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Welcome to the September 2023 edition of the
Mortgage and Property Report. In this issue,
we look at the market for long term fixed rate
mortgages in the UK. We compare the supply
and demand of these products in the UK to
other countries and discuss the role funding and
regulations plays in this.

Key Highlights

« Unlike other developed countries, the UK mortgage market
has for decades been dominated by short term fixed

Introduction

The UK mortgage market is unusual amongst developed economies
in that products with short fixed rate periods dominate the market.
This is in sharp contrast to many European countries and the United
States, where it is common for the interest rate on mortgages to
be fixed for a longer period, if not the full term of the loan. In this
newsletter, we look at the key reasons for this difference, exploring
both the supply and the demand side of the market, and discuss
what changes could be made and how these would benefit
customers and potential funders, as well as how this compares to
other countries.

The UK Mortgage Market

The UK's affinity for short fixed-rate mortgages dates back decades.
Customers take out loans with short teaser periods with the
expectation that they will easily refinance onto a new teaser rate
once the previous one ends. While in recent years there has been an
increase in the percentage of customers taking loans with fixed rate
periods of up to 5 years, anything longer than that remains extremely
uncommon (fig 1). Customers favour short fixed rate products, as in
a normal rate environment, they are usually the cheapest. Fixed rate
loans also almost always come with early repayment charges (ERCs),
which are typically highest for longer fixes. Opting for short term
fixed rate loans allows customers to retain the flexibility to refinance
if rates come down or they want to sell the property without paying
higher ERCs.

On the supply side, the key reason for the prevalence of these
products is that the mortgage market is dominated by high street
banks who are primarily funded by retail deposits. Wholesale
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mortgages which customers regularly refinance for a new
short-term fixed rate product

+ The dominance of these products makes UK mortgage
customers much more susceptible to rate shocks and
has a knock-on effect on house prices

« High street banks are not well suited to fund longer term
fixed mortgages; and regulations makes it unattractive
for insurance companies to fund them, despite their
similar asset and liability maturities

- The market works very differently in other countries,
where long term fixed loans are far more prevalent

Fig 1: Fixed Rate Period for New UK
Regulated Mortgages
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funding in the form of RMBS also plays a role, especially for non-
bank specialist lenders, but this is much smaller. The short term
nature of retail and RMBS funding is best suited to fund short term
fixed rate products. Other types of funders exist but their role in
the market is relatively small. Life insurance companies in particular
should be well suited to fund long-dated fixed mortgages, as they
seek the types of low-risk, long-duration returns these provide,
but they generally don't operate in this space (other than in equity
release mortgages). This is because despite the similar maturity in
assets and liabilities, they don't qualify for lower capital requirements
under the Solvency 2 matching adjustment rules due to the inherent
prepayment risk in mortgages. As a result, they have higher capital
requirements, which would then be passed on to mortgages
prices through higher rates, making the products unattractive to
customers. While there are a very small number of long-term fixed

PLEASE DO NOT REDISTRIBUTE

Alex Maddox
Jasmine Heinen

Please contact +44 (0)20 7532 9845

+44 (0)7539 961 441
www.kensingtonmortgages.co.uk

alex. maddox@kensingtonmortgages.co.uk
jasmine.heinen@kensingtonmortgages.co.uk




SEPTEMB

mortgages in the UK, including a product launched by Kensington
(but funded through an insurer) in 2021, it remains difficult for these
to compete with shorter-dated products on pricing.

While long term fixed rate products are not common in the UK,
they do have the advantage of being very easy for consumers to
understand and for brokers to explain. This is important as brokers
play a very important role in the UK Mortgage market with over 80%
of loans sold via intermediaries in 2022. There is a risk however,
that mortgage advisers may be cautious about recommending
long term fixed rate loans due to the perceived likelihood of future
customer complaints if rates subsequently decrease, and the
concern around possible penalties for terminating the mortgage
early if the customer’s circumstances change and they need to sell
the property. It's important that the other characteristics, beyond
price, that make the product suitable for customers, including
the increased affordability arising from there there being no
requirement to stress the loan at a possible higher future variable
rate, and the lower risk of payment shocks, are also considered in
the advice process. Currently, there is a possible mismatch between
broker interests and customer interests as the former’s businesses
depend on the repeat custom of mortgage holders since each new
mortgage comes with a procurement fee. Together these factors
create a structural obstacle to these products being sold,and raises
the question of whether changes to regulation on mortgage advice
should be made.

