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For ease of reference, in this response Hire Purchase is denoted as HP, Conditional Sale
as CS, Voluntary Termination as VT and Total Amount Payable as TAP.

The structure of this response is set as follows:

e Summary of main points
e Response to questions
e Recommended action
e Annexes
o Background to the consultation
HP history
HP economic analysis
HP agreements analysis

o O O O

HP consumer detriment issues

Summary of main points

e HP is not simply credit. With HP contracts the lender retains all the rights of
ownership to the goods which are financed, while the consumer assumes the
liability. VT provides a safeguard against consumer detriment arising from this
imbalance.

e The VT provisions give the lender a proper incentive to lend on goods that are
fairly durable. If the asset was not durable, the consumer would have entered
into a hire agreement with an option to purchase what would be low-value
goods at the end, while the lender would have inadequate security. Such an
agreement would not be in the interest of either the lender or the consumer.
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e Thus the VT provisions prevent lenders from tying consumers to products that
may run out of useful life before the agreement ends, effectively placing an
ongoing liability on the consumer where there is little benefit in return.

e Analysis shows that if the asset is fairly durable, the exercise of consumer VT
rights is unlikely to be costly to lenders.

e The 50% rate, as it relates to the TAP, does not set the time at which the right
voluntarily to terminate falls in a contract. Therefore the lender can determine in
advance whether or not there is at that time a corresponding value in the goods,
by adjusting the amount of deposit and term of the loan.

e The removal or erosion of this important consumer protection provision would
need a clear policy argument backed by evidence. The consultation rehearses
some arguments for repeal of, or amendment to, the VT provisions but they lack
substantiation.

e Analysis shows that it is reasonable (for both lender and consumer) for the
minimum VT level to be set at half the TAP.

e Therefore consumers should not lose VT rights, and there is no need to amend
the current threshold of half the TAP.

e VT also provides an efficient way for consumers who have become over-
indebted to deal with their debt problems. With HP, as the title does not pass,
the consumer cannot sell the goods to raise money to settle the agreement
early. Removing the VT exit from HP deals could thus aggravate some debt
problems.

There are sound economic reasons (for both lender and consumer) for the minimum VT
level to be set at half the TAP.

e If a consumer still sees retained value in the goods at the 50% mark, termination
is less likely. There should be a balance at this point as to whether the consumer
settles the agreement early (and therefore fully satisfies the lender) or chooses
to walk away. If the consumer sees no value in obtaining possession of the
goods then the agreement has been drawn up in a manner that gives the
consumer insufficient interest in the goods.

o |f the lender cannot take back the goods at the 50% mark and recover a value
that reflects their depreciation, then the agreement has been drawn up in a
manner that gives the lender insufficient interest in the goods. This undermines
the purpose of lending on such a complicated basis as HP and leaves the
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question of why an unsecured loan was not offered. Of course, the lender
ultimately has full control over the amount of interest taken in the goods.

e What is significant is whether the 50% rate properly reflects the rate of
depreciation of goods. There are two key points on this:

o Some goods depreciate quickly, some slowly. Some appreciate. The 50%
figure is an obvious compromise figure between the two extremes. It is
simply too difficult to have different depreciation values for different
products. But, more importantly;

o The 50% rate, as it relates to the TAP, does not set the time at which
the right voluntarily to terminate falls in a contract, and therefore whether
or not there is at that time a corresponding value in the goods. A figure
set at less than 50% may make it difficult for a lender to have any hire
element to a contract whatsoever (if the goods really did depreciate
markedly), but a figure above 50% would allow the lender to delay the
time of the right to VT to such an extent that the consumer could be
locked into a bad deal.

The VT level is set at half the TAP for valid consumer protection reasons.

e The consumer could be locked into a contract where liability remains against
worthless (non-functioning) goods.

e The contractual terms without VT are heavily weighted against the consumer,
especially, in the case of car contracts, where the terms can make the consumer
liable to pay on default the whole TAP, less a discount for early settlement.

e HP is hire, with an option to purchase, not an assumption of purchase.

We have analysed the last 40 HP agreements financing cars that have been sent to us

by consumers. This data shows that

e Standard depreciation rates on cars should not lead to a loss when the VT level
is set at half the TAP if the assumed alternative at this point is early settlement
under the new settlement regime to be introduced in May 2005. In fact, in
many cases the VT and settlement regimes reach a similar balance between
lender and consumer interests.

e Lenders can make use of deposits and agreement terms to fix when the 50%
amount falls due.
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Historically, VT has been judicially recognised as central to the legitimacy of the HP

bargain.

Helby v Matthews, 1895. Lord Macnaghten gives a judgment that acknowledges
the validity of HP as a form of lending not a sham because there are benefits on
both sides of the deal. The benefit to the consumer was recognised as the right
to VT, 'it is something, surely, to know that the transaction may be closed at
once without further liability and without the payment of any forfeit.'

Minimum payment clauses which undermine the right to VT have been subject
to judicial criticism.

Bridge v Campbell Discount Co. Ltd., 1962. The House of Lords passed
judgment on an unregulated Hire Purchase agreement that set the sums due on
termination as two thirds of the total payable under the agreement (clause 9).
The Lords held that clause 9 was a penalty as it could not possibly be a genuine
pre-estimate of damages, if damages were linked to depreciation.

Lord Radcliffe pointed out, 'the obligation may mature at any time from the
beginning to the end of the hiring' and 'the sum...becomes progressively less the
longer the vehicle is used under the hire'.

Lord Denning explained that to express hire-purchase in simple terms (lending
money with a charge on the goods as security) would cause 'troubles of all sorts
under the Bills of Sale Acts, the Sale of Goods Act and the Moneylenders Acts'
and 'in order to avoid these legal obstacles the finance house has to discard its
role of a lender of money on security and it has to become an owner of the
goods who lets them out to hire." He then discussed Helby v Matthews, stating
that the ability to hand back the goods without penalty, the lack of a clog on the
right to terminate, 'was one of the reasons why the House saw nothing wrong
with the transaction’.

The consultation paper is right to point out that the Crowther Committee
recommended that the one half rule could be re-examined, but only in
circumstances where the consumer's equity in the goods would be recognised,
as amounting to ownership, the lender's right being limited to that of mortgagee
(effectively making HP into sale with charge back). The Crowther Committee
did not recommend the proposals in this consultation paper, which take no
account of the need to balance the retention of title clauses which are at the
heart of the HP bargain.
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Answers to consultation guestions

1. How much of your total business — in both percentage terms and monetary
value is accounted for by:

a) Hire purchase and conditional sale finance for vehicles
b) Hire purchase and conditional sale finance for other goods?

Please give separate figures for HP and CS, if possible.

n/a

2. How much of your total business — in both percentage terms and monetary

value is accounted for by:

a) Hire purchase and conditional sale finance to private individuals

b) Hire purchase and conditional sale finance to unincorporated bodies for business
purposes?

Please give separate figures for HP and CS, if possible.

n/a

3. How, if at all, do you expect the distribution of your business to change in
future?

n/a

4, How much of your business is currently written in respect of HP agreements and

Conditional Sale agreements that carry VT rights (i.e. for amounts of less than
£25,001)?

n/a

5. How much is currently written (HP and CS Agreements) for individuals in a
personal capacity above £25,000?

n/a

6. What proportion of VTs result in another vehicle or other goods being supplied
subject to another HP or CS agreement?

n/a

7. How much of your business is accounted for by other financial products offered

along with HP and CS agreements e.g. insurance?
n/a
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8. How, if at all, do you think lenders will change their business practices if the law
remains unchanged? What benefits or disadvantages would this have for consumers?
In the point of sale motor finance market if, as seems likely, the fall in the value of cars
due to the Supply of New Cars Order is not repeated, lenders should be able to stabilise
their loan books.

