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Loan Market Group’s response to the Royal Commission Interim Report
Loan Market Group is an Australian family-owned mortgage broking group. We welcome the opportunity
by the Commissioner and his team to provide further clarity on the role of the professional mortgage
broker and respond to issues raised in the Royal Commission Interim Report.1
Mortgage brokers create competition in the Australian marketplace and have reduced prices for
Australian customers. Brokers have a proven history of providing good customer outcomes and will
continue to in the future.
Mortgage brokers are in the business of customer service; the Loan Market brand was built on
word-of-mouth referrals over 23 years ago and despite technological advancements our businesses
(which are made up of predominantly one or two individuals) still find more customers via referrals than
any other way. Their livelihoods are dependant on treating people right.
But we know, as an industry, we can always improve the services we provide to customers and better
meet their changing and evolving expectations. Our industry is multilayered, making the framework for
ensuring good customer outcomes an intersection and interplay between individual mortgage
brokers, aggregators, lenders and regulators.
Figure 1. The Mortgage ecosystem2

It is difficult, if not impossible, to isolate only one element of the ecosystem that operates to provide
customer outcomes. The elements are interlinked.

1

2

Interim Report of the Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry.
The value of mortgage broking July 2018 Deloittes, pg 6

1

However, enquiries have so far focused on asking banks how to fix broking, as opposed to asking
brokers how to fix our ecosystem.
Asking banks to design the future of brokers is perhaps the biggest conflict of all. It is like asking the
fox to design the hen house. It’s simple, the big banks will be the beneficiaries of a weaker broker
market.
It is our hope that this paper will illuminate the many ways that mortgage brokers produce positive
customer outcomes, create competition in what would otherwise be a market dominated by the major
banks and provide a clearer understanding of how we can improve the ecosystem and thus improve
customer outcomes.
In this paper, we provide an overview of the mortgage broker in the Australian financial market and
respond to four key areas raised in the report, they are:

-

The magnitude and prevalence of misconduct

-

The existing and alternative broker remuneration models

-

Duty, best interests and governance

-

Use of HEM, living expenses and verification

At the end of this report we will also provide our recommendations and a case study of the New Zealand
mortgage broker market where trail commission was abolished in 2006.
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1. Mortgage brokers in the Australian financial market
Mortgage brokers play an integral role in the Australian mortgage marketplace. The broker educates the
client and empowers them to make an informed choice about which credit products suit their needs.
The service extends from pre-application through to settlement and beyond and includes ensuring
things like direct debits, online banking and properly establishing that the clients needs have been
met.
On average, approximately 65% of loans3 that clients apply for actually settle. The balance are either
declined, or if the loan is a refinance, the existing lender will reprice to retain that client.
To perform this role the broker meets with the client and creates the following documents:

-

A needs analysis and client fact find as part of a preliminary assessment

-

A credit quote and proposal

-

An analysis of client living expenditure

-

Any additional documentation as prescribed by selected lender

Whilst, of course, interest rates and fees are an important feature of a client’s selection criteria, other
features or factors may be more important to an individual client, such as;

-

The time it will take a lender to make a decision

-

The amount the lender will offer

-

The security a lender will require and, where applicable, the cross collateralization of security
and guarantees some lenders may require

-

The loan structure, features and flexibility to a client's variable cash flow, their financial position
and future expectations, and their risk profile, particularly for small business owners.

1.1

Mortgage brokers create competition in the marketplace

Loan Market started in 1995 and was one of the early mortgage brokers in the Australian
marketplace. The industry started to grow significantly in the early 2000s and has become a critical
part of the finance sector. Since then, competition in the Australian marketplace has increased and
the amount banks earn out of each dollar they lend - as measured by the Net Interest Margin - has
declined4. This means that whether a borrower uses a mortgage broker or not, the client is paying
less interest than they would have paid had brokers not created a competitive mortgage industry.

3
4

Internal Loan Market management reports
RBA (2017a), p.14.
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Figure 2. Net Interest Margins decline

Mortgage brokers also have more access to smaller lenders and are able to present these to
customers who may have otherwise defaulted to the Big Four Banks. In fact, across the Loan
Market Group, a large proportion of our loans each month go to smaller and medium sized lenders.
Below is a pie chart representing all loans that were settled by Loan Market mortgage brokers in
Australia for the 2017/2018 financial year to September.
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Figure 3. Loan Market Group’s lender split September 2017 - September 2018

You can see from this chart that the Big Four share (ANZ, CBA, NAB and Westpac, excluding their
subsidiaries) is approximately 53% of our settled volume.
Our internal lender shares are backed by other industry data.5 This compares to a overall major
bank market share of 73.22% that includes both broker and non broker originated loans6 That
means that for those clients that do not use a broker, the percentage of them that go to a major
lender must be even higher than this overall average. There is no question that brokers help create
competition in the Australian mortgage market, competition that benefits all borrowers.
This data was supported by comments in the RBA: “Even though there have been no major new
entrants (into the mortgage market since the GFC) a narrowing of funding cost differentials,
increased use of broker and consolidation among smaller institutions appear to have boosted
competitive pressures more recently”7.
The fact that brokers bring competition to the market was further confirmed by the Productivity
Commission8 which stated that:
“Based on analysis of ASIC data, we estimate that by distributing loans through brokers, smaller
lenders have on average increased their market shares by 1.55 percentage points. If mortgage
brokers were not available, these lenders would need to have an additional 118 branches each on
average in order to maintain their current shares in the home loan market. Mortgage brokers are
thus integral to smaller lenders ability to compete.”
The reality is that more and more banks are closing branches - not opening them. Many have
5

MFAA report
APRA Quarterly ADI property exposure ABS 5609 Property finance for the quarter ending March 2017
7
The value of mortgage broking July 2018 Deloittes, p18
8
Competition in the Australian Financial System – inquiry report pp 312-313
6
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operational times between 9am - 4pm and are closed on weekends, when the consumer needs
access most.
Over the last two decades, brokers have filled this gap, giving their customers near 7 day a week
access to financial advice and assistance. Mortgage brokers’ working hours are flexible to
accommodate their customers’ needs. Additionally, mortgage brokers represent the regional and
rural population, with 3 in every 10 loans9 prepared by the industry going to the rural segment.
1.2

Mortgage broker market share

The data shows us that consumers prefer to use mortgage brokers over dealing directly with
lenders, demonstrating their trust and confidence in the broker community, according to the latest
quarterly data on market share.
New data released by research group Comparator - a CoreLogic business - has shown a
continuation of strong growth in market share. Brokers settled 53.9 percent10 of all new residential
home loans during the June 2018 quarter, compared to 51.5 percent for the same quarter last year.
The June 2018 quarter was also the strongest June quarter ever recorded in what is traditionally a
seasonally low quarter for broker market share. Although this data series does not extend prior to
these dates, EY estimated that mortgage broker share was 25% in 2003.

Figure 4. Mortgage broker market share, MFAA

The fact that there was strong growth in broker market share in the June quarter is significant
because this would have included loans originated for clients during the early days of the

9

The Value of Mortgage Broking Deloittes July 2018 p vii
During the June 2018 quarter, Compartor Report, CoreLogic August 2018

10
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commencement of the Royal Commission. Lenders may say that brokers do not provide good
customer outcomes; it appears their clients disagree.
This growth in share has occurred largely due to clients referring other clients. With the exception of
Aussie Home Loans and - to a lesser extent - Mortgage Choice, mortgage brokers have not
advertised publicly. Certainly, any advertising has been negligible when compared to that done by
major lenders including the enormous marketing budgets of the major 4 banks. Growth in the
channel has come about largely through clients referring their friends or family members to the
broker they have used.
Deloittes reported that four in ten mortgage leads came from previous clients and three in ten from
referrals from those clients.11
1.3

Why customers use brokers

Further, we know customers use brokers for a number of reasons but the main one is that brokers
empower customers to make informed decisions and choices. Customers understand that when
they go to a broker they are gaining access to multiple products and lenders in one place at the
same time. In a recent survey conducted for ASIC, consumers who either just used a broker or
were in the consideration stage ranked the main reasons to use a mortgage broker, with access to a
wider range of loans (40%) or to get a better interest rate or deal (35%) the top responses.
Additionally, a significant amount of people (30%) said they used mortgage brokers for the
convenience.12 Australians are too busy to visit multiple bank branches between 9am and 4pm.
1.4

The prevalence of customer complaints

Additionally, complaints to the Credit and Investments Ombudsman (CIO) have been low13.
We do not wish to minimise or dismiss any unsatisfactory dealings that consumers have had with
mortgage brokers. We will make mistakes and not live up to the expectations that clients should
have of us. When we make these mistakes then we should fix it. Up until now, the relevant external
dispute resolution scheme that Loan Market was a party to was the CIO.
Figure 5. New complaints lodged with the CIO about Loan Market Brokers

11

12
13

The Value of Mortgage Broking Deloittes July 2018 p 19
Review of mortgage broker remuneration, ASIC Report 516 p176

Credit and Investments Ombudsman Annual Report on Operations 2017/18, pg 6
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As you’ll see, the number of new complaints compared to the number of people our brokers deal
with every year is telling. In 2017/2018 financial year, our complaints represented just 0.0098% of all
business.
Figure 6. Loan Market Group complaint solutions

Of the complaints Resolved by Agreement or found in a Customer’s Favour, the breakdown of
complaint type is as follows:
-

2 Incorrect product placements e.g. variable loan rather than interest only

-

2 Delayed settlements

-

4 Inappropriate advice

-

2 Fee charged by broker either service fee or clawback

1.5

The role of the aggregator brand; Loan Market Group

It is also important to spend some time describing the role of the aggregator as the term is not used
in the NCCP Act. The terminology that is identified is the category of credit assistance provider.
It should be noted that there are specific operational differences between the capacity of a credit
assistance provider and the capacity of a credit provider i.e. a lender.
ASIC also notes that the level and depth of inquiries and activities varies with the specifics of the
services and products that a licensee offers. For example, it suggests that it might be reasonable for
a credit provider to obtain a credit report, but not necessarily reasonable for a credit assistance
provider to obtain such a report.
On a more granular level, aggregators connect lenders - big and small - to mortgage brokers, and
generally have a significant number of brokers who aggregate under them to gain access to a
number of services including a panel of lenders, technology, training and professional development
programs, business planning and business development, software, marketing collateral,
administrative and compliance services and licencing.
To access this full suite of offerings aggregators charge a fee to a mortgage broker.