Nevertheless, while interest rates were at record lows, the strategy
of refinancing every few years generally worked well for customers,
especially as short fixed-rate products, which are priced attractively
over swaps, offered the cheapest rates (fig 2). Their continued
availability meant little consideration was given to other products,
and changes in teaser rates from one loan to the next were normally
minimal. However, the recent rapid increase to interest rates has
revealed the downside of this approach, and UK mortgage holders
have been impacted by rate shocks in an outsized way compared
to borrowers in countries where longer fixed rate products are more
prevalent. These rate shocks have fundamental impacts on borrower
affordability, and have pass through implications to house prices,
leading to greater volatility than seen in countries with mortgages
fixed for longer periods.
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Comparison to Other Countries

The mortgage landscape in the UK is very different to that of both
the United States and many countries in Europe. Most European
countries have a mix of variable and fixed rate products, with a large
share of the latter fixed for long durations, as seen in figure 3. While
the numbers vary across countries, the UK really stands out for not
having any apparent volume of loans fixed for greater than 10 years.

Fig 3: Initial Mortgage Rate Type in
Selected European Countries for New Lending
(Q12023)

Spein IS S
Netherlanc | T S
Germany |
Denmrk I I
elgiurm [

UK o
0% 20% 40% 60% 80% 100%
B Variable 1-5yr fixed M 5-10yr fixed W >10yr fixed

Source: European Mortgage Federation

There is a range of reasons for this, as mortgage regimes vary across
countries and in many cases reflect historical developments and
cultural preferences. For example, in the Netherlands, mortgage
insurance is very common. The Nationale Hypotheek Garantie
(NHG), provided by a government backed foundation, guarantees
repayment of the mortgage to the benefit of the lender with costs
for this insurance paid by the borrower. This guarantee increases
availability of mortgages as well as reducing the risks to banks and
thereby the cost of loans. There has also been a significant increase
in the role insurance firms and pension funds have played in
funding the Dutch mortgage market in recent year, with institutional
investors accounting for 87% of the total increase in mortgage
lending between 2014 and 2021. Over that period, bank’s mortgage
portfolios grew by €12 billion vs €82 billion for institutional investor
portfolios (fig 4).

Fig 2: Mortgage Rates by Fixed Rate Period
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Meanwhile, in Denmark, mortgages are funded through covered
bond issuance which match the cash flows of the underlying pool of
mortgages exactly, and payments by customers are passed directly
through to covered bond investors (less a margin for the lender).
Mortgages are highly standardised, and customers can repay their
loan at any time without early repayment charges, making long term
fixed rates attractive to customers. The prepayment risk is passed
from the lending bank on to bond investors. Danish mortgages
also have other interesting features, such as allowing customers to
redeem their mortgages at the current market price by purchasing
the underlying mortgage bonds, which is attractive in arising interest
rate environment if the bonds are trading at a discount. Customers
also have the option to “sell” their mortgage along with the property,
as part of the property sale. There are however also drawbacks, for
example the maximum available LTV on Danish mortgages is 80%.

Fig 5: US Mortgages by Rate Type (2021)
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In the United States, the most common product is a 30-year fixed
rate mortgage, which accounted for ¢. 70% of the market in 2021
(fig 5). The key reason for this is the guarantee provided by the big
three agencies; Government National Mortgage Association (better
known as “Ginnie Mae”), Federal National Mortgage Association
(better known as “Fannie Mae”), and the Federal Home Loan
Mortgage Corporation (better known as “Freddie Mac”). Ginnie
Mae is a government agency and Fannie Mae and Freddie Mac are

Disclaimer
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backed by an implicit federal government guarantee. They operate
in the secondary market, purchasing loans from banks and other
lenders, and pooling them into securitisations. Similar to the Danish
system, these agency mortgages are ultimately financed by the
issuance of mortgage bonds, transferring interest rate risk and
prepayment risk (but not credit risk) to capital market investors. This
allows customers to access affordable long term fixed rate loans
with the option to prepay without penalty.

