and explains the fallacy of its basic assumptions (II). Second, it
examines in more detail the role of law in this development with a focus on the
rules in place in EU law (III), both regulatory and contract law (3.1). Here, we will
see that, while the EU legal framework clearly emphasizes the supply-side driven
access to mortgage credit for consumers (3.2), it neglects the protective elements
necessary to protect mortgage borrowers from over-indebtedness (3.3). The most
prominent causes for over-indebtedness — the lack of financial means and unforeseen
adverse events — are not taken into account in the design of the main legal provisions
concerning the supervision of financial markets, creditworthiness assessments
(CWAs), and the control of standard contracts. As a result, they cannot guarantee
private homeownership. This article ends with a few remarks comparing the EU legal
framework with the most pertinent Chilean rules, painting a differentiated picture of
mortgagor protection in Chile (IV).

II. THE POLITICAL ECONOMY OF HOME OWNERSHIP AND
MORTGAGE CREDIT

2.1 Retreat of the welfare states: the case of housing

In the last decades, states all over the world have retreated from the direct
provision of welfare to their citizens. Older populations and high unemployment
rates put pressure on public health and pension systems as well as social security

2 Tor a forceful rebuttal of this assumption, see MaTTEI (2014).
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budgets. With spreading neo-liberal ideas, states attempted to cut public budgets for
social policy retrenchment. Now we live in a political economy with underdeveloped
welfare states, in which governments rely more and more on means-tested benefits,
major transfers of responsibilities to the private sector, and changes in eligibility
rules.” Policies increasingly emphasize individual agency, for example with regard to
employment and job search as qualifications for unemployment benefits.

Broadly in line with the German-Austrian ordoliberal school of thought, the
state role in this privatization process lies in putting into place institutional and legal
regulations that free the market from distortions.* In this tradition, the Chicago School
advocates for minimal state interventions in markets.” In this view, state intervention
into markets must be reduced and former public-sector industries privatised and
subjected to market forces.® In order to legitimize the retrenchment of social policies,
governments persuade their voters that the losses inflicted on some of them can
still appear as an electorally attractive proposition.” To this end, they use economic
theory as a kind of ‘prop’ that helps them to convince voters that retrenchment in the
present will lead to future pay-offs.”

Finance is the “driver” of privatisation efforts.” Relying on financial markets,
governments provide financial resources to beneficiaries on the top of the social
pyramid and then sell them public assets in exchange for these resources, thus turning
public welfare into private wealth.'” The narrative is that accumulation of private
assets then creates pressure to find investment opportunities, offering relief for public
budgets while providing opportunities for private asset owners. The expansion of
credit is the major factor in the financialization of citizens."

Home ownership is a particular point in case. The developments of housing
sectors, varying in their details between states, have followed the same trend of
increasing privatization and commodification worldwide. While the US housing
sector was largely dominated by private home ownership, large-scale social housing

3 CASTLES el al. (2010).
Rosk (1999).

SIS

Most prominently advocated by FRIEDMAN (2002). The connection between the tightly connected
Austrian and Freiburg Schools is brought about by, not only but most prominently, Friedrich Hayek
who worked not only in Freiburg and Vienna, but also Chicago. He later also met Chilean dictator
Augusto Pinochet.

6  Furcher (2004), pp. 49-50.
7 PIERsON (1996), p. 242.

8  Classical economic choice theory and principal-agent theory are the most used, which both claim
that private companies operate more efficiently than publicly run companies, PARKER (1998), pp.
30-31. In this sense, economic theory is a powerful means to support the establishment of “fictional
expectations” with regard to a narrative of an imagined future, BECKERT (2016), BECKERT (2019).

9  HurrscHMID (2009).
10 Hurrscamip (2009), pp. 49, 53-54.
11 Cowmparato (2018).
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programmes coexisted alongside private home ownership in Europe.'? Especially
after World War II, more welfare-oriented public housing sectors developed in many
countries in Europe. In the 1970s, however, a converging trend started to unfold.
Notwithstanding national differences, European states incrementally reduced
involvement in their housing sectors, increasingly relying on market developments
led by financial institutions."” In order to promote private home ownership, states
adopted manifold measures encouraging access to financial resources from subsidies
to easier access to mortgage credit. Together with ownership subsidies, such as tax
deductions, interest-rate subsidies and low interest rates, easy access to mortgage
credit enabled individuals to access housing on privatised markets, thus not having to
rely on the government to provide them with (affordable) housing.

Now, private home ownership is considered a welfare goal'* and a substitute
for other state-provided welfare." Arguably, pensioners who own their own dwelling
need lower levels of state-provided pensions — as a consequence, states can decrease
their expenditure on old-age welfare.'® Moreover, home ownership plays a pivotal
role in income redistribution within the lifecycle of individuals,'” reducing the gap
between the average incomes of retired people and the average income of the total
population.'® Thus, private wealth is considered a tool of social protection where
governmental activity to mitigate inequality (provision of welfare) is scarce.'

The legal framework that enables the financialization of housing sectors must
focus on establishing a market environment in which financial innovation can thrive.
This means that it needs to allow for competition in order to allow the market entry
of new actors. Moreover, deregulation is needed for competitive actors to seek ever-
new financial products in order to attract customers. In the next section, we will
see how the market entry of new financial institutions and the development of new
financial vehicles, such as securitization, were crucial to allow the expansion of
mortgage credit both in the U.S. and Europe. At the same time, cases such as the
one of Mr. Aziz show that financial inclusion and the expansion of credit do not
necessarily lead to the fulfilment of individual social welfare.

12 Harrok (1995), p. 211.
13 EDGAR et al. (2002), p. 2; also: LOGEMANN (2012).
14 ConLey & GIFForD (2006), p. 58.

15 Conrey & GIrrorp (2006), p. 75, without, however, finding evidence for a conscious decision by the
state to promote home ownership over welfare programs.

16 ConLey & Grrrorp (2006), pp. 111

17 KEMENY (2004), p. 2; CasTLES (1998), p. 12 with further references.
18 CasTLEs (1998), p. 16.

19 ConLey & GIrrorp (2006), pp. 71-72.
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2.2 Fallacious expansion of credit

In Europe, the political narrative establishing private homeownership and the
expansion of credit as policy goals is framed as social inclusion through financial
inclusion.”” Once a consumer is included financially into the common market, the
consumer can purchase the goods and services needed for social inclusion. In the US,
it is the ‘democratization of credit’ that describes the strong growth of indebtedness
of low-income families and that it is to be encouraged as it is believed that the ensuing
growth of assets that do not only enhance individual welfare (housing, vehicles etc.),
but also promulgate the lack of state involvement in personal welfare fulfilment.?!
So on both sides of the Atlantic, states increasingly encouraged reliance on personal
credit and consumption for individual welfare. Hand in hand with the financialization
of the economy —that is, the accumulation of profits through financial channels
rather than trade and commodity production—** citizens are now expected to rely on
financial products such as insurances, consumer and mortgage credit, and financial
investment vehicles in order to make provision for their own welfare.

It 1s crucial to realize that the logic of the democratization of credit and
between financial and social inclusion can be fallacious. The expansion of credit
is not a sure path to social inclusion and prosperity, as we have seen in the case
of Mohammed Aziz. Mian and Sufi have described how the expansion of credit
actually means expansion into segments of society that were previously excluded from
credit because of high credit risk.” However, through the outsourcing of credit risk,
namely through securitization, banks could grant credit to individuals with impaired
repayment capacity without being left with the risk of possible default. In this system,
the expansion of credit inherently leads to the inclusion of people with impaired
repayment capacity into financial markets. This means that the expansion of credit
implies an erosion of lending standards.”* Even though in Europe securitization was
less widespread, there is evidence of eroding lending standards especially in the years
before the financial crisis.”” The erosion of lending standards serves the same purpose
as securitization: to expand credit to poorer houscholds.

The responsibilization of citizens for their own welfare not only implies that they
have to provide for their own welfare, but also that citizens are to shoulder the risks in
this self-provided welfare. However, those risks are unevenly distributed in financial

20 See ComPARATO (2015); ComparaTO & DoMURATH (2015);

21 Orson (2003): “one result of the ongoing financial-market changes [including deregulation, low
interest rates and increased competition] has been the democratization of credit ... . Notably, the
strongest growth in the proportion of families having any debt occurred in the lowest two quintiles
of income distribution.”, and: “the benefits that the democratization of credit have conveyed can ...
be seen by looking at the growth of consumers’ holding of non-monetary assets, including homes,
automobiles and business.”