Loan Market Pty Ltd | Australian Credit Licence 390222
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Loan Market has been granted an Australian Credit Licence to operate in the capacity of a credit
assistance provider.
1.6

Section summary

Mortgage broking has introduced competition to the Australian mortgage marketplace. Over the
years Loan Market Group has been in the industry (over 23 years), we have experienced the sector
evolve with customer needs, growing from a word of mouth referral business, to an industry that
now represents over half of all new mortgages taken out in Australia.
Since mortgage brokers entered the market, bank net lending margins have declined.14
Mortgage brokers are part of an ecosystem with lenders, aggregators and other service
providers that help bring choice to Australian consumers. Mortgage brokers save the
customer time and empower informed customer decisions.
Furthermore, because mortgage brokers deal with a lot of lenders, they provide a variable cost
distribution channel for new lenders, meaning the smaller banks are able to compete with the Big
Four.
We are proud to say that customer complaints about mortgage brokers and aggregators are low.15
In Loan Market’s case, out of 120,000 loans submitted we have experienced just 10 cases that
were resolved by agreement or that were found in the client's favour by the CIO. We are doing the
right thing by our customers, and we will continue to do so.

14
15

The Value of Mortgage Broking Deloittes July 2018 p 19

Credit and Investments Ombudsman Annual Report on Operations 2017/18, pg 6
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2. Magnitude and prevalence of poor customer outcomes with broker
introduced loans
“What is plain, however, is that value - and volume-based remuneration for intermediaries
in the home loan industry has been an important contributor to misconduct and conduct
falling short of community standards and expectations and poor customer outcomes.”16
During the Royal Commission public hearings into consumer lending, the Commissioner heard from
a number of customers who had been adversely affected by their dealings with both lenders and
mortgage brokers. Loan Market, and the wider broker community, looked on with regret and
empathy for people who found themselves in financial difficulty as a result of dealing with a
mortgage broker. However, the assertion that these situations are representative of the mortgage
broking industry is incorrect as our organisation’s experience and broader industry data
demonstrably shows.
In reaching his conclusion, the Commissioner relies on the data produced by ASIC and a statement
from Ian Narev as conclusive evidence driving his concerns. We disagree with the conclusion and
set out our position in response.
2.1

Findings of the ASIC review

The ASIC review analysed the quality of customer outcomes between those that used a broker and
those that did not.
For clarity, below is the table produced by ASIC that outlined the difference in broker loans and non
broker loans.17
Figure 7. recreated ASIC table

ASIC found that brokers’ loan sizes were higher, interest only loans were higher, and that the
default rates were higher when compared to loans originated directly from lenders.
However, as stated by Treasury, “any differences are prima facie (and) not so significant that they
provide compelling evidence of major problems that require a wholesale change to the existing
standard commission structure given the industry reform currently underway”18.

16

Page 61-62 Volume 1 of the Interim Report of the Royal Commission into the Misconduct in the Banking, Superannuation and Financial Services
Industry.
17
Review of mortgage broker remuneration, ASIC Report 516 p158
18
Treasury Background Paper 24 submission to the Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry.
p59
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In particular, ASIC found arrears rates varied by lender and stated the difference was less prevalent
after controlling for borrower and loan characteristics19. Treasury said the arrears rate is 1.09% for
broker channel compared to 1% for the direct channel.20 This arrears rates should be further
investigated, and we would welcome the opportunity to contribute to further analysis of data on this
specific point as we have been informed from various bank employees that there is little difference
between the arrears rates.
Whilst there may be a correlation between the use of broker and both loan size and interest only
loans identified by ASIC, we do not agree the cause of these differences is the broker remuneration
model. Set out below are factors that we believe are the causes.
2.2

Why are brokers loan sizes higher?

The ASIC report showed broker introduced client loans in 2012 were about $33,000 more than
branch loans. In 2015 it was $31,000, even through loan sizes had increased by 20% over the
period. It also showed broker clients were younger than non broker clients.
We believe the difference in loan size can be explained in part by how lenders calculate their
maximum lending amount, in part by the age of the client (who are generally in their accumulation
phase), in part by the fact that brokers arrange a complete package for clients which may include
putting in place an offset account to give clients that option if they needed quick liquidity and in part
by the fact that a branch’s average loan size is reduced by consumers approaching them directly for
top ups.
2.2.1

Calculating the maximum loan amount

When customers are preparing to buy a new home or investment property, they want to know what
they can afford - often the first question they ask is “how much can I borrow?”.
Google search trends reveal what customers search for. The search volume for the term “how
much can I borrow” has increased 50% since 2015. Furthermore, “how much can I borrow” is
searched 10 times more than terms such as “cheapest home loan”, “best mortgage rates” and
“lowest home loan rates”.21
When a client goes to a broker and asks “How much can I borrow?”, the broker will produce a table
similar to the ones listed for two fictitious clients below. The table showcases the maximum amounts
various lenders are willing to lend the customer.
Different banks will have a different maximum loan size for the same client because all banks have
different algorithms for how much money they will lend to a borrower.
The tables below highlight the spread in maximum loan amounts for lenders to two different lending
scenarios, using the 5 highest and lowest loan sizes available within our lending panel. Calculations
were conducted in line with bank serviceability calculators on October 12, 2018.
Scenario 1: Single Simon
The client is single, on a base income of $120,000 per annum, has a credit card limit of $6,000 and
no other debts. For this example we will use default living expenses for illustration purposes only.

19

ASIC 2017, Report 516: Review of Mortgage Broker Remuneration, pg 154
Treasury Background Paper 24 submission to the Royal Commission into Misconduct in the Banking, Superannuation and Financial Services
Industry, p58
21
Google's "Keyword Planner" tool on October 11
20
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Under Single Simon’s scenario, 22 of the lenders on the Loan Market Group panel would consider
lending to the customer. The amount the banks are willing to lend varies by over $80,000.
Figure 8. lender appetite

Scenario 2: Mr and Mrs Smith
The client is a couple, with two children. Mrs Smith earns $60,000 per annum and Mr Smith earns
$40,000 per annum, they have a credit card limit of $6,000 and no other debts. For this example we
will use default living expenses for illustration purposes only.
Under the Smith’s scenario, 21 of the lenders on the Loan Market Group panel would consider
lending to the customers. There is over $130,000 difference between the maximum lending
amounts between the lender that will make the highest loan and the lender that will make the
lowest loan.

Loan Market Pty Ltd | Australian Credit Licence 390222
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Figure 9. lender appetite

These tables show a significant difference in lending appetite across a range of lenders for two
relatively simple client scenarios. Interestingly the lender who had the highest maximum lend in one
scenario had the lowest in the other. What is more, lenders change their appetites regularly. If we
were to run the same scenario in a month, the order and amounts would likely be different.
Of course, the two scenarios considered above are very basic and simple ones. In reality, the types
of situations that many brokers face regularly are more complex.
The more complex the scenario, the bigger the spread between lender maximum lending amounts.
These complexities include:
-

The clients actual living expenses

-

The type of borrower (individual, couple, trust, company or guarantor) and the amount of
deposit that client has access to. What is the LVR and is mortgage insurance necessary?

-

The type of income (overtime, bonus, less than 2 years PAYG, self employed)

-

The condition of the client’s credit history (for instance, have they been late paying a bill in the
last 5 years?)

-

The type of security (cross collateralised, less than 50 square metres, acreage)

-

And the structure of the loan (interest only, principal and interest, split loans, fixed).

Each different combination of these factors will produce a different maximum loan amount. That
needs to be considered in conjunction with the costs and features of that loan against the client’s
objectives.

Loan Market Pty Ltd | Australian Credit Licence 390222
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Given the fact that lenders maximum loan sizes vary so significantly, if that client chooses to use a
broker to obtain finance, then it is statistically more likely that the client will select a higher loan than
they would have done had they walked into a branch.
Changing the remuneration structure of the broker will not change clients asking, “how much can I
borrow”. It will not change the aspirational nature of Australians who will often want to buy their
dream home. Regardless of how the broker is paid, clients will still ask “how much can I borrow?”
and mortgage brokers will still produce tables of individuals’ maximum lending capacities.
2.2.2

Changing the conversation

The National Consumer Credit Protection Act 2009 (NCCP) imposes a separate obligation on both
the broker and the lender. NCCP is the control mechanism that should inform the discussion
between broker and borrower. The conversation should become not “how much can you borrow” but
“how much should you borrow”.
It highlights that it is the policing, audit of recommendations and adherence of brokers and lenders
to responsible lending that is the critical control requirement. It highlights the critical importance of
culture and governance in consistently reporting good customer outcomes. This will be expanded on
later in this report.
2.2.3

Mortgage brokers introduce new clients, branches do more top ups

Another reason to explain the difference on averages is that branches do more loan top ups for
clients and brokers introduce more new loans. Branch staff are more likely to facilitate smaller
increases/variations to the large client base with existing loans. This could go some way to
explaining the differences in loan sizes as top ups will always be lower than new to bank clients.
It is common for mortgage brokers to refer smaller loan increases and variations to the bank directly
given the paperwork and time required to process.This would also contribute to lower loan sizes for
direct to bank customers. This is clearly demonstrated in the ASIC Report which shows the only
type of loan that brokers wrote less of in the 3 years from 2012 to 2015 was “further advance.”
Figure 10. recreation of Table 13 published in the ASIC report22

22

Review of mortgage broker remuneration, ASIC Report 516, pg 157

Loan Market Pty Ltd | Australian Credit Licence 390222
14

2.3

Why are there more interest only loans through brokers?

Much has been made of the fact that more clients who used a broker had interest only loans than
client who didn't use a broker. The conclusion appears to be that this was a poor customer outcome
and that it is driven by how brokers get paid.
Interest only loans have a number of advantages over principal and interest loans to a potential
borrower:
-

The repayments are smaller and therefore give the borrower more flexibility on what to do with
free cash flow. In particular, they suit clients who need to finance a small business, have lumpy
cash flow or who want to choose how they manage their money.

-

When interest only loans were produced at the same price as principal and interest loans, it
would be negligent for brokers not to mention this to clients. Indeed any small business owner
should consider an interest only loan secured against their house. It is a lot cheaper than
commercial finance and the house will usually be considered as security whatever way a small
business owner finances their business as they will often have to give personal guarantees.

-

Now that the price of interest only loans is higher than the price of principal and interest loans
there is a reason not to recommend them.

-

At all times interest only loans were subject to the same assessment criteria as principal and
interest loans.

