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Welcome to the latest edition of our Bulletin.  

We produce this publication as part of our 

commitment to develop thinking on a wide 

range of topics relating to the UK mortgage 

market.

  

Since our last edition, the change of leadership 

and new government has brought about a 

renewed focus on housing with the publication 

of the Housing Green Paper.  This outlines an 

admirable set of solutions to the supply side of 

the equation, with a commitment to build three 

million new homes by 2020. 

But as you may be aware, the implementation 

of many of the policies outlined in the Green 

Paper will be reliant on support from lenders 

through innovative new products, such as a 

17.5% government equity loan product and 

affordable long-term �xed rate mortgages.  

On that last point, covered bonds were cited in 

the Green Paper as a means to assist lenders 

with long-term �xed rate funding.  With this 

in mind, our �rst article examines the role 

of covered bonds in facilitating access to 

cheaper mortgage funding � albeit with certain 

limitations under current legislation.

With an unpredictable future ahead, our second 

feature article examines the phenomenon of 

interest-only mortgages, and speci�cally those 

without repayment vehicles.  Does the growth 

in popularity of these products give cause for 

concern or does it re�ect the sophisticated and 

highly liquid nature of our market?

Finally, our news round up on the back page will 

bring you up-to-date on what�s been happening 

at Genworth Financial since our last Bulletin.

I hope you �nd it an interesting read and look 

forward to catching up with you at the key 

industry events in the second half of the year.

Tammy Richardson

Managing Director, UK and Ireland 

GF90240 (09/07)

3rd Quarter, 2007

A B O U T  G E N W O R T H  F I N A N C I A L

Genworth is a leading �nancial security company meeting the retirement, lifestyle protection, investment and mortgage 
insurance needs of more than 15 million customers across 25 countries.  In Europe, Genworth partners with banks, brokers, 
advisers and other �nancial institutions to develop innovative mortgage insurance, payment protection and other products  
to suit local markets.  For more information, visit genworth.com
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COVERED BONDS
The future of affordable mortgage funding discovered?

I ntro    D uction    

Over the last decade, the many �nancial 

bene�ts of Covered Bonds (CBs) have  

meant that they attracted increasing attention 

from analysts, regulators, lenders and more 

recently, policy makers in Gordon Brown�s  

new government.  

While they have provided European lenders 

with one of the cheapest and most effective 

forms of mortgage funding for more than 200 

years (second only to deposits), it is the recent 

market and regulatory innovation that has 

expanded their appeal globally.  Indeed, US and 

South American banks have been watching the 

success of the European covered bond product 

and made moves to tap into this valuable 

source of funding, and Her Majesty�s Treasury 

is in the process of drafting legislation to give 

UK covered bonds the same recognition as in 

other European Member States.

 

Covered Bond regulations in Europe impose 

stringent loan to value (LTV) limits to the cover 

assets � determining which loans can be 

used as covered bond collateral as well as the 

portion of the loan that can be funded through 

the bond.  These limits help to ensure the 

high quality of the security and, accordingly, 

are viewed as a key feature of the modern 

European covered bond.  However, from a 

market and housing policy perspective they 

also highlight a somewhat archaic approach; 

the limits mean that the low-equity segment 

(typically �rst-time buyers) of the European 

mortgage market cannot take advantage of 

the bene�ts provided by this ef�cient funding 

technique � restricting the potential growth of 

this market.

 

This article seeks to demonstrate the bene�ts 

that would be available for all stakeholders 

(issuers, investors, regulators) if covered bonds 

were more �exible to include and fund high LTV 

mortgage loans � provided the additional risk is 

appropriately mitigated.  

