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MORTGAGE CUSTOMERS: HOW TO SQUARE A VICIOUS CIRCLE 

“THE HEART OF YOUR BUSINESS”: BACK-BOOK CUSTOMERS AND THE MORTGAGE 
MARKET CHALLENGE TO BOARDS

“My dear, here we must run as fast as we can, just to stay in place. And if you wish to go anywhere, 
you must run twice as fast as that”.  

– The Red Queen’s dilemma, from Lewis Carroll, Alice’s Adventures in Wonderland

INTRODUCTION

The greatest lesson of financial market history is a paradox: we don’t learn from financial market history.1 What was true of 
the early 1990s wave of destructive price competition has become true again. With mortgage market profitability declining 
and returns on risk-adjusted mortgage assets diminishing, fair treatment of existing customers suffers. The whole edifice 
could implode, possibly as early as next year. When that happens, we might just hear, against all the foreground noise, a 
small voice of reason reminding us that market fundamentals will always suffer when everyone buys into the euphoria of 
writing new business—and then, of course, regrets it.

We are in an era when mortgage marketing is a performative2 activity, conducted by groups of managers in separate 
silos—for product development, sales, pricing, credit and underwriting—selling on ever-narrowing margins. 

Is it unreasonable to suggest that a mortgage market correction is coming soon? Isn’t one of the rules of the euphoria 
game that no one should break the spell by voicing concern?

Perhaps we could ask a different set of questions. What if someone showed that you didn’t have to play that game and 
suffer the consequences? Wouldn’t you want the chance to avoid the losses and reap the benefits? 

This paper will challenge the recent euphoria of the mortgage market and invite a reassessment of what ‘good behaviour’ 
should look like among both borrowers and providers. Without this, the crisis will loom larger until the wave breaks, 
destroying many of the market’s optimistic assumptions. The paper will also suggest a set of questions for boards to work 
their way out of the maze.

BIAS, ALL ROUND? 

The UK mortgage market’s problems arise from a set of biases and assumptions so deeply ingrained that, without realising 
it, many providers have now reached a crisis point. The market is already dysfunctional and inefficient, and this is getting 
worse. 

Market history and behavioural science both show that one group of people consistently suffers the heaviest financial 
losses: the people who had the greatest ‘sticky bias’. This paper will pursue the theme of biases, as regulators are increasingly 
anxious about them. For now, it’s enough to know that bias (of any kind) is just what it sounds like: a glitch in the way that 
human beings make sense of the world around them; a form of filter that often obstructs our rational decision making, 
even when perfectly good information is staring us in the face. Behavioural analysts phrase it a little more scientifically: 
bias induces predictable errors of judgement. 

1  See Reinhart, C.M., and K. Rogoff, This Time Is Different: Eight Centuries of Financial Folly (2011).

2  Rolling out elaborate new initiatives to distract attention from an underlying lack of real progress.
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New regulations under the FCA, PRA and Competition Law compel providers to pay closer attention to customers’ 
circumstances and real needs. Yet how far does either the provider or the customer know, let alone honestly acknowledge, 
when the customer’s cash is already overstretched, even when taking advantage of the too-good-to-be-true rates of 
interest that have prevailed in recent years? If as a provider you have privately accepted that often the answer is that you 
do know, actually, then you are at least on the way to accepting how far the customer’s optimism bias3 (simply wanting to 
hear “Yes”) and your action bias4 (simply wanting the customer’s business) can be a problem.

Many providers have taken comfort in repeating past patterns of behaviour, leaning on models of business and customer 
care, which are unsustainable: rolling over questionable interest-only contracts; ignoring the bubble nature of buy-to-
let; reigniting a win/lose re-mortgage market; and charging existing customers more because they can. Net mortgage 
advances can only grow through hugely inefficient churning of the existing market: to grow a book by 100 customers, 
given that providers will lose nearly 700, they will need to acquire 800 customers.