22 KRIPPNER (2005), p. 174.

23 MiaN & Surt (2014).

24 ACEMOGLU et al. (2015), p. 567 with further references.
25 DOMURATH et al. (2014).
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systems. Whereas banks could securitize the credit risk away from the balance sheets,
borrowers could not. So, banks can outsource their risk through financial innovation
— as happened before the financial crisis through securitization® —, borrowers have
to endure the enforcement of their mortgage contracts and, oftentimes, are evicted
from their homes. Furthermore, many banks have received, often multiple, bailouts,
whereas individual borrowers hardly have access to debt forgiveness.”’ In the end,
it is the mortgagor, the homeowner, who must absorb the whole loss of a possible
drop in housing prices, whereas the mortgagee is protected through remaining claims
against the borrower.?®

The rising aggregate credit risk is evidenced by the high over-indebtedness of
consumers and the rising default rates in the last decades,” correlating with higher
living costs, higher housing costs burdens, and higher rates of risk of poverty and
social exclusion.”” Among the main causes for over-indebtedness are the lack of
financial repayment capacity, so for example in high loan-to-value-ratio-loans and
low net worth of borrowers, and unforeseen events, such as unemployment, which
can interrupt the flow of income.?' As a consequence of the rise in over-indebtedness,
both the US and Europe have seen an unprecedented wave of evictions of defaulting
debtors from their homes in the aftermath of the financial crisis. In 2016, with 2,3
billion evictions requests in the U.S., Mark Desmond believes that the U.S. is witnessing
an “eviction crisis”.* In Europe, Spain was especially affected: until 2015, more than
half a million people have been evicted.” But all over Europe, states were struggling
to cope with defaulting debtors and to respond to the entailing social crisis in terms
of rising poverty levels and homelessness. Many put in place moratoria on evictions
in order to avoid the deeper social repercussions involved in mass homelessness.**
This shows that the democratization of finance as termed in the US or financial
inclusion as termed in the EU does not necessarily lead to higher standards of living,
more welfare, or social inclusion.

ITII. THE ROLE OF LAW: TRUST IN FINANCIAL MARKETS

In this section, we will elaborate the role of law in these developments. It is
argued that law plays a twofold role, first, with regard to the expansion of credit and
advancing financial inclusion, and second, with regard to the protection of debtors

26 MiaN & Surr (2014), pp. 101 et seq.

27 Korczak (2009); for a cross-country analysis of access to personal insolvency proceedings, see
Rawmsay (2017).

28 This is the “harshness of debt”, Miax & Surr (2014), p 14.

29 DOMURATH et al. (2014).

30 Tor an overview, see DomuraTH (2017), pp. 60-61.

31 Tor an overview, see DOMURATH (2017), pp. 64 et subs.

32 'This data includes both homeowners and tenants, see www.evictionlab.org. Also DESMOND (2017).

33 Buck (2013); INE (2014).

34 Confer the case studies in DOMURATH ¢t al. (2014).
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from over-indebtedness. In both dimensions, law acts a tool to generate trust of
all financial actors, including homeowners and banks, in the financial system as a
mechanism of both profit-making and private welfare.

In order to increase reliance on private welfare, states needed to encourage
financial institutions and their citizens to engage in financial transactions. They must
Incentivize citizens to buy the goods and services they need on private markets for
their own welfare, wnfer alia through credit taking. The vast majority of individuals
rely on mortgage credit when purchasing an own home. Thus, states de-regulate or
flexibilize financial markets, arguably allowing for competition and innovation and
facilitate access to consumer and mortgage credit and other retail financial products.

The main concern underlying the incentivization of financial transactions is
the establishment of trust in markets. Confident actors, especially consumers, are
needed in the maintenance of a capitalist economic system.” As a consequence,
institutional safeguards are needed to create and maintain trust between the economic
actors, such as trust in the repayment of credit and trust in the stability of currencies
and markets.*® In the end, financial crises are crises of trust: in 2008, when the first
mortgagors started defaulting on their loans, their homes were liquidated as assets.
The ensuing downturn in the housing market affected the quality of the mortgage-
backed securities. The markets started doubting the values of the securities and the
solvency of the holding institutions.*

3.1 Market regulation and contract law

From a legal point of view, institutional safeguards for the creation of trust
are part of (macro) market regulation and (micro) contract law. Both contract law
and regulation are needed to create and sustain the actors’ trust and confidence
in markets.” In the field of mortgage credit, this means that governments bring
about a legal framework for financial markets, which emphasizes trust, stability,
and strong protection of property rights. In this way, states can use their regulatory
power to create demand for household debt by commercial banks.” According to the
economic narrative, trust in the stability of financial markets and the repayment of
credit encourage risk-taking necessary for the expansion of credit.

The importance of trustin the macro-structure of financial marketsis evidenced
by the regulatory responses after the financial crisis. For example, one regulatory
response of central banks to faltering trust of investors in markets —as always happens
in financial crises— is the injection of short-term liquidity into financial markets. Also
bank bailouts are needed to prevent the insolvency of the financial institution and

35 CroucH (2009).
36 BEckeRT (2013), pp. 331 et seq; BECKERT (2016).
37 Herowic (2009), p. 133.

38 BEckERT (2013); BECKERT (2016).

39 TrumsuLL (2012a); TRUMBULL (2012b).
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to preserve the trust in central banks as lenders of last resort. In the EU, in response
to the crisis, the European Central Bank (ECB) adjusted interest rates in order to
maintain trust in price stability, worked on restoring inter-bank trust by changing its
policies on lending and collateral, and purchased bonds.*” All this served to maintain
the trust in the stability of the financial system and even led to the establishment of
a Banking Union under the supervision of the ECB."

Contract law also plays a pivotal role in affecting access to financial markets,
including consumer and mortgage credit markets, because it lays down an institutional
structure that leads lenders to believe that the principle and interest owed under
the credit agreement will be repaid.* In this vein, all contract law starts from the
principle of pacta sunt servanda. Contracts are only concluded if the creditor can trust
in the fulfilment of the contract, or in case of default of the borrower, that she can
enforce the contract. This principle is of elevated importance in long-term contracts:
the longer the period of the contract the more insecurity regarding the contract’s
performance is involved for the creditor. In order to mitigate this insecurity, property
can be rendered as a security in case of default. The prospect of punishment of
defaulting debtors through enforcement of property rights is to discipline the debtor
towards compliance. This gives contract law a pivotal role in the expansion of credit.

At the same time, acknowledging the need for mechanisms that protect
consumers from the risks involved in financial inclusion if private home ownership is
to be effected, legal rules must be geared towards the protection of borrowers. To use
the language of the EU, we can argue that social inclusion through financial inclusion
is a paradox and that financial inclusion must necessarily include social protection.*
Therefore, we will now examine the main rules for the expansion of credit markets
and the protection of borrowers. Both roles of the law will be analysed in the following
two sections, before drawing possible implications for the Chilean context.

3.2 Access to markets: expansion of mortgage credit

In this section, we will have a closer look at the rules adopted by states to expand
access to mortgage credit. These rules can be divided into regulatory approaches that
deal with the legal framework for the operation of financial markets and contractual
approaches regarding the contract’s lenders conclude with borrowers. With regard to
the regulatory approach, we will first describe the more general developments, before
then looking in more detail into the legal framework of the EU concerning consumer
protection on financial markets. Emphasis will not be on prudential regulatory
oversight that is to ensure the stability of the financial system in general, but rather
the rules pertaining to the individual credit risk of borrowers.

40 For an overview, STARK (2009).

41 Single supervision, resolution of banks, and deposit guarantees are considered pivotal for financial
stability and trust in EU financial markets. For an overview of the pillars of the EU Banking Union,
see https://www.ebf.eu/priorities/banking-supervision/banking-union/.

42 BECKERT (2016), p. 129.
43 Also Mickuirz (2010).
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3.2.1 The regulation of financial markets

The U.S. was arguably the first country to push for the financialization of its
housing market. In response to the Great Depression and its decades-long decline
as an economic global power, the U.S. sought to re-gain its economic strength. It
needed to generate revenue with which to fund its trade deficit,** and establish a
global demand for debt denominated in highly rated US dollars.” It decided that the
national housing and lending industries and the purchasing of mortgages through
foreigners were to play a pivotal role in this regard.*® So, in order to incentivise
mortgage lending and expand mortgage credit markets, the 1934 Housing Act and
the creation of the Federal Housing Administration provided insurance to private
lenders for the loss on home rehabilitation loans and mortgages for new homes;
simultaneously, home-building subsidies and land-planning policies were put in place
that encouraged the expansion of developers’ and building companies’ activities."
The Federal National Mortgage Association (Freddie Mae), the Federal Home Loan
Mortgage Corporation (Freddie Mac), and the Government National Mortgage
Association (Ginnie Mae) introduced the standardised mortgage loan.* They bought
mortgages, packaged them and sold mortgage-backed securities on the open market,
providing guarantees for the promised payments of securities.” Securitisation was,
in fact, one of the key financial innovations underlying the integration of global
finance,” because it disconnected globalised mortgage markets from local housing
markets and their vulnerabilities to local risks.”" In this system, the emphasis lies
not on the profitability of granting credit to an individual consumer, but on the
profitability of the global circulation of pooled mortgages.