Some lenders may have to ask for a bigger deposit or option to purchase fee, to better
reflect the value of the goods over the term of the agreement. Agreement durations
may have to be shortened to reflect the lifetime value of goods.

Those lenders who operate successfully at present will not need to change their
business model in order to compete successfully in this market.

9. Why should consumers have greater rights in relation to HP and CS agreements
than in relation to other forms of consumer credit?

Consumers do not have greater rights under HP agreements. They have no ownership
rights and limited rights of possession. The right to hand back goods that are hired and
not purchased is a counter balance to this and reflects the nature of the contract.
Some rights, such as being able to settle credit agreements early are greatly
constrained by practical circumstance - it is hard to raise the money to settle if you do
not own the goods and so cannot sell them.

10. Please provide case histories of how VT provisions have provided necessary
consumer protection.

It is necessary to examine what the common law position would be in order to know
how the VT provisions have provided consumer protection. Unfortunately the case law
on HP is quite divergent. It is not even clear that the VT provisions — setting the
liability at one half of the TAP — are more favourable than any position that may be
arrived at by a court.

In one unregulated case we have to hand, the Financings v Baldock sum due on

termination four months into the agreement was £320.78. The Butterworth sum
claimed is £9,415.12. The s.100 figure was £5,295.02 less payments of £1,092.67
already made. (For case references and explanation see annex 5).

What the VT provisions do is provide a good balance between the liabilities of both
parties to the contract.

11. What scope do you see for amending the current provisions so that lenders do
not suffer losses at the current rate but consumers retain the right to escape an
agreement where the underlying asset may be worth less than the liability?

The assumption in the consultation paper that lenders are suffering losses due to the
VT provisions has not to date been supported by verifiable figures. We have previously
expressed concern that such an assumption has been accepted without a full analysis
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of comprehensive market data. If such data is supplied by respondents to this
consultation, we hope that it does not come with such restrictions that prevent an
analysis by the OFT, or that any such restrictions are lifted on request.

It is in both the lender's and the consumer's interest that the underlying asset is never
worth less than the outstanding liability. It is important to keep the current provisions
in order that a proper balance is achieved when ensuring that the lender and the
consumer continue to have an interest in the goods over the lifetime of the contract.
The level of 50% in the current provisions gives lenders scope to formulate a contract
that achieves this to the satisfaction of both parties.

12. VT rights are currently based on 50% of the amount owing. Is there any
justification for amending the percentage and, if so, to what figure so as to achieve a
different balance between retaining the right of the consumer to hand back the goods
hired and to reduce the losses suffered by providers of this type of finance?

No. It is important to keep the current provisions in order that a proper balance is
achieved when ensuring that the lender and the consumer continue to have an interest
in the goods over the lifetime of the contract.

The table at annex 4 shows the present value of cashflows discounted at a 12.68%
p.a. cost of capital to be positive.

The table at annex 4 shows that if a consumer VTs as soon as the 50% TAP point is
reached, average returns for lenders are similar to those if agreements are settled early.
If the assumption is accepted that goods — especially cars in this case — depreciate to a
lesser extent as they get older, then it must be accepted that if consumers VT after
paying more than the 50% TAP, the lender's relative returns will increase.

13. Is there any merit in having a sliding scale for the outstanding percentage liability
which would depend on the original value of the goods? If so, what figures would be
appropriate? Would this proposal add unnecessary complexity?

A sliding scale would not accord with our balance of contract analysis — those
consumers who are least able to negotiate (those offered standard HP rather than
Personal Contract Plans for instance — those who the VT provisions are largely aimed
at) would also be very unlikely to properly understand or negotiate the level at which
the scale is to be set. The OFT would not support legislation that has the effect of
creating an imbalance between the contracting parties. It is better to retain the 50%
TAP mark and adjust the terms of the contract to 'personalise' at what time in the
contract this VT amount is reached.

A sliding scale, which would necessarily have to be fixed in advance, would not be able
to deal with any unforeseen market price movements any better than a single figure.
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14. Is there any other way to provide protection for the consumer whilst at the same
time ensuring that a reasonable lender does not suffer a financial loss?

We do not think that a reasonable lender entering into a balanced contract where an
interest in the value of the asset is retained would suffer a loss under the current
provisions. As already indicated, we have not seen evidence to substantiate the
suggestion that there is such loss due to the VT provision.

VT is the only protection for a consumer who has no title in the goods. It was the very
reason HP was recognized as not being a sham form of agreement. See narrative
above.

15. Are there particular issues with PPl or other insurance products that may not
terminate automatically on VT, or may not allow for a refund of premiums?

Do you have any suggestions for remedying the position?

Please see annex 5, HP consumer detriment issues.

16. What evidence is there that consumers are suffering detriment as a result of the
manner in which VTs are managed by lenders? Please provide specific examples

Our main experience of problems in this area is associated with HP agreements for cars.
Under the CCA it is necessary to serve a default notice asking the consumer to remedy
his original default before claiming sums due under an accelerated payment clause
(s.87). However, if the original default has not been rectified and an accelerated
payment clause and/ or a repudiation and liquidated damages term is invoked, the Act
imposes no further notice requirements on the lender. They can move to enforce these
'secondary obligations' without further warning or constraint. S. 88(3) expressly says
that s. 87(1) notice provisions will not apply to these secondary obligations, even
though it is obvious that they are far more onerous than the primary obligation in
respect of which notice was required.

Typically demands from lenders which follow on from s.87 default notices do not
stipulate which of the terms on the back of the contract they are relying upon to
demand sums due. It has been known for a lender to continue to take payments
tendered after notice of termination, thereby treating the contract as ongoing. But
when some time had passed and the consumer then attempted to terminate under s.99
the lender asserted that the contract had already been terminated and therefore they
could not do so.

This gives rise to confusion on the part of consumers about why their liability has
suddenly grown from the sum they were originally required to pay to remedy the defect
to the entire contract sum due under an accelerated payment clause. Typically they are
asked for the full sum due and told that if they do not pay the car may be repossessed.
But it is not clear whether the lender is treating the agreement as at an end or
continuing. If the consumer makes part payment it is not then clear what they are
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paying in order to take title or paying under a liquidated damages clause. The weight of
bargaining power in such a situation is heavily weighted towards the lender.

17. Please give recent examples of situations (including those not involving vehicles)
where lenders have made losses through having to comply with the VT provisions.
n/a

18. How much do you consider your business currently loses as a result of
consumers making use of the VT provisions? Please give actual examples of cases
where a loss was suffered. Please also state the loss as a percentage of total losses
experienced with HP and CS transactions for VT and bad debts etc,

n/a

19. How will the level of losses change if the limit on CCA agreements is removed
bearing in mind that the limit for lending to partnerships of three or fewer and sole
traders will remain at £25,000?

n/a

20. How will the new Early Settlement Regulations affect the figures quoted in
answer to the questions above? In other words if the new calculation for the amount
outstanding in the event of early settlement is taken into account how does this affect
the loss indicated in your previous answers?

From the data contained in the table at annex 4 it can be seen that when the VT level is
set at 50% TAP, then the returns under VT are broadly comparable with those under
Early Settlement. This is a further reason to maintain the VT level at 50%.

21. What measures do owners take to mitigate the effect of Section 99 and 100
when entering into HP and CS Agreements? For example, do the size of deposits
reflect the depreciating value of the underlying asset. Do some lenders refuse HP
transactions on certain types or value of goods and why?