1.	Introducing Covered Bonds:   
	 Background and Market Overview

A covered bond is a debt obligation, which 

provides investors with:

�	 Full recourse to a publicly regulated and  

	 supervised credit institution

�	 Security provided by a priority claim against  

	 a cover pool of �nancial assets.1

Moody�s Investors Services de�nes Covered 

Bonds as �debt instruments that have recourse 

to either the issuing entity [The Issuer] or the 

group to which it belongs, or both, and, upon 

issuer default, to a pool of collateral [The Cover 

Pool].2

Looking back to internationalisation of the 

product in the mid-1990s, the growth and 

geographic expansion of Covered Bonds has 

been phenomenal. Having been the core 

means of mortgage funding in a number of 

European countries � particularly Denmark, 

Sweden, and Germany � for more than a 

century, the expansion of the Covered Bond 

market started in Germany with the foundation 

of the so-called �Jumbo-market�.

Many institutional investors had turned away 

from the German covered bond market � 

known as the �Pfandbrief� market � to other 

more liquid investments.  However, creating 

liquidity by introducing binding rules for 

2

1	 Neil Sankoff, ECBC Technical Working Group.
2	 Moody�s Rating Approach to European Covered Bonds, June 2005. 



Source:  EMF/ECBC

the issuance of Jumbo-Pfandbrief (those 

Pfandbrief with a minimum size of DM 1 BN), 

together with a commitment from dealers to 

�make markets� (i.e. quote two-way prices at 

committed bid-offer spreads) quickly attracted 

fund managers, insurance companies, and 

bank treasuries from Germany and abroad.  

Being top-rated, with a preferred risk-weight for 

bank-investors, and offering a yield pick-up over 

equally AAA-rated government bonds, Jumbos 

offered the most cost-ef�cient, on-balance-

sheet funding to their issuers, thereby creating 

a competitive advantage.

Covered bond issuance 2006 in Euro Mn

		  MORTGAGE

	 Germany	 35,336

	 Denmark	 114,014

	 Spain	 69,890

	 France	 12,637

	 Sweden	 17,550

	 Ireland	 7,900

	 Switzerland	 4,093

	 UK	 23,812

	 Luxembourg	 150

	 Austria	 0

	 Hungary	 1,418

	 Italy (CDP)	 0

	 Netherlands	 5,500

	 Finland	 1,500

	 Poland	 52

	 Latvia	 20

	 Lithuania	 0

	 Czech Republic	 956

	 USA WaMu	 4,000

	 Portugal	 2,000

	 Slovakia	 617

	 TOTAL	 301,445

The advent of the euro and subsequent competition �  
particularly by German banks lending into Spain, France, 
and other EU Member States � created a strong incentive 
for those countries without existing covered bond 
frameworks to enact such legislation, or to revive existing 
laws that had not actively been used.  Luxembourg, 
France, Spain and Ireland are examples of this. In the 
absence of legislation, UK banks developed an alternative 
in 2003 � the so-called �structured covered bond�. 

Moody�s de�nes a structured covered bond as �(i) a 
covered bond where securitisation techniques have been 
used to enhance the rating of the Covered Bonds, or 
(ii) a secured bond issued against a pool of assets in a 
jurisdiction where no speci�c covered bond law has been 
established �.  The UK regulator is currently introducing 
covered bond legislation, in order to create a level playing 
�eld for UK issuers. 

In the meantime, Spanish banks have overtaken German 
banks as largest issuers of EUR-Covered Bonds.  US banks 
have also implemented covered bond programmes in 
order to tap European investors� demand and access new 
funding sources.

3
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2.	Key features of European Covered Bonds  

At present, there is no of�cial European 

de�nition of Covered Bonds.  However, all 

CBs issued in the various EU member states 

have in common a set of key features that 

were identi�ed for the �rst time in 1988 in 

the Directive on Undertakings for Collective 

Investments in Transferable Securities (UCITS 

Directive).3 

Article 22(4) de�nes the privileged treatment 

of non-structured Covered Bonds (i.e., those 

governed by speci�c legislation) in different 

areas of European �nancial market regulation. 

