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UNITED KINGDOM

Mortgage Securitisation in the UK :
‘An Emerging Market ?

INTRODUCTION - -

he UK morlgage securitisation
‘ market has developed from its first
public bond issue by a little known
company in 1987 1o a point where it now
features in the financial planning of many of
the country’s largest banks and buifding
sccieties. The market has developed
against the background of the boom and
bust of the UK’s housing and mortigage
markets inthe second half ofthe 1980°s and
early 1990’s. It is a testament to the resil-
ience of the technique itself and the
financings it has spawned that securitisation
is now more widely regarded than ever
before amongst UK mortgage lenders and
no mortgage-backed security - senior or
subordinated - has defaulted desplte the
worst housing marketinlivingmemory. The
next challenge for mortgage securitisation
in the UK is to become an accepted financ-
ing technique by the mainstream lenders.
The next few years will determine whether
securitisation is to the 1990's what swaps
were to the 1980's or just a minor chapterin
the history of the markets.

L3

HISTORICAL BACKGROUND TO UK
MORTGAGE SECURITISATION

The residential morigage market in the
United Kingdom has experienced more
change since the beginning of the 1980’s
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than in its previous 150 years of history.
Building societies, whilstremaining the domi-
nant force in the mortgage industry, no
longer control the market or determine in
Isolation the levels of retail savings and
mortgage rates. From the early 1980's, the

- major banks began both to compete ac- |

tively for retail savings and, with the re-
moval of restrictions on their lending, to
compete for ashare of residential mortgage
lending - increasingly seen as the linchpin
of personal customer relationships. Sud-
denly, after a cantury and a half of relative
comfort, building societies were under at-
tack on both sides of thelr balance sheets.

" By 1983, the challenge to the building soci-

eties was recognised by government and
regulators with the result that new legisla-
tion allowed societies to make active use of
wholesale funding markets as a supple-
ment to their traditional retail savings based
funding. From just a few hundred million
pounds in 1983, building societies were
borrowing over fifty billion from the whole-
sale markets by the end of 1993. Most
societies now take between 15% and 25%
oftheir funding from wholesale sources and
that proportion is gradually increasing as
retail savings become more scarce and
expensive. ‘

From 1984 onwards, a number of factors
combined to make residential morigage
lending attractive to a variety of institutions
which had not previcusly been involved in
the industry. Mortgage Rate-to-LIBOR
margins had begunto maintain aconsistent

_and attractive level (as shown in Figure 1);

credit losses had always run at a very low
levelin the UK and booming house prices
made the risk of loss seem even more
remote; business was plentiful as the gov-
emment encouraged home ownership with
incentives at every rung- of the housing -
tadder. Mo wonder then that foreign banks
spotted (whatthey thought was) aquickand
profitable asset play and the pensicn and
life assurance companies provided their
sales forces with attractive mortgage prod-
ucts to aid the sales of their core products. -
Between 1984 and 1987, bank and insur-
ance company mortgage lending grew at
twice the rate of building societies’ lending.

It was also the economic conditions and
development of the UK's mortgage and
housing markets during the mid 1980’s that
fed to the establishment and spectacular
growth during the second half ofthe decade
of a new bread of moertgage lenders. Spe-
cialist mortgage companies, or "centralised
lenders" as they are cften called, sought to
carve out a niche in the market by combin-
ing a low cost base with modern, efficient
systems and a revolutionary approach to
product development with the latest tech-
niquesinfinancing. From a standing startin
1985, companies such as National Home
Loans Corporation, The Mortgage Corpo-
ration and Household Mortgage Corpora- -
tion were quickly achieving together amar>

ket share in excess of 10% of net new

mortgage advances inboth 1987 and 1988.

The success of the centralised lenders in
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Figure 1 : Mortgage Rate / LIBOR Differential 1980« 1993
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competing fornew business depended upon
a healthy margin between morigage rates
_and wholesale funding costs, their abflity to
develop non-status, deferred interest and

- treasury based (e.q., fixed rate, capped and

collared) mortgage products which met bor-
rower requirements and, by no means least,
their early recognition that mortgages would
be sold increasingly via brokers and inter-
mediaries and ever less through the branch
networks of banks and building societies.
From just & few hundred million pounds in
1985, centralised lenders’ new business
commitments rose rapidly to over £5 billion
in 1988 before virtually disappearing over
the past two years. it would not have been
possible for these mortgage companies to
finance their growth Ifithad not beén forthe
introduction to the UK of the technique
known as securitisation.