In the EU, even though many Member States had already participated in
pushing for financialization of housing, credit expansion became an integral part
of the establishment of the internal market in the 1990s. Here, the subprime
mortgage market was arguably much smaller and surely more diverse than in the
U.S. Nevertheless, mortgage lending was fostered by low interest rates, the growth
in housing prices, and increasing liberalisation and integration of EU financial
markets.”> Automated credit scoring through credit bureaus and the move to risk-
based pricing also contributed to an extension of credit. On EU level, the Consumer
Credit Directive 2008/48/EC (CCD),”® adopted just before the financial crisis,

44 Scawartz (2012), p. 60

45 MiaN & Surr (2014, p. 97

46 Scuwartz (2012), pp. 544

47 GorHam (2012), pp. 32-35.

48 AALBERs (2012), p. 10

49 HerLwic (2009), p. 146.

50 FLIGSTEIN & HABINEK (2014), p. 641.
51 MiaN & Sur (2014), pp. 95-96.

52 EuropeaN CoMMmIsSION (2005), point 5.
53 Directive 2008/48/EC of 2008.
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and the Mortgage Credit Directive 2014/17/EU (MCD),”* adopted after lengthy
negotiations seven years into the financial crisis, aim at creating a cross-border
internal market through the facilitation of available consumer and mortgage
credit.”® The EU Commission admits that the integration of EU mortgage markets
is “essentially supply-driven”, putting emphasis on the freedom of establishment of
mortgage suppliers in other Member States.”®

3.2.2 EU consumer law: Access to markets for confident consumers

Besides the (macro) regulatory expansion of mortgage markets, the EU also
establishes rules concerning (the micro dimension of) credit contracts. EU legislation
on mortgages pertains to the field of consumer law. Consumer legislation is largely
based on Articles 4 (2) lit. a) and 114 Treaty on the Functioning of the European
Union (TFEU),”” which deals with the establishment and functioning of the internal
market. And since the Zobacco Advertisement, in which the CJEU struck down a
proposed directive on the advertising of tobacco products due to its primary concern
with public health that could not be based on Article 114 TFEU, it is clear that
any legislation based on this article must have the genuine aim of improving the
conditions of the internal market; consumer protection can only be a side effect of
that legislation.” So, the EU acts whenever there is a danger of the obstruction of the
internal market and cross-border movement of goods, services, people, and capital.

Consumer law in the EU is driven by those considerations. In order to establish
a functioning internal market, the EU needs confident consumers. So, the normative
standard for protection in EU consumerlaw is the “reasonably circumspect” consumer.
Since the famous Mars-case,” consumers in the EU are supposed to be autonomous,
self-reliant, and well informed when shopping for goods and products on the internal
markets. They are considered and supposed to be rational actors. Only then will they
benefit from EU consumer protection rules.” So, the legal framework in consumer
law is geared towards protecting those reasonably circumspect consumers — this
consumer is the benchmark for the assessment of business dealings with consumers,
such as commercial practices and standard contracts.

54 Directive 2014/17/EU of 2014. The date for Member States to implement the MCD into their
national legal orders was 21 March 2016. By now, all of the EU Member States have implemented
the Directive, see ANDERSON & ARROYO AMAYUELAS (2018).

55 Preamble 4 CCD, Preamble 2 MCD.
56 EuropeaN ComwmissioN (2007), point 3.
57 'Treaty on the Functioning of the European Union of 2009, OJ C 326/47, 26.10.2012.

58 CJEU, 05/10/2000, C-376/98 Federal Republic of Germany v European Parliament and Council of the
European Union (2000), ECLI:EU:C:2000:54.

59 CJEU, 06/07/1995, C-470/93 Verein gegen Unwesen in Handel und Gewerbe Kiln ¢V v Mars GmbH (1995),
ECLLI:EU:C:1995:224, para 24.

60 This makes the “reasonably circumspect” consumer the normative standard in EU consumer law.
Tor a differentiated discussion, see WILHELMSSON (2004), INcARDONA & Ponciso (2007), DOMURATH
(2013); Mak (2013).
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In order to ensure that consumers can be reasonable circumspect and well-
informed, EU law imposes information obligations on the professionals and allows for
the control of unfair contract terms. The assumption here is that consumers are the
structurally weaker parties in contractual relationships with professionals. The CGJEU
has made it clear on several occasions that the weak position of consumers derives
from both their bargaining power and their level of knowledge.®" Thus, limitations to
the freedom of contract of both the “stronger” professional party and the consumer
as the “weaker” party are considered justified.”” In the field of financial consumer
protection, EU rules interfere with freedom of contract via the requirement to check
the repayment capacities of the borrower (creditworthiness assessment, CWA), and
through information requirements and the control of standard contract terms.

1. Creditworthiness assessment

The main tool for the lender to decide whether to enter into a loan agreement
with a prospective borrower is the assessment of individual financial capacities. In
fact, CWAs have long been an integral part of a bank’s retail operations.

The MCD dedicates a chapter to CWAs. Article 18(1) MCD states that the
lender shall be obliged to undertake a “thorough” CGWA, taking into appropriate
account the factors relevant “to verifying the prospect of the consumer to meet his
obligations under the credit agreement”. The CWA should focus on the consumer’s
ability to meet the contractual obligations (Preamble 55 and Article 18(1) MCD).
Since the CWA is often realised with the consultation of credit bureaus, which collect
and store data relating to the financial obligations and liabilities of the consumers,
Article 20 makes obligatory the non-discriminatory access to credit bureau databases
and to monitor the consumer’s compliance with the credit obligations over the life
of the credit agreement. Finally, Article 18(3) lit (a) MCD stipulates that the credit
shall only be made available to the consumer if the CWA indicates that the consumer
will be able to meet the financial obligations assumed under the credit agreement.
Since the CCD does not contain such a provision, we can assume that the inclusion
of these provisions in the MCD is influenced by the prevalence of overoptimistic
practices before the financial crisis.

Lenders have long developed expertise in screening and monitoring of
borrowers. Therefore, they are considered to eliminate some of the cognitive biases
of borrowers.”” They gather information on the payment history and consumer
borrowers’ accounts, organise and manage the information on the borrowers’
performance, and provide the credit industry with reports issued before the
underwriting of a loan agreement.®* So, CWAs allow lenders to have a more complete

61 TYor example in CGJEU, 09/11/2010, C-137/08 VB Peziigi Lizing it v Ferenc Schneider (2010),
ECLLEU:C:2010:659, paras 27, 46; CJEU 26/04/2012, C-472/10 Nemzeti Fogyasztévédebmi Hatdsdg
v Invitel Tavkizesi rt (Invitel) (2012), ECLI:EU:C:2012:242, para 33.

62 Honbius (2004), p. 246.
63 ATaMmrR (2011), p. 199.
64 FerrETTI (2010), p. 1.
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picture of an individual’s total debt exposure.” In addition, the credit bureaus that
are often used by lenders for their CWAs help lenders to reduce adverse selection and
detect overcommitted borrowers.”® Economic theory regards them as designed to
eliminate the information asymmetries that supposedly exist with regard to both the
borrower’s ability and willingness to repay the loan.” When undertaken diligently,
consumers who fall below a certain threshold in terms of income and wealth, with
insufficient financial capacity to repay the loan, will not obtain credit.

While it is evident that the objective of any CWA is to ensure that the loan
will be repaid, which is in the primary interest of the lender (risk minimisation), it is
debatable whether the CWA pursues a further goal. In the Crédit Lyonnais case, the
CJEU interpreted the aim of the CWA as to prevent consumers from the danger of
over-indebtedness and insolvency and to protect them from getting loans beyond their
financial capacities.”” Preamble 3 MCD states that the prevention of household over-
indebtedness forms part of the EU’s regulatory framework in the area of mortgage
credit. Also, the references in Preamble 55 and Article 18(3) MCD to the value of
the secured property can be interpreted as underlining that CWAs also protect the
consumer from the loss of the property acquired with the credit. However, we can
doubt that this is a proper goal in itself. Preamble 3 MCD considers the prevention of
over-indebtedness merely as a tool to restore consumer confidence after the financial
crisis. The narrative is that irresponsible lending practices have undermined the
foundations of the financial system as well as consumer confidence and that, therefore,
the EU should aim at preventing household over-indebtedness. So, the prevention of
over-indebtedness is instrumental for a bigger aim: to restore consumer confidence in
the internal market. Through better CWAs, consumers will have more confidence in
the internal market and engage in more cross-border transactions, thus the rationale.

ii. Information obligations

Upon the decision to grant credit to a prospective borrower, the bank will offer
a standard mortgage credit contract to the consumer. The MCD contains a long
catalogue of provisions relating to the supply of information for the conclusion of a
loan agreement. Here, the MCD follows the general EU law approach to consumer
law, which is based on fostering the internal market and ensuring transparency of
economic transactions.