In brief, Article 22(4) requires:

�	 The covered bond issuer to be a credit  

	 institution;

�	 Covered bond issuance to be governed  

	 by a special legal framework;

�	 Issuing institutions to be subject to special  

	 prudential public supervision;

�	 The set of eligible cover assets to be  

	 de�ned by law;

�	 The cover asset pool to provide suf�cient  

	 collateral to cover bondholder claims  

	 throughout the whole term of the covered  

	 bond, and

�	 Bondholders to have priority claim on  

	 the cover asset pool in case of default of  

	 the issuer. 

In the event of issuer default, the privileged 

position of non-structured Covered Bonds 

has resulted in a position whereby UCITS4 

can invest up to 25% (instead of a maximum 

of 5%) of their assets in the Covered Bonds 

of a single issuer that meet the criteria of 

Article 22(4), and bank investors bene�t from a 

reduced risk-weight versus holding other bank 

debentures.

More recently, the Capital Requirements 

Directive (CRD) introduced new provisions5 on 

the prudential treatment of CBs.  It established 

a set of minimum requirements that CBs need 

to meet in order to qualify for a preferential risk 

weight (10%) � including the maximum LTV of 

the eligible cover assets (mortgage loans).

3.	The Eligible Cover Assets 

Different types of assets such as residential 

and commercial mortgage loans, public 

sector loans and residential backed mortgage 

securities etc, can back CBs.  Despite the 

absence of a speci�c rule, European regulators 

have limited the LTV of the eligible cover assets 

with respect to residential mortgage loans.  

The purpose of these limits is primarily to 

determine which loans can be used as covered 

bond collateral and the portion of the loan that 

can be funded through the bond. 

As mentioned previously, adoption of the CRD 

has formalised LTV restrictions.  The Directive 

establishes that the preferential 10% risk 

weight can be applied to CBs guaranteed only 

by residential mortgage loans with a maximum 

LTV of 80% calculated on each individual 

residential mortgage loan.6

  

4

3	 Directive 85/611/EEC of 20 December 1985 on the coordination of laws, regulations and administrative provisions relating to undertakings for  
	 collective investment in transferable securities (UCITS), OJ L 375, 31.12.1985, p. 3.
4	 Undertakings for Collective Investments in Transferable Securities.
5	 Directive 2006/48/EC of the European Parliament and of the Council of 14 June 2006 relating to the taking up and pursuit of the business of  
	 credit institutions � Annex VI point 12.
6	 For the purpose of this article, we will only refer to the requirements applying to residential mortgage loans. There are however different criteria  
	 according to the type of exposure used as covered bond collateral [exposures to institutions, commercial real estate, loans secured by ships etc].  
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rationale for LTV restrictions since the ratings 

and creditworthiness of the issue could be 

guaranteed in other ways � for example through 

the use of credit enhancement.  The report 

suggests10 that a covered bond market without 

a formal LTV cap, but with credit enhancement 

for the proportion above a given LTV level, could 

work equally well from an investor perspective, 

whilst also helping lenders to offer a wider 

range of products and to fund a large proportion 

of loans externally.

5.	Use of Guarantees in Covered Bond  
	 Transactions

High LTV residential mortgage loans present 

a higher credit risk, as both the probability of 

default and the loss given default are higher 

than in low LTV mortgage loans.  To some 

extent, the stringent rules applied in respect of 

LTV limits re�ect the higher credit risk carried 

by these loans.  However, guarantees and 

other forms of Third Party Credit Enhancement 

(TPCE) could enable issuers and regulators to:

a). Expand the Range of Eligible Assets 

For those countries where a soft cap is in 

place, guarantees and TPCEs such as mortgage 

insurance (MI) could be used to expand the 

eligible assets in the relevant cover pool.  A 

guarantee protecting the originator against 

losses from market value declines would allow 

the inclusion of higher LTV loans, effectively 

mitigating the incremental risk.  This could 

allow the issuer to include a loan with, for 

example, a 95% LTV level into the pool, funding 

the allowable portion of the loan depending 

on the respective system (for example: 80% 

in Spain and UK under the new legislation).  