This is a critically important question. We are very interested in whether lenders
currently tailor their lending to the present and future asset value, or whether the loans
are structured to reflect 'easy' monthly payments and low or nil deposits. If the latter,
then this technique to aid sales will come at a cost to the lender as, in effect, the asset
will be hired out at too cheap a rate. The consumer will also suffer, as the monthly
payment due will become relatively expensive when the asset has significantly
depreciated in value. If the VT amount is increased then this will remove the incentive
for the lender to fix the cost of hire to the value of the asset and so increase the burden
on the consumer to pay monthly hire amounts significantly above the value of the
asset.

Office of Fair Trading 9



22. Apart from suffering financial loss what are the other reasons for considering
that the current provisions should be removed or amended?
Please see annex 5, HP consumer detriment issues.

23. If VT is removed what is the likely impact on consumers and in particular those
consumers who could be described as 'vulnerable'?

There is a real risk that vulnerable consumers will get locked into agreements where
they are paying to hire an asset which over time has little or no value. If a vulnerable
consumer enters into an HP agreement under these circumstances, when the goods
have lost their value and the consumer is still locked into the deal, either there is no
opportunity to replace the goods as the existing financial commitment remains, or the
consumer is forced to re-apply for HP finance in the form of a 'rollover loan', which
takes into account the existing finance. In the current climate where over-indebtedness
is being examined closely, this does not seem a desirable outcome.

Another result related to over-indebtedness is that allowing creditors to recover a higher
proportion of the amount remaining under the contract would reduce the pressure to
balance the contract. This could lead to poor deals being masked by lower monthly
payments over longer agreement terms, which could lead to an upwards pressure on
the overall cost of credit.

Option 1: Do nothing and retain current provisions.

This is our preferred option. The current provisions promote HP and CS contracts to be
drafted in such a way that the value and anticipated depreciation of the goods financed
are taken into consideration. There are also other issues surrounding the drafting of ss.
99 and 100 and also post contract transparency issues. While we would like to see
these addressed, in themselves they would not provide a necessary counterbalance to
the prospect of raising the VT amount and we would not support a 'give and take'
approach.

Option 2: Make amendments to current provisions to allow creditors to recover a higher
proportion of the amount remaining due under HP and CS agreements, whilst continuing
to give consumers protection.

This option runs counter to the economics behind HP. If goods are losing value so
quickly under an HP agreement so as to cause the lender a loss at the 50% point, the
lender is relying on ineffective security and the consumer is tied to the hire of goods
with little value. If the VT at 50% TAP is retained, then HP contracts will have to be
balanced between the lender and consumer in order to be viable, and for there to be no
risk of further legitimising what might otherwise be a penalty clause under common
law.
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Allowing creditors to recover a higher proportion of the amount remaining under the
contract would reduce the pressure to balance the contract. This could lead to poor
deals being masked by lower monthly payments over longer agreement terms, which
could lead to an upwards pressure on the overall cost of credit.

Option 3: to remove the VT provisions in Sections 99 and 100 of the CCA.

When this option was considered by Crowther, it was considered that, if the right to VT
was removed, the law of chattel mortgage should also be reformed to create a
workable system for creating security in after-acquired goods. This would require
amending the Bills of Sale Act regime and reviewing interactions with sale and hire of
goods statutes and any other related securitisation regimes — the 'complex and
far-reaching' endeavour Crowther talked about. It was also recommended that the law
be changed so that reservation of title clauses in regulated agreements take effect only
to create a security interest. i.e. only if you abolish HP as a system (with all that that
entails) and create some other form of secured lending which gives the debtor better
title, is there no longer a need for VT. See annex 2 on HP History for more. To remove
the VT provisions without the associated reforms would go against over a century of
considered legal provision.

The negative outcomes of option 2 would only be exacerbated.

Annexes attached:

1 Background to the consultation
2 HP history

3 HP economic analysis

4 HP agreements analysis

5 HP consumer detriment issues
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Annexe 1: Background to the consultation

Background to the consultation

Voluntary Termination rights under the CCA 1974

Sections 99 and 100 of the CCA permit a customer who has purchased goods on a hire
purchase (HP) agreement or conditional sale (CS) agreement to hand back the goods to
the finance company and have no further liability under the credit agreement provided
that they pay at least 50% of the total amount due under the agreement. This is called
voluntary termination (VT).

Under an HP agreement the customer will pay an initial deposit, with the remainder of
the balance and interest on it paid over a period of time. The lender owns the asset
until the final instalment is paid. At the end of the agreement the consumer can elect to
take ownership of the asset, on payment of an option fee. A CS agreement is similar,
except that ownership passes automatically to the consumer when all of the conditions
in the agreement have been met and the final instalment paid. The consumer cannot
acquire ownership before then.

The agreement will normally require the consumer to insure the asset and keep it in
good condition.

As the consumer does not own the asset until all of the contractual conditions for
acquiring ownership have been met and until the total amount payable under the
agreement and any final fee have been paid, the lender has the right to repossess the
goods should the customer be in default under the terms of the agreement.

The consumer is not free to dispose of the goods until ownership has passed to
him/her. However, the VT provisions give the consumer the right in most cases to
return the asset to the lender provided that they pay at least 50% of the total cost of
the agreement.

If a consumer has defaulted on his payments or is in breach of the agreement and the
agreement has been terminated by the lender, the consumer is not able to make use of
the VT provisions. However, the provisions should be taken into account when
determining liability after default (the OFT's Contract Regulation Unit are currently
pursuing this issue with a number of lenders).’

' From the DTI consultation paper, 'A Consultation on Voluntary Termination of Hire Purchase
and Conditional Sale Agreements Under the Consumer Credit Act 1974'
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Government proposals for change to the voluntary termination provisions

The DTI consultation paper summarises the background as follows:

'In responses to the White Paper, providers of hire purchase and conditional sale
finance have expressed concern about losses being made because consumers are
increasingly exercising their right to terminate agreements half way through without
further liability (known as voluntary termination). This is a particular issue for the motor
finance sector.

On the other hand, consumer bodies have suggested there is a need to tighten the
legislation to provide greater protection for consumers and to clarify what is a complex
area of law.'

and:

'In the light of the change to the limit, and the other proposed changes and new
regulations discussed later in this paper, it is appropriate to review the current
legislation relating to HP and in particular the current provisions relating to voluntary
termination of HP agreements and conditional sale (CS) agreements.'

The consultation then gives a general flavour of the HP debate. It splits these concerns
into 'business' and consumer’. A brief of these is given below, but it should be noted
that in our response, we make the case for wider and different arguments.

Business

The motor finance sector has argued that the value of cars handed back under VTs is
generally less than 50% of the amount due under HP or CS agreements and that as a
result they are making large losses. These are around the £83-91 million mark out of a
total market valued at around £9.4 billion. (The basis for these figures is not given and
part of the OFT response aims to cast doubt on the assumptions.)

Industry argues that the provisions do not in fact provide any real benefit to consumers
in financial difficulty, who generally need to keep a car and would be better served by
reaching an agreement with the lender to reschedule payments and that those who
simply wish to settle an agreement early will have the protection of the new regulations
on early settlement of credit agreements.

It has been suggested that other sectors where HP and CS agreements are used do not
appear to share the views of the motor finance industry. HP also finances many
household items and IT equipment. Some providers of finance for household items are
not aware of significant losses in respect of VT and actually see the provisions as an
aid to sales.
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Consumer

With HP, consumers do not have control over the goods they are 'purchasing’. This is
unlike a loan where the consumer owns the goods purchased free of any encumbrance
(unless there is a secured element in which case the lender has a charge). VT gives
consumers some form of 'control' at a certain point in the contract.

The opportunity to return the goods on terms that they have made a 50% contribution
to the total amount payable may be important to consumers who are struggling

financially.

VT provisions give consumers an opportunity to renew the goods in question on a
regular basis without incurring early settlement charges.

Some providers of finance make it very difficult for a consumer to exercise his/her
rights.

