Covered Bonds
EMEA, North America and APAC

FitchRatings

Unique Features of Residential Mortgage Markets Compendium

Fitch Ratings has published reports summarising the unique features for 14 residential mortgage
markets where Fitch rates covered bonds. Here are the main findings on a comparative basis, as well

Mortgage Repayment Relative to Income (Rebased, 2014=100)
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Fewer High-Risk Mortgages thanin the Financial Crisis Despite Pandemic 250 Spain T Sveden Switzerland  ===UK
Home prices reached new peaks in 2019 in most countries and household debt remains high at more
than 80% of GDP for eight of the 14 countries featured in this report. However, the lower interest 200
rates and higher wages since 2008 have made property financing more affordable. Regulation of
mortgage markets has also improved, borrowers are subject to stricter affordability testing and 150
loans with riskier attributes (high loan-to-values (LTVs), interest-only (I0), long maturities) are less 100
prevalent. Nevertheless, the full impact of the pandemic is still to be seen, as the unemployment
shocks across most countries have yet to materialise. 50
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Lower Rates, More Fixed-RateLoans and Longer Fixing Periods
The sustained decline in mortgage rates andrise infixed-rate loan origination are important factors

Note: For a 25-year repayment loan, taking into accountwage, house price and interestrate evolution
Source: Fitch Ratings. OFCD. Haver Analvtics

in supporting borrower affordability during the coronavirus pandemic. Mortgage interest rate types Mortgage Rates (%)

vary from mostly floating rate (Norway, southern Europe) to mostly fixed rates for life (France), with s GEFMANY e Franice Spain Portugal

most other countries having interest rate fixing periods of two to 10 years. Italy = Netherlands e United Kingdom  ems== Denmark
— Norway — Syweden Switzerland Australia

Italy, Portugal and Spain are seeing an increase in fixed-rate loan origination, while borrowers in 12 New Zealand Canada

Denmark, the Netherlands and the UK fix their rates for longer, reducing the risk of payment shock.

Lower interest rates have been passed on quickly and borrowers on fixed-for-life mortgages in 8

France and Denmark can switch to lower rates with low to no prepayment penalties. However,
weaker borrowers in the UK who were not able to remortgage pay uncompetitive variable rates
(‘mortgage prisoners’).

Mixed Household Debt and Home Prices Dynamics

Households are highly indebted in countries where mortgage financing is prevalent and debt can
help reduce tax expenses or can be used as leverage on pension assets, such as in the Netherlands,
Scandinavia and Switzerland. Low rates have contributed to a rise in home prices and borrower
indebtedness in these countries, except for the Netherlands and Denmark, where regulatory
measures were introduced to limit debt growth after these countries experienced a property

Canada and New Zealand have helped limit house price growth after a sustained period of easy
access to credit led to high debt levels.

40%
bubble. 0
L. . . 30%
In southern Europe, households are traditionally less indebted. For example, outright home
ownership with no outstanding residential debt is high in Italy (59.4%). These countries were most 20%
affected by the global financial crisis and lower interest rates have not led to a rise in household debt N
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Cultural Aspects Drive Home Ownership Ratio

Mortgage markets are shaped by cultural characteristics. In Norway, home ownership is considered
the norm, leading to one of the highest home-ownership ratios in Europe (83% at end-2018, EU
average 70%). By contrast, renting is common in Germany (48%), encouraged by historically strong
protection for tenants and recent legislative limits on rent increases, while transaction taxes and
fees for buying properties are high. Switzerland also has a large rental sector and is one of few
countries totax imputed rent on owners (a tax abolished in Norway in 2005).

Interest-Only Loans Used to Optimise Taxes

Tax optimisation has stimulated the use of 10 mortgages in countries where interest costs are tax-
deductible and where borrowers canaccumulate funds ininvestment vehicles or pensions instead
of repaying their mortgage. This was standard in the Netherlands until 2013, when regulations were
introduced that favoured amortising loans. In Switzerland pension assets can be pledged to the
mortgage lender to lower LTVs and borrowers only amortise down toan LTV of 67%.

Borrowers in Sweden often have one IO loan part, coupled with very long maturities (50 years), and
deferred amortisation features are common in Denmark. Regulators in both countries have
introduced amortisation requirements above certain LTV ratios to limit the use of IO loans.

Regulation Addresses Higher-Risk Mortgages and High Leverage

The financial crisis and the low interest rate environment have brought about changes in mortgage
regulation. The former led to limits for riskier loan types that were prevalent pre-crisis (high LTVs,
10 or long maturities, introducing proof of income requirement). The latter led to rules that limit
high borrower indebtedness, such as loan-to-income limits and interest rate stresses at origination.
This has been particularly relevant in countries where the mortgage market is critical to financial
stability, such as in Scandinavia. In addition, some countries have sought to reduce property
investment by foreign buyers (ban in New Zealand, limited to new-build in Australia, restrictions for
some Canadian cities).