The residual portion of the loan would serve 

as over-collateral, satisfying legal minimum 

5

A key consequence of these restrictions is 

that European issuers are unable to use high 

LTV mortgage loans as collateral.  Currently 

there are only some countries that include the 

option to use HLTV loans as �over-collateral� 

in the cover pool, but this only happens in 

those jurisdictions imposing a soft cap to the 

eligible cover assets.  In this respect, the CB 

regime seems to have failed to keep abreast 

of recent market developments, in terms of 

both borrowers� needs and credit risk mitigation 

techniques available to mortgage lenders.   

4.	The Low Equity Market in the EU

Many mortgage markets across the EU are 

still credit constrained, with large populations 

of borrowers unable to access �nancing.  In 

2005, Mercer Oliver Wyman, in association 

with the Mortgage Insurance Trade Association 

carried out a study on the risk and funding 

of residential mortgages across the EU.  The 

study noted that future demand for residential 

mortgages across Europe is likely to be in the 

higher risk segments of the market, such as 

low equity segment,7 stretched 8 and risky 

borrowers.9  This means that if lenders want 

to meet that demand, they will need to create 

more innovative funding and risk management 

approaches.

The report identi�es a market growth 

opportunity of 15% - equivalent to around 
ú300bn of lending.  To achieve this growth, 

lenders will need to take on greater risk � and 

some modest regulatory changes will also be 

required to facilitate that action.  In reference 

to covered bond transactions, the report notes 

that whilst the majority of Covered Bonds are 

used to fund prime mortgage lending with 

typically low LTVs, there is no clear economic 

7	 De�ned as borrowers who typically have equity of around 10% or less. 
8	 De�ned as borrowers with a high debt service coverage ratio.
9	 De�ned as borrowers with a previous credit problem, or an unconventional credit history.
10	 MOW, Risk and Funding in European Residential Mortgages: Responding to Changes in Mortgage Demand, April 2005, section 5.2.2.2.
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In both cases, rating agencies would be the 

ultimate gatekeepers on the implementation 

of such mechanisms.  With all leading rating 

agencies incorporating a structured �nance 

component in their analysis and rating of any 

covered bond, they would also incorporate 

this, applying securitisation criteria on such 

guarantees.  All rating agencies have, for 

instance, established a methodology for 

mortgage insurance in RMBS models.

Nonetheless, as with the recognition of 

other credit risk mitigants in covered bond 

transactions, the main bene�ts of recognising 

TPCEs in the legislation are primarily likely to 

arise upon the insolvency of the originator, 

when the issuer�s ability to manage the cover 

pool would cease.  The use of a credit risk 

mitigant, such as mortgage insurance, would 

provide an additional layer of investor protection 

by reducing the loss experience of that cover 

pool.  In addition it would help issuers to 

sustain strong over-collateralisation levels in 

their cover pools, one of the quality criteria that 

is key for rating agencies and investors.

In all other circumstances, when the pool is 

performing, any individual non-performing 

mortgage loan can be substituted with a 

performing asset.  Hence the use of high LTV 

mortgages would not increase the overall risk 

of the cover pool, as these loans could be 

substituted in case of default without negative 

implications for the investors.  

6

requirements and the demands of rating 

agencies and investors.  However, it should 

be noted that for countries whose legislation 

contains a hard cap, these bene�ts are not 

available.  Please see the table below for an 

overview of the distinction between hard and 

soft caps across Europe:

	 CoUNtrY	 LTV caP	 HarD/Soft caP

	 Denmark	 70%	 Hard

	 Finland	 60%	 Soft

	 Germany	 54%*	 Soft

	 Ireland	 75%	 Soft

	 Italy	 80%	 Hard

	 Spain**	 80%	 Hard

	 Sweden	 75%	 Soft

	 UK**	 80%	 Soft

	

Non-structured covered bonds would be in 

line with the existing mechanisms to hedge 

the cover pool from risk resulting from open 

interest rate or foreign exchange positions.  