Hire Purchase — key features

The essence of HP is that the owner of goods provides a consumer with the use of
those goods in return for regular payments over an agreed period but does not transfer
title until the final payment is made. This means that the consumer is in a weaker
position than a borrower who uses credit to acquire goods and thereby acquires title to
those goods. A consumer under an HP agreement cannot sell the goods to realise funds
for use in discharging the credit. Thus the consumer is far more tied into the HP
agreement than a borrower would be.

From the consumer's perspective it is important that the lender has an incentive to link
the agreement to the value of the goods at any time over the duration of the
agreement. It is in the interest of neither party for the agreement to continue beyond
that economic life.

HP can be a cheaper way of financing the purchase of goods than is offered through
'normal’ credit (although examining the agreements presented to OFT over the most
recent period — see annexe 4 — the spread of APRs is from 9.8% to 57.8%, with a
significant proportion over 30%). HP has, accordingly, a higher element of non-status
or higher credit risk consumers. This can be attributed to its quasi-secured nature. In
order for this to hold true, though, the agreement has to be structured by the lender so
that the goods retain some value in case of repossession. Otherwise it is not clear why
lenders should enter into HP agreements on better terms than an unsecured loan,

The lender has the ability to structure the finance package so that he protects his
position as regards the depreciation of the asset. Thus he may require a deposit
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payment at the outset or set the term of the agreement so as to ensure he is not left, in
the event of default, with an asset the value of which is less than the benefit to him of
the remainder of the agreement. The lender can also rely on the ability to repossess to
ensure that the consumer keeps up the payments, if necessary in preference to other
debts where the consequences of default are less immediate. If the consumer defaults
the lender can also seek to recover damages.

The consumer, conversely, is liable for the full period of repayment whatever the level
of depreciation of the asset as he cannot acquire title until all payments have been
made. This exposes him to the risk that the asset will cease to have value before the
agreement ends. He may thus be left paying for an asset over which he has no title and
which is of no use.

It is this disparity in contractual strength which is behind the need for sections 99 and
100 of the CCA.

The VT arrangements allow the consumer to hand back the goods and walk away from
the deal. This provides protection against having hired goods which at that point have
ceased to provide the anticipated value. The same arrangement gives the lender an
interest, which he might not otherwise have in the goods maintaining their value. The
lender will not normally be the original seller of the goods which he comes to own
under the agreement and thus may have no direct knowledge of them - though
generally he will be in a direct relationship with the original seller under an agreement to
provide finance to his customers.?

With depreciating assets the risk of the term of the agreement being set longer than the
realistic useful life was identified by the Finance and Leasing Association in their 1995
paper 'Guidance notes on Sales Aid Leasing'. This recognises the risk of the consumer
being left to pay off an agreement to hire an asset from which he gains little or no
benefit, which he is required to insure and maintain but which, having no title until the
end of the agreement, he cannot sell.

2 |n the case of new cars sold though franchised dealers, the creditor may provided a
manufacturer-branded finance package, possibly as a joint venture or more commonly at the
present time as a wholly owned subsidiary of the manufacturer.
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HP history

'The learned counsel for the respondents spoke of dealings of this sort with an
air of righteous indignation as if they were traps for the extravagant and the
impecunious — mere devices to tempt improvident people into buying things
which they do not want and for which at the time they can not pay. | think that
is going too far. | do not see why a person fairly solvent and tolerably prudent
should not make himself the owner of a piano or a carriage or anything else by
means of periodical payments on such terms as those in question in the present
case. The advantages are not all on one side. If the object of desire loses its
attractions on closer acquaintance — if faults are developed or defects
discovered — if a coveted treasure is becoming a burden and an encumbrance it
is something, surely, to know that the transaction may be closed at once
without further liability and without the payment of any forfeit.'

— Lord Macnaghten at page 482, Helby v Matthews’

Although hire-purchase transactions pre-dated the House of Lords decision in Helby v
Matthews (generally for railway wagons and furniture), the decision validated the legal
basis of HP. The case revolved around a central concern of those hiring goods on HP;
protection against the seizure of goods by pawnbrokers, landlords and other creditors —
in other words, the retention of title. The goods in question, a piano, had been pledged
as security for an advance from a pawnbroker (Matthews) who argued that the hirer
had in fact bought or agreed to buy the goods and, as they'd acted in good faith, they
were protected by s.9 of the Factors Act 1889. The Law Lords, when ruling in favour
of the owner, Helby, disagreed and made much of the fact that the hirer was free to
return the goods without penalty.

The history of the one-half fraction in s.100 of the Consumer Credit Act starts with the
passing of the Small Debts (Scotland) Act 1932, which permitted termination of HP
agreements by the customer on return of the goods, payment of arrears and of up to
one-third of the total due under the agreement. When the bill passed through Parliament
this fraction was debated and an amendment proposed whereby the fraction would be
four-, five- and six-twelfths dependent on the price of the goods. The supporters of the
amendment criticised the rigid nature of the one-third fraction and argued that it caused
difficulties for creditors who wrote HP for assets which depreciated. The amendment
was rejected by the Government which referred to the debate in Lord Fleming's
Committee which had treated the fraction as 'a moderate course between the two
extremes'.

By the time the Bill, which became the Hire-Purchase Act 1938, was debated credit
sale was included (some Scottish traders had switched to credit sale - as some in the
industry do now) although it was not covered by the voluntary termination provision

' [1895] AC 471
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which was now increased from one-third to one-half, at s.4. Again, it was seen as
being as near as you could get to a balance between different goods which depreciate
at different rates. The one-half fraction was carried through to what became s.28 of
the Hire-Purchase Act 1965.

Between the passing of the 1938 and 1965 Acts, the House of Lords decided another
important case on HP: Bridge v Campbell Discount Co. Ltd?. In Bridge, an impecunious
hirer was unable to make further payments for his Dormobile due to 'unforeseen
personal circumstances'. As the HP agreement was for over £300 he was not protected
by s.4 of the 1938 Act and the termination was covered by clause 6 of the agreement,
which allowed termination on notice on return of the goods and payment of two-thirds
of the total payable under clause 9. The House of Lords held that clause 9 was a
penalty as it could not possibly be a genuine pre-estimate of damages. The clause was
described as 'agreed compensation for depreciation' but, as Lord Radcliffe pointed out
at page 623, 'the obligation may mature at any time from the beginning to the end of
the hiring' and 'the sum...becomes progressively less the longer the vehicle is used
under the hire'.

Lord Denning concurred and in giving his judgment reflected (at page 627) on the true
nature of an HP transaction if 'you were able to strip off the legal trappings in which it
has been dressed and see it in its native simplicity'. Lord Denning explained that to
express HP in simple terms (lending money with a charge on the goods as security)
would cause 'troubles of all sorts under the Bills of Sale Acts, the Sale of Goods Act
and the Moneylenders Acts' and 'in order to avoid these legal obstacles the finance
house has to discard its role of a lender of money on security and it has to become an
owner of the goods who lets them out to hire." He then discussed Helby v Matthews,
stating that the ability to hand back the goods without penalty, the lack of a clog on
the right to terminate, 'was one of the reasons why the House saw nothing wrong with
the transaction’.

Bridge v Campbell is by no means the end of the story. Other cases went the other way
and this judicial uncertainty was considered by the Molony Committee (reporting in
19623 which highlighted the detriment suffered by some hirers when unregulated
agreements are terminated, due to the increasing prevalence of minimum payment
clauses. The Committee recommended that the statutory minimum payment clause
(one-half of total payable) in the 1938 Act be repeated in the 1965 Act, albeit with a
higher financial limit so that more agreements were protected. The Committee pointed
to the 50% cap being the best way to achieve 'rough justice' between owners and
hirers as other means of assessing sums due on termination (such as full loss of bargain
damages) led to disputes on the condition of goods and the price they realise on resale.