DEVELOPMENT OF THE
SECURITISATION MARKET.

Securitisation of mortgages and other as-
sets had been big business in the United

States since the early 1980°s, but was virtu-
ally unknown in the UK untit 1987. Honour-
able mentions must be given to Bank of
Scotland and Bank of America, both of
whom undertook pilot securitisation exer-
cises in 1985 and 1986 using mariy of the
techniques that are now recognised as
standard. Credit for the first UK mortgage
securitisation, however, is usually given to
National Home Loans Carporation for the
£50 milliory issue by NHL 1 in March, 1957,
This issue set the tone for the first couple of
years of the market by being triple A rated
and relying on pootinsurance for its method
of credit enhancement.

Whilst National Home Loans Corporation
was first out of the blocks, it was followed

-within months by The Mortgage Corpora-

tion and Househo!d Mortgage Corporation.
All of these companies were established
specifically with the intention of securitising
their mortgage assets; by December, 1987,
however, Chemical Bank had become the.
first foreign bank to securitise its UK mort-
gages, basing its Domus Mortgage Finance
issue on “6ld” mortgages written inthe early

1980's. The next two years saw rapid
development in the securitisation markets
on the back of booming housing and mort-
gage markets, Thetrendin newissuance of
mortgage-backed securities is shown in
Figure 2, with a £5 billion market growing
from scratch in less than three years.

The speed of development of UK mottgage
securitisation can be gauged by comparing
the level of issuance with the capital mar-
kets funding activities of the building socie-
ties. Figure 3 demonstrates that for several
years, the UK capital markets absorbed a
greater volume of mortgage-backed securi-
ties than building sociely issues. The keyto
this was the triple A ratings enjoyed by
almost all new mortgage-backed issues.
This feature encouraged a variety of inves-
tors which had previously avoided the typi-
cal single or double A ratings accorded to
the bullding societies to finance the bur-
geoning UK mortgage market. As volumes

-began to outstrip.the appetite.of fraditional

investors and in response to rapidly chang-
ing mortgage products, merchant and in-
vestmentbankers quickly adapted the struc-

t
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Figure 2 : Trend in Issuance of UK Mortgage --Backed Securlties
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tures and profiles of mortgage-backed se-
curities to meet issuer and investor require-

ments. The changing shape of UK mort-

gage-backed securities and the more im-
portant innovations in the UK market are
discussed in more detail below.

With hindsight, yields to investors on mort-
gage-backed securities were reasonably
stable over the first few years. The first fow
issues were pitched successfully at about
0.25% lo 0.30% over LIBOR {London
Interbank Offered Rate) and margins varied
mostlyin arange between0.20% and 0.40%
over LIBOR. The first investors were, quite
naturally, the banking community which
quickly recognised the aftractive yields and
high credit quality of mortgage-backed se-
curities. Inevitably, new issuance grew
faster than the investor base which resulted
in an upward pressure on required yields.
However, by the latter half ¢f 1988, corpo-
rate treasurers, insurance companies and
money funds had begun to invest in mort-
gage-backed securities. The high level of
corporate liquidity in the UK in the late
1980’s allowed the margins on some mort-
gage-backed securitiestobe squeezed right
down to just 0.18% over LIBOR. Af this
point, thers was only a few basis points
differential in yield between building society
and mortgage-backed fioating rate notes.’

A more typical differential has been 0.10%
10 0.20%, increasing with the higher abso-

[t TeVel of margins: Figure-4 shows how'™ |

the margins offered to investors at the time
of launch of new mortgage-backed issues
has varied over time.