Commercial transactions are to be transparent in order to foster deregulation
of the internal market because market liberalisation through competition is assumed
to allocate production factors in an optimum manner.”” Thus, the EU is to ensure

65 VANDONE (2009), p. 77.
66 Rona-Tas (2015).
67 For example: JaAPPELLI & Pacano (2002).

68 CJEU 27/03/2014, C-565/12 LCL Le Crédit Lyonnais SA v Fesih Kalhan (2014), ECLI:EU:C:2014:190,
paras 42 — 43. Thus, it has been claimed that the goal of responsible lending now also comprises the
financial stability of the consumer; see RoTT (2014 v).

69 LEuropeAN CoMMISSION (1993), points 2 and 5.
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the free flow and transparency of information, a stance held firmly since the seminal
Cassis ruling in which the CJEU stated that “greater transparency of commercial
transactions” could be achieved by providing suitable information to the consumer.”
With the help of the information provided, the confident consumer then can make
an informed choice about whether or not to buy the product in question. Thus, all of
EU consumer legislation includes a great amount of information requirements for
the professional, since it is assumed that traders know more than consumers about
the products and services they offer.

The MCD contains many articles imposing information requirements. Article
11 MCD deals with advertising as the first contact between lender and borrower.
Suppliers of mortgage credit must provide information of the borrowing rate, the
total amount of credit, the annual percentage of rate (APR), the duration of the
credit agreement, the total amount payable by the consumer, and the amount and
number of instalments. Furthermore, Article 14 MCD demands the provision of
personalised information without undue delay and in good time before the consumer
1s bound by the agreement. Even after the contract has been signed, Article 27 MCD
obliges the lender to inform the consumer about any changes in the borrowing
rate before that change enters into force. Since the MCD was adopted seven years
into the financial crisis, it goes partly beyond what is required in the CCD that was
adopted in 2008. Ior example, the information to be provided includes additional
information concerning mortgage credit agreements in foreign currencies, requiring
the calculation of a loss of 20 per cent of the value of the national currency of the
borrower relative to the credit currency.”!

In addition to the requirement to provide specific information about the credit
agreement, the EU legal framework also addresses the issue of the transparency
of information. Article 14(3) MCD introduces the requirement of providing pre-
contractual information in a standardised form, namely the European Standardized
Information Sheet (ESIS). Standardisation is to enable consumers to compare
different offers more easily. The MCD imposes not only information obligations
on the lender, but also the obligation to use accessible language when providing
that information to the consumer. For example, they demand that the lender
gives “adequate explanations” to the consumer on the proposed credit agreement
(Article 16 MCD). Hence, the ESIS contain simpler language (“This means ...”;
addressing the consumer directly in ‘you’-form) than the legal terms in the Directives,
acknowledging the difficulty consumers face in understanding financial and legal
language.”

Coupling the information requirements with intelligibility requirements, the
legal framework also addresses the difficulties consumers may have in understanding

70 CJEU 20/02/1979, C-120/78 Rewe XZentral v Bundesmonopolverwaltung fiir Branntwein (1979),
ECLI:EU:C:1983:202 (Cassis de Dijon).

71 See Point 3(3) and (4) ESIS, and the possibility of changing interest rates, Point 6(3) ESIS.
72 See Preamble 41 MCD
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the information provided. This is an especially big problem in the case of financial
services.”” Cooncerning the inability to evaluate the consequences of indebtedness, the
MCD puts obligations on both the lender and the borrower with a view to achieving
responsible lending and borrowing practices. Addressing, albeit incidentally, the
consumer’s inability to evaluate the consequences of indebtedness, the MCD foresees
certain warnings to the consumer. Here, the MCD imposes the obligation on the
lender to warn the borrower against the possible consequences of non-compliance
with the financial commitment under the credit agreement (Article 13(1) lit (n)).
Because of the minimum harmonisation character of the MCD, Member States can
introduce further warning requirements.”*

All these provisions are clearly geared towards striking a balance between
complete and understandable information that should be provided to the consumer
in order to make accessible the European internal mortgage market.

ii1. Fairness control of contracts

Providing the consumer with all kinds of information, irrespective of its
accessibility for the average reasonably circumspect consumer, can only be one part
of the legal framework on mortgages. From the viewpoint of fostering the internal
market, it must be taken into account that the consumer is not always able to use the
provided information in a way that fosters competition. As a consequence of either
a monopoly of the professional or because all competitors use the same clauses,
consumers in need of goods and services are not in a position to shop around for
better quality or different contract terms. So, the bargaining power of consumers is
usually inhibited because of the use of standardised contracts that are presented to
consumers on a take-it-or-leave-it basis. This deprives them — the weaker party — of
their freedom of contract.”

This problem is addressed in EU law by the Unfair Contract Terms Directive
93/13/EEC (UCTD).”® Its proclaimed goal is to facilitate the establishment of the
internal market through the abolishment of unfair terms from standard consumer
contracts which stand in the way of the consumer being able to shop around for goods
and services in different Member States with different contract law rules (Preambles
4-6 UCTD). It aims at enabling consumers to trust that the contracts they enter into
everywhere in the EU do not contain unfair terms, which they cannot understand due
to language or identify due to a lack of knowledge of diverse national legal orders.

Article 3 (1) UCTD stipulates the requirement for “‘unfairness’: “A contractual
term which has not been individually negotiated shall be regarded as unfair if, contrary
to the requirement of good faith, it causes a significant imbalance in the parties’ rights
and obligations arising under the contract, to the detriment of the consumer.”

73 See for example: ATAMER (2011); CARTWRIGHT (2012); ECCG PLENARY (2013), p. 14.
74 See Preamble 43 MCD

75 KESSLER (1943).

76 Council Directive 93/13/EEC of 1993.
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The Annex to the UCTD contains a non-exhaustive list of clauses that are
considered prima_facie unfair.

Article 4 UCTD lays down the method to be used to assess the fairness of a term:

1. Without prejudice to Article 7, the unfairness of a contractual term
shall be assessed, taking into account the nature of the goods or services
for which the contract was concluded and by referring, at the time
of conclusion of the contract, to all the circumstances attending the
conclusion of the contract and to all the other terms of the contract or
of another contract on which it is dependent.

2. Assessment of the unfair nature of the terms shall relate neither to
the definition of the main subject matter of the contract nor to the
adequacy of the price and remuneration, on the one hand, as against
the services or goods supplies in exchange, on the other, in so far as
these terms are in plain intelligible language.

While the assessment of unfairness in the precise cases is left to the national
courts,”” an outflow of the principle of the procedural autonomy of the Member
States, it is settled case law of the CJEU that the national courts must assess ex officio
the fairness of contractual terms.”® Once a term is found unfair, Member States must
make sure that their legal frameworks ensure that the term is not 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” (Article 6 (1)
UCTD). Article 7 (1) UCTD lays down the obligation for Member States to ensure
the existence of adequate and effective means to prevent the continued use of unfair
terms in consumer contracts.

The UCTD has been very much in the focus of jurisprudence of the CJEU in
the last decade. As we will see in more detail in the next section, the CJEU has used
the UC'TD in order to connect enforcement with declaratory proceedings. Ior now,
we only need to bear in mind that the UCTD is considered key in establishment of
the internal market. It aims at facilitating access to the internal market for consumers
because with its aim of banning unfair contract terms it aims at lifting the burden of
having to navigate an unknown legal system in another Member State.

3.3 Protection of mortgagors from default

Now, we turn to the extent to which the examined tools for the expansion of
markets take into account or are supplemented with protective mechanisms that can
help to prevent the two main causes of default: lack of financial means (high loan-to-

77 Nevertheless, the CJEU has given substantial guidance as to what kind of clauses it would deem
unfair. Some of the respective case law is mentioned below.

78 CJEU 27/06/2000, in Joined Cases Océano Grupo Editorial SA v Rocié Murciano Quintero (C-240/98)
y Salvat Editores SA v José M. Sanchez Alcon Prades (C-241/98), José Luis Copano Badillo (C-242/98),
Mohammed Berroane (C-243/98) y Emilo Vifias Felw (C-244/98) (2000), para 26; also CJEU
03/06/2009, C-243/08 Pannon GSM it v Erz’ebet Sustikn’e Gy’orfi, (2009), ECLI:EU:C:2009:350,
para 24; CJEU 21/11/2002, C-473/00 Cofidis SA v Fean-Luois Fredout (2002), ECLL:EU:C:2002:705.
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value-ratio and low net-worth) and unforeseen adverse events that directly affect the
financial capacities of the borrower.

3.3.1 The role of the European Central Bank

The prevention of over-indebtedness of consumers is a field of law that
cuts across regulatory and private law approaches. Besides a lack of initial means,
the repayment capacity of consumers is affected by the larger macro-economic
situation, since macroeconomic shocks can, for example, lead to unemployment or
a rise in interest rates. The stability of the larger financial systems is also affected
by irresponsible lending practices. If over-indebtedness is a serious concern for
legislators, it must be tackled through both regulatory and contract law.