In southern Europe, macroprudential measures have been implemented recently but mortgage
regulation has had less of an impact as there was limited demand for new mortgages after the
financial crisis due to low wage growth (especially in Portugal and Spain). Total mortgage
outstanding is barely increasing in Italy and is below its peak in Portugal and Spain. These countries
are characterised by low borrower indebtedness and high outright home ownership.

Some Features Provide Borrowers with Flexibility

In Australia, the option to access deposited funds via a loan offset account or redraw earlier
prepayments through redraw facilities gives borrowers payment flexibility in times of stress,
accounting for 16.5% of housing loans. In Denmark, the unique balance principle allows borrowers
to prepay their loans at market value, while the callable feature of fixed-rate mortgage loans allows
borrowers to prepay loans below par in arising interest rate environment, or at par when interest
rates fall.
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PropertyTenure (2018) and Household Debt to GDP (Dec 19)
= Tenant (LHS) = Owner (loan status unknown) (LHS)
m Owner, no outstanding housing loan (LHS) m Owner, with mortgage or loan (LHS)
(%) e Household debt to GDP (RHS)
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aSweden: No breakdown between medium and long term fixed
b France, Italy and Portugal: no breakdown between short, medium and long-term fixed
Source: Fitch Ratings, EMF & AMF. Data as of 4Q16 and 4Q19 (for UK as of 3Q19, France as 0 4Q18)
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Comparison of Mortgage Market Features Gross Residential Loan Origination (EURm)
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Macro-Prudential Measures - Mortgage Market

LTV cap (%)

Debt-to-income (DTI) limits

Covered Bonds
EMEA, North America and APAC

Stressed affordability (interest rate stress)

Other measures

Australia
Canada

Denmark

France

Germany
Italy
Netherlands

New Zealand

Norway

n.a.

n.a.

Interest rate buffer of 2.5% over loan rate. Guidance under APG223 (residential mortgage lending) applies.

80.
More than 80% mortgage
insuranceisrequired.

45% for insured loans, nototal-debt-to-
service ratio limit for uninsured loans.

At a minimum, the qualifying rate for all uninsured mortgages B-20 underwriting guidelines/practices must be followed for banks
should be the greater of the contractual mortgage rate plus  (non-banks do not have to follow B-20 underwriting guidelines, but
2pp or the five-year benchmark rate published by the Bank it isbest practice).

of Canada. For insured mortgages, as of April 2020it isthe

greater of the contract rate and the weekly median five-year

fixed insured mortgage rate as calculated by the Bank of

Canada from federally backed mortgage insurance

applications adjudicated by mortgage insurers plusa 2%

buffer.

95

DTI > 4: Restrictions onamortisationand
interest rate type.

In high growth area, market rate + 1pp (minimum 4%),
assuming amortising mortgage.

Guidance on mortgaging of homes in growth areas.

n.a. Recommended maximum DTl at 33% n.a. Maximum loan maturity at 25 years.
Up to 15% of the total mortgage loan production could be
exempted from the limits under certain conditions.

n.a. n.a. n.a. EU Mortgage Directive applies.

n.a. n.a. n.a. No limits from the regulator but mainly from market standards.

100 DTl set accordingto grossincome and Stress rate of 5% (only applied toloans carrying afixed rate n.a.

mortgage interest rates. for less than 10 years).
LTV restrictions have been n.a. n.a. n.a.

removed in response to the
coronavirus. To bereviewed in
May 2021.

Previously: investor loans =70%
LTV if higher then no more of 5%
of new lending. Owner occupied

80%, if higher then no more of
20% of new lending.

85 for amortising loans
60 for non-amortising loans.

Hard cap of 5x.

Offer rate + 5pp. Max LTV on IO is 60%. Specific regulation on secondary homes for

Capital region.
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Macro-Prudential Measures - Mortgage Market (Cont.)

