Updated CONSULTATION NOTE FOR STAKEHOLDERS Following Informal Consultation Process
Revised Standard Form Lease
Explanation of changes made to the existing Model Form OF SHARED OWNERSHIP LEASE

29 January 2010
1 Background

This explanatory note comprises a summary of the key proposals for change in respect of the existing model shared ownership lease based on our understanding of the agreed aims of the Stakeholders following the informal consultation process in October to December 2009.

This note should be read in conjunction with the revised model lease (entitled “New Build HomeBuy lease (granted on shared ownership terms) and a cover sheet for leaseholders (entitled “Key Information for Shared Owners”). It is worth noting that whilst the Homes and Communities Agency produced a model lease for use with schemes it has funded only certain clauses, the fundamental clauses, are mandatory. The fundamental clauses cover: alienation, mortgagee protection, staircasing provisions, protected area staircasing provisions (where appropriate), rent review, service charge provision (where appropriate) and right of first refusal. For the use of the revised lease the areas considered fundamental clauses would remain the same but with an additional obligation on the provider to supply the leaseholder with a cover sheet (entitled “Key Information for Shared Owners”) expanded if the Landlord chooses to do so to cover additional specific key information.
2 Mortgagee Protection Claim

2.1 Background to MPC

2.1.1 This provision gives protection to a Mortgagee of a Leaseholder of a shared ownership lease, in return:

(a) for lending on a shared ownership basis;

(b) giving up the frequent and expensive requirement for leaseholders to purchase mortgage indemnity policies or similar equivalents.
2.1.2 Mortgagees are given additional protection under the shared ownership lease than is offered in conventional mortgages.  This gives Mortgagees the right to be able to recover a certain amount of loss from providers as Landlords.  In accordance with our instructions we have altered the operation of the Mortgagee Protection Clause. The amount of the claim is now defined as the ‘Mortgagee Protection Claim’.  This is capped as the aggregate of four sums: 

(a) all loans advanced by the Mortgagee to the leaseholder which are secured by a first-ranking mortgage over the property, provided the amount and other terms of each loan is approved in advance by the Landlord;
(b) the second component will comprise 18 months of interest on the fixed amount in (a) above, in place at the time of default;

(c) amounts advanced by the Mortgagee in protecting its security by discharging any arrears of rent and service charge under the Lease; and
(d) fees and costs incurred in enforcing the Mortgagee’s security capped at an amount equal to 3% of the market value of the leasehold interest at the time of enforcement, so this will amount to 3% of the 100% staircased interest.
2.1.3 Within this total cap the Mortgagee will be able to claim any sum due to it from the Leaseholder as borrower under the loan agreement. This will include capital, capitalised arrears, interest, administration fees, early redemption fees, other fees, costs associated with repossession, capitalised rent and service charge arrears and any other amount which the Mortgagee is legally entitled to claim under the mortgage contract.
2.1.4 The new form dispenses with the need to require the Mortgagee to procure a valuation of the Leasehold interest.  Instead the Mortgagee is not entitled to payment from the Landlord unless the sale has been made at the best price reasonably obtainable.  The burden of proof would in the usual way be with the Landlord to show the sale had been at an undervalue. It is a well-established principle of English Law that when a mortgagee enforces by exercising his power of sale, he must sell at the best price reasonably obtainable.  The leading cases are Cuckmere Brick Co Ltd v Mutual Finance Ltd [1971] Ch 949 CA and Downsview Nominees Ltd v First City Corpn Ltd [1993] AC 295 PC.  This obligation is also referred to in the "Business Standards" section of the FSA Handbook:  see para MCOB 13.6.1(2) of the Mortgages and Home Finance Conduct of Business sourcebook which reads: “A firm must ensure that, whenever a property is repossessed (whether voluntarily or through legal action) and it administers the regulated mortgage contract or home purchase plan in respect of that property, steps are taken to: (1) market the property for sale as soon as possible; and (2) obtain the best price that might reasonably be paid, taking account of factors such as market conditions as well as the continuing increase in the amount owed by the customer”.
2.1.5 As is currently the case with the Mortgagee Protection Clause this protection will only operate where the leaseholder has acquired less than 100%.  Once a Leaseholder has staircased to 100% ownership the Mortgagee will no longer benefit from the additional protection offered by the Landlord. The Mortgagee will deduct the amount of the Mortgagee Protection Claim (being the amount of its loss, but capped at the aggregate of 2.1.2(a) - (d)) from the price to be paid for the final staircased interest, thereby allowing the Mortgagee to sell a 100% interest in the Lease.
2.2 Why 18 months?