However, regulatory oversight in the EU is not concerned with the protection of
debtors. Notwithstanding significant regulatory activity in the field of the supervision
of financial markets, regulatory oversight is concerned with monitoring systemic
risks. As such, it is geared towards the prevention of larger macro-economic shocks,
which can adversely impact the repayment capacity of the borrower. It is not directly
concerned with individual credit risks.

There is an important problem of scope and competence. The Banking Union,
the last piece of the puzzle in the completion of the internal market, and a fiscal union
was established after the financial crisis of 2008. It complements the internal market
for capital and the single European currency. Its main elements are the creation of
the Single Supervisory Mechanism (SSM), under the prudential supervision of the
European Central Bank (ECB), and the Single Resolution Mechanism (SRM). Both
are based on the “single rulebook”, a set of rules laying down standards to regulate,
supervise and govern the financial sector in the EU. Within its supervisory mandate,
the ECB reiterates routinely that consumer protection is not part of its mandate and
refers to the role of national supervisory authorities in this regard.””* The ECB sees
its role limited to cooperation with national authorities on issues such as consumer
protection.”!

The lack of concern with borrower protection is not mitigated through the
issuance of the ECB guidance on non-performing loans (NPL Guidance) in 2017.
This guidance builds up a basic framework for conducting the supervisory evaluation
of banks with regard to the management of NPLs. Therefore, the NPL guidance
also includes principles for affordability assessments. For example, the assumed
prospective future increases should be “credible and conservative” and take into
account regular income, expenditure, assets and debts, living expenses, employment
prospects, as well as behavioural history.*” The impact of the financial crisis is clearly
visible with regard to the prognoses of future income. The affordability assessment

79 See Preamble 28 of the SSM Regulation.
80 Council Regulation 24/2013 of 2013.

81 See Preamble 29 SSM Regulation.

82 LEuroPEAN CENTRAL BANK (2017), p. 45.
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must be reasonably documented and demonstrate the appropriate conservatism;
future income increase should be sound and in line with sector and market norms.**
With regard to the collateral valuation for immovable property the ECB states that
all valuation must be performed by independent qualified appraisers who are, wfer
alia, not guided by the debtor’s creditworthiness.** It also states that the appraisal of
future cash flows should be based on “adequate and realistic” assumptions. Also, here
documentation must be provided on the valuation.

Despite the elaboration of these substantive principles, the ECB is well
concerned about explaining that its competence derives from its supervisory
powers. It clearly states that the “deliberate and sustainable reduction of NPLs in
banks’ balance sheets is beneficial to the economy from both a micro- and macro
prudential perspective”® and that NPLs pose significant risk to EURO-area banks.*
At the same time, the ECB is well aware that its competence would not include the
issuance of binding guidelines. Thus, the NPL guidance merely aims at fostering
best practices among lenders in their approaches to non-performing loans, who
are to integrate consumer protection into their NPLs-strategy of the supervised
financial institutions.”” Due to the non-bindingness of the guidance, it also does not
include any sanctions for the case of the violation of the guidance. The protection of
consumers from over-indebtedness 1s not guaranteed by the sole regulatory oversight
and possible imposition of fines through supervisory bodies without an individual
enforceable right of the consumer.®

3.3.2 Creditworthiness assessment

In section 3.2., we have seen that, apart from enabling access to credit markets,
CWAs also have a protective purpose. However, we can question whether the CWA
rules of the MCD can actually prevent the over-indebtedness of consumers due to
a lack of financial means. Protective gaps lie in the absence of sanctions and in the
very nature of the CWA.

Even though the MCD obliges Member States to ensure that the creditor only
makes the credit available to the consumer if the GWA proves positive (Article 18(5)
lit (a) MCD), which implies that credit shall not be granted if the CWA is negative, it
lacks a provision on the legal consequences of the lender’s failure to deny credit in case
of anegative or missing CWA. Article 38 MCD merely provides the almost standard
formula (in EU legislation) of obliging Member States to determine “effective,
proportionate, and dissuasive penalties for the breach of MCD provisions”.*” Under

83 EuroPEAN CENTRAL BANK (2017), p. 46.
p- 89.

),

84 EuroPEAN CENTRAL BANK (2017),

2017), p. 4.
), -9
),

(

(

85 EUROPEAN CENTRAL BANK (

86 LEuUrOPEAN CENTRAL BANK (2017
87 EuroPEAN CENTRAL BANK (2017), p. 11.

88 Rorttetal (2011); Rorr (2015), paras 78 — 79.

89 The dissuasiveness of penalties was at issue in the Crédit Lyonnais case, in which the CJEU ruled
on a provision in Irench law that provided for the penalty of forfeiture of entitlement to interest
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EU law, the question of penalties and remedies lies in the hands of national courts,
which have to assess the effectiveness, proportionality and dissuasiveness of the
national penalties in the light of the MCD. This might not be enough of an incentive
for lenders to undertake sound CWAs.

Despite the existence of CWA obligations and even though banks routinely
assess the creditworthiness of their customers, evidence suggests that lenders do not
always use their knowledge to discourage borrowing. On the contrary, they might
even encourage high-risk borrowers to extend their credit.” The neglect of liability
of the lender to undertake CWAs can have a negative impact on the protection of
consumers, especially high-loan-to-value borrowers and low net-worth borrowers.
Particularly in the years just before the financial crisis, credit was also given to low-
net-worth consumers even though it should have been obvious at the time of contract
conclusion that they might not be able to repay the loan, which suggests that either
CWAs were not undertaken or negative CWA results ignored.”’ We can wonder
whether Mr. Aziz had undergone a thorough CWA. Surely, he was granted a loan in
a socioeconomic climate of over-optimism and other cognitive limitations,” in which
the incentives for “thorough” CGWAs were not in place or did not take function. It
remains to be seen whether the MCD will change this on the long run.

Apart from the lack of sanctions, another important limitation of CWAs is that
they are by nature used at the beginning of lender-borrower relationship, before the
loan agreement is entered into. Their very function lies in the assessment of whether
to enter into an agreement or not. This means that unforeseen adverse events that
happen after the contract is concluded can hardly be taken into account. To be
sure, a few provisions in the MCD deal with future market developments. Article
18(3) MCD and Preamble 55 MCD acknowledge that housing prices may fall.
According to Article 18(3) MCD, the CWA shall not predominantly rely on the value
of the underlying property and the Member States shall ensure that the standards
for property evaluation for mortgage lending purposes are reliable. Similarly, Article
19 MCD ensures that the property evaluation shall be conducted in accordance
with reliable standards in the Member States. These provisions are clearly meant
to respond to the overoptimistic real-estate evaluations that took place during the
housing bubble before the financial crisis. Thus, they aim at mitigating the impact
of a possible macro-economic shock on the consumer’s repayment capacity. They

payments should the creditworthiness of the consumer not be assessed by the lender. In that case,
the CJEU considered it not dissuasive if the amounts the lender receives if the borrower defaults
are not significantly lower than without the default (here the contractual interest rate was replaced
with a higher statutory rate, which was in effect more beneficial for the lender), CJEU 27/03/2014,
C-565/12 LCL Le Crédit Lyonnais SA v Festh Kalhan (2014), ECLLI:EU:C:2014:190, paras 52 — 53.

90 ATaMER (2011), pp. 199 et seq.
91 See the country reports in DOMURATH et al. (2014); for the USA, see M1aN & Surr (2014).

92 Many commentators have analysed the reckless over-confidence and other behavioural biases
of humans SHAROT (2011), and especially economic actors: JOLLS et al. (1998), Erziont (2011),
SPINDLER (2011).
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acknowledge that a consumer with a lack of financial means does not mitigate her
lack of repayment capacity with overly optimistic economic forecasts.

Moreover, from a technical point of view, the data that is being used for the
CWA is only able to render an approximation of the financial repayment capacity of
the borrower. The data is never complete and can be biased.” Just as much as humans
cannot foresee all possible events that might affect the repayment capacity of the
borrower, so cannot algorithms, which are —after all- programmed by humans. Since
not all events can be foreseen and calculated beforchand, CWAs are not enough to
ensure the prevention of over-indebtedness.

3.3.3 Information and financial literacy

We have seen above that the provision of information under EU law serves the
purpose of putting the consumer on par with the trader during their negotiations. In
retail finance, this approach is geared towards credit expansion and market access,
but not towards the two main causes of default: high loan-to-value loans and low net-
worth of borrowers and unforeseen adverse events. The very nature of information
obligations is to improve the transparency of the transactions; any protective effects
for borrowers from default due to a lack of initial means or adverse supervening
events are incidental.