2[1962] AC 600
3 Final Report of the Committee on Consumer Protection, July 1962. Cmnd. 1781
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Also relevant is the Bills of Sale Amendment Act (s.5), which outlawed attempts by
lenders to take a security interest in 'after acquired property' (such as HP). The
outlawing was said to be 'to curb abuses arising from the use of after-acquired property
clauses in bills of sale'. It is still possible to create a charge over property subject to
Bills of Sale Act formalities. But it is not possible to do this before the consumer takes
title to the goods.

The Crowther report recommended changes to the Bills of Sale Act and for 'chattel
mortgages' to be permitted as a form of security in certain circumstances. It
recommended keeping the ban on the rule against creating security in after acquired
goods unless the consumer took title within 10 days of the advance being made (para
5.6.6). The changing the Bills of Sale Act rules so that they became workable are
discussed in chapters 5.5, 5.6 and 5.7 of the report and, as we know, the 'necessarily
complex and far reaching' changes never took place.

The report recommended changing the nature of HP so that no matter what form the
agreement took, a security interest in consumer goods was never more than that. Thus
even a reservation of title clause as found in CS and HP should, said the report, take
effect only as a mortgage. 'The debtor should be treated as the beneficial owner of the
goods from the outset, subject only to a security interest in favour of the secured party’
(para 5.6.8). This was intended to preserve the debtor's right to sell (para 5.6.9),
which would have been a necessary corollary to any removal of the right to VT.

Those recommendations did not make it into the Consumer Credit Act 1974, the only
change to the termination provisions of the 1965 Act being the lack of an express
reference to the one-half fraction operating as a cap on liability for all terminations of
HP agreements. There is no evidence that this was a positive action and arguably s.173
(contracting out forbidden) of the 1974 Act has the same effect as s.29 of the 1965
Act and s.5(c) of the 1938 Act. It seems unlikely that Parliament, when passing the
1974 Act, intended to reintroduce the uncertainty of damages on termination and the
disparity between sums due on termination on notice and following breach, contrary to
the earlier conclusions of the Molony Committee.
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HP economic analysis

The VT provisions give the consumer a valuable protection against agreements being
written over a longer period than the economic life of the hired goods.

Although the lender should in theory have a continuing interest in the value of the
security provided by the goods, in practice some lenders appear to be willing to write
agreements where, even if the hirer has kept up the contracted payments, the realisable
value of the goods does not support the sums due under the remainder of the
agreement. This practice is one of the main drivers for calls to changes to the regime.

The lender must retain a continued interest in the value of the goods. Whilst cars in
particular may be a lot more reliable than they were in 1938 when the statutory VT
provisions were first introduced, the risk to the consumer of being left with a car of
little or no value and still having a finance deal to pay off has not disappeared.

There must also be protection against being saddled with goods which are not of the
quality represented by the seller, who is not normally the lender.

It is claimed that unless the VT provisions are removed the supply of affordable credit
to sub-prime borrowers would be reduced.” However the claim that the residual value
of used cars returned under VT is inadequate also suggests that there would be
insufficient value in repossessed goods to cover defaults.

Even if there were no VT arrangements, lenders would still be left with a problem of the
declining value of the goods which would be repossessed in the event of a default,
which may affect their willingness to lend.

If the goods do not retain their value proportionately over the lifetime of the loan, they
are inadequate security. If this is the case, HP is not likely to be offered to the
consumer on better terms than unsecured loans.

There is also a suggestion that it is the VT provisions which have caused the collapse
of used car prices.? Yet the VT provisions have been in place for many years. The
event which caused the recent fall in used car prices was the fall in new car prices.

The Supply of New Cars Order clearly had an impact on the value of all cars on the
road at the time as new cars became that much more affordable. To lay all this at the
door of voluntary terminations appears unduly simplistic. In 1999 some £6.19 billion of
POS finance was advanced on £36.62 billion of used cars traded through dealers. That
represented 16.9 percent of the total value of sales. By 2003, when £5.94 billion was

' Datamonitor (2004) estimated that in 2003 car purchases by Non-Standard buyers were likely to account
by volume for about 5 percent of new and 11 percent of used car sales respectively.
2 FLA press release welcoming DTI's consultation
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advanced on trade sales valued at £23.75 billion, the finance had risen to 25 percent of
sales. Despite the problems said to be caused by VT, a greater proportion of HP
finance is being provided.**

Why voluntary termination provisions are important in the context of the contractual
provisions of HP and CS

To understand how the CCA protections provided by s.99 and 100 work it is necessary
to understand the structure of the agreement and the interaction and impact of the
contractual terms. The right to VT can be granted by a contract term, but when it's
not, ss. 99 and 100 fill the gap. Essentially, there are two types of HP contract: one
offered to consumers in a position to make a bargain and one offered to those who
cannot.

Modern consumers who are able to use their knowledge and economic influence to
properly bargain a contract demand something very similar to the statutory provisions:
Personal Contract Plans (PCPs) are a market driven phenomenon where the contract
terms expressly allow the consumer to hand back or purchase a car at roughly the
halfway point. Conversely, for those consumers who have little bargaining power (this
includes, but is not limited to, vulnerable consumers) the contract terms impose
maximum financial liability and minimum freedom of action, which is only mitigated by
the statutory right to VT.

HP agreements contain a fundamental defect in title which is not remedied until the
final payment is made. If the agreement is conditional sale, at common law the title to
the car would pass to the consumer at the point where full payment falls due. But it is
possible with a CS contract to stipulate that title will be withheld until full payment has
been received, and that is commonly done. If the agreement is HP, title will never pass
until after the sum demanded due and any additional option fee has been paid to the
creditor.

In both cases the defect in title prevents the consumer from selling the car either to
remedy their original default or to help meet sums demanded due. They therefore
cannot access the early settlement regime.

CS and HP agreements typically contain repudiation and liquidated damages clauses.
These say that if a consumer is in breach of agreement (which includes being in breach
of the obligation to pay all the sums demanded due) the creditor can repossess the car
and claim a sum in damages — see also annex 5. Damages are usually claimed as the

3 One explanation is that lenders were chasing market share in a declining market by accepting lower
deposits or lending against a greater number of sales, in either case accepting a higher risk.

4 This can be related to lenders having to compete to get inside the dealer's door and then again once
inside — backed up by Datamonitor figures on finance company/motor dealer relationships.
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sum the creditor would have got had the agreement run at full term less rebate for early
settlement plus cost of repossession less proceeds of sale at auction. Some also
contain accelerated payment clauses whereby if one payment is missed all sums due in
future fall immediately due. Failure to pay would trigger the right to repossess and
claim damages.

This might be reasonable if the consumer had ever been truly at liberty to mitigate their
exposure by selling the car and settling up, but because of the defect in title, they are
never in that position. They always have to pay up first, which in practice is often
impossible. Few consumers will have the available funds to do so, or will be able (or,
not unreasonably, unwilling) to raise the necessary finance in time.

Therefore it can be seen that the right to hand back the car (without incurring
repossession charges) and a statutory limit on the consumer's liability to pay damages
is the corollary of the defect in title which prevents the consumer from limiting their
very significant exposure in any other way.

Rights on termination are as valid a protection today as in 1974 and 1932/38 and
always will be unless some other equally effective mechanism is put in place to deal
with the defect in title inherent in HP and CS.

As referred to above, PCPs make the consumer’s right to hand the car back and limit
liability express on the face of the contract, but these products are not universally
available. The rights inserted by statute mitigate the harsh practical effect of the defect
in title, creating a regime not as sophisticated as, but not too dissimilar from that of a
PCP.