This is the settled position between the Stakeholders comprising an appropriate amount which provides an agreed amount of compensation for lenders and sweeps away a myriad of uncertain and unsatisfactory provisions left over from the 1980s.  When making the Mortgage Protection Claim, a Mortgagee is not required to justify what the claim is being made for, merely that a Loss has been made.  Accordingly the 18 month interest, and the other headings above under 2.12 a) to d) may provide cover for, a higher rate of interest for a shorter period of time, or breakage costs on a fixed rate loan or an early redemption charge, the costs of enforcement, costs of sale or costs and capitalisation of rent arrears. The revised clause means that the Landlord’s exposure is greater than the existing position. The revised clause also provides certainty to both the Mortgagee and to an extent also to the Landlord as to the level of cover/liability that the clause offers them. As the Loan is paid down the cover offered to the Mortgagee effectively increases but this should be offset by any rising property prices and a lower level of repossession risk traditionally associated with mature mortgages. 
2.3 What constitutes loss?

2.3.1 Any Loss suffered by the Mortgagee will fall within the Loss definition. It is not necessary to limit Loss to the Loss made in respect of Loans to acquire the Premises.  Loss includes the amount suffered by the Mortgagee in recovering the Loan.  Loss can include penalty interest, break costs on fixed rates, early redemption penalties, enforcement costs, sale costs, agents’ fees, solicitors’ fees, rent and service charge arrears and the cost of staircasing as well as the amount of the original loan less any amount actually recovered from the sale of the property or other security. 

2.3.2 The Mortgagee is required to deduct from its Loss all sums that could be recovered by enforcing the Mortgagee’s rights against providers of any Mortgagee Indemnity Policy or any guarantees that may be granted to it as a condition of making available the Loan but only up to the sum that has actually been received (or is imminently going to be received) by the Mortgagee (if anything).  The Mortgagee is not be required to pursue and/or exhaust the remedies it may have in respect of claims as it is probable such claims will take many months (if not longer) to pursue and, on balance, it is better that the Mortgagee Protection Claim should be paid quickly.  We hope it is helpful to point out the previous model version indicated the Mortgagee was to deduct from its claim amounts “realised” or “realisable” by the said Mortgagee from any collateral security.  The deduction of the amounts actually to be received is beneficial to the Mortgagee and Lenders intending to finance shared ownership transactions.  The payment to the Mortgagee of the Mortgagee Protection Claim may not make good all the Mortgagee’s loss so the Mortgagee may, thereafter, (note, not must) exhaust its claims against third parties.  However, once such claims have been exhausted and the Mortgagee receives the amount of the Mortgagee Protection Claim the Mortgagee should then assign to the Landlord all rights that it has to pursue such remedies. This means that the Landlord may, if it so chooses, pursue those remedies at its own cost. There would of course be a cost incurred in enforcing those remedies as well as the need to incur appropriate management time.  However, if that time and cost were incurred then the Landlord may be able to reduce its total exposure under the arrangement.

2.3.3 As the assignment is being made in consideration of the payment of monies by the Landlord to the Mortgagee, it is considered that it is appropriate and should, in law, be enforceable to assign such rights and remedies so long as the underlying contracts are, in law, assignable.  Some of these may not be easily assigned such as some insurance policies.  In those cases if enforcement of the remedy by the landlord was desired they would need to work bi-laterally with the Mortgagee to pursue.

2.3.4 Loss made in completing a voluntary sale by the Leaseholder with the Mortgagee’s consent does not constitute Loss which remains consistent with the position from the original Lease.