This is not to say that information provision is not protective at all. With its aim
to make information transparent and accessible, it is to ensure that consumers at least
understand the terms and conditions of their credit obligations. The standardisation
of information aims at preventing the so-called information overload.” Because of
bounded rationality, people cannot process infinite information, which leads to a
diminished quality of decisions when the information level reaches a certain point.”
This even holds true for experts.” This information overload can lead to increased
transaction costs and make the provision of information counterproductive.”” The
ESIS of the MCD focuses on 15 types of information. This does not amount to
dozens or more pages of information that is usually alluded to when talking about
information overload. Thus, consumers might actually be put into a position in which
they will be able to compare significant information pertaining to credit. Whether
they understand the impact of the agreement on their financial situation in general is
another question; but the focus of standardisation on a few crucial points is generally
suitable to counteract information overload.

Nevertheless, the EU information model can be criticized, mainly because of
doubts on its effectiveness. In particular, research in behavioural economics questions

93 Rawmsay (1995); also: RoNa-Tas (2015); RoNa-T'as (2008).
94 Tor securities regulation in the US, see PAREDES (2003).
95 PAREDES (2003), pp. 441 et seq with further references.

96 PAREDES (2003).

97 SpINDLER (2011), p. 322.
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the usefulness of information disclosure based on the rational actor model.” The
last financial crisis has shown once again that individuals do not behave in the
rational way assumed by classical economic approaches.” Cognitive limitations lead
to individuals overestimating their financial capabilities and underestimating the
likelihood of adverse events that affect those capabilities. As a result, the effects of

disclosure on consumer behaviour are rather modest.!”

In conclusion, this approach has limitations with regard to how rational actors
actually function. This does not mean that information should not be provided, but
it should not be the only tool of consumer protection. Moreover, there is not much
evidence that suggests that consumers become over-indebted because of information
overload. If the aim of preventing default and further welfare losses is to be taken
seriously, emphasis must be on other legal tools.

3.3.4 Fairness control of contract terms

We have already seen that the control of unfair terms has an important access
dimension. At the same time, the UCTD has been one of the most important
directives on which over-indebted consumers have relied in the aftermath of the
financial crisis. Some of the seminal CJEU judgments have been crucial in changing
the rules in EU Member States in order to help consumers to deal with their debt
and avoid even more severe social repercussions. The main issue has been the
enforcement of credit agreements after default of the consumer. Many borrowers
tried to use the UCTD in order to challenge national procedural legislation that
they perceived as disadvantageous to them as far as it allowed the lender to enforce
the credit agreement upon the fulfilment of low-threshold conditions. The cases
have attracted much academic commentary, because of their impact on national
procedural rules, which — under EU law — in principle remain in the competence of
Member States under the principle of national procedural autonomy.

The most prominent case in point is the already-mentioned Aziz, where the
CJEU ruled that Spanish procedural law, according to which the enforcement

98  Studies in the field of behavioral economics are not undisputed. The most common criticism
concerns the narrow scope of applicability of the very context-specific behavioral economics
studies to particular consumer groups (FAURE & Lutn (2011)). Similarly, LEvINE (2009) claims
that the field of application for behavioral economics is limited (e.g. to explaining group panics)
— and that the ‘bulk of human behavior’ can be adequately explained by the rational actor
model — thus arguing for a strengthened but only supportive role of behavioral economics.
Concerning the critique from the field of economic sociology (e.g. FRERICHS (2011)), which favors
a contextualization of different consumer ‘natures’ into a cultural environment, it can be said that
this critique does not contradict the use of insights from behavioral economics as such. In general,
one can argue that the criticism against behavioral economics can be taken seriously without
rejecting its insights altogether, FAURE & Lutn (2011). Please note that in the field of consumer
protection the application of behavioural economics is less disputed. So, for our purposes, it is
enough to acknowledge the doubt that is cast on the extent to which consumers respond to the
removal of information asymmetry.

99  JoLLs et al. (1998).

100 WHITFORD (1973), showing that effects might be limited to higher-income groups.
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of a mortgage contract (eventually leading to the eviction of the borrower) can
proceed without allowing the assessment of the fairness of the contract terms, runs
counter to the effectiveness of EU law.!”" It must be possible for the consumer to
have the unfairness of the underlying contract assessed by the court in enforcement
proceedings in order to avoid the often irreversible loss of their home and to make
protection from unfair terms under the UCTD effective. After the Aziz ruling, the
Spanish legislator amended its civil procedure law such that the party opposing
the mortgage enforcement proceedings could object to those proceedings based
on the claim of unfairness of the underlying contract.'” However, the legislative
amendment gave rise to new enforcement problems. In Sdnchez Morcillo,' the CJEU
ruled that Article 695(4) of the Spanish Law on Civil Procedure, according to
which a court could stay enforcement proceedings while a judgment on the possible
unfairness of terms is pending, conveys an unjustified advantage to the bank at the
expense of the homeowner, because the former could appeal against the staying
of the proceedings whereas the latter could not. Spanish procedural law did not
offer adequate and effective protection to homeowners in the sense of Article 7(1)
UCT in conjunction with Article 47 EU Charter of Fundamental Rights (ChFR),
because the imbalance between the procedural rights available to the consumer on
one hand and the lender on the other “accentuates the imbalance existing between
the parties” in terms of bargaining power and level of knowledge.'”* This violation
of the principle of procedural equality — the balance of arms in the enforcement of
rights — jeopardises the effectiveness of the UCTD.

This, and subsequent case law of the CGJEU, has attracted significant academic
commentary in Europe. The CJEU is at the same time praised and criticized for
its “judicial activism” and its social conscience and legal innovation.'” In Azz, the
CJEU clearly stated that the importance of the purchased property as a family home
must play a role in the assessment of unfairness of terms.'” Similarly, the Court was
aware in Sdnchez Morcillo of the significant consequences of its ruling in Spain, where
many people have in recent years been subject to foreclosure proceedings in respect of
their private dwellings.'"”” Moreover, the CJEU noted that the risk of losing the main
dwelling puts the consumer and his family in a “particularly fragile situation”.'”™ These
interventions show that the Court shows a certain social and societal consciousness,
when intervening significantly into Member States’ legal orders.

101 C-415/11 (Aziz), paras 57-59.

102 Chapter I of Law 1/2013 of 2013 amended the Code of Civil Procedure (Ley de enjuiciamiento
civil) of 2000, which was also amended by Decree Law 7/2013 of 2013.

103 CJEU 14/07/2014, C-169/14 Juan Carlos Sanchez Morcillo and Maria del Carmen Abril Garcia v Banco
Bilbao Vizeaya Argentaria SA (2014), ECLI:EU:C:2014:2099.

104 C-169/14 (Sdnchez Morcillo), paras 46, 50 — 51.

105 Tor example MickLitz (2013); MickrLitz & Reich (2014); DELLa NEGRA (2015); SANCHEZ (2014).
106 C-415/11 (Aziz), paras 60-61.

107 C-169/14 (Sanchez Morcillo), para 7.

108 C-169/14 (Sanchez Morcillo), para 11.
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Nevertheless, from the viewpoint taken in this contribution, the assessment of
unfair terms is not enough to protect borrowers from the two main causes of default.
This is because the UCTD is not concerned with a substantive type of fairness. It
does not say how a “fair” consumer contract should look like. This is reflected in
Article 4 UCTD. First, Article 4 (2) UCTD states that the main subject matter of the
contract, including the adequacy of price, is not part of the fairness assessment, as
long as the clauses setting out the price are transparent and intelligible.'™ This means
that borrowers are not protected against taking out loans they cannot afford. Instead
of establishing a model of fairness, which could, for example, take into account the
amount of monthly instalments or the length of the repayment period, it is assumed
that the unfairness of his contract derives merely from the fact that the borrower could
not negotiate the terms of the contract. So, for the UCTD to apply in Aziz, it does
not matter why Mr Aziz defaulted to begin with. Second, even if the default occurred
as a consequence of unfairness, we still face text another problem. The assessment
of unfairness is based on the circumstances prevailing at the time of the conclusion
of the contract, Article 4(1) UCTD. This means that circumstances that occur after
the contract has been concluded do not play any role in the assessment of unfairness,
thus neglecting factors that could in effect render contractual clauses unfair after
considering the changed situation of the consumer (or professional for that matter).
So, unforeseen events, such as job loss, cannot be considered in fairness assessments.

In this way, the UCTD, in a formalistic way, aims at the restoration of the
balance of negotiating power at the time the contract is concluded. But remedying
an asymmetrical bargaining position between consumers and traders is not a
substantive approach to assess fairness that aims at generating actually balanced
outcomes of contracts.''’ It is premised on the notion that, once they are on an equal
bargaining position, actors will negotiate a contract that is fair to their standards.
Notwithstanding the undisputed social awareness of the CJEU, the approach of
connecting eviction proceedings to substantive fairness assessment of contracts does
not protect homeowners from defaulting on their loans, no matter if they contain
unfair clauses or not. We must bear in mind that, in the end, Mohammed Aziz like
many others, lost his home despite the judicial activism of the CGJEU.