Consumers exercising their right of voluntary termination

The consultation paper refers to consumers in financial difficulty being able to exit an
agreement after paying half of the amount due. We do not see this as the logical basis
for the VT provisions. However, when considering the actions of consumers that do
this and the effect on lenders it is worth considering:

If a consumer still sees retained value in the goods at the 50% mark, termination is less
likely. There should be a balance at this point as to whether the consumer settles the
agreement early (and therefore fully satisfies the lender) or chooses to walk away. If
the consumer sees no value in obtaining possession of the goods then the agreement
has been drawn up in a manner that gives the consumer an insufficient interest in the
goods.

If the lender cannot take back the goods at the 50% mark and recover a value that
reflects their depreciation, then the agreement has been drawn up in a manner that
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gives the lender an insufficient interest in the goods. This undermines the purpose of
lending on such a complicated basis as HP and leaves the question of why an
unsecured loan was not offered, as in effect there is no security. Of course, the lender
ultimately has full control over the amount of interest taken in the goods.

Different rates of depreciation

Some goods depreciate quickly, some slowly. Some appreciate. The 50% figure is an
obvious compromise figure between the two extremes. It is simply too difficult to have
different depreciation values for different products. The final Report of the Committee
on Consumer Protection, July 1962 ('The Molony Committee') suggests that in theory
a more equitable result than using 50% would be to restrict the owner's right of
recovery to the hire-purchase price less money received and sale proceeds, but that this
would 'inevitably lead to disputes as to whether the true value had been obtained on
realisation'. The Committee recommended the simpler approach found in sections 4 and
5(c) of the Hire Purchase Act 1938. In other words, 'justice will be done if the hirer is
compellable to pay, but only to pay, the instalments due up to the time of termination
(minimum one-half)'.

So the 50% rate gives balance, but most importantly, as it relates to the total amount
payable (TAP), does not set at what time the right to voluntarily terminate falls in a
contract, and therefore whether or not there is at that time a corresponding value in the
goods. It would be open to the lender to adjust the contract accordingly. A figure set
at less than 50% may make it difficult for a lender to have any hire element to a
contract whatsoever (if the goods really did depreciate markedly), but a figure above
50% would allow the lender to delay the time of the right to VT to such an extent that
the consumer could be locked into a bad deal.
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HP agreements analysis

The table attached shows the most recent 41 HP and CS agreements sent to the OFT

Explanation of fields

APR: the Annual Percentage Rate of charge for the agreement considered.

Car value: the cash price that the car was sold to the consumer for.

Term: the maximum number of monthly payments payable under the agreement (none
of the agreements had a variable rate of interest).

TAP: the total amount payable under the agreement.

TAP less deposit (credit plus credit charges):

Half TAP: the amount of one half of the total amount payable under the agreement.
Also the minimum amount due on voluntary termination under the CCA.

Month consumer reaches half TAP: the number of months it would take the consumer
under the agreement to pay the lender a sum of half the total amount payable under the
agreement, assuming all due repayments are paid.

Cost to settle early at half TAP point: the cost to the consumer to settle the agreement
early and purchase the car if, on reaching the point where half the TAP is paid and the
VT right can be exercised, the consumer makes the decision to purchase the car
instead. The OFT has not produced a calculator for the new early settlement regime.
The program currently in use for Rule of 78 calculations has an option to perform an
Actuarial calculation and it is this that has been used. Results should be comparable to
the new regime.

Value of car at half TAP point: This is not a certain figure. It has not been possible to
ascertain any exact method for predicting car depreciation. The method used here is as
follows:

e All cars were assumed to be family models and 2002 registration at purchase.

o Parkers Guide was used to calculate the price of the same make, model and
condition of car after the number of months it has taken the consumer to reach
the half TAP point. The price category used was private good. Dealer was not
used as there is a wide margin of condition in the used car HP market, especially
in the non-status sector.
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e Therefore, a 2 year old Ford Focus at summer 2004 would be worth £5,200.
To get a value of what it would be worth in 29 months time the current value of
a car 2 years and 29 months, or 53 months, old is taken.

Present value of cashflows discounted at a rate of 12.68% for cost of capital (includes
monthly payments and car value at half TAP): This calculation takes both the monthly
payments that the lender receives' and value of the car at the half TAP point and
discounts these to the time at which the agreement is written. From this amount is
subtracted the value of the car net of deposit. This gives a present value for almost all
agreements.

The OFT is aware that the lender will have set-up costs and ongoing costs which have
not been included in the present value calculation, but does not know the value of
these amounts. However the OFT does consider that the absolute present values
calculated in the table and which are available to the company to cover these costs are
not insignificant.

Difference between value of car at half TAP and the cost to settle early: this column
shows the difference, at the half TAP point, between the money due to the lender if the
consumer settles the agreement and the monetary equivalent value if the car is given
back.

Deposit: The amount of advance payment made by the consumer.

Option to purchase fee / title discharge fee: The amount of the payment made by the
consumer in order to complete the purchase of the vehicle. Where the figure is an
administrative title discharge fee, we have not discounted this as a as it falls into the
unknown costs category, which are considered separately. Where there is a genuine
option to purchase fee, this has been discounted from the calculation to work out
average monthly repayments by the consumer (as the option fee is never paid on
voluntary termination).

Conclusions

The table shows a positive present value of cashflows discounted at a 12.68% p.a.
Assuming the 12.68% figure to be a realistic rate of return, and that the present value
covers set-up and ongoing costs, this shows that having the VT rate set at 50% TAP
does achieve a balance between the extremes of rapid and slow depreciation.