2.3.5 There is no obligation upon the Mortgagee either to give notice to the Leaseholder that there is a reasonable probability that a Loss will be made, nor is there any obligation upon the Mortgagee to mitigate the Loss, for example, selling the Premises quickly or, indeed, deferring sale until perhaps (in the case of falling values) values have returned so that the Landlord’s payment under the Mortgagee Protection Clause may be mitigated.

2.3.6 It is thought Landlords should not be required to compensate Mortgagees for Loss made by failure of a Mortgagee (for whatever reason) to take a valid and binding mortgage.  We propose that this be extended to a requirement to take a valid and binding “first” ranking mortgage.   

2.4 Approval of the loan and mortgage

The old model version only used the phrase “Mortgage”.  The contractual terms of the Loan and the purpose of the Loan will be more likely to be found set out in the Loan Agreement and security will be conferred by a Mortgage.  Hence instead of referring to “Mortgage” the phrase “Loan”, which is secured by a mortgage, has been used. The stakeholders considered on balance that it was better to retain the existing protocol of requiring the Mortgagee to prove that the Landlord had given consent to the Loan. In addition to this a new process of deemed approval has been introduced which only applies when the lender has capitalised rent or service charge arrears which are then paid to the Landlord. 
2.5 Landlord’s recourse against the Leaseholder

Clause 8.5 provides that where a Landlord has made a payment to the Mortgagee or a deduction from sums due to the Landlord has been made by the Mortgagee that the Landlord should have rights of action against the Leaseholder.

2.6 Data Protection

In order to ensure there are no suggestions of breach of data protection, clause 8.6 provides that the Landlord and Mortgagee may swap information.

3 Other Amendments to Standard Form Lease

3.1 Approach

3.1.1 We have sought to bring clarity to the form of the lease so as to make it understandable to borrowers, lenders and providers.

3.1.2 To assist in making the document more user friendly we have:

(a) deleted the hereofs, thereofs and hereinbeforementioneds;

(b) inserted the majority of the definitions containing variable and/or financial information in a Particulars page at the front of the Lease;

(c) placed all other definitions in a new Schedule 9 - whilst placing definitions at the end of the lease is not conventional drafting practice it is thought that this may make the body of lease easier to read and understand for Leaseholders; and,

(d) included an index page and paragraph headings to make the document easier to navigate.

3.1.3 At present the revised draft is, broadly speaking, a 'translation' of the existing model lease. As such, the clauses and schedules etc are, so far as possible, in the same order and the nature and burden of the covenants and obligations have not materially changed.

3.2 Defined Terms

The contents of some of the defined terms, and some of the defined terms themselves, have been changed to clarify their meaning and use.  For example, in relation to staircasing, "Payment Percentage" is now "Acquired Percentage" and "Relevant Percentage" is now "Unacquired Percentage".  A deltaview showing all the changes is available on request.
3.3 Other matters for Consideration
3.3.1 Alienation

The clauses dealing with alienation and the right of pre-emption in the existing model lease were amongst the most difficult to understand. Following consultation the stakeholders agreed:
(a) In respect of the flat lease:
(i) To dispense with Clause 3.16 of the existing model lease (which enables the Landlord to require back to back staircasing following assignment or subletting).
(ii) To extend the existing right of pre-emption to any dealing with the premises from the date that the lease is granted up to the expiry of the period of 21 years from the date of full staircasing (subject to the existing exemptions that apply, e.g., on death or divorce).

This proposal is designed to achieve the aim of keeping the shared ownership units available for genuine candidates for these properties and to greatly simplify the drafting.

(b) In respect of the house lease:

The alienation provisions in the house lease have remained on substantially similar terms to the existing house lease. This is to ensure the house lease complies with the complicated Regulations that exempt the house lease from the right to enfranchise under the Leasehold Reform Act 1967. 
3.3.2 Rent Review

(a) We have updated the rent review provisions, now contained in Schedule 5 of the revised draft lease.

(b) With a view to limiting the scope for dispute, the rent review process is now undertaken by reference to a formula.

(c) The review is now expressly stated as ‘upwards only’ which we understand was the original intention.