3.4 Interim conclusions

We have seen that the legal framework in the EU is more oriented towards
access to financial markets for borrowers than towards protection from default.

109 See for a discussion, GJEU 30/04/2014, C-26/13 Arpdd Kisle, Hajnalka Kislerné Rébai v OTP Felzd-
logbank Zrt (2014), ECLI:EU:C:2014:282 (Kdsler), paras 32-34.

110 This is, of course, related to the issue of competence of the CJEU as ensuring the interpretation
and application of EU law, Article 19 Treaty on European Union (TEU), which is, albeit significant
encroachment through the EU law principles of equivalence and effectiveness, restrained by the
procedural autonomy of the Member States and the remaining competence of Member States for
their contract law rules. See DomurarH (2017), p. 103.
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First, the rules on CWAs neglect behavioural and legal limitations, in particular
the biases inherent in any technologically driven governance''' and the lack of
sanctions for disregard the outcome of the CWA. The financial crisis has shown
that the rules on CWAs can be easily ignored. As a result, the financial repayment
capacity of borrowers is not always adequately assessed and thus credit can be granted
despite a lack of financial means. Second, the main EU consumer law approach of
providing information to borrowers is not concerned with protection either; its very
essence lies in lifting the consumer on par with the trader in negotiation processes,
thus reinforcing the position of the consumer to access credit markets and to choose
financial products and, in this way, fostering competition on the EU internal market.
The main problem here is that the financial situation of borrowers does not play a
role. Third, the judicial ex officio control of unfair terms is, albeit driven by an obvious
social concern of the CJEU, not suitable to protect mortgage borrowers from default
caused by a lack of financial means or unforeseen adverse events. As to the former,
the UCTD does not extend unfairness control to transparent price clauses (Article
4 (2) UCTD); as to the latter, the fairness control relates only to the circumstances
prevailing at the time of conclusion of the contract (Article 4 (1) UCTD). This
excludes the possibility of contractual adjustment based on a change-in-circumstances
approach, which could enable borrowers to re-negotiate their financial obligations

under the contract in line with their new, changed financial abilities.""?

In this regard, the EU legal framework could look for inspiration in the existing
doctrines of change in circumstance, which forms part of most civil codes across
Europe, even if only applied in exceptional circumstances. The most open provisions
and application of such doctrine can be found in the Nordic legal orders, where judges
can adjust contract terms as a matter of fairness.'"” Also, the Portuguese Supreme
Court has applied the rebus sic stantibus principle to an interest-rate swap contract that
was supposed to mitigate the risks involved in loan contract with a variable interest
rate linked to the Euribor rate.'"* The financial crisis has surely revived debates on
the change in circumstances doctrines across Europe.'"”

111 See for CWAs: Ramsay (1995); more generally: Koops (2011), Leesk (2014). For an engaging and
accessible talk by Joy Buolamiwini, BuorLamiwing (2016).

112 This is a possibility especially in Articles 36 of the Contract Acts of the Nordic Countries. For a
discussion see WILHELMSSON (1990); WILHELMSSON (1993), p. 440 with further references; HAYHA
(1994); MoMBERG URIBE (2011); DoMURATH (2017).

113 For a discussion see WILHELMSSON (1990); HAYHA (1994); MoMBERG URIBE (2011); DOMURATH
(2017).

114 Decision of the Supremo Tribunal de Justicia of 10 October 2013. It should be noted that further
decisions exist, in which the Supreme Court denied the existence of “hardship”; see COSTA E S1rva
& HENRIQUES, p. 11. For a discussion of further cases, see DOMURATH (2017), pp. 112 et seq.

115 Tor a discussion see MOMBERG URIBE (2011); DomuraTH (2017).
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IV. THE CHILEAN CASE: FROM FINANCIAL CRISES TO
BETTER PROTECTION OF MORTGAGORS?

In this last section, we will see how a legal framework outside of the EU
deals with the access to mortgage credit and housing markets and the protection of
mortgage borrowers. We will see that a differentiated picture emerges that is, albeit
similar in approach, not identical to the protection of mortgage borrowers in the EU.

4.1 Chilean housing and mortgage policies: expansion of access

In Chile, housing policy was distinct from the developments on European and
US-American housing sectors, butlargely followed the same trend in terms of emphasis
on private markets and finance. In the past, Chile had constructed a relatively stable
financial system in which the government intervened strongly in times of depression
and instability.''® The provision of land for housing by the state was directed at the
poor, who then had to build their own homes on the site (the policy was discontinued
under Allende’s government for ideological reasons). Since the 1950s, state-subsidies
schemes and public land seizures dominated the housing sector.'’” In the 1970s, even
before privatization really took off elsewhere, General Pinochet, who took power
through a military coup on September 11, 1973, increasingly commercialized the
housing sector.''® In fact, the Pinochet regime was at the forefront of marketization
and privatization efforts in Latin America with regard to policies such as health,
education, housing, and public utilities. Chile was considered a laboratory for neo-
liberal policies that were later to be adopted even in other Latin American countries,

as well as in the UK and the USA.'"

Later, especially since the early 1980s policies all over Latin America became
more market-oriented, largely supported and required by the World Bank.'® These
developments favoured individual property rights and private market development,
supported by the economic theory of the in Latin America highly influential,
Peruvian neo-liberal economist De Soto and the so-called Chicago Boys, who influenced
Pinochet’s rule advocating for abandonment of structural economic policies and
institution of unfettered markets.'”! In line with neo-liberal thought, the Chilean
state understood its role as a subsidiary one, focussing on social policy for only the
poorest families in the country.'?

116 Brock (2000), pp. 73-74.

117 RicHARDS (1995), p. 522.

118 See LonG (2016).

119 Prieto LARRAIN (2011), p. 104.

120 CrEcG (2017), pp. 69-70.

121 VaLpis (2008).

122 G McCawLey (forthcoming), pp. 25-26, on file with author.
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In a pragmatic neo-liberal approach that was to support the legitimization of
the technocratic military regime,'” regulation of financial markets in Chile went
hand in hand with increasing privatization and expansion of mortgage lending since
the mid-1970s. The government eliminated interest-rate controls and liberalized the
banking sector so that more financial institutions could enter the credit market.'**
The main tool to bring citizens into private homeownership were direct, means-
tested subsidies to the “poor”, providing up to 75 per cent of the value of the house
in subsidies, with the remainder financed by a fixed-interest state mortgage. In
those times, mortgage markets expanded significantly. The expansion of financial
institutions in commerce, investment, mortgage lending, and pension funds led to a
deepening of bank credit and capital markets.

However, the Chilean financial system soon plunged into a crisis, not unlike
in the U.S in 2008. The massive expansion of credit, coupled with loose regulations
and prudential supervision and exacerbated by structural problems due to opaque
conglomeralization of the banking sector, led to asset bubbles.'” The government
intervened with rescue packages and a deep restructuring of the Chilean financial
system. A three-tier strategy was employed, including debt restructuring for
commercial and household borrowers, the purchases of non-performing loans from
financial institutions, and the sale, merger, or liquidation of distressed institutions.'*
Subsequently, in 1986, the government amended the General Banking Act (GBA),
which sought a middle path between strong prudential regulation and a market-
based economy.'”” The new GBA introduced the endorsable mortgage credit (préstamo
o mutuo hipotecario) at the expense of the until then dominant mortgage bonds (letra
hipotecarias)."®® Then, securitization in Latin America increased rapidly in the early
2000s, but slowed down shortly after that.'*

The narrative in Chile for the expansion of credit and private homeownership
1s similar to the “democratization of credit” in the US and the financial-and-
social inclusion policies in Europe. In Chile, homeownership became considered a
“springboard to prosperity”."*® Just like in U.S. and Europe, the expansion of credit
went hand in hand with the responsibilization of citizens for their own welfare in a
political economy, in which the states are only to play a residual role. Also, in Chile

123 Siva (1991); PriETO LARRAIN (2011), pp. 122-124, available at: https://openaccess.leidenuniv.nl/
bitstream/handle/1887/18141/03.pdf?sequence=13.

124 Arvavay & ScHWARTZ (1997), p. 49.
125 HornsECK (2009), p. 8.

126  HornsECK (2009), p. 9.

127 HornsECK (2009), p. 9.

128 Micco et al. (2012), pp. 11-12.

129 ScatieNa & Tovar (2007). However, also in Chile, where the financial crisis has had less impact
and the financial system is considered relatively stable, the percentage of non-performing loans has
risen, see https://www.theglobaleconomy.com/Chile/Nonperforming_loans/.

130 Ricuarps (1995), p. 526.

LATIN AMERICAN LEGAL STUDIES

Volume 5 (2019)



LATIN AMERICAN LEGAL STUDIES  Volume 5 (2019)

254 Irina Domurath

debt has become a form of governance™' and governmentality."*? At the same time,
in the housing sector, there is a strong emphasis on social policy for poor households.
The overall regulatory framework provides strong protection of property rights and
a business-friendly environment for real estate development and transactions, an
approach of “enabling markets.”!