LTV cap (%)

DTl limits

Stressed affordability (interest rate stress)

Covered Bonds
EMEA, North America and APAC

Other measures

Portugal

Spain

Sweden

Switzerland

United
Kingdom

90 for owner-occupied 50% based on debt service-to-income (DSTI) DSTI ratios are also stressed assuming an increase of interest These are not hard limits, they are recommendations butany
80 for other purposes. ratio; i.e.theratio between monthly rates: +3pp for variable rate loans with maturity of more than deviation hasto be explained to the Bank of Portugal.
instalments of total credit agreementsand 10 years. Up to 15% of new origination can waive the DSTI limit.
the borrower’sincome, net of taxes and Limits are placed also to maturity: <= 40 years and average
contributions to social security. maturity of new origination to converge to 30years by end-2022.
80 n.a. n.a. The 80% is not a hard limitbuta recommendation from the Bank
of Spain. For the DTI, the IMF suggests a ratio of 30%, whichis
aligned with the observed Spanish long-term average.
No specific hard limits due to fairly safe market standards (mostly
branch-originated, standard fully amortising floating-rate loans).
85 DTI > 4.5: Increased amortisation Stress rate at the discretion of lenders (typically 6%-7%). Annual amortisation requirement based on LTV. Maximum LTV

requirement.

on 10 is50%.

90 for owner-occupied
75 for investment properties.

Stressed monthly mortgage/household
income < 33% (institution specific; the
regulation mentions that lending institutions
must have a policy on DTI).

Stress rate set at the discretion of the lender (typically 5%).

Linear amortisation to 66% LTV within 15 years required (10 for
buy-to-let).

Regulation restricting the origination of
mortgage loans at loan-to-income ratios
above 4.5x (to 15% of new lending).

Lenders must test borrowers’ affordability at a stressed rate
(typically standard variable rate (SVR) + 3pp, effectively
limiting a borrower’s maximum loansize, alongside the
loan/value. The SVR stress is not compulsory when rates are
fixed for five years or more.

For buy-to-let (BTL) borrowers, firms should also incorporate
likely future interest rate increases over a minimum period of
five years from the expected start of the term of the BTL
mortgage contract, including a minimum increase of 2pp in
BTL mortgage interest rates, with a minimum borrower
interest rate of 5.5% assumed regardless of the former.

Source: Fitch Ratings

Special Report | 8 September 2020

fitchratingscom 5



FitchRatings

Covered Bonds
EMEA, North America and APAC

Contacts Table of Contents
Unique Features of Residential Mortgage Markets Compendium 1
Australia 7
Cosme de Montpellier Canada 8
+44 20 3530 1407_ . . Denmark 9
cosme.demontpellier@fitchratings.com
France 10
Germany 11
Italy 12
Natasha Guerer Netherlands 13
+44 20 3530 2611
natasha.guerer@fitchratings.com New Zealand 14
Norway 15
Portugal 16
Alexia Koreas gpalg 1;
+33 144 29 9183 weden
alexia.koreas@fitchratings.com Switzerland 19
United Kingdom 20
Carmen Munoz
+34 93 323 8408
carmen.munoz@fitchratings.com
Special Report | 8 September 2020 fitchratings.com 6


mailto:cosme.demontpellier@fitchratings.com
mailto:natasha.guerer@fitchratings.com
mailto:alexia.koreas@fitchratings.com
mailto:carmen.munoz@fitchratings.com

FitChRatiIlgS Covered Bonds

EMEA, North America and APAC

Unique Features of Mortgage Markets: Australia (September 2019)

Repayment Buffers, Reduced High-Risk Lending Offsets Elevated Offset Balance Growth Higher Relative to Lending

. Offsetaccount balance growth higher than mortgage lending for Australia’s four major banks
Household-Debt Risk

(56)

e . A = Major banks' mortgage growth m Major banks' offset balance growth
Offset Accounts and Redraw Facilities Provide Flexibility

Most variable-rate home loans in Australia allow borrowers to prepay their mortgage without
additional cost and retrieve this prepayment whenever they wish. This is achieved by paying money

25
into an interest offset account or paying the mortgage down by more than the scheduled 13
repayment; both mechanisms reduce the interest paid, while retaining borrower flexibility. An -
offset account is a separate deposit account linked to a mortgage. The balance of the offset account 0 J

is netted (‘offset) against the borrower’s outstanding mortgage balance for interest payment Jan 16 Jan17 Jan 18 Jan 19
purposes. Interest is paid only on the net mortgage amount. In contrast, a redraw facility is a feature

attached to a loan that allows a borrower to draw back their additional payments (the amount above ~ S°urce:FitchRatings, FitchSolutions, Australiaand New Zealand Banking Group Limited, Commonwealth Bank of
the scheduled payment). This is allowed at the lender’s discretion Australia, National AustraliaBank Limited, Westpac Banking Corporation