! The payments to the half TAP point are assumed for the purposes of this calculation to be of
equal monthly amounts. The first payment in practice is different from the other monthly
payments because it includes an administration charge. But the effect of this treatment is
immaterial to the present value figure calculated.
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The table shows the average difference of VT returns to early settlement returns to be
slightly positive, again excluding costs. The difference is small, showing that if the VT
rate is set at 50% TAP then the effect of the two regimes is similar.
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APR Car value Term | TAP TAP less Half TAP Month Cost to Value of Present Difference Deposit Option to
deposit consumer | settle car at half value of between purchase
(credit plus reaches eearly at TAP point cashflows | value of fee
credit half TAP half TAP discounted | car at half
charges) point at arate of | TAP and
12.68% for | the cost to
cost of settle
capital early
(includes
monthly
payments
and car
value at
half TAP)
30.9% | £5,200.00 60 | £942500 | £9,325.00 | £4,712.50 30 | £3480.04 | £4,122.00| £1,969.15 | £641.96 £100.00 £45.00
£11,000.00 60 30 -
27.9% £19,027.00 | £18,577.00 | £9,513.70 £7,191.31 | £5,871.00 | £1,796.33 | £1,320.31 £450.00 £50.00
29.9% | £5,100.00 60 | £899500 | £8,895.00 | £4,497.50 30| £3369.23| £2,527.00| £700.83 |-£842.23 £100.00 £45.00
19.8% | £6,495.00 60 | £9385.00 | £8,390.00 | £4,692.50 27| £3712.72 | £4,337.00 | £1,109.64 | £624.28 £995.00 £45.00
17.6% | £17,334.00 60 | £24,740.00 | £23,203.00 | £12,370.41 28 | £10,333.59 | £9,416.00 | £732.94 | -£917.59 £1,537.00 £25.00
16.3% | £14,695.00 60 | £20,160.00 | £18,108.51 | £10,080.04 27| £8,248.84 | £7,627.00 | £297.09 | -£621.84 £2,051.49 £45.00
14.1% | £16,495.00 61 | £22500.00 | £21,505.00 | £11,250.00 30 | £9888.86 | £10,218.00 | £1,179.24 | £329.14 £995.00 £40.00
14.1% | £10,733.00 60 | £13,234.00 | £9,234.00 | £6,617.20 17| £5341.94 | £7,155.00 | £1,703.55 | £1,813.06 | £4,000.00 £50.00
10.1% | £11,494.00 60 | £14,330.00 | £13,530.00 | £7,165.00 29| £6,389.16 | £6,542.00 | -£139.47 | £152.84 £800.00
10.0% | £15,324.00 | 60 | £19,285.00 | £19,185.00 | £9,640.50 30| £8,800.43 | £9,573.00 | £130.44 | £772.57 £100.00 £50.00
47.5% | £4,980.00 42| £9253.00| £8,653.00| £4,626.51 21| £3518.04 | £3,055.00 | £1,983.91 | -£463.04 £600.00
£3,648.00 48 23 -
16.8% £6,843.00 | £6,399.00 | £3,421.92 £2394.32 | £1,331.00| £581.75 | £1,063.32 £444.00 £45.00
45.0% | £4,104.00 48 | £8,014.00 | £7,764.00 | £4,007.06 25| £2849.31| £2,010.00 | £1,275.58 | -£839.31 £250.00 £40.00
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43.3% | £5,875.00 48 | £11,389.00 | £11,389.00 | £5,694.76 25| £4147.95| £3,445.00 | £2,036.75 | -£702.95 £0.00 £40.00
42.0% | £5,639.00 49 | £10,590.00 | £10,305.00 | £5,295.02 25| £3,810.61 | £3,209.00 | £1,779.88 | -£601.61 £285.00 £40.00
41.4% | £4,995.00 48 | £8,072.00 | £6,577.00 | £4,036.34 19| £3071.36| £3,552.00 | £1,545.88 | £480.64 £1,495.00 £100.00
40.0% | £3,206.00 48 | £5920.00 | £5,920.00 | £2,960.40 24 | £2246.97 | £1,854.00 | £874.17 | -£392.97 £0.00
39.7% | £11,199.00 49 | £20,513.00 | £19,978.00 | £10,256.58 25| £7509.15 | £6,954.00 | £3,737.66 | -£555.15 £535.00 £40.00
34.7% | £3,295.00 42 | £5085.00 | £4,490.00 | £2542.82 191 £2091.45| £2,178.00 | £944.36 | £86.55 £595.00
29.9% | £4,870.00 48 | £7,942.00 | £7,942.00 | £3,971.04 24| £322355| £2,657.00 | £737.46 |-£566.55 £0.00
26.3% | £4,442.00 48 | £6,901.00 | £6,901.00 | £3,450.96 24| £287421| £2593.00 | £654.34 |-£281.21 £0.00
24.9% | £4,681.00 48 | £7,128.00 | £7,128.00 | £3,564.24 24| £3,000.19 | £2,765.00 | £651.26 | -£235.19 £0.00
22.8% | £2,764.00 48 | £3,820.00 | £3,820.00 | £1,910.32 20 | £1566.56 | £2,250.00 | £516.10 | £683.44 £0.00
22.6% | £5,570.00 48 | £8,087.00 | £7,805.49 | £4,043.88 24| £3339.78 | £3,374.00 | £695.17 | £34.22 £281.51 £10.00
20.3% | £9,995.00 49 | £12,443.00 | £7,943.00 | £6,221.62 12| £4739.39 | £7,967.00 | £3,399.78 | £3,227.61 | £4,500.00 £40.00
19.9% | £4,007.00 48 | £5676.00 | £5676.00 | £2,838.24 24| £2481.00 | £2,100.00 | £158.92 | -£381.00 £0.00
17.7% | £5,309.00 48 | £6,712.00 | £5212.00 | £3,356.92 18 | £2747.48 | £3,801.00 | £1,149.28 | £1,053.52 | £1,500.00 £40.00
16.2% | £6,907.00 48 | £9111.00 | £9,111.00 | £4,555.56 23 | £4,058.68 | £4,027.00 | £179.01 | -£31.68 £0.00
£10,350.00 | 49 30 -
13.9% £14,625.12 | £13,425.12 | £7,312.56 £5670.72 | £3,952.00 | -£1,003.65 | £1,718.72 | £1,200.00 | £3,525.00
18.6% | £2,991.00 39| £3,788.00 | £3,788.00 | £1,894.00 191 £1,700.11 | £1,310.00 | -£233.53 | -£390.11 £0.00
57.8% | £2,100.00 37| £3,852.00 | £3,817.00 | £1,925.14 17| £1417.92 | £1,764.00 | £1,029.92 | £346.08 £35.00 £40.00
39.3% | £3,822.00 36 | £5927.00 | £5605.00 | £2,963.50 18 | £242469 | £2496.00 | £1,549.12 | £71.31 £322.00
36.7% | £5,275.00 30| £7451.00 | £6,901.00 | £3,725.60 141 £3200.33 | £4,771.00 | £2,416.88 | £1,570.67 £550.00
31.4% | £3,995.00 36 | £5803.00 | £5553.00 | £2,901.86 18 | £2405.84 | £2,586.00 | £946.37 | £180.16 £250.00
12.1% | £9,349.00 37 | £10,482.00 | £6,882.00 | £5241.34 10 | £4660.15 | £7,690.00 | £2,974.32 | £3,029.85 | £3,600.00 £60.00
9.8% | £11,868.00 | 37 | £14,204.00 | £12,295.00 | £7,102.40 30 | £6,900.57 | £6,739.00 | £3,616.65 | -£161.57 | £1,909.00 | £6,050.00
11.8% | £21,750.00 49 | £29,046.26 | £27,046.26 | £14,523.13 37 | £13,160.59 | £15,445.00 | £1,102.65 | £2,284.41 | £2,000.00 | £10,875.00
9.2% | £30,608.26 36 | £36,250.91 | £34,949.75 | £18,125.45 26 | £10,707.46 | £12,030.00 | -£5,648.70 | £1,322.54 | £1,301.16 | £12,254.45
17.5% | £31,400.00 36 | £39,103.48 | £27,853.48 | £19,551.74 19 | £20,737.45 | £20,483.00 | £4,399.83 | -£254.45 | £11,250.00 | £11,980.48
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16.0% | £23,750.00 48 | £30,352.52 | £26,352.52 | £15,176.26 21 | £14,775.05 | £18,017.00 | £5,212.40 | £3,241.95 | £4,000.00 £25.00
£29.461.00 48 35 -
14.1% £40,315.00 | £36,565.00 | £20,157.56 £17,659.07 | £15,877.00 | -£664.89 | £1,782.07 | £3,750.00 | £13,978.44
£1,201.96

Average Average
difference | difference
of VT profit | of VT
to returns to
comparable | early
rate of settlement
return returns
£1,172.64 | £190.83
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HP consumer detriment

Most of the consumer detriment issues that we see in the HP market are in the car
finance market. Although we have not seen evidence of finance companies suffering
losses due to voluntary terminations, we have seen evidence of some finance
companies' attempting to maximise the sum paid by a debtor who voluntarily
terminates an HP agreement.

Deemed repudiation
The statutory right to voluntary terminate aside, there are two ways for an HP

agreement to end early with the vehicle being returned to the creditor: termination by
the creditor or repudiation by the debtor. With the former the creditor is entitled to any
arrears’, with the latter the creditor can claim all of the payments which would have
been due (less the sale proceeds of the vehicle and a rebate for early settlement?). In
practice it is rare for an agreement to end with termination by the creditor. Nearly all
creditors will include terms in the agreement which make payment and most other
obligations conditions absolute, often through the use of legalistic language such as
'time of payment is of the essence’.

In Lombard North Central Plc v Butterworth * the Court of Appeal criticized this because
it 'emasculates the decision' in Financings Limited v Baldock through a drafting side-
step. OFT is firmly of the view that such terms are unfair and that unless finance
companies agree to change these terms will put the matter before the courts.

