HONG KONG BAR ASSOCIATION’S COMMENTS ON 

PHASE II OF THE STANDARDIZATION OF MORTGAGE ORIGINATION DOCUMENTS IN HONG KONG

Preliminary Observation

It is important to distinguish between the security created by charging the mortgaged property with the payment of the money secured and the personal liability of the Mortgagor under a covenant to repay.  Inasmuch as a mortgage can always be redeemed on payment of the money secured, a personal covenant by the Borrower to repay the secured indebtedness would be a necessary incident of any Mortgage.  Thus in the case of a 2-party Mortgage, because the Mortgagor is also the Borrower, the charge over the mortgaged property would invariably be accompanied by a covenant by the Mortgagor to repay the sum secured.  It is otherwise under a 3-Party Mortgage.  Since the Mortgagor and the Borrower will not be the same person, there is no reason why the Mortgagor (as opposed to the Borrower) in a 3-Party Mortgage should be required to assume personal liability to repay the secured loan beyond the value of the security that he has agreed to give.    

The model documents as presently drafted seeks to make the Mortgagor in a 3-Party Mortgage personally liable for the full extent of the Borrower’s indebtedness as well as charging his property for its repayment.  This would mean that if the value of the mortgaged property should fall below the outstanding amount of the debt, the Mortgagor would be personally liable for the shortfall in addition to losing his property.  Our recent experience with “negative equity” shows that this possibility is not so remote that it can be discounted altogether, yet it is suspected that in a large number of cases, the would-be Mortgagor may not readily appreciate the true extent of his liability under the 3-Party Mortgage and misunderstand the effect of the Mortgage (as its name suggests) to be no more than charging the mortgaged property to secure the repayment by the Borrower of his indebtedness. 

It is questionable whether the Mortgagor in the 3-Party Mortgage should always be required both to put up his property as security for the indebtedness of the Borrower and to assume personal liability as surety for the Borrower.  Consideration should be given to whether or not the 3-Party Mortgage should be limited to charging the mortgaged property as security for the Borrower’s repayment obligations without making the Mortgagor personally liable for the full amount of the debt as well.  The Mortgagor can always be asked to execute a separate Guarantee if it is thought desirable in any particular case.  Experience has shown that the imposition of personal liability as surety under a document entitled “Mortgage” can often be a trap for the unwary and is productive of much mischief.

Model 3-Party Mortgage – Consultation Draft: 7 October 2003

1.
Section B

Consider whether the terms of the Facility Agreement could only be varied with the Mortgagor’s Agreement “in writing”.

2.
Section C

To cater for mortgages not executed by a co-owner, the phrase “[

] equal undivided part or share of and in” should also be placed within square brackets.

3.
Section I

The phrase “at the time of taking out the insurance” is ambiguous.  Is the amount of insurance meant to be fixed once-and-for-all by reference to the amount of the indebtedness at the date when insurance is first taken out, or is it intended that the sum insured may be adjusted at every renewal date by reference to the amount of the indebtedness at the beginning of each period of insurance?

If adjustment of the sum insured is allowed at each renewal date, consideration should also be given to giving an option to the Mortgagor to insure for the lesser sum of either the amount of the indebtedness or the cost of reinstatement.

Mortgage Conditions (Three-Party Version) (2003 Edition) – Consultation Draft: 7 October 2003

4.
Clause 1: Interpretation

para. 1.1
Definition of “Building” as including “the Property” does not make sense.  In multi-story buildings, the “Property” as described in Section C of the Mortgage Deed will be an undivided share in the whole “Building” and not any specific part thereof.   


Under the definition for “Deed of Mutual Covenant”, delete the word “to” at the end of the sentence, as it is a duplication of the preposition which already appeared in front of the word “which”.

para. 1.3
It is unclear if the Mortgagor is also a party to the Facility Agreement.  If not, the application of this clause to the Mortgagor (as opposed to the Borrower) is problematic.  Is it intended that the terms of the Facility Agreement should create obligations enforceable directly against the Mortgagor?  If so, the rule on privity of contract would clearly pose a problem: whilst the Mortgagor’s position might be indirectly affected by the Borrower’s liabilities, it is difficult to see how an obligation imposed on the Borrower under the Facility Agreement can be transposed into obligation of the Mortgagor under the Mortgage.