The increase in offset account balances at Australia’s major banks has been greater than mortgage
lending (see top chart on the right). Prepayment amounts - sum of balances in offset accounts and
redrawable prepayments - account for 16.5% of gross housing credit stock, or an average of 30 %) Total debt Housing debt

months of repayments, according to the Reserve Bank of Australia. Mortgage prepayments on loans 200

with redraw facilities and deposits into offset accounts have similar economic effects; that is, cutting

net household housing debt and interest payable, while building a payment buffer. /v-—-———‘/’;__
High Household Debt from Rising House Prices, Low Interest Rates and Slow Wage 100 -

Growth

Rising house prices over the previous decade, combined with easy access to credit, has seen 0

Debt/Annualised Disposable Income
Household debtis at an all-time high, making households more vulnerable to adverse shocks

|

. . . . O Hd T AN TN OMNOONO JT NN TN ONDOONO A NMMT WM ON©
household debt, expressed as household debt-to-annualised disposable income, reach a new high of DEXOTRFFTRNO OO OO0 0000 F o
about 190%, with housing debt as the main contributor (see the middle chart on the right). I3esS8358233822¢888868253%82359s825682°3

Lending standards have tightened since 2015, leading to moderating house prices and housing credit ~ Source: Fitch Ratings, Australian Bureau of Statistics

growth since mid-2017. The cumulative effect of various macro-prudential measures over the past . . .

fewyears has seen a fall in higher-risk lending, including high (more than 80%) LTV ratio, investment FaII|.ng Alpprovals for ng: Loaanlue Ratr'lo’ I?‘(’jeStlmenth,a:d,l:tlerESt'only Loans
and 10 lending: see the bottom chart. This hasincreased resilience inthe housing market and mitigated ~ Housing policy measures over the previous few years have led to lower high-risk lending

some risk that weaker housing-market conditions may otherwise pose to households. (%) e >80% loan/value ratio Loans e |nvestment loans Interest-only loans

The Australian Prudential Regulation Authority expects banks to maintain prudent internal risk limits, €0

despite the removal of interest-only and investment benchmarks in 2018. However, Fitch Ratings —

believes household debt remains a key risk for the domestic housing market, as continued low wage 30 — \—'

growth may limit borrowers’ ability to repay debt. Highly indebted households are more likely to fall

behind on repayments in the event of adverse shocks, i.e. higher unemployment or risinginterest rates. o

I II L2828 8293282S855505050%83838883%32%
Sambit Agasti Claire Heaton S WE Lo 5SS ¥PE YL 5C ¥E YL 5 PE L2 5S ¥E gL o5 S
Associate Director Senior Director S0 0L LS00 LTS I00LITSI00L LS I00w <A
. +61 2 8256 93337 X +6?|' 28256 036,1 i Source: Fitch Ratings, Australian Prudential Regulation Authority

sambit.agasti@fitchratings.com claire.heaton@fitchratings.com
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Unique Features of Mortgage Markets: Canada (July 2020)

Sound Market Fuelled by Responsible Lending and Borrowing

Short-Term Mortgages Create Skininthe Game

Canadianresidential mortgageshave very short maturities of one to five years, which contrasts with
the 30-year mortgage norm in the US. Monthly payments are manageable as they are calculated on a
25- to 30-year amortisation schedule, but borrowers may face payment shock at maturity when re-
financing/renewing their loans if mortgage rates rise sharply. Canadian banks fund uninsured
mortgages mainly through deposits (about 90%) and covered bonds (about 10%), rather than
securitisation. As mortgages remain on bank balance sheets, they bear the credit risks associated with
the loans, which led to more conservative lending standards than in the US in the run-up to the 2008
financial crisis.

Multicomponent Mortgages Riskier than Conventional Ones

Mortgages in Canada are attached to the borrower rather than the property and can be ported
when moving to a new home. This allows borrowers to avoid high prepayment penalties. The
practice of porting has led to the rise of multicomponent mortgage products whereby the amount is
split among several loans with different features (i.e. Home Equity Line of Credit [HELOC]) and can
be taken out at different times. This also allows borrowers to consolidate multiple debts (mortgage,
auto loan, consumer loan) at a lower rate. Five out of the seven covered bond programmes rated by
Fitch include multicomponent mortgages in their cover pools. These tend to be made to higher
quality borrowers with lower LTV ratios than traditional mortgage loans. Fitch increases the
probability of default for HELOC/step loans to account for the potentially lower equity arising from
future draws on the line of credit.

Low Delinquencies Despite Heavy Debt Burden, Overinflated Housing Market

Canada has a low percentage of mortgage delinquencies (less than 0.5%) despite having one of the
highest household DTI ratios among G8 countries (176% as of 4Q19) and experiencing an
overinflated housing market (50% growth since 2015). Fitch believes that because mortgages
contain no tax incentives and Canadians view their home as a funding source for retirement,
borrowers have acted responsibly. Conservative underwriting to B-20 guidelines has alsoinsured
the ability of borrowers to repay loans and not overextend themselves. Strong bank/borrower
relationships contribute to transparency on borrowers’ financial condition, allowing for early
intervention in the event of financial distress. This contrasts with the US, where borrowers have
products with multiple institutions. Due to recourse in most provinces and cultural norms, strategic
defaults are uncommon.