The market cannot support these levels of inefficiency without fracturing soon. Yet even as this behaviour piles up a 
systemic problem, providers seem unwilling to face the scale of it, possibly because they see no obvious solution.

Adding to those already increasing background pressures, the market is set to become still more fragile with two further 
sources of disruption. New entrants are challenging old provider models, looking for possible advantages that will allow 
them to take the best customers and benefit from resurgence in re-mortgages post-future Bank Base Rate increases. The 
regulator, meanwhile, looks to prosecute failures of conduct and competition, and is prepared to imprison anyone who 
ignores customers’ concerns. 

That assessment is bleak but realistic. Boards, meanwhile, appear to be wilfully blind. Privately, they know that existing 
customers do not get the best deal, yet they are held back by a fear of compromising their brands’ returns to profitability 
after seven years in the desert. When customers begin to recognise the extent of this wilful blindness, life will become 
very uncomfortable for the Board. As Volkswagen and others have discovered, once a story of consumer neglect begins to 
unfold, a defensive line of “How could we know what was about to happen?” becomes increasingly hard to believe.

DAWN OF DYSFUNCTION

Gross lending for mortgages tumbled from a heady peak of £350 billion in 2007 to below £150 billion in 2009, where it 
stayed until 2012. The improving economic outlook boosted market confidence to the tune of £203 billion in 2014, and we 
may even reach £350 billion again by the end of the decade.

Yet the headline figures hide an uncomfortable truth: the lending recovery is not what it seems. In 2014, the Big Six lenders 
originated a total of £147.3 billion to see their book grow by a mere £13.5 billion. The total outstanding mortgage book 
grew by less than £20 billion; even that figure is flattered by buy-to-let and other non-home purchases. The structure of 
the new lending base has not changed for the better.

There are even more important factors in play. With the Bank Base Rate at an all-time low, many customers see no 
incentive to re-mortgage. New regulations have simply stopped many other customers re-mortgaging, even if they wanted 
to.

With little re-mortgaging happening, lenders might be expected to be ramping up net lending; yet, as evidenced above, real 
performance is weak. Strong competition for high-quality, low-risk customers makes it harder for any lender to acquire 
new customers (even if lenders subsidise this by keeping existing customers who pay a premium).

3  Optimism bias, aka overconfidence: people tend to overestimate how likely a good thing is to happen, and underestimate the chances of a bad 
experience; also believing subjectively that one’s ability is greater than the facts would objectively support.

4  Action bias: believing that it is better to ‘do something, anything’ rather than do nothing. Humans are frequently driven by the powerful assumption 
that it is inherently better to take action (and be seen to take action) than to wait and see. This effect has been responsible for many misguided 
interventions throughout history.
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An alarmingly large number of customers are set to suffer from the market fallout. Looked at again as ‘sticky bias’5 loss-
makers, these customers are victims of what behavioural economists call hysteresis; that is, the commonly observed time 
lag between when a significant event happens and when people start to notice it and respond appropriately.6

The UK’s consumer mortgage market shows several such causes for concern, including the Road Runner, keep-on-running 
behaviour of people who don’t see, or won’t admit, that the solid ground has fallen away beneath them. Two large patches 
of ground are regularly highlighted as falling away: buy-to-let and rolled-over interest-only mortgages, especially for older 
borrowers with no prospect of repaying them.

Another group of hysteresis sufferers are the mortgage providers themselves, who have continued to subsidise huge 
volumes of new business throughout a ‘near-zero’ interest rate era.7 

FOUR HORSEMEN, APPROACHING

The coming discontinuity is driven by four factors—all of them perfectly foreseeable, even if no one wants to acknowledge them.

First, the re-mortgage market will return. Markets and customers increasingly expect a rise in the Bank Base Rate, even if 
this has been many times postponed ( for reasons including employment figures, events in Greece and more recently the 
crash of the Chinese stock market). A base rate rise of course generates rate increase letters to customers; these letters 
practically invite customers to consider re-mortgaging. This demand surge will challenge lenders, many of whose most 
profitable customers are sitting on Standard Variable Rate products and can easily re-mortgage.