One of the most promising features of the
developmentof UK mortgage securitisation
in 1988 and 1989 was the arrival of issuers
ottier than the specialised mortgage com-

panies. Intrigued by the technique and
wishing to manage their exposure to the
fast growing mortgage market, first issues-
were made by Bank of Ireland, Trustee
Savings Bank, Canadian Imperial Bank of
Commerce, Barclays Bank and, from the
insurance sector, Legal & General and Al-
lied Dunbar. 1990 saw the market's largest
issue by Gitibank with an initial £475 million
offering under its £2 billion STARS Pro-
gramme. Atthis point, however, the steady
flow of new issuers dried up, reflecting
underlying difficulties in both the mertgage .
and the securitisation markets.

Before examining what went wrong after
such a promising start, it is useful to con-
sider in more detail some of the technical |
features of UK mortgage securitisation. With
the benefit of experience and ideas im-
ported from the United States markets, the
UK markets guickly evolved to a fairly so-
phisticated level and embarked upen inno-
vations of their own.

THE STRUCTURE OF
SECURITISATIONS .

For the investment bankers and lawyers
involved, the first securitisations brought a
number of new problems. Investors would

Figure 3 : UK Sterling Mortgage - Backed Securities and Building Society Sterfing Issues
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Figure 4 : Public Sector Sterling Mortgage - Backed, S_ecurities Issue Margins
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buy floating rate mortgage-backed debt but
they needed some form of credit enhance-
ment to protect against losses. Finding the
credit enhancement was quite simple: it
could comefrom banks (like Bank of America
inMini 1) and insurance cempanies (through
pool policies). The difficulty was in deciding
how much to have.” In the US, the rating
agencies had been doing this for years, but
they were new to the UK. By 1987, how-
ever, they were ready to rate UK mortgage
securitisations and Standard & Poor's were
there firstwith an “AAA” rating for NHL1. By
. December 1987, Moody's had also rated
their first deal.

Though investors credit needs could be
met, there were potential problems with
their maturity requirements. The problem
here was that the mortgages required fi-

-nancing for 20 to 30 year periods but inves- -

tors needed a far shorter maturity on the
debt that they purchased.? The solution
was to allow the debt to be callable by the
issuer and provide for a margin increase on
the call date to make its exercise more

likely. Household Mortgage Corporation’s

issue in July, 1987 first used the technique
in this form.

With investor demand for mortgage-backed
FRNs developing rapidiy, the next stepwas
to split the notes into a “fast pay” tranche to
which principal repayments were applied
first and a “siow pay” one. Natlonal Home
Loans' CMS 1 issue in 1989 used this
approach. Fixed rate investors could also
be reached. Household Mortgage Corpo-
ration’s HMC 101 issue in November, 1988
used an interest rate swap to create a fixed
interest bullet maturity security from floating
rate mortgages. In 1991, HMGC took the
technique a stage further by combining a
“fastpay” FRN issue (HMC Mortgage Notes
7) with a fixed rate bond, secured on the
“slow pay” tranche of the FRN (HMC Mort-
gage Notes 103)." The two tranches were
distributed to different investor bases, suc-
cossfully reducing the overall cost of the
Issue.

If these financings showed fresh thinking
about the maturity and interest rate needs
of investors, attitudes to credit enhance-
ment were alsc changing. By 1991, the

issuers whose poot policies had protected- -1~
"invéstdrs were facing huge losses on their”
mortgage exposures. With insurers unable |
or unwilling to provide credit enhancement,

issues began to rely upon tranches of sub-

ordinated notes, rated and unrated, placed
with yield seeking investors.. Whilst the
Japanese financing community was heav-
ily relied upon for the placement of these
subordinated notes at first, there now exists
amuch wider investor base encompassing
both North American and European institu-
tions. :

Investors have now come to prefer senior
nates enhanced by a subordinated tranche
rather than the pool insured equivalent due
to the many down-gradings of senior notes
reliant on the credit rating of theirinsurance
company credit enhancer. Although inves-
tors have suffered no losses on UK mort-
gage-backed securities (however credit
enhanced), the market currently demands
apremium of several basis points perannum
in yield for pool insured senior notes. The
choice of credit enhancement is, however,
inpractice between subordinatednotesand -
afinancial guarantee provided by amoncline
insurance company (i.e., insurance compa-
nies such as Financlal Security Assurance
or FGIC which exist for the single purpose