Lisa Tandler

Associate Analyst

+1 646 582-3460
lisa.tandler@fitchratings.com

Susan Hosterman

Senior Director

+1212 908-0670
susan.hosterman@fitchratings.com
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Debt to Disposable Income — Canada

mmmmm Consumer Credit (LHS)
s Mortgages (LHS)

mmmmm Nonmortgage Loans (LHS)
e Debt to Disposable Income (RHS)
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Note: Consumer Credit includes student loans, auto loans and credit cards.
Source: Bloomberg and Statistics Canada.

Asset Type Breakdown

(As of May 31, 2020)
% Multicomponent Mortgage Product
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Source: Fitch Ratings. Monthly Investor Remittance Reports.
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Mortgage Rates and Arrears

Market 90+ Day Arrears (LHS) e Five-Year Mortgage Rate (RHS)

Unemployment (RHS)

(%) (%)
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Source: Fitch Ratings, Statistics Canada, CBA (Canadian Bankers Association).
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Unique Features of Mortgage Markets: Denmark (July 2019)

Matching Principle Ensures Resilience to Downturns

Unique Mortgage Funding System Resultsin Low Credit Losses and ALM Mismatches
The Danish mortgage funding system allows borrowers to optimise the cost of their mortgage,
reducing their credit risk. There is a direct match between a mortgage loan and the bond issued by
a mortgage bank to fund it. Borrowers are charged the rate of the bonds plus an administration
margin, which can be reset. The traditional fixed-rate callable bonds have the same maturity as the
loan, which borrowers can prepay by buying back the bond at market price, capped at par value.

The rise of mortgage loans with floating or resettable rates funded by bonds with shorter maturities
since 2000 has increased borrowers’ exposure to market rates, and issuers’ exposure to credit and
refinancing risks. This has been mitigated by legislation from 2014 (bond maturity extension at a
capped rate under a breach of triggers) and stronger market practice of issuing longer-dated bonds.
Bonds issued since then are effectively conditional pass-through, limiting the ALM losses of Fitch-
rated covered bond programmes issued by mortgage institutions.

This funding approach limits mortgage banks’ risk appetite as it does not allow price discrimination
based on borrowers’ credit profile. This, together with strong social security safety nets, has helped
support the good performance of Danish mortgage loans, even in periods of economic distress.

Mortgages Funded Mainly Through Covered Bonds

Danish covered bonds are well established, with a history of more than 200 years. The Danish
mortgage institutions, now the major mortgage lenders, have historically acted as intermediaries
between borrowers and covered bond investors. The competitive mortgage lending market has led to
persistent demand for residential and commercial borrowing and consequently greater covered bond
issuance, making the Danish covered bond market the largest in the world relative to GDP.

Attractive Pricing Counterbalances High Indebtedness and Long Maturities

The competitive funding cost of mortgages, incentives to borrow and save into pensions (interest
charges are tax deductible) and the introduction of deferred amortisation features have pushed
household debt to record highs. When home prices corrected in 2008 after excessive construction
and rapid growth in mortgage debt, lower market rates were quickly passed to borrowers, notably
thanks to the callable feature of fixed-rate bonds, helping cushion the effects from the crisis.

Debt growth has been limited since then, thanks to more prudent lending standards (cap on DTI for
loans with frequent interest resets and high LTVs) and macro-prudential regulation (supervisory
diamond for mortgage banks), with banks incentivising borrowers away from 10 loans with frequent
refinancing. Mortgage rates are at historical lows so borrowers save on interest payments, using
available income for loan redemption. This reduces LTV ratios, making borrowers more resilient.

OlgaKashkina Geir Brust
Analyst Associate Director
+49 69768076 264 +44203530 1638

olga.kashkina@fitchratings.com geir.brust@fitchratings.com

1. Low 'AAA' Expected Losses Despite the Presence of Commercial Exposures
® Expected 'AAA' credit loss levels (LHS)

0,
ig’) # Average share of commercial exposure within the rated pools (RHS) 25
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Note: Statistics refer only to 'AAA' rated covered bond programmes
Source: FittchRatings
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2. Volumes of Danish Mortgage Covered Bonds Exceed the Economy's Size
Covered bonds outstanding as % of GDP
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Source: Fitch Ratings, EMF Hypostat 2018