Then there are ‘challenger’ institutions. More than ever as a re-mortgage market returns, challenger banks and building 
societies will look for ways to break the dominance of the top six lenders, who still have 73 percent of the market. Again 
quite predictably, we can expect the challengers to target the incumbents’ most profitable back-book customers with 
attractive new deals. 

Lower volumes of buy-to-let, driven down by concerns over potential regulation, reaching capacity or both will further 
depress the average price for new mortgage origination. Is it realistic to expect cross-subsidisation to increase to 
accommodate this?

Finally, there’s a rapidly rising tide of new consumer regulation. This consists not only of new rules enforcing better 
customer focus, but also two new modes of regulation: behavioural plus competitive. The new rules are backed by a 
dual power of enforcement, with the regulator as both ‘customer champion’ and defender of orderly market competition. 
From 2016, the regulator will maintain ‘responsibility maps’ that require senior managers to remove the role ambiguity 
which may have previously allowed a defence of ‘diffuse responsibility’. Although the regulator may stop short of assuming 
guilt—as was at one time proposed and only revoked in October 2015—the FCA may still pursue you personally, and fine 
and imprison you, unless you can prove that you are fully attentive to the needs and concerns of your customers, and that 
you are technically competent to run your business.8 This change in emphasis will affect not just the executive Board, but 
critically all non-executive directors who previously fell outside the regulatory net. 

5  Sticky bias, aka inertia: people, having made a decision—however bad it may turn out to be—tend not to want to change their minds. Also, not 
wanting to alter one’s behaviour in response to new circumstances.

6  It’s a scene played out in a hundred old cartoons: remember how the Road Runner sprints away from Wile E. Coy-ote, who then keeps on running 
until he’s over the edge of a cliff, without realising it? The joke, of course, is that he’s still running in mid-air, while we realise that he hasn’t yet 
realised it. That’s hysteresis in a nutshell.

7  At time of writing, unchanged since March 2009, at 0.5 percent. See Bank of England, Official Bank Rate History, “Statistical Interactive Database”: 
http://www.bankofengland.co.uk/boeapps/iadb/Repo.asp

8  Failure of knowledge (‘expert bias’) is a red flag for financial regulators who can attack failures of risk governance as evidence of anticompetitive, or 
customer-blind, behaviour. Three recent corporate failures have attracted regulatory comment as examples of ‘how not to do Board governance’: 
1) The BBC admitted to writing off £100 million on a failed technology project due to “lack of technical expertise on the Board”. 2) The former 
chairman of RBS admitted he “had no qualifications in banking and did not understand some of the financial products he needed to approve”. 3) 
Lehman Brothers’ supervisory Board had no expertise in the credit default swaps that destroyed the firm; only two of the ten Board members 
had financial services experience; nine were retired; four were over 75 years old; one was a retired admiral, another a theatre producer, and 
another an octogenarian actress.

http://www.bankofengland.co.uk/boeapps/iadb/Repo.asp
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WHAT HAPPENS NEXT, TYPICALLY

The combined impact of these trends for lenders is an acceleration in the fall in Net Interest Margins as profitable existing 
customers redeem and it becomes increasingly expensive to acquire new customers. At the same time, as with every 
previous market shock, it is likely that a general failure of confidence and resulting abrupt ‘correction’ in pricing will be 
followed by political reprisals, in the form of a face-saving regulatory “clampdown”.9 

These combined changes present lenders with both strategic challenges and opportunities. Wise providers will now 
be looking to take precautions, including a fresh look at back-book fundamentals, and scanning for signs of customer 
detriment resulting from sales-side bias. The harder challenges to the Board are likely to be to acknowledge these failings 
for what they are and to rework business assumptions to better weather a storm. 