~of praviding financial guarantees). The

providers of pool insurance in the UK mort-
gage market have effectively withdrawn
from writing new business.
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A final innovation worthy of mention in the
UK mortgage securitisation markets is the
concept of “arrears bonds®. On four occa-
sions, portfolios of mortgages in arrears
(typically at least six months dowri) have
been securitised by way of issuing highly
rated mortgage-backed securlties depend-
ent on high levels of credit enhancement.
This development is in itself a testament to
the sophistication of the securitisation mar-
ketthat now exisis in the UK and the flexibil-
ity of the investor base for such securities.

CONSOLIDATION AND DECLINE

[

Atter an initial period of rapid growth and a
pace of technical development which com-
pared favourably with any securitisation
market around the werld, the UK mortgage
securitisation markets moved, almost
equally rapidly, into a period of consolida-

tion and decline in issuance. in.the 1990s.. |

Cittbank's STARS 1 issue at the end of
1990 at a margin of 0.40% over LIBOR was
the last issue before yields to investors
moved up dramatically. 1991 saw a level of
issuance similar to the previous vear, but
this was all driven by mortgage business
writtenin an earlier period and, significantly,
no new sponsors of issues emerged. What
had happened to cause such a sudden
change in the fortunes of the morigage
securitisation markets?

In fact, a number of factors combined in a
way which highlighted the weaknesses
which often arise in rapidly developing mar-
kets. Securitisation is a volume driven
business and the single most fmportant
factor in the decline of the market was the
rapid tailing off of new business volumes.
From a peak of over £40 billion in 1988, net
new mortgage business fell to £27 billion in
1991 and just £18 billion in 1992, Warse
still, the market share of centralised lenders
- the mainstay of the securitisation markets
- fell from 13% in 1988 10 8% in 1991 and in

- 1992 the centralised lenders suffered a net

outflow of £1.4 billion of business -
redemptions actually exceeded new lend-
ing!

UNITED KINGDOM

X

One might have expected the lean and
flexible centralised lenders to prosper in a
more highly competitive mortgage market.
In practice, no amount of clever product
development or paring of costs could coun-
ter the basic change which had occurred in
the UK in the relationship between mort-
gage rates and wholesale money rates rep-
resented by LIBOR. Flush with cheap retai

funds following the Stock Market debacle of -

thelate 1980’s, building societies held down
morigage rates as the absclute level of
wholesale money rates increased from 7%
to over 15%. Figure 1 shows that the
differential between mortgage rates and
LIBOR was negative for a while and did not
recover to normal levels (by mid 1980's
standards) until well into 1992. In this
aconomic environment, it was impossible
for the centralised lenders to compete ef-
fectively.for.new marigagé business, - - _

From 1991, investors in mortgage-backed
securities also became nervous atanumber
of developments. Although no issues were
down-graded due to the performance of the
underlying mortgage portfolio, manyissues
did cede their triple A ratings due to the
down-grading of the insurance companies
providing credit enhancement, Investors
attracted by top-notch ratings suddenly
began to feel uncomfortable about their
portfolios. They could not ignore the fact

that house prices, after rising at 15% per

annum through the 1980's, had suddenly
begun to fall. Credit losses were widely
reported in the press’and causing major
increases in bank and building society pro-
visions - evenifthe mortgage-backed secu-
rities remained intact. The final straw for
many bank investors was the announce-
ment in January 1991 by the Bank of Eng-
land that, due to the proposed implementa-
tion ofthe EC Solvency Ratio Diractive from
January 1993, mortgage-backed securities
would move from a 50% to a 100% risk
asset weighting for capital adequacy pur-
poses from that date. Whilst the Bank of
England expressed strongly its desire to
maintain a 0% risk asset weighting on
martgage-backed securities, bank inves-

torsimmediately revised upwards their yield
expectations.