The core covered bond legislation includes 

wording on the use of derivative instruments 

that serve such hedging purposes.  Speci�cally, 

derivatives need to be pledged to the cover 

pool, so they will remain in place in case of 

issuer bankruptcy ensuring that bondholders 

will be effectively protected in the event of a 

default of the issuing institution.  Other legal 

requirements relate to the introduction of 

maximum share of derivatives in a cover pool 

and mechanisms mitigating counterparty risk. 

In structured covered bond transactions, the 

introduction of guarantees as an additional 

credit enhancement feature would be even 

easier, as originators would not be dependent 

on any legislation.  Structured covered bonds, 

such as the UK model, are based on applying 

securitisation features and contain different 

credit enhancement mechanisms. 
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Investors � To a large extent, investors could 

rely on the analysis of rating agencies.  Given 

that any structure for a covered bond would be 

arranged to reach the highest ratings (AAA), 

there should be no issue for investors.  It is 

fair to say, however, that the incorporation of 

a guarantee scheme for high LTV mortgage 

loans into a given covered bond market 

would increase complexity and would need 

to be understood by investors.  This has 

been the case with previous amendments to 

legislation, which introduced derivatives or new 

asset classes into these traditional funding 

instruments.  Investors have shown a very 

strong demand for structured covered bonds 

and, in most cases, have not used price to 

discriminate between statutory or structured 

systems.

Rating Agencies � Guarantees would be 

incorporated within established covered bond 

rating methodologies, which for all rating 

agencies contains some element of structured 

�nance analysis and cash �ow modelling.  In 

this sense, rating agencies may show a neutral 

stance to the introduction of any additional 

structural components, as the pools and their 

cash-�ow and other characteristics are always 

an integral part of their analysis.  Positive and 

negative impacts on the quality of the overall 

scheme would be considered. 

Consumers (mortgage borrowers) � The use of 

high LTV loans in mortgage cover pools would 

bene�t homebuyers by making mortgage loans 

more affordable as a lower down payment 

would be required.  Widespread use of TPCE 

and mortgage insurance in the context of 

covered bond funding could bring down overall 

housing �nance costs. 

7

b). Make High LTV Loans Fundable and 

Affordable to First Time Homebuyers   

The provision of high LTV mortgage loans, 

particularly to �rst time buyers, would become 

easier if lenders were able to fund them 

entirely through covered bonds.  The inclusion 

of guarantees into the cover pool could achieve 

this objective.  With covered bonds being one 

of the cheapest sources of mortgage funding 

(second only to deposits), European mortgage 

lenders would have a cost ef�cient funding 

scheme at their disposal that they could use  

to support housing affordability.11 

6.	Bene�t of Using Guarantees and  
	 MI for All Stakeholders  

The inclusion in the cover pool of a credit risk 

mitigant such as mortgage insurance would 

enable high LTV mortgage loans to be funded 

in the covered bond transaction, removing the 

need to source alternative means of funding 

for the top portion of these mortgages.  The 

following section brie�y summarises the likely 

position of the main stakeholders involved:

Issuers � Enhanced funding opportunities 

for mortgage lenders could allow high LTV 

mortgage loans to be funded at cheaper rates 

compared to the current system.  These use 

a mix of covered bonds, senior unsecured 

funding, inter-banking lending, etc.  In addition, 

the use of guarantees or insurance products 

would also support greater volume and liquidity 

in the covered bond market whilst reducing the 

required levels of over-collateralisation in the 

cover pool.

11	 Ed Balls, Economic Secretary to the UK Treasury, noted that, �[covered bonds] bene�t consumers by bringing �greater ef�ciency� to funding of the  
	 mortgage market and provide investors with an additional tool to manage interest rate risk.� Source: Financial Times, �Boost to Market for  
	 Covered Bonds Could Lead to Cheaper Home Loans,� 30 June 2006.
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As con�rmed by the Mercer Oliver Wyman 

report, it seems there is no economic 

rationale for the LTV restrictions in covered 

bond transactions, particularly when credit 

enhancement and credit risk mitigation 

mechanisms can be used to transfer the 

credit risk of high LTV loans to third parties.  