5.
Clause 2: Joint and Several Liability

para. 2.1
The language of this paragraph is convoluted and extremely difficult to understand.  It is regrettable that the laudable drafting policy of using plain English words has failed to produce clarity in this instance but has rather produced the opposite result.  In particular, the phrase at the end of the paragraph “…can be held fully responsible for complying with this Mortgage even if the Mortgage cannot be enforced against any one of them” would appear to be self-contradictory.  Consideration should be given to redrafting this paragraph.

para. 2.2
Same comment as above.

6.
Clause 3: Payment

para.3.5
It is questionable whether a blanket exclusion of the Mortgagor’s / Borrower’s right to set-off is necessary in the name of commercial efficacy.  The exclusion of the right to set-off can lead to great injustice against the Mortgagor / Borrower in the event of the Mortgagee’s insolvency in that a Mortgagor / Borrower who has substantial credit balances with the Mortgagee would only rank as an unsecured creditor who is likely to receive little or nothing by way of dividends whilst remaining liable in full in respect of the outstanding mortgage debt.  This is to be contrasted with the extensive rights given to the Mortgagee to set-off under section 21.  Consideration should be given to whether exclusion of the Mortgagor’s / Borrower’s right to set-off can be narrowed down bearing in mind the stated policy of striking a “fair balance” between the interests of the banks and home-buyers.

7.
Clause 7: Insurance Obligation of the Mortgagor

para. 7.3
This appears not to have taken into account the situation where there is a surplus of the insurance payout after full repayment of the secured indebtedness.

8.
Clause 12: Events of Default
The reference to the “Property” being destroyed or damaged in para.(h) does not make sense.  “Property” as defined refers to the legal or equitable interest being mortgaged and as such, is not capable of destruction or damage.

9.
Clause 31: Mortgagee’s power to assign or transfer its rights and obligations

para. 31.1
The breadth of the provision allowing the Mortgagee to assign its rights and transfer its obligations to third parties deserves to be further considered.  Although the law would generally allow a party to assign the benefits under a contract to third parties, the integrity and character of the assignee of the Mortgage is a matter of grave importance to the Mortgagor inasmuch as a less reputable assignee may be less scrupulous in his methods of enforcement.  Moreover, the law would not generally allow the transfer of obligations in that the transfer of obligations under any contract has important implications on counter-party risks.  In the circumstances, whilst it is appreciated that the Mortgagee should be able to “sell on” its mortgage debts, the Mortgagor should not be exposed to the possibility of his mortgage being taken over by somebody who is substantially less trustworthy or creditworthy than the Mortgagee.  It is therefore proposed to narrow the class of persons to whom the Mortgagee may assign rights and transfer obligations to certain approved financial institutions only.

Core Provisions to be included in Facility Agreement – Consultation Draft: 7 October 2003

10.
It is unclear if the Mortgagor as well as the Borrower is a party to the Facility Agreement.  If the document is intended to address both the Borrower and the Mortgagee, the indiscriminate use of the words “you” and “your” is unsatisfactory.  If on the other hand the document is intended to address the Borrower only, then expressions such as “…YOUR PROPERTY MAY BE AT RISK IF YOU DO NOT KEEP UP REPAYMENTS…” and “…you will be entitled to redeem the Property…”  are inept to describe the position.

11.
The comments in paragraph 9 above regarding the Mortgagee’s power to assign or transfer its rights and obligations are repeated mutatis mutandis.

12.
I have no comments in respect of the remaining draft documents, namely the “Instructions to Prepare A Legal Charge”, the “Recommended Information and Provisions for Mortgage Loan Application Form” and the “Solicitors’ Completion Certificate”.

Dated the 24th day of October, 2003.
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