3. Lower Interest on Mortgage Loans Offset by Larger Instalments
(%) " Interest rate

10

= Administration fees = Instalments
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Source: Fitch Ratings, Danmarks NationalBank
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Unique Features of Mortgage Markets: France (December 2019)

Guarantees and Fixed Rates Limit Risks Home Loans Mainly Secured by a Guarantee

Positive Impact of Guarantees Despite Lack of Mortgageat Loans Inception Loos ®Guarantee  ®Mortgage = Alternative security

French home loans are usually secured either by a mortgage or by a guarantee granted by 0

specialised institutions. The latter is more popular (62% of the stock at end-2018) as it shields 80%

lenders from losses and the upfront guarantee fee is cheaper for borrowers than the cost of

registering a mortgage. Upon default, the guarantor pays to the originating bank any defaulted 60%

amount and, in most cases, takes over the recovery process, which may include a judicial mortgage 40%

registration. 20%

Fitch positively adjusts the default probability of these loans to account for their better

performance than mortgage loans, explained by their double underwriting. Guaranteed loans 0%

satisfy the underwriting criteria of both the bank and the guarantor, which are usually more 2010 2011 2012 2013 2014 2015 2016 2017 2018
restrictive. When the guarantor is Crédit Logement (the market leader), Fitch gives some credit to Source: Fitch Ratings, ACPR

payments received under the guarantee, leading to higher modelled recoveries. Banks Competing in a Fixed-Rate Market

Loans Beari ng Fixed Rates for Life Dominate ¥ Fixed rate B Capped variable rate m Other ® Variable rate

The French marketis dominated by simple and standardised products, characterised by fixed-rate- 100%

for-life loans (94.6% of the home loans stock as of end-2018) amortising in constant instalments.

Banks competition focus on lending rates due to the low degree of product diversification, which 80%
results in French home loans having among the lowest interest rates in the EU (1.24% a year on 60%
average for new loans in October 2019). 20%
Fixed rate for life loans protect borrowers against any interest rate movement, while constant

instalments facilitate the assessment of borrower DTI, which has been stable over the past decade 20%
at about 30%. These characteristics contribute to the sound performance of French residential 0%

loans portfolios (doubtful home loans accounted for 1.3% of the stock at end-2018). 2010 2011 2012 2013 2014 2015 2016 2017 2018
Strong Competition Leads to Refinancing Waves SoureerFiteh Ratmg.s’ ACPR . . .
Home loans being the main source of client acquisition, there is a strong competition among banks Loan Portfolios Subject to Refinancing Waves
in this market. This leads to prepayment spikes when interest rates decrease, as banks offer to Average residential loans interest rate (LHS)
repurchase loans at a lower lending rate. At their peak in 2017, renegotiations and repurchases (%) == Renegociations and repurchases in new origination (RHS) (%)
accounted for 61% of origination. Refinancing activity has a negative credit impact as it reduces 30 70
portfolio yields. Fitch’s analysis captures such risks by modelling high prepayments scenarios, with 25 gg
a 20% annual rate tested at ‘AAA. 20 40
L5 L Te— 30
In alow-interest-rate environment with little room for further decline, competition among banks 10 \'\/_\WJ 20
translates into easing certain underwriting criteria, such as offering longer loan maturities 0.5 10
(averaging 20 years in 2018 compared with 18 in 2015) or higher original LTV ratios (87% in 2018 0.0 0
compared with 80% in 2012). I L8 8858888993855 0500088328323333333 3
£ 855288855 %¥88855 2888552888558
OL <A 20 Q0w <SS 00U 0 QLIS 00w < g0
Ratil Domingo Matthieu Cheylus Source: Fitch Ratings, ACPR, Banque de France
+33144299170 +33144299187
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Unique Features of Mortgage Markets: Germany (June 2020)

Highly Standardised Lending with Limited Market Dynamics

Low Property Ownership Rate with Moderate Reliance on Debt Financing

The German residential real estate market is characterised by a low property ownership rate (52%
atend-2018 compared with a 70% EU average) with many people opting to rent. Of those owning a
property, only about half owe mortgage debt. The household debt-to-GDP ratio is moderate (55%
at 2019 compared with 58% for the euro area). Renting is encouraged by historically strong
protection for tenants and recent legislative limits on rent increases.

Individual ownership is concentrated in single family houses, with flats often rented. Transaction
taxes and fees can exceed 10% of the purchase price, dampening market turnover and leading to
extended holding periods.

Low Mortgage Rates and Rising Household Income Underpin Price Increases

House prices have steadily increased, with Fitch’s country index showing 80% growth between
2010 and 2019. Large cities experienced steeper increases, as supply is limited by strict building
regulations and zoning restrictions. Overall, house prices have been driven by rising household
income through higher labour participation and lower unemployment, as well as by historically low
interest rates with a lack of investment alternatives.