Interpretation of s.99/100 CCA
The Consultation Paper acknowledges that some finance companies frustrate

consumers' attempts to voluntarily terminate agreements. Specific examples include:

Complaints about company 'O' refusing to accept a voluntary termination until the
vehicle has been returned in reasonable condition and payments made up to one-half of
the total payable. The situation in many of these cases was then exacerbated by
company 'O’ then issuing default notices when the debtors stopped payments after
terminating on notice. In our view the law is clear that the consumer can terminate in
writing and that once this is done he is then liable to pay the sums due and return the
car. In our view a clarification of the statutory notice covering the right to voluntarily
terminate would help.

' Financings Limited v Baldock, [1963] 2 QB 104] Lord Denning said (at page 110) '...when an agreement
of hiring is terminated by virtue of a power contained in it and the owner retakes the vehicle, he can
recover damages for any breach up to the date of termination, but not for any breach thereafter, for the
simple reason that there are no breaches thereafter'.

2 Yeoman Credit Ltd v Waragowski [1962] 2 QB 508 and Overstone Ltd v Shipway [1962] 1 WLR 117 OR
[1962] 1 All ER 52 CA

3 Lombard North Central plc v Butterworth [1987] QB 527
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Complaints about company 'G' refusing to accept voluntary terminations. In one case,
the company refused a debtor's request to voluntary terminate in April 2004 on the
grounds that they had served a termination notice in February 2002. The default
occurred in late 2001 and was remedied by the payment of arrears in February 2002.
The matter wasn't resolved until two trading standards departments and a Citizens'
Advice Bureau intervened.

Company '"W' refused to accept a voluntary termination because a default notice had
been issued, ignoring the fact that the default notice was issued 8 months after the
first attempt to voluntary terminate and that the payment problems which preceded it
were due to the company's failure to take the direct debit in accordance with the
consumer's instructions.

Return of vehicle

At law, the requirement for a terminating debtor to return the goods (in most cases a
car) is limited to an obligation to deliver up the goods, which in layman's terms means
making them available for collection. In practice, some finance companies ask
terminating debtors to either return goods over large distances or pay a collection
charge. This prompted LACOTs to issue an advice paper on the matter, pointing out
that collection charges are probably contrary to s.100 CCA which caps liability to one-
half the total payable. The paper goes on to propose the reasonable compromise that a
contract term which requires the debtor who terminates to return the vehicle to the
original supplying dealer or no greater distance would be fair yet one which requires (or
leaves open the possibility) of a return over a greater distance would be unfair under
the UTCCRs.

Despite this helpful guidance, some finance companies continue to write terms which
grant a broad discretion on return of the vehicle (e.g. 'to any address which we
specify') or impose a collection fee (company 'O' asked for £220 in one case).

A more extreme example was company 'A' which used to deal with motor dealers
throughout the UK. The broadly drafted contractual obligation to return the goods on
termination wasn't a problem when they had agents all over the country but when they
stopped taking new business they demanded that debtors who terminated had to return
the goods to one address at their own expense, even if they were based hundreds of
miles away and had acquired the goods there.

Reasonable condition

Often when goods such as a car are returned to the creditor a dispute arises as to the
condition of the car and the cost of putting it right. Differences of opinion as to what
amounts to 'fair wear and tear' and 'reasonable condition’ are almost inevitable, it is
difficult enough to define such concepts in a contractual term let alone in a statutory
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provision. Nevertheless, we have seen evidence of finance companies interpreting
'reasonable condition' in an unreasonable manner, an example includes:

Complaints about company 'O' who, in addition to asserting that the vehicle had to be
in reasonable condition before the debtor could terminate, included a term in their
contract requiring the vehicle to have a service record with dealer stamps showing it
has been regularly serviced (by a franchised dealer if appropriate). Although OFT would
not object to such a term being included in an agreement for the financing of a new
car, we have only ever seen agreements from company 'O' which relate to used
vehicles, often of a vintage where MOT failure becomes increasingly likely, irrespective
of whether the debtor takes reasonable care of it. This is of particular concern to OFT
when one considers the quality of some of the vehicles supplied.

We have received numerous complaints about the quality of vehicles supplied by
company 'O' — as we have about other finance companies who deal in used cars -
including attempts by the company to rely on customer declarations (which OFT
regards as unfair terms) on the front of their agreement, one of which seeks to get the
consumer to agree that they have established that the vehicle is satisfactory by
accepting delivery, and the other that they understand the company's attempt to limit
their liability for defects in the vehicle, in a manner which we regard as unfair and
misleading. In one case, reports by the AA and an independent engineer indicate that
the car supplied by 'O’ had previously been in a serious accident and that the cost to
repair it exceeds the value of the car which isn't roadworthy and should never have
been sold. The debtor was unable to resolve matters with the company, who ignored
the fact that legally it was 'O' who had bought and now owned the vehicle. Presumably
any finance company which was in the habit of questioning the quality of goods
supplied to it for hire to a consumer under an HP agreement would find some dealers
less willing to put business their way.

Linked Insurance

A concern about HP which has been aired by consumers, their advisers, trading
standards professionals and even industry bodies is the cross-selling of insurance and
service products with HP agreements which are often financed by a linked credit
agreement. Questions about documentation aside, these complaints often relate to: the
price of these products; how they're sold; their suitability for the debtor and goods
financed; the liability for the linked credit on termination of the HP agreement; and the
use of deposits and part-payment allowances to pay for the linked insurances rather
than the goods.

Company 'Y' sold insurances worth £1,880 with an HP agreement for a car which cost
£4,680. The consumer'’s deposit of £280 was used to part pay for the insurance rather
than the main HP agreement.
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Cost and liability on termination

A trade association sent copies of 5 HP agreements for motor cars where additional
insurances (including PPI, GAP, mechanical breakdown and servicing cover) were
financed by linked credit agreements. The average cost of the vehicle under these
agreements was £3,370 and with an average APR of 42% the credit charges averaged
£2,470. In addition to these costs however each agreement was sold with insurances
totalling on average £1,375 which themselves attracted average credit charges of
£1,015 (average APR of 41%). This means that for a used vehicle which cost £3,370
these consumers were paying an average of £8,230 in total.

What none of these agreements are especially clear about was that the reference to
one-half of the total due in the statutory information box on the front of the agreement
doesn't include the cost of any linked insurance and credit or that consumers will
remain liable for this if they exercise their right to terminate.

Sales

Complaints about undue pressure are often difficult to corroborate as the agreements
will often state that the insurances are optional yet the consumer will allege that they
were told that they wouldn't get finance without insurance or that the details were
filled in later. Often the consumer's apparent agreement to such insurances on such
terms will be born out of a pressure situation — their focus will be on getting a car on
finance terms which they think they can afford. It is our view that the volume of
complaints and enquiries we (and others) receive about this point to a genuine cause for
concern, especially when the terms of the insurance etc products are considered.

Suitability

Company 'C' sold a consumer payment protection insurance for £755 when she got a
car on HP. She ran into payment difficulties when she was made unemployed but the
insurer refused to pay out as the terms of the policy excluded cover for policyholders
employed on a temporary contract. One presumes that Company 'C' was aware of her
employment status when it entered into the HP agreement for the car and the credit
agreement for the insurance.

Company 'O’ sold a consumer an extended warranty which cost, when finance charges
were added, £470 for an HP agreement on a vehicle that had done over 61,000 miles.
The terms of the warranty included a claims limit of £500 for vehicles which have done
over 60,000 miles, although the consumer didn't receive a copy of these terms when
he entered into the contract. When he complained, the company referred him to the
customer declaration on the front of the agreement which sought to get the consumer
to confirm that they have received details of the cover.
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