4.2 Protection of mortgage borrowers: differences and similarities to EU law

The main difference between the Chilean regulation of mortgage lending and
mortgage lending in Europe or the U.S. seems to be a strict legal framework on
loan-to-value ratios and household net worth and special policies for low-income
households. Nowadays, such households can obtain private housing solely on the
basis of a governmental subsidy and a small percentage of household savings, around
5 per cent of the government voucher. This, in essence, amounts to the provision
of free housing to low-income families."”* This policy was implemented after a
substantial wave of defaults on mortgage loans by low-income households.'* The
Chilean policy on middle-income houscholds also relies on a government voucher
program, under which eligible households receive certificates they must complement
with personal savings and a mortgage loan."*

The regulatory oversight concerning rules on CWAs seems stricter in the
Chilean legal framework than in EU law. According to Article 84 (1) GBA, a bank
shall not grant direct or indirect loans for an amount exceeding 10 per cent of its
effective net worth. In case of a violation of this provision, the bank will be fined an
equivalent to 10 per cent of the amount, see Article 84 (1) lit d), sentence 6 GBA.
Even though this might not be a very high sanction, if incurred for high number of
individual loans (so, if lending beyond the limitations set is structural), this provision
has no equivalent in EU law. Moreover, financial institutions must ensure that the
monthly repayments do not exceed 20 per cent of the household’s income.'"” This
shows that there is a bigger emphasis on ex ante control of mortgage lending in the
Chilean legal framework. The legislator has not shied away from putting into place
lending limitations. Here, Mohammed Aziz might not have been able to get this loan.

At first glance, this seems to imply that through a strong regulatory approach,
the Chilean legal framework is more apt to protect mortgage borrowers from over-
indebtedness. A note of caution is advised though; this does not mean that Chile’s
housing policy has been an overall success. Indebtedness rates in Chile have reached

131 Lazzarato (2015).

132 GonzALEZ (2018).

133 G McCawrEy (forthcoming, on file with author), pp. 37 et seq.
134 GiL McCawLEy (forthcoming), p. 34.

135 GiL McCawLEY (forthcoming), p. 34, fn 121.

136 See Simian (2010), pp. 288-293.

137 RicHARDS (1995), p. 524.
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a historical record.'™ There is an on-going conflict between the Chilean government
and over-indebted homeowners, who are struggling for debt forgiveness.'”
Furthermore, acknowledging its achievement of bringing large parts of the poor
population into home ownership, it has been shown that the Chilean housing policy
reinforces social and geographical inequality. From a planning perspective, Chile’s
enabling housing regime has failed to lead to urban inclusion. This is because the
government has concentrated low-income families in areas of cheap land, which
typically lack adequate access to private and public goods such as job opportunities,

high quality schools or public transport, thus reinforcing a strong “spatial bias”."*

As regards the protection from adverse supervening event, the Chilean legal
framework is not more protective than the European one. In fact, in Chile there is no
habitual intervention into the contractual substance of the loan agreement. Similarly
to their colleagues in Europe, judges in Latin America tend to be reluctant to interfere
with contracts.'*! Classical legal doctrine and Chilean judiciary are formalistic and
positivist, rejecting the use of “generic concepts” or “external considerations”.'** The
Chilean Supreme Court has long ruled that courts do not have the power to ignore or
revise the terms of contracts, thus upholding the sanctity of contracts.'* In the legal
commentary, the principle of pacta sunt servanda, in Article 1545 of the Chilean Civil
Code (CC) 1s regarded as an insurmountable obstacle to the acceptance of teoria de la
imprevision that only an express legal provision could abolish.'* What is more, in the
context of credit relations, creditors are protected against any such possible legislative
modification because they also enjoy express constitutional protection as holders of a
property right over their contractual rights, Article 10 n. 24 of the Chilean Constitution,
so that any legislative modification that would change the terms of contract in a way
as to deprive them of or reduce such rights would be unconstitutional.'* So, the fact
that Mohammed Aziz could not continue repaying his loan because he had lost his job
would not have any legal importance in Chilean law either.

However, similarly to the discussions in Europe, the possibility of some kind
of change-in-circumstances approach is elicited in both modern legal commentary
and, albeit isolated, jurisprudence. Based on the French doctrine of wmprévision, the
Court of Appeal of Santiago accepted that the economic equilibrium of the contract
had been severely altered by unexpected circumstances, which were unknown to

138 Banco CENTRAL DE CHILE (2018).

139 CasGrAIN (2010).

140 G McCawtEy (forthcoming), pp. 45 et seq.
141 Rusmm BorGEs Fortes (2016), p. 290.

142 MowmBerG URIBE (2011), p. 98.

143 MomBERG URIBE (2011), p. 109 with reference to Gaceta de los Tribunales of 1925, Ler Sem.,
p- 23.RDJ, T. 23, sec. 1, p. 423 (judgment of 10 January 1925).

144 MowmserG URIBE (2011), p. 100.
145 MomBERG URIBE (2011), p. 101.
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the parties at the time of the conclusion of the contract, and which changed the
interpretation of the will of the parties."*® This has definitely led to discussions about
the theory of imprévision in Chilean law.'*’

Irrespective of singular judgments, both the EU legal order and the Chilean legal
framework for long-term contracts such as mortgages do not foresee the adjustment
of debt obligations after an adverse event has changed the repayment capacity of the
borrower. In the EU, this is left to the Member States’ different approaches, which —
just as is the case in Chile — struggle with the balance between pacta sunt servanda and
some form of rebus sic stantibus.

V. CONCLUSIONS

In this article, we have traced the ideology of home ownership and access
to mortgage credit in the pertaining legal frameworks. Against the backdrop of
increasing privatization and a retreat of welfare states, private home ownership has
become a major social institution of modern life. States have used their regulatory
powers to put into place legal frameworks that allow the expansion of private housing
markets.

The main tool for this expansion is access to mortgage finance, so the expansion
of financial markets to include more and more mortgage borrowers. To this end,
states have actively sought to de-regulate and flexibilize financial markets (macro
level) in order to allow for financial innovation. One such innovation, securitization,
has been vital in the massive expansion of mortgage credit just before the last financial
crisis of 2008. At the same time, contract law (micro level) emphasizes individual
responsibility and transparency of information. However, we have seen that there is
an inherent contradiction in access to mortgage finance for private welfare purposes
because the expansion of credit to more and more segments of society necessarily
means extending credit to more and more borrowers with bad credit histories. These
borrowers are more likely to default on their mortgage loans and, in the end, to be
evicted from their homes. Therefore, it is argued that rules aiming at the expansion
of mortgage finance markets must also include protective mechanisms to prevent
borrowers from default.

Our analysis of the MCD and UCTD shows that the protective mechanisms
are underdeveloped in contrast to the provisions aiming at expanding access to
credit. We have identified three main problems. First, there are inherent biases in
CWAs as well as a lack of sanctions for neglecting negative credit histories, which
leads to a lack of protection of consumers with insufficient financial means. Second,
there is an emphasis on the provision of information, which however disregards
behavioural biases of non-rational actors. Third, the control of standard contract
terms, significantly used by the GJEU to encroach upon Member States’ legal orders

146 Guillermo Larrain Vial con Servicio de Vivienda y Urbanizacion de la Region Metropolitana (2006).
147 Robricuez (2007).
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to protect homeowners facing evictions, is not geared towards the prevention of
over-indebtedness. The price of credit remains outside of the scope of the UCTD,
as long as set out in a transparent way, and the unfairness assessment only relates
to circumstances prevailing at the time of the conclusion of the contract. As a
consequence, adverse events, which negatively alter the financial repayment capacity
of the borrower, are not made part of the unfairness assessment.

So, what would have happened if Mohammed Aziz were Chilean? Mr. Aziz
might not have obtained the loan he got from the Spanish bank. The Chilean legal
framework is stronger with regard to the supervision of CWAs, because it contains
precise limits and sanctions. This approach seems to acknowledge that the exclusion
from credit might be needed to protect some borrowers from over-indebtedness.
For the “poor”, the Chilean government then offers other means to obtain private
homeownership. This underlines the embeddedness of access to mortgage credit into
larger housing policies. Concerning the acknowledgement of supervening adverse
events, the Chilean legal order is as rigid as EU law. Mr. Aziz — once he had obtained
the loan - would not have been better protected under Chilean law after he lost
his employment. Both legal orders have trouble dealing with the acknowledgement
that consumers can suddenly have extremely diminished repayment capacities. The
principle of pacta sunt servanda remains strong even in cases of significant economic
(and social) hardship. This article might give food for thoughts towards relaxing the
requirements for a change in circumstances approach when the home of individuals
and families are concerned.
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