Fig 6: Allocation of Risk in US Model vs Danish Model
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Conclusion

While international comparisons are interesting and there are
clear advantages to some of the structural elements of products
and mortgage funding seen in other countries, they are not a
replacement for the existing UK model. There is a clear role for short
term fixed rate products, which are a good fit for many customers.
However, there is also a case for long term fixed rate loans to
become more widely available, especially for first time buyers who
benefit from the increased affordability these can provide, as well as
the certainty of payments they give, which is increasingly important
to customers. For this to happen, institutional investors need to
play a more prominent role in mortgage funding, including taking
the prepayment risk, which can be achieved through reforms to
matching adjustment rules. Consideration should also be given to
mortgage advice regulations, to ensure brokers’ risks and interests
are aligned with those of customers.

This document is being provided to you (a) on the
basis of your acceptance of this disclaimer; (b)
for information purposes only; and (c) on a strictly
confidential basis. It may not be reproduced,
redistributed or disclosed, in whole or in part, directly
or indirectly, to any person without the consent of
Kensington Mortgage Company Limited.

The document does not create any legally binding
obligations on the part of Kensington Mortgage
Company Limited and/or its affiliates (the “Kensington
Group”). The recipient of this document assumes
the entire risk of any use made of the information
contained herein. None of the Kensington Group,
any person who controls the Kensington Group, any
director, officer, employee nor agent of the Kensington
Group or affiliate of any such person has any
responsibility for any direct, indirect, consequential
or other loss, damage, loss of profits or other result
arising from your or any third party’s reliance on this
information or the accuracy or completeness thereof.
We are acting solely in the capacity of an arm’s length
counterparty and not in the capacity of your financial
adviser or fiduciary.

This document and any information contained herein
has been obtained from, or are based on, sources
believed to be reliable. Numerous assumptions have
been used in preparing the information set out in this
document, which may or may not be reflected herein.

No representation or warranty (express or implied) is
made by the Kensington Group (i) that any information,
performance data, modelling or scenario analysis
obtained from any source is accurate, complete
or up to date; or (i) as to the fairness, accuracy,
adequacy or completeness of the information, the
assumptions on which it is based, the reasonableness
of any projections or forecasts contained herein or
any further information supplied herewith. To the
extent that any information or analyses contained in
the document are based on public or private sources,
such information has not been independently verified
and is subject to change from time to time.

No assurance can be given as to the information’s
accuracy, appropriateness or completeness in any
particular context, or as to whether the information
and/or the assumptions upon which it is based
reflect present market conditions or future market
performance. The information should not be
construed as predictions or as legal, tax, investment,
financial or accounting advice. No assurance can be
or is given that the assumptions on the basis of which
the information was prepared will prove correct.

This document may include “forward-looking
statements”. Such statements contain the words
“anticipate”, “believe”, “intend”, “estimate”, “expect’,
“will”, “may”, “project”, “plan” and words of similar
meaning. All statements included in this presentation
other than statements of historical facts are forward-

looking statements. Such forward-looking statements
involve known and unknown risks, uncertainties
and other important factors that could cause
actual results, performance or achievements to be
materially different from future results, performance
or achievements expressed or implied by such
forward-looking statements. Such forward-looking
statements are based on numerous assumptions
regarding the relevant future business environment.
These forward-looking statements speak only as of
the date of this document and the Kensington Group
expressly disclaims to the fullest extent permitted
by law any obligation or undertaking to disseminate
any updates or revisions to any forward-looking
statements contained herein to reflect any change
in expectations with regard thereto or any change in
events, conditions or circumstances on which any
such statement is based. Nothing in the foregoing is
intended to or shall exclude any liability for, or remedy
in respect of, fraudulent misrepresentation.

None of the members of the Kensington Group
undertake to update this document, to provide the
recipient with access to any additional information or
to correct any inaccuracies in any such information
which may become apparent.

This document has been sent to you in an electronic
form. You are reminded that documents transmitted
via this medium may be altered or changed during the
process of electronic transmission.
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