In relation to interest only loans, when appearing before the House of Representative Standing
Committee on Economics, the CEO of Westpac Mr Brian Hartzer commented23:
“Statistically, an [interest-only] loan amortises at the same rate as a [principal and interest] loan,
which might sound counterintuitive, but it’s because [most] people who are taking out an
interest-only loan are taking an offset account and they’re often affluent people or investors who
have lumpy cash flows — so they’re putting the cash in an interest-only account and then paying it
down overtime” Mr Hartzer said.
“The evidence doesn’t suggest that those loans amortise at a different rate.”
Of course, not all clients should get interest only loans. It depends on a client’s requirements and
objectives. It is true that because principal was not reduced for 3 or 5 years on a interest only fixed
loan, the trail payments to a broker would be higher. But it is important to put the entire
circumstances into context.
Scenario: Single Simon
Let’s assume that Single Simon was approved for a loan of $500,000 with an interest rate of 5% and
that the broker who arranged the loan was paid a trail of 5%.
The following table compares the payments that Simon would make in the first five years of the loan
and the trail the broker would receive over that five years for an interest only loan and a principal
and interest loan which amortises over a 25-year term and also over 30-year term.

23

The Adviser October, 22 2018
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Figure 11: Client payments over the first 5 years of a loan

The most contrasting example here shows a $50,000 cash flow difference to Single Simon over the
first 5 years. At the same time there is an increase in trail paid by the lender to the broker averaging
$40 per annum, an increase in payment over the five years of between 3.8% and 5.6%, depending
on the loan term.
This assumes there is no offset account attached to this loan or a variable split loan attached to the
fixed rate loan which would enable Single Simon to hedge against rising rates whilst still giving
flexibility to make extra repayments. This split facility or offset facility is a popular method giving the
client some flexibility for extra repayments whilst reducing risk of rising rates and minimising
repayments on a significant portion of the total debt.
The ASIC report did not identify how many broker introduced fixed rate interest only loans were also
attached to a split variable loan that would enable the client to pay that off more quickly, a strategy
that could suit some client strategies well. It also did not identify how many borrowers using interest
only loans owned a small business. We would welcome the opportunity to contribute to further
research in these areas performed by ASIC.
The reason why interest only loans have fallen in recent years is because they are now more
expensive than a principal and interest loan. But if they were to return to relative pricing parity, they
will be taken up more readily as they offer clients flexibility.
2.4

Comments by CBA - It is in the banks interest to reduce mortgage broker
commissions.

The Commissioner seemed to rely on a statement from Mr Ian Narev, the former CEO of CBA, who
wrote, in a covering letter to the Sedgwick Commission that broker commissions may lead to bad
customer outcomes24.
The Commissioner seems to have taken this statement at face value. However, it is important to
note that banks benefit financially from brokers being paid reduced commissions. Morgan Stanley25
recently stated that the profits of the major banks would rise by 1.8% if the banks removed
trail commissions. Presumably they would rise more if there were no commissions paid by lenders
at all and it was a client paid fee only. Whilst we do not know Mr Narev’s personal incentive
package, we assume that in some large part it would be based on increasing the CBA share price.
We believe his comments to an inquiry into how banks and brokers get paid should be interpreted in

24

25

Interim Report of the Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry, pg 59
Morgan Stanley Research, Australia Banks Roadmap to “Branchtopia”, October 4 2018 pg 22
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that light. Who is surprised that a bank CEO would seek to have an inquiry reduce the commissions
of brokers when that outcome would benefit the bank and the CEO?
Indeed the only entities that benefit from reducing broker commissions are the big banks - not only
would the banks get rid of competition and return Australia to a banking oligopoly, they would boost
their profits by reducing broker expenses.
We find it frustrating that the Commissioner seems to have placed such significance on this
statement as proof of a proposition that is supported by such little evidence. Indeed the evidence
supports the contrary position:
-

Client complaints regarding brokers are low - certainly lower than lenders

-

Consumers refer and prefer to deal with brokers rather than lenders

We submit it would be a disappointing outcome of this Royal Commission if the banks were
rewarded, brokers were penalised and the consumer left to fend for themselves again. Asking
banks to redesign the broker remuneration process is like asking the fox to redesign the hen
house.
2.5

Customer complaint numbers

The Royal Commission public hearings heard case studies relating to misconduct by mortgage
brokers namely via Aussie and ANZ (Mr Rankin). These cases relate to broker fraud or potentially
the broker providing misleading information in order to procure a loan.
In our view, they are at the extreme and should be dealt with swiftly and harshly through
suspensions, banning orders and where appropriate through the legal court system.
However, are these behaviours commonplace?
The Credit and Investments Ombudsman (CIO) has been the predominant External Dispute
Resolution (EDR) mechanism for mortgage brokers for over 15 years. The proportion of complaints
involving mortgage brokers received on an annual basis by CIO in the 12 months ending 30 June
2018 amounts to 5.8%26. This is despite the membership of the CIO being comprised of 90%
mortgage brokers and aggregators.
2.6

Net Promoter Score as rated by customers

In addition to this Loan Market Group marks our success on what our customers say about us. We
do this through a customer listening tool; Net Promoter Score (NPS) which is a survey we provide to
new customers who have settled a loan through one of our mortgage brokers.
It attempts to measure whether a client is happy enough to refer the broker to a friend or family
member. The resulting score can range from +100 (where all clients will refer) to -100 (where no
clients will refer) The score for Loan Market brokers usually ranges each month from +80 to +85
which essentially represents that out of every 10 customers 8 or 9 of these would refer us to their
friends and family. This compares favourably to the major banks scores on a similar measure which
usually averages around a NPS of -10.
Our customers are so happy with the service we provide, they would encourage their nearest and
dearest to use the service.
26
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2.7

Mortgage broker marketshare

What also cannot be overlooked is the data that shows consumers prefer to use mortgage brokers
over dealing directly with lenders.
New data released by research group Comparator, a CoreLogic business, has shown a continuation
of strong growth in market share. Brokers settled 53.9 percent of all new residential home loans
during the June 2018 quarter, compared to 51.5 percent for the same quarter last year27. The June
2018 quarter was also the strongest June quarter ever recorded in what is traditionally a seasonally
low quarter for broker market share. If customers were getting poor outcomes then why would they
continue to use brokers and refer their friends and family members.
These facts again suggest to us that customers are not raising serious systemic issues resulting in
poor outcomes to them.
2.8

NCCP, HEM and living expenses in the context of broker remuneration

The ASIC report was critical of how banks and brokers assessed a client's living expenses and the
Commissioner has asked specifically about how the industry should use the Household Expenditure
Measure (HEM) in the future. The Interim report appeared to conclude that Broker remuneration and
the use of HEM were the prime causes of poor customer outcomes and that somehow these two
were linked and part of the same problem ie that lenders used HEM in their assessment of a client’s
application because of brokers or broker remuneration.
We disagree. While we address the use of HEM later in this response, it is worth stating here that
the use of HEM rather than a detailed examination of client living expenses was the credit
assessment regime that was set by the lenders - not the brokers.
The broker did not (and does not) approve the loan. The broker only recommends to the client
which lender’s lending criteria they would likely meet, which lenders products would meet the
client’s objectives and then attend to the preparation and submission of the application to the
lender’s assessment team.
In particular:
-

The use of HEM was an industry wide tool and practice that most lenders used to make credit
assessments.

-

The lenders made their own decisions as to whom to lend money and controlled the credit
decisioning engine and processes.

-

The lenders communicated to brokers how they would access the credit worthiness of clients. A
broker’s independent assessment is irrelevant to the loan approval process.

-

Brokers made the assessment that if the lenders were prepared to approve loans based on
HEM then that practice must be acceptable.

It was not the broker remuneration structure that induced lenders to use HEM as an assessment
tool. The broker had no influence on whether lenders used HEM or any other assessment measure.
27
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It is unfair to criticise brokers for simply representing the facts of how banks made credit decisions
when brokers did so efficiently, honestly and fairly to customers - as they are obliged to do.
A broker has their own obligations under NCCP to access whether a loan is not unsuitable (this
standard is also addressed later) and that an applicant could afford the loan. Our role was to
accurately represent these lenders and their products to clients, and accurately represent the clients
and their situation to the lenders and to ensure that a client could qualify for the loan as determined
by the lender.
The practice of lenders using HEM started to change during 2012 following ASIC and APRA
intervention and the industry began to consider it a blunt tool. The lenders started to change their
requirements, and so did brokers. As lenders shifted from using HEM to a detailed assessment of
the living expenses of a client, so did brokers. Brokers followed in lockstep behind the lender
because the regulators were encouraging the lenders to change their interpretation of NCCP.
This change in assessing living expenses has nothing to do with broker remuneration and
everything to do with an interpretation of NCCP that has since changed across the industry. The
latter has changed whilst the former has remained the same.
Broker behaviour and consumer outcomes have changed without changing remuneration.
We disagree with the premise the Commissioner presented and do not believe that the
remuneration model has been a systemic cause of poor customer outcomes.
However, we do believe the broker remuneration model can be improved, and we set out below in
section 4 our position on broker remuneration.
2.9

Section summary

In summary, we disagree with the statement that value based remuneration for intermediaries
in the home loan industry has been an important contributor to misconduct and conduct
falling short of community standards and expectations and poor customer outcomes, at least as it
relates to mortgage brokers.
In our opinion the March 2017 ASIC Report28 contains the most rigorous data driven analysis of the
difference between broker introduced loans and loans originated by lenders directly.
This report found;
-

a small difference between arrears rates for each group after controlling for variables.

-

it found higher loan sizes (although this difference was narrowing significantly from the first data
point to the second.) Some commentators have confused correlation with causation. Brokers
will have higher loan sizes because we offer choice, clients want to know how much they
can borrow and lenders have different maximum loan sizes

-

There was an assumption that brokers produced a higher proportion of interest only loans
because of the current remuneration structures. In fact, it was because at the time interest only
loans were priced the same as principal and interest (P&I) loans and therefore gave the client
free optionality. We expected a significant number of these loans would have been combined
(or “split”) with a P&I loan allowing for principal reduction in the split loan.

28
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We believe that the changes to the standard commision structure as proposed by the CIF will
address some areas of potential conflict and remove an incentive to structure the loan for a higher
commission.
Additionally, the CIO has not been clogged up with complaints about brokers, unlike lenders and
pay day/pay later lenders. Whilst brokers make up 70% of the CIO membership base, only 5.8% of
complaints are made about brokers.29
We believe that the biggest winners from broker commissions being reduced or eliminated
are the big banks. Morgan Stanley Research point out that big bank share prices would increase30
- this must not happen.
-

We believe there is no reliable data that indicates a systemic problem in broker generated
customer outcomes. If the Commissioner is aware of any then we believe this evidence should
be published.

-

Where there are fraudulent brokers or breaches of the law we agree and expect that these
people should face prosecution.

-

We believe that ASIC should conduct an annual survey like the one conducted in 2016 and
publish its results so that consumers, legislators and regulators can see the relative
performance of the channels.