It was, with hindsight, a blessing in disguise
that mortgage-backed issuance tailed offin
1991 and fell to less than £500 miltion in
1892. Even atthese low volumes, yields to
investors were forced up to over 0.80%
over LIBOR and issues were frequently
divided into different risk and maturity
tranches to abtain the best possible access
to the limited investor base. When the low
level of issuance - barely £1 billion - contin-
ued in 1993, yields did gradually fall back
into the historical range of 0.30% te 0.40%
over LIBOR. This process was greatly
assisted by the Bank of England's ultimate
confirmation at the end of 1992 that mort-
gage-backed securities would, after all,
continue to carry a 50% risk asset weight-

ing.

1 Although this phase of the market's devel-

opment did seem very gloomy to practition-
ers, a number of positive peints emerged.
First, the structures and levels of credit
enhancement applied to UK mortgage-
backed securities demonstrably survived
the greatest crisis ever to befall the UK
mortgage markets. During the same pe-
riod, several building societies ran into dif-
ficutties and were forced into mergers with
stronger societies. Second, the manage-
ment of ceniralised lenders had the oppot-
tunity to consolidate their businesses and
those that have survived are the stronger
forthis process. Finally, the stresses placed
on financial institutions generally and the
mortgage marketin particular demonstrated
that securitisation does have a role to play
as a source of funding, to optimise the use
of capital and to control the variety of risks
inherent in mortgage lending.

THE CURRENT SITUATION AND
FUTURE PROSPECTS

The UK mortgage securitisation markets = |

are currently in limbo for a number of rea-
sons. Although the UK economy and resi-
dential property prices are now seen to be
recovering, mortgage lending remains ata

-
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vety depressed level. Net new lending in
1893 was about £14 billion and expecta-
tions for 1994 are only slightly higher. Com-
petition for new business has certainly not
decreased; in fact, the banking sector has
increased its market shate of net new busi-
ness to over 50% at the expense of building
societies and morigage companies. Banks
have increasingly sought to replace very
low levels of corporate lending with in-
creasedresidential mortgagelending. They
have been particularly well-placed to do so
in an environment of historically low abso-
lute rates and a rapid shift in borrower
preferences fromvariable tofixed rate mort-
gages.

On the regulatory side, two matters of im-
portance remain as yet unresolved. First,
for some years the UK's Accounting Stand-
ards Board ("ASB"} has been reviewing the
accounting rutes governing the off balance
sheettreatment of certain financial transac-
tions, including securitisations. Since the
accounting treatment of securitisations and
the capital adequacy ireatment for banks
and building socisties are now inextricably
linked by EC legislation, the resclution of
FRED 4 (the proposed accounting stand-
ard) is vital to the future development of

securitisation. FRED 4 is now expected to -

be published as a Financial Reporting Stand-
ard in April and to provide consistency be-
tween accounting and capital adequacy
treatment of securitisation. The accounting
standard will require disclosure of the gross
amount of assets securitised as well as the
net amount of assets on which some risk is
retained. However, only the residual risks
retained by the issuerwill be reported as on-
balance sheet assets necessitating the pro-
vision of capital by banks and building soci-
eties.? .

Second, as the major providers of residen-
tial mortgage loans in the UK (still over 60%
of outstanding lending at the end of 1993),
building societies do not yet have a com-
plete set of reguiatory guidelines on’'which

to base any securitisation. - The Building -}

Societies Commission (the regulator of build-
ing societies) has been considering this
matterfor some time and is now expectedto

UNITED KINGDONM-
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finalise its views and publish a Prudential
Note on the capital adequacy treatment of
building soclety securitisations in the mid-
die of 1994. As inferest in securitisation
grows amongst the building societies, the
publication of these guidelines becomes
much more important,

A useful by-product of the low level of mort-
gage-backed issuance over the last two
years has been a refurn to more attractive
(for issuers) yields. Mortgage-backed se-
curities are again perceived by investors as
& safe and attractive home for their funds
and competitionfor scarce paperin both the
primary and secondary markets has driven
new issue yields back down to between
0.25% t0 0.30% over LIBOR. Arecent£500
million issue sponsored by UCB Home
Loans Corporation was devoured by the
market atthese levels suggesting thatthere
is room for both a considerable increase in
primaryissuance andfurther decline inyields
to Investors.