The typical 10-year fixed mortgage rate has decreased from above 4% a yearto 1.3% in the past 10
years.However, savings from lower interest rates tend to go towards higher amortisation rates. The
average LTV ratio for new lending has increased from 80% to about 85% since 2017.

Long Fixed-RatePeriods with Limited Prepayment Options

Residential real estate loans are mostly fixed rate (90%). About 50% of new borrowers have a fixed
rate for over 10 years (30% in 2010) and another 30% for five to 10 years (40% in 2010).

Borrowers have legal termination options after 10 years, up to which point prepayment penalties
apply. Voluntary repayment rates are low in the first 10 years and not directly related to changes in
market rates. After 10 years, banks would normally offer borrowers to re-fix rates at market levels
or borrowers could switch lenders. We model this feature by considering contractual maturities
beyond 10 years, but by exposing loans to our interest rate stress scenarios once their fixed periods
expire.

Sebastian Seitz, CFA, CAIA
+4969768076267
A sebastian.seitz@fitchratings.com

Thomas Kaber
+49 69768076172
thomas.kaber@fitchratings.com

Distribution of Population by Tenure Status
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Source: Fitch Ratings, Eurostat, 2018

Indicative Rate for New Residential Mortgage Lending in Germany
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Unique Features of Mortgage Markets: Italy (April 2020)

Growing Fixed Rate Mortgage Origination

Fixed-Rate Refinancing in a Low-Interest-Rate Environment
Growing Fixed-RateMortgageOrigination

s New lending - fixed (LHS) mmmmm New lending - floating (LHS) e Stock - fixed (RHS)

(%)

Fixed-rate loans have been growing in Italy. About 70% of newly originated mortgages were fixed 100% >0
rate at end-3Q19, compared to 26% at end-4Q14, and the stock had increased to 45% of total 80% 40
advances (27% in 2014). Locking in a very low fixed rate for long periods protects borrowers against 60% 30
interest rate shocks: this is reflected in our analysis as we positively adjust the default probability of 40% 20
fixed rate loans compared to floating rate mortgages. . o
Low interest rates, offered by lenders to attract new customers, as well as the absence of 0% o
prepayment fees, have encouraged borrowers to refinance existing loans to reduce their interest SO S DN NN OOT T EETNNNNYYYYNNNN®Q®RD® %00
burden. CRIF (an Italian credit bureau) reports that about 90% of new loans applications were for 9889989988998 899Q8398399Q89988998¢8

fixed-rate mortgages in 4Q19 compared to 70% in4Q18.

“No Fees” Fuelled RefinancingDemand
The absence of prepayment fees and related costs has resulted in increased refinancing by
borrowers. Subrogations have sustained the Italian mortgage market in the recent past, although

Source: Fitch Ratings, Bank of Italy

Increasing Demand for Refinancing
mmmmm Refinancing - % total origination (amount) (RHS) === Refinancing - % online applications® (LHS)

there had been a 31% decrease year-on-year at 3Q19, according to the Bank of Italy. At the same (%) e Refinancing - % online origination® (LHS) (%)
time, CRIF also reports that over 60% of loan online applications were for refinancing. 70 30
60 25
Favourable refinancing conditions for borrowers were introduced over a decade ago with law 28 20
40/2007 (the Bersani Law). This shortened the subrogation process and imposed all the related 30 15
. . . 20 10
costs, including valuation, mortgage deed, notary fees and prepayment fees, on the banks o 5
refinancing the loans instead of each single borrower. 0 0
Low Mortgage Indebtedness g g 9
Residential mortgage indebtedness in Italy is among the lowest internationally, at around 32% of 20Online application: Initial online enquiry
disposable income at end-2018. This compares with an EU28 average of 77%. Italian borrowers > Online origination: Branch-originated following an online enquiry
. . . ce e o Source: Fitch Ratings, CRIF, Bank of Italy
purchase residences largely with their own funds. Home ownership is high at 70% and only a small
percentage of owners (13%) had taken out a mortgage loan at end-2018. Low Household Debt in an Owner-Occupied Market
e Tenant (LHS)
Tax incentives are more limited in Italy than elsewhere in Europe. The key measure is a 19% tax- mmm== Owner without mortgage (LHS)
deductibility of interest expenditures on first home mortgages with a cap at EUR4,000. Tax s Owner with mortage (LHS) . ) )
incentives consisting of 50% refurbishment expenses deductibility, capped at EUR96,000 and over  100% Outstanding residential loans (% disposable income) (RHS) 20
a 10-year period, are also available to borrowers.
80% 30
60%
20
40%
20% 10
0% 0
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Unique Features of Mortgage Markets: Netherlands (August 2019)