-

By having transparency of data it can then become clear what changes should be made in the
future.

Finally, the Commissioner has given much weighting to former CBA CEO, Ian Narev’s comments
that broker remuneration creates poor customer outcomes.31 Mr Narev is clearly conflicted. The
CBA, and presumably Mr Narev at the time, would benefit significantly if broker remuneration was
reduced. Asking banks to redesign the broker remuneration process is like asking the fox to
redesign the hen house.
Banks have always been responsible for determining how they make credit decisions; who they lend
to and who they decline. Brokers are the intermediaries and relate information to each party
efficiently, honestly and fairly. Broker remuneration has had (and continues to have) nothing to do
with how lenders make their credit decisions.
Furthermore, when lenders (following suggestions from the regulator) changed their practices in
regards to HEM to a more detailed examination of monthly living expenses, the mortgage broker
industry changed as well. Customer outcomes changed because regulators influence lenders.
Customer outcomes changed without changing broker remuneration.

29
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3. Remuneration of brokers
Do broker contracts, as they stood at the time of the hearings, meet the statutory
requirements imposed by Section 912A of the Corporations Act 2001 (Cth) to have
arrangements in place to manage conflicts of interests? Do broker contracts, as now made,
meet those requirements?32
ASIC, The Productivity Commission and The Treasury in their various reports into the remuneration
and structure of the mortgage broking industry have all reported that brokers play an important role
in creating competition in the mortgage broking industry. We also know that brokers continue to be
preferred by consumers.
“... brokers also act as a distribution channel for lenders (particularly in regional areas) and facilitate
competition, exerting downward pressure on home loan pricing more generally”33
The entities noted above have also stated that the current remuneration model is conflicted and
observed that the more the borrower borrows the more the lender earns and the more the broker
earns. Each has made recommendations and observations that this model needs to be reviewed, a
process which is being undertaken by the Combined Industry Forum (CIF) of which Loan Market
Group is a member. We support the changes to the current remuneration model being proposed by
the CIF.
However, we believe it pertinent to explore the different remuneration models and consider each
structures positives and negatives, in regards to the consumer and the Australian financial market.
3.1

The current remuneration model

Firstly, let’s explore the current mortgage broker remuneration model and it contains a number of
elements.
-

First is an upfront fee paid by the lender, to the mortgage broker. This is usually about 0.6% of
the value of the loan.

-

The second component is a trail payment of about 0.15% - 0.2% per annum of the outstanding
loan amount. This was originally introduced by lenders as part of the remuneration structure in
the late 90s.
This trail was introduced as part of the over all payment and as a deferred payment based on
the performance of the loan. As the average life of a home loan in Australia is about 4 years the
net profit value of these trail payments is about 0.6% of the loan amount. The lenders chose
this structure because they did not want to pay the full amount upfront to the broker.

-

Thirdly, all broker contracts with lenders have a clawback provision that means that if the
client leaves the bank or the loan goes into default within a certain period of time the lender can
take back part or all of the commission. The clawback terms vary, but are usually about 100%
inside 6 months, to 25% clawback between 18 months and 2 years.

-

Further, the broker also has obligations under NCCP and under contracts signed with the
lender and their aggregator. Currently, the broker has a duty to the client to:

32
33
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✧ act efficiently, honestly and fairly;
✧ make reasonable inquiries about the consumer’s financial situation, requirements and
objectives;
✧ take reasonable steps to verify the consumer’s financial situation;
✧ make a preliminary assessment of whether the credit contract is ‘not unsuitable’ for
the consumer. That is, that the loan meets the consumer’s requirements and
objectives, and that the consumer has the capacity to repay the loan without
experiencing substantial hardship;
✧ ensuring that clients are not disadvantaged by any conflict of interest in relation to the
provision of credit activities;
Reasonable enquiries and disclosure would include but are not limited to:
✧ conducting a needs analysis and preliminary assessment considering the client’s
current circumstances and planned or foreseeable changes and meeting their
requirement and objectives ;
✧ disclosure of any fees and charges the client is liable to pay us and the lender in
relation to the provision of the credit assistance;
✧ disclosure of the amount of commissions paid to us and those we pay third parties
such as referrers;
✧ based on the information captured provide recommendations of suitable loans to the
client;
✧ assist the client to complete and submit the loan application including all the required
supporting documentation to the chosen lender;
✧ provide information to the client as to where, when and to whom they can lodge a
complaint;
✧ Provide ongoing service and support to the client once the loan has settled.
-

Currently, the liability for breaching NCCP is based on the loss which is related to loan size.

The current remuneration structure for a broker is represented in the table below.
Figure 12: Current remuneration structure
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The Commissioner asked if the current broker contracts breach the law, in particular the conflict of
interest issue under s912A of the Corporations Act 2001 (Cth). It is presumed the Commissioner
asked this on the basis of questioning whether value based commissions were a conflict of interest
that could not be managed.
Some negatives have been raised around the current model, namely;
-

That there is a conflict in volume based remuneration, in that the more the client borrows the
more the broker is paid

-

And, that the trail operates to prevent a broker from moving the client to a better loan (In fact
this is false - the trail would not factor into this decision because the broker will be paid trail by
the new lender. It is the clawback that acts as a disincentive).

However this is a complex model and it includes several features that operate together to protect
the customer and reduce conflict. These are:
-

The deferred payment (the trail) operates to enable the broker to maintain contact with the
client and to afford to advise the client to stay in the current loan or move if there is a better
one.

-

The clawback operates to ensure that if the client is placed in a loan they can’t afford the broker
will be paid nothing. In addition, if the broker has missold the loan and the client decides to
leave that lender, the broker will be paid nothing.

-

Finally, the upfront payment operates to remunerate the broker for an outcome that the client
has asked for i.e. the settlement of a home loan.

-

Of course, the NCCP operates to ensure that the broker must adhere to responsible lending
standards. If they do not then the borrower has a claim against the lender and the broker. By
breaking the law the broker is jeopardising their whole business, including all the deferred
income (trail) they have potentially accumulated.

This remuneration structure is consistent with the principles of the Banking Executive
Accountability Regime (BEAR), a model which has been proposed to encourage banking
executives to think about value creation in the long term and not the short term.
“Under the BEAR the ADIs must defer a minimum percentage of a senior executives variable
remuneration for a minimum of four years and have a remuneration policy that provides for the
reduction of deferred variable remuneration where a senior executive has not met their obligations
under the BEAR”34.
It is submitted that BEAR seeks to deliver a framework that already exists in the mortgage broking
industry.
Under the current remuneration structure we fervently believe that there is no individual, other than
the customer, with a more vested interest than the mortgage broker, in making sure the customer
can afford to pay back the loan.
In addition to this model we support all of the CIF reforms35 that have been proposed to modify the
commission structures in response to the ASIC inquiry.

34
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3.2

Quantum of remuneration for mortgage brokers v structure.

The question of structure is separate from the question of quantum. As noted above, the net profit
value of broker remuneration from a lender is 1.2% of the loan amount. To our knowledge none of
the reports into mortgage broking have called into question the quantum that is paid to a broker,
only the way it is paid.
In the Deloittes36 report, they found that the average mortgage broker earned, after costs and before
taxes, an income of $86,417. This is less than what a branch manager earns.
It is also worth highlighting that under current arrangements;
-

Mortgage brokers have a contingent liability and responsibility for negligence, unlike employees
of lenders

-

Mortgage broking income is completely variable. There are no unions or minimum standards
that underpin their security, unlike bank employees. Broking businesses are small businesses
(that employ 27,100 full time equivalent Australians)37.

-

In addition, each client that a mortgage broker works with is taking more time to be approved
and settled due to banks reinterpreting their NCCP obligations. This is not a complaint, rather a
statement of fact. It appears clear that obligations on, and expectations of, mortgage brokers
will not reduce after this Royal Commission.

Accordingly, we do not see how it is prudent to reduce mortgage broker commissions without
reducing the obligations on them. We believe there is little prospect of the obligations and
expectations on brokers actually reducing after the Commissioner makes his report. Already brokers
are paid less than branch managers under less certain condition with fewer benefits, more
obligations and greater liability. Given the extra time (estimates are of an extra 30% per file38) that
brokers are spending on client files since the changes to living expenses came in, brokers are
working harder for less remuneration. Accordingly, we believe that if the remuneration model is
changed, that the net value of the brokers remuneration at least remains the same, if it is not
increased. Indeed, if there are significant increases in broker obligations as a consequence of this
Royal Commission then broker remuneration should be increased so that these obligations can be
discharged effectively and sustainably.
3.2.1

Different remuneration models - our assumptions

Given the concerns raised by the bodies mentioned in the interim report, it is appropriate to
reexamine the options of how brokers could be remunerated and compare them to the current
model to determine which could deliver better customer outcomes.
When modelling the different options below we have assumed the following;
1. An average loan size of $500,000
2. An average upfront fee of 0.6%
3. An average trail of 0.15%
4. An average life of loan of 4.3 years
36
37
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5. For the purpose of calculating NPV of trail, an NPV amount of 0.6%
6. Therefore a total NPV commission of 1.2%
7. Net Interest Margin (NIM) of 2%. This is the amount the lender earns every year on a loan.
e.g. On a $500,000 loan the NIM of 2% means the lender earns $10,000 per year or $40,000
over 4 years, assuming the loan does not pay down significantly. Over the same period the
broker commission would be $3,000 upfront and a trail fee of $750 per year equating to a total
payment of $6,000 over 4 years. Thus, over 4 years, brokerage costs to a lender represent
15% of a lender’s revenue.
3.2.2

Change from a value based upfront payment to a fixed upfront payment

This model changes the percentage payment based on the value of the loan and replaces it with a
fixed upfront fee.
Positives?
-

As the lender is paying a fixed fee no matter the loan size, it would remove the financial
incentive for the broker to recommend a higher loan amount.

Negatives?
-

Would increase the proportion of the broker fee to low value loans, increasing the cost of
distribution to lenders of low value loans. This effectively would force up the costs of low value
loans resulting in the perverse result of clients with lower value loans subsidising those with
high value loans.