A number of regulators across the EU have 

recognised this and are beginning to allow 

high LTV loans to be included as eligible 

assets in the cover pool, where the mortgages 

are covered by a credit risk mitigant such 

as mortgage insurance.  Lenders should be 

allowed to serve the low equity segment of 

the mortgage market by having recourse to 

covered bonds.  In this perspective, the role of 

the regulator will be of paramount importance 

in ensuring that the CB legislation will keep 

pace with market needs and continue to serve 

borrower and lenders� needs as it has done 

during the last 200 years.

Written by:

Gabriele Müller
Managing Director, 
European Structured Finance 

Laila Hougaard
Director, 
New Markets & Government and  
Regulatory Affairs

With assistance from:

Anna Walker
Government and Regulatory Affairs Manager
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Regulators � Government interest in this 

matter is two-fold: From a policy perspective, 

a government�s interests are largely aligned 

with consumers in the objective of promoting 

home ownership and the economic growth 

and other social bene�ts associated with it.  In 

this capacity, governments could be interested 

in prudently expanding the range of eligible 

cover assets.  From a regulatory/supervisory 

perspective, governmental interests are 

more in line with that of industry associations 

in protecting the integrity of the covered 

bond framework.  Their aim is to ensure that 

CBs remain a top quality asset-class and 

that investors receive appropriate levels of 

protection.  In this capacity, governments are 

likely to consider carefully the views of issuers, 

investors and rating agencies.  Treatment of 

TPCEs will depend in large part upon the 

feedback of these interest groups.  

C onclu     S ion 

For more than 200 years, covered bonds have 

provided European lenders with a secure and 

effective funding tool.  However, despite the 

increasingly frequent reviews and amendments 

of national CB legislation, there seems to be 

a growing disconnect between market trends 

and regulatory developments.  Indeed, while 

house price appreciation has boosted demand 

for high LTV / affordable mortgage credit across 

Europe, lenders have been constrained by the 

CB regimes in their ability to tap the capital 

market for economic funding alternatives.
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INTEREST ONLY MORTGAGES 
An alarming trend or just evidence of increasingly sophisticated  
borrower behaviour?  Anna Walker, Government and Regulatory  
Affairs Manager investigates:

According to research by the CML,1 

approximately 23% of new mortgages 

originated in Q3 2006 were taken out on an 

interest-only (IO) basis, where the lender could 

not verify what investment vehicle, if any, the 

borrower had in place to repay the mortgage.  

Similarly, FSA research2 on this issue suggests 

that approximately 15% of borrowers have 

either no idea or no credible strategy in place 

for repaying the capital owed.  This equated to 

approximately 50,000 borrowers in 2006.3  The 

FSA has expressed concerns, echoed within 

the media, who ask if IO mortgages are a 

�ticking time bomb�?4 

IO mortgages have played a prominent role 

in the mortgage industry for more than 30 

years.  In 1974, they accounted for 19% of 

all mortgages taken out by �rst-time buyers 

(FTBs), by 1988 this �gure had risen to 87%. 

There was also a similar increase in the 

number of movers taking out interest-only 

mortgages, and in 1988 this �gure had grown 

to 80%.  During this period, IO mortgages were 

predominantly supported by a facility intended 

to grow in value to pay off the mortgage at 

maturity, known as an �endowment mortgage.�5 

However, as endowment policies failed to 

provide the expected returns and borrowers 

raised concerns that the �guaranteed� features 

of endowment policies had been mis-sold, 

borrowers and lenders alike became more 

cautious and there was a noticeable move 

towards the certainty provided by repayment 

mortgages.  Accordingly, there was a signi�cant 

decline in the popularity of loans backed by 

endowments from the 1990�s onwards.  CML 

data6 on the stock of mortgages taken out 

between 1980 and 1994 shows that more 

than half of these mortgages were backed by 

an endowment.  From 1993 onwards, CML7 

�gures reveal that the popularity of repayment 

loans grew sharply, peaking in 2002, when 

88% of �rst time buyers chose the product.  