(d) The reviewed rent will be the greater of (1) the rent payable immediately before the rent review date and (2) the rent payable immediately prior to review increased in line with RPI plus 0.5%.

(e) We have now included provisions dealing with the situation where the RPI index ceases to exist or, because of any change in the way the RPI index is complied, the review mechanism becomes unfair. This is considered important given the term of the lease will be in the region of 99 years.

(f) We have also included provisions requiring payment of the rent during periods when the reviewed rent is being agreed/determined. It is considered that these provisions will rarely be relied upon given the nature of the review, however, we consider they should be incorporated to make it clear that rent remains payable if a dispute arises.

(g) If there is a delay in agreeing or determining the reviewed rent for any reason, interest on arrears will be charged at the Bank of England base rate, so as not to amount to a penalty but ensure that the Landlord does not suffer financially as a result of the delay.

(h) Following consultation, the stakeholders agreed to dispense with the need for the parties to annex a memorandum of rent review to the lease and that this would be dealt with by means of a notice served by the Landlord on the Leaseholder. The form of notice has been amended and is now found in Appendix 2 to the lease. In line with stakeholders’ comments, the notice contains a worked example.
3.3.3 Valuation issues

The provisions relating to valuation in the revised draft lease are based on those contained existing model lease, and accord with the requirements of the relevant statutory provisions governing shared ownership leases.

3.3.4 Service Charge

We have not undertaken a review of the service charge provisions and any amendments have been made pursuant to the 'translation' exercise referred to above. There remains scope, however, for further improvement to these provisions.
3.3.5 Making good damage to common parts

(a) The existing model lease contains two tenant covenants which purport to deal with the situation where the Leaseholder has caused damage to the common parts. The first requires the Leaseholder to make good any damage to the satisfaction of the Landlord. The second requires the Leaseholder to indemnify the Landlord against all costs incurred in making good the damage. At present the provisions appear to work independently of each other and are slightly contradictory.

(b) However, in the event of damage to common parts it was agreed that providers would not want the Leaseholders to have the ability to carry out the repairs themselves and the clause enabling the Leaseholder to make good has been deleted so that the Landlord now relies on the indemnity provisions referred to above.  

3.3.6 Frustration in the event of damage or destruction

If the lease is determined because, following damage or destruction, the premises cannot be reinstated, the revised draft lease now provides that the insurance monies payable to the Leaseholder shall first be applied in payment of the Mortgagee Protection Claim, so as to bring the frustration clause in line with the principles behind the MPC (see Clause 6.7 of the revised draft lease). The existing model lease simply requires payment of the insurance monies to be paid to the Leaseholder.

4 implementation Date
Various comments were received on the date of implementation. On balance most stakeholders preferred to implement on all leases issued after 6th April 2010. This date coincides with the implementation of the Perpetuities and Accumulations Act 2008 (the implementation of which is necessary before the new flat lease (and in particular the pre-emption provisions in that lease) is used).

This preference was strongest amongst Mortgagees who also highlighted the fact that for anyone other than the provider it will be impossible to determine when and what received a grant allocation from the HCA. Given these changes are primarily aimed at Mortgagees the changes will come into force for all leases granted after 6th April 2010 (unless an earlier contract requires the use of the old form of lease).
5 Role of Berwin Leighton Paisner LLP

Berwin Leighton Paisner LLP’s role has been to recast the Mortgagee Protection Claim provisions following the combined wishes of the stakeholders and, whilst leaving the format and layout of the lease as before, to update the language used with a view to seeking to make the lease easier to understand and eradicate where possible some of the clauses (mentioned in paragraph 3 above), where the stakeholders found that it was tricky to follow the intended meaning. The firm was not engaged specifically to rewrite the lease.
Extract from the Lease in relation to the MPC clause
“Loan” means the loans made by the Mortgagee to the Leaseholder (after first obtaining the Landlord’s written consent to each and all such loans) and which loans are secured by a valid and binding first ranking mortgage.  For the purposes of this definition repayments of capital shall not reduce the Loan.
“Loss” means the amount by which the aggregate of:

(a) a sum representing the Loan advanced for the purchase of the Initial Percentage share in the Premises;

(b) the Loan made (if any) to accomplish Final Staircasing in the Premises as part of the enforcement process or as a result of further Loan being made;

(c) Loans for other sums in relation to the Premises or any other purpose;
(d) interest accruing at the rate applicable to the Loan;  

(e) costs incurred in relation to the enforcement of the Loan (including advances to cover arrears of rent and service charges) Provided that costs of actual disposal shall not exceed 3% of Market Value at the time; and 

(f) any other sums due to the Mortgagee in respect of the Loan made to the Leaseholder,

(less any repayments which have been made), exceeds the aggregate of:
(g) the gross sale proceeds received from a disposal (including a surrender) of the Leaseholders interest in the Premises; and

(h) all amounts (if any) received by the Mortgagee as a result of the enforcement by the Mortgagee of all (if any) security which the Mortgagee may have including, without limitation, all security, guarantees and insurance policies given to the Mortgagee
“Mortgagee” means a lender who shall have made available to the Leaseholder a Loan (which expression includes its successors and assigns and also any persons for whom the Mortgagee is acting as agent or trustee). 

“Mortgagee Protection Claim” means the Loss capped at a maximum of the aggregate of:

(a) an amount equivalent to interest on the Loan for a period of 18 months from the Enforcement Date at the interest rate applicable to the Loan immediately before the Enforcement Date; 

(b) the Loan;

(c) any amounts advanced by the Mortgagee and applied in discharging any arrears of rent and/or Service Charge under this Lease; and

(d) any costs and fees incurred in enforcing the Mortgagee’s security for the Loan (capped at 3% of Market Value at the time of such enforcement).

6 Mortgage protection

If a Mortgagee enforces its security in respect of the Loan then (subject to the other provisions of clause 8) the Mortgagee is entitled to deduct the amount of the Mortgagee Protection Claim from monies that would otherwise be paid to the Landlord as the price for the Final Staircasing.  There is no obligation on a Mortgagee to accomplish Final Staircasing. 

The deduction under clause 8.1 is conditional upon the Mortgagee agreeing simultaneously with the deduction under clause 8.1 that upon such deduction or, if later, promptly upon the Mortgagee recovering the whole of its Loss, the Mortgagee shall assign to the Landlord any guarantees, insurance policies and any other collateral security given to the Mortgagee or secured by the Mortgagee in respect of the Loan together with all other rights to enforce the same and all sums payable under them.

A claim may only be made to the extent: 

(a) the Mortgagee has made a Loss;

(b) the Mortgagee has obtained the Landlord’s consent to the terms of each and every Loan;  

(c) the disposal of the Leaseholder’s interest in the Premises was made on an arm’s length basis at the best price reasonably obtainable in the market at the time of sale.  For the purpose of this sub-clause (c) the onus of proof is on the Landlord to show the sale was at an undervalue; and

(d) the Leaseholder has not, prior to any default occurring under the Loan, accomplished Final Staircasing. 
When applying for the Landlord’s consent under clause 8.3(b) the Mortgagee must provide full details of the terms of the proposed Loan.  The Landlord must respond promptly to any request for consent and give its decision within 28 days.  If such consent is given it must be given in writing, and must be retained by the Mortgagee.  In addition, any such consent shall be deemed also to be consent to any amounts advanced by the Mortgagee and applied in discharging any arrears of rent and/or Service Charge under this Lease.

If the Landlord makes a payment to the Mortgagee or a deduction is made by the Mortgagee the Landlord shall be entitled to claim against the Leaseholder for any such amount together with interest on such sum calculated in accordance with the provisions of Clause 3.2 (Interest).  

The Leaseholder hereby authorises:

(e) the Landlord to disclose to any Mortgagee of the Leaseholder from time to time personal information relating to the Leaseholder or to the provisions of this Lease (including details of any rent or service charge arrears); and

(f) any Mortgagee from time to time of the Leaseholder to disclose to the Landlord such information as the Landlord may request regarding the Leaseholder and the Loan (including details of any arrears). 
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