This can be summarised in the table below. Assume the broker fee is set at $6,000 and that the NIM
for the lender is 2% per year or 8% over 4 years. It shows that lenders will be either reduce service
for lower value loans or increase the nett interest margin to compensate.
Figure 13: Net Interest Margin for lender on a fixed upfront payment model

This table shows that a lender who issued a $50,000 loan would need to significantly increase their
interest rate or costs to the borrower to cover the proportionately higher cost of a fixed fee. The
reverse would be true for a higher value loan.
An example would be that if a person borrowed $50,000, a broker was paid a fixed upfront fee of
$6,000, a bank would make just $4,000 (based on Net Present Value (NPV) after 4 years). Of
course, the bank would not make that deal or would need to drastically reduce the service offering

Loan Market Pty Ltd | Australian Credit Licence 390222
25

to the customer. While larger loans, say $1million is hugely profitable for the bank (about $80,000
based on NPV) and would be favoured.
Thus this model could disadvantage lower income customers, and potentially encourage brokers to
put customers in higher loans to get the deal across the line.
This may also translate that the lower the value of the loan, the higher their interest rate as the
banks look at ways to recoup that cost. Whereas the wealthy will be favoured and given more
competitive interest rates in an attempt to attract more of that business.
3.2.3

Change from a value based upfront payment to a fixed tiered upfront payment

A variation on the upfront payment model is to tier the payments.
An example is outlined in the table below.
Figure 14: What a fixed tiered upfront payment model could look like

This would mean that loan sizes in a particular tier would attract a fixed payment relating to that tier.
For example, a payment of say $2,000 for loan sizes below $100,000, a payment of $2,000 for
loans between $100,000 to $250,000 etc.
Positives?
-

Would treat both low value and high value loans the same and not disadvantage lower income
customers - unlike the fixed upfront payment model.

Negatives?
-

This structure would still create incentives for the broker to get the loan into a higher loan
bracket and not solve the conflict of interest problem the Commissioner raised i.e. higher loan
sizes equals higher payments.

-

The conflict of interest would perhaps be higher than the current system as the way the tiering
would work is that the payments would increase significantly for a loan that was increased from
the top of one tier to the bottom of another.
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-

3.2.4

For example; assume the table above and that a client increased their loan by $2,000, from
$399,000 to $401,000, then a broker’s commission would increase from $3,000 to $5,000 for
arguably very little difference in work.
A value based upfront and no trail

This would involve the broker being paid an upfront fee based on the value of the loan and no trail
payment i.e. abolish trail commission.
Positive?
-

It would increase the incentive for the broker to move the loan from one lender to another.

-

It would create clarity on exactly how much the broker is paid in that all of it would be paid
upfront.

Negatives?
-

For the broker industry to remain viable the upfront payment would need to increase. This
fact was recommended by the Productivity Commission39. If the remuneration levels were to
stay the same, the upfront fee would need to increase to 1.2%. This could make the incentive to
move the loan too high.

-

The question would then become what would happen to clawbacks? Given much of the value
that the bank pays would be front loaded then they would want to recover that cost if the client
left the bank. Any clawback would act as disincentives for brokers to move clients, as was
identified in the Productivity Commission Report40.

-

Secondly, it would mean that for a broker to earn money they would need to make a product
sale to the client. It could create a new conflict for brokers. Brokers would need to encourage
an existing client to either borrow more money or switch banks in order to earn a fee. It would
create an incentive structure that would discourage the broker from advising the client to do
nothing but pay down debt.

-

A higher upfront fee would mean that smaller lenders would need to raise more capital to pay
higher upfront broker commissions increasing their funding costs and hence their interest rate
to consumers.

This happened in New Zealand, where lenders unilaterally abolished trail in 2006. In New Zealand,
the average life of a broker introduced loan is 27 months41. The average life of a branch introduced
loan is 4.4 years. In fact as a consequence of this, some lenders in New Zealand have now
reintroduced trailing commissions42.
This same problem (of product and supplier churn) was considered in the Trowbridge43 report which
looked at remuneration of life insurance advisors. The inquiry considered that the practice of paying
high upfront fees (about 110% of the insured's annual premium was paid as a commission in the
first year) created the incentives for life insurance adviser to churn clients in order to earn annual
commissions. The perception was that high upfront fees were the culprit.
An ASIC Review into Life Insurance Commissions, which was instigated after the failure of the
industry to self-regulate since 2012, has compounded consumer concerns. Statements made by
39
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ASIC in its report suggest that remuneration arrangements create an incentive to offer advice that
may not be in the best interest of the client (notwithstanding the legal requirements of the best
interests duty). They said;
“High upfront commissions give advisers an incentive to write new business. The more premium
they write, the more they earn. There is no incentive to provide advice that does not result in a
product sale or to provide advice to a client that they retain an existing policy unless the advice is to
purchase additional covers or increase the sum insured44.”
A remuneration arrangement tied to a product sale creates an incentive for the adviser to make a
sale, rather than provide non-product-specific advice or strategic advice for which the adviser may
not be paid.45”
And Trowbridge went on to say; “The Financial System Inquiry also weighed into the issue,
recommending a level commission structure, where the first year’s commission is no greater than
renewal commissions. Although the issues regarding financial advice go beyond commissions,
current commission structures represent one of the more obvious areas for reform to restore
consumer trust in the industry.”46
In the end Trowbridge recommended a blended model which was an upfront commission of the
insurance premium and a trail commission of 20%. This is almost the mirror of the current
mortgage broking commission structure.
It is submitted that the change to a wholly upfront fee without trail also introduces conflicts of interest
that are at least as bad as the current conflicts, and has the genuine potential to have an adverse
impact on customer outcomes.
3.2.5

A flat value based trail fee paid by the lender

Another solution could be to remove the upfront fee and instead have a flat trail fee paid to the
broker based on the outstanding value of the loan. For example, a flat trail fee of about 0.3% per
year would keep NPV parity with the current structure. There would be no upfront fee, but instead
an annual trail fee calculated monthly on the outstanding loan balance.
Positive
-

Would encourage the broker to look after the client long term. There is less of an incentive for
the broker to give the client a loan that is higher than needed because there is less short term
financial benefit to the broker. The broker benefits financially in the long term if the client is
happy with the loan and does not default. This structure would most align the interests of the
broker and the intent of NCCP.

-

Additionally, it would solve the problem that Trowbridge wanted to solve with life insurance
commission and reduce any incentive for a broker to make a product sale.

-

It would remove the need for clawbacks, which act as a disincentive for brokers to recommend
that a client move lenders. This is because the lender does not pay an upfront commission and
therefore there is no need to “claw” anything back.

44
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Negative
-

There is still an incentive for the broker to recommend a higher value loan as the trail payments
would be higher.

-

It would put significant pressure on a broker’s cash flow and particularly new entrants and
would act as barrier to entry for new brokers. This would be seen as anti-competitive and
restrictive to the entry of new competitors to the mortgage broking industry.

3.2.6

A fee paid by the client

This would involve the client paying a direct fee to the broker, a proposal that has been described by
ASIC as the “most radical”.
It is unknown what effect this would have on brokers, although it is assumed that it would have an
adverse effect on a broker’s ability to operate. It is our fear that this model would best suit the
banks, who would no doubt adopt the customers who were unable to afford to pay a fee.
Under this scenario the broker would clearly be agents for the borrower.
Positives?
-

It would reduce the conflict of interest issue, although the obvious conflict is that the more the
broker charges, the bigger the negative financial impact to the client. However, it is clear who is
paying the fee.

Negatives?
-

Imposing a consumer fee or tax on broking would reduce the amount of people who could
access brokers as not all consumers could afford a fee. Many of the people who need the
advice most i.e. first home buyers and the least financially literate are the ones that would most
likely have difficulty paying the fee.

-

Clients would potentially be charged a fee where there was no outcome for the client.

-

To preserve customer choices, in The Netherlands the government introduced a fee to the
client regardless of whether the client chose the branch or a broker. Should the Commissioner
choose this option, it is worth pointing out that the transition from an institution paid fee to a
client paid fee started in 2008 and culminated in 2013. It involved slowly changing the fee
structure in an orderly way.

-

This would result in more fees paid by the client directly. Would the overall cost to the client be
reduced elsewhere? And if so how would that be monitored? Or would this be a free-kick to the
bank and a chance for the lender to further increase profits? It is uncertain how asking the client
to pay more for a service they currently get for free is in their best interests.

-

Finally, the Productivity Commission noted;
“Fixed fees paid by customers rather than commission structures have been proposed, and
would eliminate conflicts, but the cost to competition would be high. Consumers would desert
brokers, and smaller lenders (and regional communities with few or no bank branches) would
suffer much more than larger lenders, if customers were required to pay for broker advice”.47

47

Competition in the Australian Financial System, Productivity Commission Inquiry Report, No.89, 29 June 2018 pg.22
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It is clear that the major banks would be the beneficiaries of a client fee for service because it would
reduce competition and increase the banks profit48.
As Treasury stated when commenting on adoption of a client fee for service model; “have potential
to be disruptive to an industry already facing significant changes in light of the CIF proposals, tighter
lender standards and involve significant costs in transferring to and bedding down any changes49”
3.3

Why mortgage broking is different from financial planning?

The question has been raised that given The Future of Financial Advice (FOFA) reforms removed
commissions on investment and superannuation products, why shouldn’t the same reforms be
applied to mortgage brokers and allow a fee to be charged directly to the client?
There are some important issues to consider here:
-

Financial Planning clients are, in general, older than mortgage broking clients. Financial
Planning is more common with pre-retirees and retirees, many of whom, have greater
discretionary spending given they have paid down their mortgage, the children have finished
school and they are now looking to use their surplus to maximise retirement assets. Mortgage
broking clients are younger and have less disposable or surplus income. In fact, much of their
surplus is directed towards paying down their mortgage.

-

It is common for Financial Planning clients to pay fees for advice from their superannuation
fund which doesn’t call on discretionary assets or income. Mortgage broking clients are much
younger and would have to pay fees for advice from their funds saved for a deposit for a home.

-

Mortgage broking is more akin to life insurance where the Life Insurance Framework Reforms
(LIFR) proposed a number of changes but essentially endorsed a commission framework to
support the provision of advice to Australians.

-

A commission framework such as the one that exists for Life Insurance and Mortgage Broking
provides for clients receiving valuable advice with the cost amortised within the product and
over several years. This makes the advice more affordable, particularly to younger people.

-

In superannuation and investments, the removal of commission resulted in a commensurate
reduction in fees of the product. In short, the client was no worse off - the extra fee they paid
was offset by lower fees from the manufacturer. This would not happen with mortgages where
there would be no commensurate offsetting saving for the consumer.

-

A mortgage is more of an essential financial service than financial planning. A fee for service
would deny this service to Australians who could not afford it.

Whilst we understand the ambition and desire to remove commissions and move to a client
fee-for-service on the basis of what happened in FOFA, we think this would have adverse affects on
consumer outcomes - they would have to pay for a service they currently do not pay for, and the
winners would be the big banks who would no longer pay broker fees. The temptation might
be to force banks to lower interest rates to consumers, but we have all seen that movie before and
know how it ends. This is especially true given the fact that with a weaker broker market, there will
be fewer lenders in Australia competing against the big banks.