IO mortgages were still available but demand 

fell in the absence of appropriate savings and 

investment products.  

For those borrowers that continued to select 

IO products, there was a signi�cant increase in 

the proportion of mortgages taken out without 

specifying a repayment vehicle.  In fact, only 

5% of FTBs taking out an IO mortgage specify 

their repayment vehicle.  This has remained 

fairly constant since 2002.  Coupled with that, 

the FSA�s consumer research8 rather worryingly 

demonstrates that a signi�cant number of 

borrowers have no idea or no de�nite plans  

for repaying the capital borrowed. 

1	 Council of Mortgage Lenders Research, Interest-only: why all the interest? November 2006.
2	 Financial Services Authority, Interest-only mortgages � consumer risks, Consumer Research 56 (December 2006).
3	 This �gures is based on information provided in PSD returns to the FSA on the number of borrowers with no repayment vehicle and no de�nite plans on  
	 how they would pay back their loan. For further information, please see Financial Services Authority, Interest-only mortgages � consumer risks, Consumer  
	 Research 56 (December 2006), Section 8, page 41.
4	 Please see, Guardian Unlimited, Interest-only mortgage crisis looms, by John Caine 22nd July 2006. Interactive Investor, Are Interest-only mortgages a  
	 time bomb? by Rob Grif�n, September 2006. Money Week, Do we face an interest-only mortgage time bomb? By Cris Sholto Heaton, 25th July 2006.  
	 Daily Telegraph, FSA sounds warning about interest-only mortgage loans, by Myra Butterworth, 14th December 2006.
5	 CML News and Views, Issue No. 19, 10th October 2006.
6	 CML News and Views, Issue No. 12, 6th July 2004.
7	 CML News and Views, Issue No. 19, 10th October 2006.
8	 Financial Services Authority, Interest-only mortgages � consumer risks, Consumer Research 56 (December 2006).



The CML research suggests that the pro�le 

of FTBs taking out an IO mortgage differs 

to those opting for a repayment mortgage.  

Paradoxically, their research suggests that IO 

borrowers have substantially higher incomes 

than those with a repayment mortgage,11 

taking out larger loans to buy more expensive 

properties, but because of their higher 

incomes, they have broadly similar income 

multiples to those with a repayment mortgage. 

The research concludes that this suggests 

a preference by more af�uent FTBs (and 

perhaps those with realistic expectations 

of higher future earnings) to choose their 

own repayment strategy to accompany the 

IO mortgage.  It notes that a similar pattern 

is found across every region of the UK and 

for all types of borrower, with IO borrowers 

having higher incomes and the same or lower 

income multiples than those with repayment 

mortgages.12 

 

10

Borrower Pro�les

Much of the criticism aimed at IO mortgage 

products comes from the assumption that 

desperate �rst time buyers are using them 

to gain access to homeownership without 

considering the longer-term implications.   

Given the affordability issues faced by many 

FTBs, it is perhaps not surprising that some 

will use IO mortgages as one way to reduce 

monthly payments.  The results of the FSA�s 

research supports this suggestion; it says that 

33% of �rst time buyers chose an IO mortgage 

because it was the only one they could afford.9   

However, the research also shows that issues 

of affordability are not preserved solely for 

FTBs, with 51% of all borrowers surveyed 

choosing an IO mortgage because the monthly 

repayment was lower and 19% choosing it 

because it was the only one they could afford.

9	 Financial Services Authority, Interest-only mortgages � consumer risks, Consumer Research 56 (December 2006), section 6.2, page 26.
10	 Financial Services Authority, Interest-only mortgages � consumer risks, Consumer Research 56 (December 2006), section 6.2, page 25.
11	 In the example given in the research, the income is £32,070 for those borrowing on a repayment basis, compared to £42,500 for those  
	 borrowing on an IO basis.
12	 CML Research, Interest-only � why all the interest?  November 2006.

CML Research: Methods of Repayment, Q3 2006
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