In considering the future prospects for UK

| mortgage securitisation, it is impossible to

ignore one fundamental change inthe struc-
ture of the industry. The mottgage compa-
nies which were responsible for the advent
of the market and the great majority of the

issues are unlikely to bethe mainstay ofany.

future market revival. In many cases, these
companies have stopped criginating new

“business and they (or their morigage port-

folios) have been sold to the banks and
building societies whe have happlly ac-
capted this alternative supply of new busi-
ness. Indeed, it is estimated that as much
as £5 biilion of mortgages have changed
hands in this way over the last few years,
much of which may ctherwise have been
securitised. In some instances, for exam-
ple Abbey National’s recent purchase of
CIBC Mortgages plc, the acquisition of a
centralised lender may provide a bank or a
building society with a quick route to

-securitisation if it wishesto use.this financ-. | -

ing technique. Of course, some of the
mortgage companies have survived and
lenders such as Household Mortgage Cor-

poration can be expected to remain impor-
tant supporters of the securitisation market.

However, if UK mortgage securitisation is
really to prosper, itwill be due to the involve-
ment of the major bank and building society
lenders. As their exposure to mortgage
lending grows, the clearing banks are known
to be planning a return to the securitisation
markets they tested in 1888 and 1989.
Faced by scarce and expensive retait fund-
ing and artificial limitations on the amount of
wholesale funding they may undertake, a
number ¢f major building societies are also
implementing the necessary documenta-
tion and operational capabilities for
securitisation. Any upturn in new mortgage
lending volumes is expected to lead to the
first building society securitisations.

Evenif capital and funding do not remain an
issue for the UK morigage industry,
securitisation has already proved its value
in providing balance sheet flexibility and
imposing operational disciplines which im-
prove the overall quality of an organisa-
tion’s business. Whilstthe jury is still outon
the timing of the growth of mortgage
securitisation in the UK, the weight of evi-
dence suggests that it will inevitably be-
come a widely used financing technique.m

NOTES

' Bullding society floating rate notes are
unsecured but rank ahead of all retail
funding of the society. Margins guoted for
both MBS and building cociety FRNs are
yields quoted to investors and do not in-
clude issuance or credit enhancement
costs,

2 The great majority of residential mortgages -
originated in the U.K. during the 1980s
and early 1990s were variable rate, inter-
est-only mortgages backed by life assur-
ance or pension policies as a means for
the ultimate repayment of the loan. In
practice, mostborrowers remorigage sev-
eral times..during their lives which sub-
stantially reducesthe duration ofthe loans.

3 Similar to the treatment being adopted in
= 34

-
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CRH in France. Discussions about the

privatization of Fannie Mae and Freddie

Mac have taken place in the U.S. Re-

duced government support enhances

market discipline and reduces the contin-

gent liability of the government for the
. activities of the institution.

1A moral hazard exists when the activities
of the insured directly affect the exposure
of the insurer. Aninsured individual who

engages in high risk activities presents a. -

moral hazard to the insurer. Inthe U.S,,
the high risk lending by bankrupt savings
and loans demonstrated the moral hazard
1o the government of deposit insurance.
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France and described in the arlicle by
Stone and Zissu in this issue, any bank
which securitises assets and then repur-
chases the credit risk via holding the sub-
ordinated tranche of any security must
provide an appropriate amount of capital
against the entire pool of assets.
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change in credit ailallablllty to underserved
groups will happen more slowly. The insti-

tutions that recognize this business as an |

opportunity will contribute to their profits as
well as the goal of credit extension.

The future role of the federal government in
the mortgage market is; likely to be cne of
setting the policy (i.e., sefting minimum
requirements ofwhatis provided and whois
served) and sharing the risk in some difficult
1o serve sub-markets. The government is
less likely to take the responsibility for di-
rectly providing services or financing. Pri-
vate institutions following the policy direc-
tion will contribute the ingenuity to provide a
vast array of services and finance at low
cost to these groups.

Participants in the mortgage market range
from.government agencies to private un-
regulated corporations, but these institu-
tions are different in degree, notkind. They

will all be influenced by the new arrange-

ment between the government and the
mortgage market. L

NOTES

1This section draws from Carr and
Megbolugbe.
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