48
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Morgan Stanley Research, Australia Banks Roadmap to “Branchtopia”, October 4 2018 pg 22
Treasury submission to Financial Services Royal Commission 13 July 2018 p62
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3.4

Section summary

The Commissioner has identified the current remuneration model is conflicted. As the above
analysis shows there are challenges and conflicts with all remuneration models. As Treasury stated
in its response to the Royal Commission “the standard commission structure represents a balancing
of commercial interests and responsibilities between lenders, aggregators and brokers, as well as
the interests of consumers50”
No model is perfect, particularly when assessed against a need to give consumers an advocate to
champion them to lenders but that conflict is counterbalanced by a requirement to adhere to
responsible lending obligations which “provide an appropriate balance between protecting
consumers who may misjudge or be tempted to take on more debt than they can afford, and enable
lenders to provide credit”51.
The CIF proposal to link upfront commission payments for standard home loans to net debt
utilisation and inclusive of loan offset arrangements, rather than the approved loan limit, will reduce
any incentive to recommend a higher loan limit than the customer may need.
We believe the current model, after incorporating the modifications proposed by the CIF and
including a clawback, strikes a balance between providing sustainable competition and good
customer outcomes. The balance to the conflict in any model needs to be the legal and ethical
framework against which each intermediary operates. To date that has been the obligations
imposed by NCCP. That legislation imposes a number of obligations on lenders and intermediaries,
which do provide a balance to the potential for poor outcomes that can come from a conflicted
model.
Regardless of remuneration structure, the quantum paid to mortgage brokers should be maintained,
if not increased. Mortgage brokers incur more costs and have more liability, a variable and
unpredictable income compared branch staff, yet the average earnings of a broker is less
than that of a branch manager.
As the Commissioner has identified, one area that can be improved under NCCP is the duty owed
by the broker to the consumer - from the current standard of “not unsuitable” to a positive duty.
We believe that such a positive duty should be adopted and submit that this, combined with an
explanation of outcomes, provides a stronger and better framework for Australians to have
confidence in a competitive and fair financial service industry.
Finally, mortgage broking is fundamentally different from financial planning and applying FOFA to
mortgage brokers encounters a number of problems, chief among them that unlike the investment
platform the lenders will is the fact that with FOFA, when the client paid a fee, the investment
platform removed the fee they deducted to pay the advisor. In lending, the bank will not reduce the
interest rate they pay to a customer introduced by a broker. It will be the same rate. So the customer
will pay a fee but get no corresponding benefit.

50
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4. Duty, best interests of the customer and governance
What duties does an intermediary owe to a borrower? And, What duties should an
intermediary owe to a borrower?52
Currently the broker has a duty to the client to:
-

act efficiently, honestly and fairly;

-

make reasonable inquiries about the consumer’s financial situation, requirements and
objectives;

-

take reasonable steps to verify the consumer’s financial situation;

-

make a preliminary assessment of whether the credit contract is ‘not unsuitable’ for the
consumer. That is, that the loan meets the consumer’s requirements and objectives, and that
the consumer has the capacity to repay the loan without experiencing substantial hardship;

-

ensuring that clients are not disadvantaged by any conflict of interest in relation to the provision
of credit activities;

Reasonable enquiries and disclosure would include but are not limited to:
-

conducting a needs analysis and preliminary assessment considering the client’s current
circumstances and planned or foreseeable changes and meeting their requirement and
objectives ;

-

disclosure of any fees and charges the client is liable to pay us and the lender in relation to the
provision of the credit assistance;

-

disclosure of the amount of commissions paid to us and those we pay third parties such as
referrers;

-

based on the information captured provide recommendations of suitable loans to the client;

-

assist the client to complete and submit the loan application including all the required
supporting documentation to the chosen lender;

-

provide information to the client as to where, when and to whom they can lodge a complaint;

-

Provide ongoing service and support to the client once the loan has settled;

It is clear that the obligation to provide a loan that is ‘not unsuitable’ is, itself, no longer suitable. We
support the introduction of a positive duty on a broker to act in the interests of the client.
4.1

Client first or client best interest?

We note that the CIF has recommended a “client first duty” which the Commissioner said in the
interim report the reforms proposed by this body were limited. We do not understand the practical
difference of adopting a “client first duty” or a “client best interest duty”.
We believe that a “positive duty”- either a client first or best interest standard - can work as long as
we are clear on how they can be implemented and tested for. The AFSL treatment for Financial
Advisers uses a set of “safe harbour” provisions that help determine whether the advice given is in
the client's best interests. We note that the Commissioner indicates that he was more interested in
52
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outcomes over processes. The challenge with this is that to get the right outcomes you need a well
defined process standard for the mortgage broker to be accountable to.
We would be prepared to work with industry and ASIC to provide a meaningful and measurable
version of a ‘Best Interest Duty’ that fairly assessed a broker’s dealings with customers.
4.2

Loan Market’s comments on suitability of a “best interest” duty similar to that is
currently used for financial advisers

We believe a “positive duty” from mortgage brokers to the client is critical and an important
counter-balance to the remuneration structure. There should be a lot at stake if a mortgage broker
breaches this “positive duty” to the client including client remedies, sanctions, suspensions and in
extreme cases, banning orders and civil and criminal court action.
Further debate on the correct reference is important - whether the duty should be best interest or
customer first. Whatever recommendation the Commissioner makes, the important thing to do is to
agree on how a broker will comply with this duty. We believe there needs to be a framework
developed for brokers that operates in a similar way that the “safe harbour” provisions apply to
financial advice. This would give consumers, intermediaries, lenders and regulators certainty on
what they can expect and how they can assess the quality of the advice from the mortgage broker
when there is a suspected poor customer outcome.
The “safe harbour” provisions that apply to Financial Advisers in the Corporations Act could be
adapted to support a “positive duty” for mortgage brokers. Attached in the appendix is an excerpt of
the Corporations Act as 2001 - SECT 961B as it applies to Financial Advisers. We’ve considered
this act and how it may apply to mortgage brokers. Some further work is required to ensure that
Mortgage brokers can reasonably meet the “positive duty” commitment. (See appendix)
4.3

Duty owed by aggregators

An aggregator does not deal directly with the public - rather they sit between the lender and the
broker. Aggregators operate under an Australian Credit Licence (ACL). Some Loan Market brokers
have their own ACL. In such instances we will audit them and monitor their compliance with
legislation and lender agreements as if they were a credit representative under our ACL.
The aggregators primary duty is to:
-

Ensure that its brokers are complying with the law and the obligations as set out in our various
lender agreements through providing policies and processes and deploying a monitoring
program to confirm adherence.

-

Provide software and systems to enable brokers to service clients.

-

Provide an efficient platform for brokers to ensure ongoing professional development to remain
contemporary with the changing obligations.

4.4

Duty owed by the bank employee

Rounding out the discussion on duties, one duty is concise. The employee of the lender has a clear
duty to its employer and at times, includes volume based sales targets and incentives.
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4.5

Governance program of the aggregators - a prime responsibility

The governance processes and arrangements conducted by each aggregator should be audited
and certified by ASIC. These should ensure the aggregator is:
-

Conducting appropriate checks and appointing brokers correctly in accordance with its
obligations

-

Educating and training brokers both initially in induction and ongoing, and ensuring they are
maintaining appropriate skills and knowledge and that CPD requirements are being satisfied

-

Monitoring the quality of credit advice process and delivery and adherence to legislation and
related processes and procedure

-

Monitoring of the brokers use of prescribed platform and processes and business rules and
workflows

-

Auditing of broker files and enforcing any consequence management and remediation

-

Conducting random and thematic reviews and audits on brokers

-

Conducting a shadow shopping program in conjunction with third party providers

-

Investigation of complaints, incidents and breaches of policies, procedures and controls
including reporting and escalation of matters to the satisfaction of IDR and EDR bodies

-

Ensuring all disclosure obligations are being met

-

Ensuring that a conflicts of interest policy is understood and being adhered to

-

In an overarching way, satisfying itself that all parties are acting honestly and fairly with the
public.

ASIC should audit the aggregator’s program and ensure that they are comfortable with the
standards and processes adopted by the aggregator.
Aggregators currently have no specific obligation to the consumer, other than those attaching to its
ACL if it appoints credit representatives (not all aggregators allow this), although as the
Commissioner pointed out in the matters involving Aussie Home Loans, aggregators should adopt a
policy of contacting clients if there is an issue involving the broker of those clients. In practical terms,
we would then refer those clients to another broker as an aggregator does not ordinarily employ
staff who would have accreditations to deal directly with client and be able to submit credit
applications.
We believe the governance framework will be greatly enhanced by the proposals generated by the
CIF to;
-

share more data between lenders and aggregators and brokers. At the moment, as an
aggregator, we do not know when a loan has gone into default or when the client may be in
arrears. We do not know how many clients have prepaid their mortgage. Brokers find this
information from the client at a review when they examine bank statements. This will change
when we can start aggregating customer data from different lenders allowing us to spot trends
that we have been unable to do until now. This will give a governance program better data to
spot trends and issues with brokers across multiple lenders.

-

The development of a system of identifying mortgage brokers as they move from aggregator to
aggregator and determine if they are agreeing to their obligations. Those who exhibit poor
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behaviour or deliver poor customer outcomes would be more exposed and so more likely to
leave the industry.
We believe that more transparency between ASIC, the aggregator and the lenders will act to
improve the governance framework. This should lead to less surprises and a more frequent
examination of aggregator and broker standards and outcomes.
We also believe that ASIC should conduct an annual data gathering and analysis similar to what
happened in 2016 and publish these result in on annual basis so that consumers, law makers and
regulators have a regular insight into the operation of the intermediary market. Publishing such
results on a annual basis will also generate competition amongst the aggregators for which network
has most brokers producing the best customer outcomes.
4.6

Disclosure to clients

Part of the ecosystem of checks and balances on ensuring good customer outcomes is proper
disclosure so that clients can be aware of the conflicts of interest that a broker may be operating
under. This has been brought into sharper focus over the last year.
Brokers currently disclose the following to their clients:
-

The fees they are paid by the lender - this occurs at two stages - initially a credit guide which
must, by law, be given to a client as soon as practicable after the broker believes there is credit
advice being sought by a client. This initial document covers what the intermediary will be paid
and what referral fees, if any, will be paid to others.

-

If the client then decides to proceed then the broker will issue a credit quote and proposal
document at the time of application for that particular transaction, with that particular lender.

-

How, where and to whom to make a complaint about the service.