Most lenders may be expected to respond to a fall in margins by looking to grow their mortgage books to offset the effect. 
In today’s market, this is a tough proposition: a ratio of 1:8 for net and gross lending is not sustainable, not to mention 
the dilution in margin, an increase in LTVs10 and DTIs,11 let alone the operational costs associated with processing these 
loans and redemptions. For most lenders looking to thrive, or even just survive, the inefficiency is too great to sustain in 
this conversion of gross to net. As competition for customers increases, margins will get thinner still, speeding up a cycle 
of market churn and value destruction.

This is not the only challenge for lenders. In recent years, the market has been increasingly fixed-rate dominated as 
customers and their advisers look to tie in ahead of Bank Base Rate rises. This has built an unprecedented structural and 
operational challenge as, when the mortgages mature, customers are likely to experience substantial payment shocks. 
This makes retention increasingly difficult, particularly when the model is predicated on cross-subsidies that will be 
impossible to sustain. 

Historically, lenders have tried to escape price wars by moving up the risk curve. But this option is also now limited. This 
has also been one of the key drivers behind the recent increase in buy-to-let, as lenders use higher profit (in a currently 
unregulated market) to offset potential income reductions. This strategy, too, is unsustainable.

FUTURE ALTERNATIVES

While increased competition in the market may be good for certain groups of customers, it does not yet benefit all customers. 
A new human-factors approach is required to change this: gathering customer insights and feeding these into behaviour-
based pricing. For some time, existing customers have been paying higher rates than new business customers, and the pricing 
differential is growing.12 For years, the bulk of existing customers have continued to cross-subsidise new customer rates; at 
any point, we should expect them to wake up to that fact, shout something like, “We’re mad as hell and we’re not going to take 
this anymore”, and then abandon any loyalty they may ever have had towards their mortgage lender.

What then are the future alternatives? Taking a realistic, if cynical, view that historical pricing reflected customer naivety, 
it is clear that this philosophy of business—if we may dignify it with such a term—is now defunct in the new regulatory 
era. Such assumptions are clearly in the regulator’s sights as ‘asymmetric information’.13  

9 In fact, one can characterise the entire history of regulation in this way: a series of catastrophic failures followed by overreactions

10 Loan-to-value ratio: measure of the lender’s risk: the sum that the lender has lent, as a proportion of the current value of the asset that the loan 
is secured against.

11  Debt-to-income ratio: a measure typically used by a provider of a loan, assessing how much of the customer’s monthly income will need to be 
taken up in servicing loan repayments.

12  Key indicators: aggregate differential has increased by 51bps since Q3 2014; SVR has moved against existing cus-tomer by 110bps. Fixed rates 
are higher by 25bps to 90bps since Q1 2013. £849 billion of existing mortgages are paying a premium of greater than 2 percent.

13  Where in a transaction one party knows more, or has better knowledge, than the other; as when (typically) the seller is better informed than 
the buyer.
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A NEW PARADIGM FOR MORTGAGE LENDERS

Constantly striving to deliver new mortgage business to offset falling back-book profitability essentially creates diminishing 
returns. The current unsustainable cycle has lowered mortgage book profitability, increased regulatory risk and scrutiny 
and undermined customer satisfaction. 

The way ahead involves a fresh look at the net interest margin and several other elements to start working together, which 
were previously seen as irreconcilable: 

• Optimise pricing: using more nuanced diagnostics to get the best value out of wholesale cash, whilst also delivering 
value to customers (and keeping regulators away)

• ‘Behaviour-based pricing’: goes beyond price optimisation and maximising profits, into lending correctly in the 
context of what the customer wants and needs

• Optimise the balance sheet: improving return on capital by better-focused sourcing and retention of mortgage 
customers to build sustainable enterprise value

To do all three requires new forms of analysis and insight which are only now becoming available, as new clusters of 
behavioural and algorithmic science emerge in response to this demand.

NEXT STEPS: MAKING A MORE HOLISTIC SOLUTION

To break the cycle, lenders need these new tools and the different perspective they offer. Boards require a framework that 
is profitable and transparent, yet reassures the regulator by proving fair treatment of all customers. 