We believe that brokers should continue to disclose all aspects of their remuneration. In the
Appendix attached are the documents that Loan Market brokers use to disclose this information to
clients.
We believe that other information can be disclosed to customers so that they can be as informed as
possible about the broker.
To that extent we endorse the CIF recommendations in regard to client disclosure. These are:
-

To disclose the ownership of the aggregation group and whether a lender has any equity in the
aggregation group;

-

The number of lenders available to the broker;

-

The lenders the broker and aggregator have used in the past 12 months and the proportions of
that usage;

-

The key elements of any positive duty that a broker will operate under as a consequence of any
legislation following this Commission;

-

The key elements of the NCCP and any code that is adopted and ensure that the customer is
clearly informed of their rights and obligations.

Further, we believe that the language used with customers should be as simple and plain as
possible and not contain too much legalese.
In addition to the above disclosures, Loan Market is preparing to disclose a broker’s:
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-

Individual client Net Promoter Score (NPS) score

-

Their recent audit report and mystery shopping report

-

Any metrics from lenders regarding arrears rates.

Any complaints made against the broker and the outcome of those complaints.
4.7

Fraud and misconduct and file reviews

Loan Market has a ‘zero tolerance’ policy in regards to fraud and we promote a strong ethical
culture whereby all staff and credit representatives are aware of and committed to the shared
obligation of fraud prevention.
Fraud, a term that has weighty legal ramifications, carries a burden of proof. Once any irregularities
are identified on an application we investigate to determine if this was carried out by the customer,
broker or other associated parties such as a referring accountant.
Where we have identified that a broker has committed fraud we have an immediate obligation to
contact ASIC and to conduct file reviews to see how widespread the behaviour is. Once we have
identified the affected clients we contact them to assess whether they have been adversely
impacted.
Where we have identified a broker has committed fraud however a client has not been impacted (ie
no fraud associated with their file) we will contact the client to provide an alternate broker to cater for
any ongoing needs. To date, we have not notified such clients that the broker they have dealt with
has left the company under adverse circumstances.
A challenging aspect of this area is the ability to prove the perpetrator of any fraudulent act. As there
is currently no finding from an official body, it is effectively an allegation we are making against a
broker. Our advice in that situation is that we could defame a broker by making statements about
which we have only suppositions.
A way to fix this would be to have a tribunal that could quickly assess such matters. At the moment,
such action can take years.
As the Commissioner is no doubt aware, we have competing legal obligations to employees and
contractors. If there was a positive duty imposed on the aggregator to make clear to consumers that
a particular broker had been referred to such a tribunal, and hence had ceased to aggregate
through us, then it would clarify your legal position.
4.8

Section Summary

The important counterbalance to the current remuneration structure is the introduction of a
positive duty that the broker owes the client. This could either be a ‘best interest’ duty or a ‘client
first’ duty.
Either way, it would be important to provide practical guidance to lenders and intermediaries as to
how this duty can be discharged. The safe harbour provision provides a framework for financial
planners and we propose a similar framework (see appendix for our recommendations).
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The governance framework operated by aggregators and lenders is critical to ensuring good
customer outcomes. This compliance framework will be improved by the recommendations of the
CIF including more data sharing and transparency.53
In addition ASIC should conduct an audit of an aggregator every 2-3 years to determine if the
compliance framework is adequate.
We believe in strengthening disclosure to clients and, again, agree with the CIF recommendations
to disclose ownership, lender availability and usage.
In addition, we believe that brokers should disclose details of any complaints made about then to
the Australian Financial Complaints Authority (AFCA) and the outcomes of those complaints and
any details on that individual broker’s arrears rates.
Where we identify or suspect broker misconduct, a broker’s files should be audited with a view of
ascertaining whether a client of that broker has been adversely affected. In the event that they have
been, the client needs to be contacted and their situation remediated.
Depending on the level of misconduct the matter may or may not be reported to ASIC. In the event
of suspected fraud, then we would report immediately. The challenge with reporting such allegations
to clients is that in the absence of such a finding by an official body, such allegations are
defamatory.
Determining issues of fraud can take years. If a tribunal was set up that could deal with
matters quickly we would be able to communicate to clients more quickly.

53
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5. HEM, Living Expenses and verification
What steps, consistent with responsible lending obligations, should a lender take to verify a
borrower’s expenses?
Do the processes used by lenders, at the time of the hearings, to verify borrowers’
expenses meet the requirements of the NCCP Act? Do the processes now used meet those
requirements?
Should the HEM continue to be used as a benchmark for borrowers’ living expenses?
By way of background, the first reference point applied by the industry was the Henderson Poverty
Index. This was the outcome of the 1972 Commission of Enquiry into Poverty.
The benchmark income was the disposable income required to support the basic needs of a family
of two adults and two dependant children. Generally, it provided guidance on the minimum income
levels required to avoid a situation of poverty presented for a range of family sizes and
circumstances. This benchmark was applied in order to provide at least some reference point to
assess the relative capacity of applicants to service a loan.
In February 2012, CBA - along with other lenders - announced that home loan applications would be
subject to revised living expenses. The revised living expenses going forward were based on the
Household Expenditure Measurement method (according to ABS Household Expense Surveys).
This represented a shift to an expenditure based measure.
The HEM is a measure that reflects a modest level of weekly household expenditure for various
types of families. In February 2017 The Australian Prudential Regulation Authority (APRA) said this
on the use of HEM; “ADIs typically use the Household Expenditure Measure (HEM) or the
Henderson Poverty Index (HPI) in loan calculators to estimate a borrower’s living expenses.
Although these indices are extensively used, they might not always be an appropriate proxy of a
borrower’s actual living expenses, which are likely to be considerably higher. APRA therefore
expects ADIs to use a borrower’s declared living expenses as a more representative measure of
their actual living expenses than the HEM or HPI indices, which may nonetheless contribute to the
serviceability assessment.”54
The HEM was seen as an approximation of a client's living expenses. When making a credit
assessment, a lender usually tested a client's ability to pay the mortgage at a higher assessment
rate (a “plug” rate) which was usually 1-2% higher than the current interest rate. Both were rough
approximations, with income being the prime assessment criteria.
Since 2014 there was a move, culminating towards the end of 2016, in lenders requiring more
details on living expenses and a detailed expense analysis has now become a standard part of the
application and assessment process of consumer mortgages in Australia.
Currently, HEM remains a factor in the assessment process - it is used as a data point to
compare the client against the norm. When an applicant’s living expenses differ significantly from
HEM then;
-

The client should be informed of that fact

-

File notes need to be made about why the client's expenses are higher or lower than HEM

-

Lenders and brokers make enquiries to see how much of that difference is discretionary
spending which the client can reduce or eliminate.

The Australian Prudential Regulation Authority (APRA) Prudential Practice Guide APG 223 Residential mortgage lending on sound risk management
practices for residential mortgage lending February 2017, para 44
54
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However, just noting a client’s living expenses does not, of itself, satisfy that a lender or
intermediary have discharged their obligations under NCCP.
Additionally, lenders and brokers collect bank statements from clients, examining to see where
clients spend money and to ensure that this, together with their income, reconciles with a client’s
cash balance at the end of each statement period.
Loan Market has already created a technology solution that enables brokers and clients to
collaborate and collect, electronically, bank statements and automatically classify a client's living
expenses. We continue to develop this technology and believe that we can further save a client's
time by doing this arduous process once and have it available to spend to multiple lenders based on
the client's instructions. The alternative is for the client to go to each bank and do this expenses
analysis again for every lender.55
In addition, they need to make a determination as to whether each expense is recurring in nature or
if it’s a “one off” and whether a potential borrower classifies each expense as a discretionary
expense or not.
Of course, a particular client may consider a particular expense ‘discretionary’, and another may
consider that same expense a ‘necessity’. It is up to the lender and the intermediary to explain this
to the client and assist the client to classify which expenses they would continue to incur if they were
to get a mortgage and which expenses, if any, they would eliminate. Some clients’ living expenses
patterns, before they obtain a mortgage, are significantly different to the one they have after they
obtain their mortgage. That is the nature of sacrificing to buy a home. The lender and intermediary
should ensure that the customer is fully informed and aware of what that change will look like before
they enter into a mortgage contract.
5.1 Section summary
We believe that HEM should remain a data point to be used to inform the client of where their
spending patterns sit against others in a similar demographic. We do not believe it should be
the only expense measure relied upon to assess suitability for credit.
An individual’s living expenses should be used but, further to that, clients should review what they
have historically spent and what the financial ramifications on their spending would be post
settlement of the loan. They should be the ones to make an informed decision about their spending
and their lifestyle.
As we all know, lifestyle before a loan compared to lifestyle after a loan is very different: dinners out
and overseas holidays become more sparse as people generally reduce their discretionary
spending. Do the clients want to make that sacrifice or not? It must remain their decision.
To help this education process, Loan Market Group is planning to implement tools that would assist
the client to review their spending habits as part of their periodic review with their broker. A review
service like this could be provided to clients for free if trail commissions are maintained. If
trail commission is abolished then it would need to be provided at a separate cost. As such the
people who need it most would likely not be able or willing to pay for it, in the same way they can
not afford to pay for financial advice today. This is another reason why a client fee for service will
only penalise the people who can’t afford to pay it.
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It is estimated by mortgage brokers that this process of collecting and analysing living expenses can take between 1-3 hours without the solutions
that we have developed. Source Loan Market internal reporting.
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Loan Market Group recommendations
-

Magnitude and prevalence of misconduct
✧ We disagree that value and volume based remuneration for intermediaries in
the home loan industry has been an important contributor to misconduct, at
least as it applies to the mortgage broking sector. We would welcome the opportunity
to understand any such evidence.
✧ Whilst ASIC broker originated loans were higher in amount - more likely to be interest
only and with a higher arrears rate - we believe there are factors other than broker
remuneration that cause this. We agree that these findings are important and
need to be further understood and investigated and recommend ASIC conduct
such reviews on an annual or biannual basis.
✧ We believe that mortgage introducers as identified in the NAB case study add little
value to the consumer and do not make any contribution to ensuring a good
customer outcome.

-

The existing and alternative broker remuneration models
✧ We believe the current remuneration structure strikes the best balance
between the need to balance between a brokers conflict of interest, good client
outcomes and competition in the mortgage industry and it will be strengthened
by the CIF proposals.
✧ Any alternatives to the existing remuneration model create their own conflicts that
may well be worse than the current model, and some, we believe, are too damaging
to competition or accessibility to low income earners to be in the interests of
customers.
✧ To eliminate the conflict in remuneration between product providers (i.e. a broker
choosing one lender over another based on what each lender pays) the
Commissioner could give consideration to requiring the standardisation of all
lender commissions including clawback terms.
✧ Banks are the winners if broker remuneration is reduced or eliminated. It is in
their interests to reduce broker commissions. Please do not take lenders at face
value if they ask you to reduce broker commissions without a proper examination of
the data.
✧ As the New Zealand (NZ) case study shows, comparing models across jurisdictions
can be difficult. In NZ the mortgage brokers are paid less but they often earn a lot
more from life insurance commissions. Many advisors have both mortgage revenue
and insurance revenue that is significantly higher than our mortgage or insurance
revenue here. It should be noted that in Australia, given the regulations, it is difficult
for an intermediary to operate under both an ACL and an AFSL.