Providers need to show that they are mindful of customers’ best long-term interests and their own stakeholders’ (including 
regulators’) concerns. This includes tasking themselves to: 

• “Provide the best offer we can to customers”

• “Secure the best return on our risk-weighted assets (as distinct from value-based pricing)”

• “Prove that our risk governance applies a scientific but grounded approach to pricing that stands up to regulatory 
scrutiny”

Assertive pricing of mortgage products is not, in fact, at odds with customer-focused conduct that is alert to regulatory 
risk. This is the point of entry for a new holistic approach that takes account of commercial risk and return over the life of 
each mortgage but is not at odds with good conduct and customer care.

The best, and indeed only, sustainable way forward for UK mortgage providers is to reduce reliance on more lending, 
and to take a fresh, well-qualified look at the balance of the entire business. The Board needs to be in control of its 
firm’s business strategy and risk appetite, at the same time transforming the value that customers receive, and all whilst 
building up new goodwill with the regulator.

Conduct does not lend itself to “risk appetite” modelling; indeed, the regulator dislikes practitioners’ use of this phrase.  
14Provider Boards can no longer strategise that a certain cohort of (existing) customers are exploitable, whether through 
bias or apathy. The onus is on the Board to articulate and demonstrate that it is putting customers, both new and existing, 
at the heart of its business. 

Contented customers, strong support for the Board, and a regulator happy to go and look elsewhere for problems: this is a 
good recipe for any business, let alone an embattled mortgage provider. With these ingredients in place, Boards can start 
looking properly forward again.

14  FCA, private briefings to BRG International Financial Services experts (Spring/Summer 2015).
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QUESTION SETS FOR A MORTGAGE PROVIDER’S BOARD

1. What is the Board’s process for keeping up to date its definition of ‘acceptable and expected behaviour’ for existing 
and new customers? How do you track changes in customers’ perception during the life of a long-term product? 
What methods do you use to identify their changing expectations and how they perceive value and fairness?

2. Is each member of the Board satisfied that the firm has identified what a customer expects and has reflected this in 
actual product offerings (not merely compliance box-ticking)? Do you base pricing decisions on understanding and 
fair response to customer needs and preferences (as opposed to outcome measures, such as net interest margins)?

3. Does each member of the Board understand and distinguish between behavioural risk and conduct risk; biases and 
behaviours; risks and uncertainties? 

4. Does the Board understand both its collective responsibility to ‘know the business’ and members’ individual 
responsibilities under senior managers’ regimes?

5. Have you established a working definition of conduct risk in the firm that is in line with latest best practice in the 
subsector? Where is this evident in customer and business strategies?

6. Who on the Board has direct authority over strategic response to customer complaints? How does the business use 
conditioning (rewards/sanctions) to promote best conduct with customers? What corrective actions are available 
against persistent ‘rule-gamers’? How have these been used?

7. What modern forms of analysis* does the Board commission to validate its claims to good product governance 
and treating customers fairly? (*such as trends in enforcement, real-time customer feedback and peer provider 
comparison)

8. In what practical ways does the firm put customers at the heart of its business and promote behaviours that 
consistently support this across all points of customer contact?

9. How do you make explicit your pricing criteria in designing products and services to balance profit with due care 
for customers? Can you demonstrate equal concern for new and existing customers, and over the whole life and 
range of products and services?

10. Which qualitative and quantitative indicators do you see as most effective in shaping how you prevent detriment 
to existing customers? ( for example: how incentives affect staff behaviour in practice; rates of change in staff 
retention, complaints or frequency of account closures)

11. How does the Board identify business activities with the greatest behavioural risk? Who on the Board has the 
primary task of focusing on behavioural risk exposures? How does the Board identify involved individuals and hold 
them to account?

12. How do Board members rationalise—even if only to each other—marketing initiatives that entail privileging new 
customers over loyal existing customers? Would such explanations pass an objective ‘friends and family’ test?
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