-

Duty, best interest and governance
✧ We agree that brokers should adopt a positive duty - best interest or client first.
Consideration needs to be given to creating the equivalent of the ‘safe harbour’
provisions seen in the financial planning industry. This will create certainty for
lenders, intermediaries, regulators and consumers.
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✧ We think the CIF recommendations to improve the disclosure of information to clients
will increase their ability to make an informed decision.
✧ In addition to those recommendations we propose that brokers disclose;
any complaints that have been made to CIF and the outcome of those
complaints;
- a customer satisfaction score (such as Net Promoter Score - NPS);
- And any metrics from lenders regarding individual arrears rates
-

HEM, living expenses and verification
✧ We agree that the HEM should not be relied on to make a credit assessment, but
rather the clients living expenses should be reviewed in detail. HEM can still be
useful as a comparison tool.

Finally we would like to invite any member of the Royal Commission to attend our offices to
experience our training sessions, compliance initiatives, technology and culture. Additionally we
welcome the Royal Commission to accompany any of our brokers on a client meeting. In fact we
encourage you to investigate any area of our business to gain a better understanding of how
mortgage brokers operate and the valuable work they do.
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CASE STUDIES: New Zealand and the UK
It is often said that New Zealand (NZ) operates without trail, and for some time that was true.
Loan Market Group operate the largest mortgage broking business in NZ with over 1,000 mortgage
brokers so we have on-the-ground knowledge of that market and the intricacies of its legislation and
practices.
Trail commission was unilaterally abolished by the banks in 2006 and a consequence of this was
that the average life of a broker introduced loan was just 27 months56. Whereas the average life of
a branch introduced loan is 4.4 years.
Just recently we’ve seen two of the major four lenders reintroduce trail as they believe it is
consistent with better consumer outcomes.
In the past there have been statements pointing to the UK, NZ, and Canada as not having trailing
commissions. With the exception of NZ, this is true. But there are some significant differences in
those markets compared to Australia;
-

Firstly, in these three foreign markets, the vast majority of loans are for fixed rates and fixed
terms. The nature of this means that clients are effectively “locked in” and therefore do not
require the services of brokers. It makes sense that there is no trail under those circumstances.
By contrast the vast majority of Australian mortgages are for floating rates.

-

Secondly, in NZ and UK, brokers also act as life insurance agents or brokers. They get paid up
to 220% of the first year’s premium for placing an insurance policy.

Brokers in these regions have evolved to be finance and insurance brokers, not just mortgage
brokers.
In Australia, this is much more difficult given the regulatory requirements on both mortgage and
insurance brokers.
In addition, in Australia, a insurance broker will be paid a commission of 60% of the initial premium
and a trail of 20% of premium. If we were to adopt similar mortgage remuneration in those markets
then consideration should be given to;
-

allowing brokers to also operate as an insurance agent

-

the remuneration that can apply to both services.

It is in the interests of the Australian financial system to have strong, well regulated, financially
sustainable intermediaries.
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REPORT CONCLUSION
We fundamentally believe that the job of the mortgage broker is to be a champion for customers in
the lending space and we are proud of the work our 550 professional mortgage brokers do for their
customers every day.
Mortgage brokers empower customers to make informed choices regarding their credit products and
provide all Australians with access to banks. We save customers time and increase efficiency in the
system.
As an industry we can do better, and we are taking the steps to implement changes - both at an
mortgage broker/aggregator level through internal forums, training, technology and compliance
audits and at the CIF/industry level with a list of industry reforms.
What is clear to us, is that the data speaks volumes to the trust our customers have in us. Repeat
and referral business is built on trust.
We know that:
-

53.9% of all new residential homes loans come from brokers57

-

3 out 10 of all broker loans are arranged for people in regional and rural areas58

-

23% are first home buyers59

-

our Net Promoter Score (NPS) is consistently between +80 and +85. The banks NPS is -10

-

of the 6,293 complaints made to the CIO only 5.8% were in regards to mortgage brokers or
aggregators.60

-

out of 120,000 loans submitted Loan Market Group has experienced just 10 cases that were
resolved by agreement or that been found in the client's favour by the CIO.

-

customers believe the main reasons to use a mortgage broker are to access a wider range of
loans (40%) or to get a better interest rate or deal (35%).61

-

on average, brokers can give customers access to 34 different lenders62

-

we contributed to the fall in net interest margins by over 3% points over the past 30 years63

-

the mortgage broker industry employs more than 27,100 people across Australia64

We disagree with the statement that value based remuneration for intermediaries in the home loan
industry has been an important contributor to misconduct and conduct falling short of community
standards and expectations and poor customer outcomes, at least as it relates to mortgage brokers.
At the heart of our disagreement is that a bank’s credit assessment process has nothing to do with a
mortgage broker’s remuneration. As proof of this, the banks started examining in more detail a
client’s living expenses, in response to regulatory pressure. This recent change in customer
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outcomes (which the Commissioner appeared to consider significant in the interim report) occurred
completely independently of broker remuneration (which did not change).
We do not dispute the ASIC analysis and comparison of the characteristics of broker and lender
direct loans. Some commentators have stated that because brokers are paid more that clients are
recommended higher loans. However, correlation does not equal causation. There are reasons we
have examined why broker loan sizes are higher and broker loans are more likely to be interest
only.
We believe the current remuneration model, after incorporating the modifications proposed by the
CIF, strikes a balance between providing sustainable competition and good customer outcomes.
We also believe a ‘positive duty’ from mortgage brokers to the client is critical and an important
counter-balance to the remuneration structure. There should be a lot at stake if a mortgage broker
breaches this ‘positive duty’ to the client including client remedies, sanctions, suspensions and in
extreme cases, banning orders and civil and criminal court action.
We believe that HEM should remain a data point to be used to inform the client of where their
spending patterns sit against others in a similar demographic. We do not believe it should be the
only expense measure relied upon to assess suitability for credit and brokers should conduct annual
reviews with the client to ensure they are meeting their financial goals, including paying down the
loan where applicable.
Finally, we believe that any weakening of the mortgage broker industry will have direct and
significant impacts on competition in the mortgage market and the biggest winners will be the Big
Four Banks.
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Loan Market Group’s
response to the
Royal Commission

into Misconduct in the Banking,
Superannuation and Financial
Services Industry Interim Report.
Appendix documents
26 October 2018

Financial Advisers Corporations Act.
CORPORATIONS ACT 2001 - SECT 961B
Provider must act in the best interests of the client

Excerpt from
Corporations Act,
2001 - SECT 961B

(1) The provider must act in the best
interests of the client in relation to the
advice.

(2) The provider satisfies the duty in
subsection (1), if the provider proves
that the provider has done each of the
following:
(a) identified the objectives, financial
situation and needs of the client that were
disclosed to the provider by the client
through instructions;
(b) identified:
(i) the subject matter of the advice that
has been sought by the client (whether
explicitly or implicitly); and
(ii) the objectives, financial situation and
needs of the client that would reasonably
be considered as relevant to advice
sought on that subject matter (the client’s
relevant circumstances );

How Loan Market Group believe
it applies to mortgage brokers
As a headline mortgage brokers can, and do, act in the client’s
best interest however “safe harbour” provisions are important
to define what this means. The danger is that “best interest”
would commonly be construed as one thing i.e. interest rate
whereas in reality there are many factors that could influence
best interest including timing, service levels of banks, credit
policy, product features etc.

This is already a requirement for mortgage brokers; they must
know their clients situation through a needs analysis or fact
find.

This is a more simplistic requirement for a mortgage broker
given the client’s requirement is predominantly about credit
and borrowing for a specific purpose.

This is already a requirement for mortgage brokers; they must
know their clients situation through a needs analysis or fact
find.

(c) where it was reasonably apparent
that information relating to the client’s
relevant circumstances was incomplete or
inaccurate, made reasonable inquiries to
obtain complete and accurate information;

Mortgage brokers are already required to make reasonable
inquiries/investigation into client’s circumstances and current
situation and to present this accurately and honestly, this is
particularly important for income and living expenses.

(d) assessed whether the provider has the
expertise required to provide the client
advice on the subject matter sought and, if
not, declined to provide the advice;

Mortgage brokers will need to become accredited in various
specialised forms of lending such as construction, SMSF
lending, trusts and companies and commercial. This would be
similar to the specialist qualifications that financial planners
have in addition to their base level qualifications.

Excerpt from
Corporations Act,
2001 - SECT 961B

How Loan Market Group believe
it applies to mortgage brokers

(e) if, in considering the subject matter of
the advice sought, it would be reasonable
to consider recommending a financial
product:

In this case the financial product is a credit product but the
mortgage broker’s consideration is whether a credit product is
reasonable to consider.

(i) conducted a reasonable investigation
into the financial products that might
achieve those of the objectives and meet
those of the needs of the client that would
reasonably be considered as relevant to
advice on that subject matter; and

It is most common for mortgage brokers to use a comparison
software engine to do product research and make
recommendations to the client guided by this software usually
providing a number of alternatives to discuss with the client.

(ii) assessed the information gathered in
the investigation;

Mortgage brokers assess the information provided by the client
to do this i.e. income, serviceability etc. and packaged for
lender to review.

(f) based all judgements in advising
the client on the client’s relevant
circumstances;

(g) taken any other step that, at the time
the advice is provided, would reasonably
be regarded as being in the best interests
of the client, given the client’s relevant
circumstances .

Mortgage brokers do this as part of their assessment and
submission to the lender.

Mortgage brokers are obligated to present all relevant
information to the lender when applying for a loan. A duty of
disclosure should apply to the client in the same way it applies
under the Life Insurance Act 1994. A mortgage broker should
not be disadvantaged because a client has deliberately withheld
information that is relevant or could be reasonably expected to
have impacted the broker’s recommendation.

Note: The matters that must be proved under subsection (2) relate to the subject matter of the advice sought by the
client and the circumstances of the client relevant to that subject matter (the client’s relevant circumstances). That
subject matter and the client’s relevant circumstances may be broad or narrow, and so the subsection anticipates
that a client may seek scaled advice and that the inquiries made by the provider will be tailored to the advice
sought.
This is applicable to Mortgage Brokers as well.