Regulation Mitigates Risks from High LTV Mortgages
High LTV Ratio Is Not the Main Indicator of Default Risk

The prevalence of mortgage loans granted with high LTV ratios in the Netherlands reflects tax
optimisation from borrowers (e.g.through the use of savings or investment vehicles). As a result, the
LTV ratiois not as good anindicator of default risk as it is in other European countries. Generous tax
rules have led to overleveraging of households and the widespread use of IO features or mortgage
products with deferred principal repayment vehicles where borrowers accumulate capital in a tax-
efficient manner, with a view to repay the mortgage at maturity. This created risks from bullet
repayment at maturity or from set-off in case of default of the repayment vehicle provider. Such
features are addressed in our asset and cash flow analysis.

The Dutch authorities have changed tax incentives and underwriting standards, notably since 2013,
making the mortgage market more resilient. This has significantly changed the risk profile of new
mortgages, while rules for older mortgages have been grandfathered. The vast majority of new
mortgages amortise on an annuity basis and are originated with lower LTVs and DTls.

Gradual Tightening of Underwriting Standards Support Loans Performance

The special underwriting legislation of 2013 helped reduce debt service levels for new borrowers
by introducing specific LTV and DTI limits. The maximum LTV ratio has gradually been lowered
down to 100% in 2018. The legislation also provided specific DTI limits. These prescribe the
maximum proportion of a borrower’s gross income that can be attributed to servicing a mortgage
loan, based on the loaninterest rate, the tax deductibility of interest and the age of the borrower.

Additional measures, such as a 5% interest affordability stress for new loans with a rate fixed for
less than 10 years, limit the downside risk of asset performance. Dutch borrowers have increasingly
taken long fixed periods for their mortgage rates, typically between five and 10 years.

Taxation Incentivised Interest-Only Loans with HighLTVs

10 loans have traditionally represented a high share of new mortgage loan originations due to the
tax deductibility of interest payments, over a maximum 30-year period, for loans financing a primary
residence. Repayment of principal amounts was disincentivised under the tax system, as any
accumulation of capital amounts under specific savings orinsurance products remained untaxed, as
long as such amounts were used to repay the loan atits maturity.

A revision to the Code of Conduct for Mortgage Lending in 2011 limited the IO component of
mortgage loans to half the property value at origination. Tax benefits are also being reduced. The
maximum tax relief is decreasing gradually (to 37% in 2023 from 52% in 2013) and the 2013
underwriting legislation limits the tax benefit to new mortgage loans that amortise. Loans
originated earlier still benefit from the applicable fiscal treatment at the time they were granted.

Will Rossiter Alexia Koreas
Director Analyst
+33144299147 +33144299183

william.rossiter@fitchratings.com alexia.koreas@fitchratings.com
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Example of Maximum DTI Limits For Highest Income and Interest Rate Bands
(2018, % of Gross Income)
H Retirement age, tax deductible interest B Not of retirement age, tax deductible interest
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Unique Features of Mortgage Markets: New Zealand (March 2020)

High Household Debt Contained by Macro-Prudential Measures 'E?"gi"gﬂVCt’!umf (NZDm)
. . IXed vs. rloating rate
Short-Term Fixed Rates Dominate the Market (NZDm) = Floating uFixed
A prevalent feature of New Zealand’s NZD271 billion residential mortgage market is the use of 300,000
short-term fixed-interest-rate periods. Over 80% of banks’ residential mortgage portfolios consist 240,000
of loans which typically offer a fixed interest period for a minimum of six months and a maximum of 180,000
five years, reverting to variable rate when the term expires. Securitised assets and cover pools '
consist mostly of loans fixed for two years. Both fixed and variable rates are set at the lender’s 120,000
discretion but generally follow movements in New Zealand’s official cash rate. 60,000
Lenders compete on interest rates and this is evident in the relatively high rate of refinancing ° L 00 0 N I N 0000 NN O O OO NI S NN O OO OIS 000000y
(averaging about 15% a year).Borrowers who elect to refinance with another lender typically do so O ESSU5C0EC o 0RSorES 005 S 0N Co8ESorES00sS 08NS oRESorES005S085508
when the fixed-rate period expires, as early prepayment causes an early prepayment charge (break . F_rt:f;u::z—moz—moz—moz—moz—moz—moz—moz—moz—moz—moz—mozﬂmozﬂmozﬂmo
fee). ource: rItc atings
Lending Risk Attributes and Mitigation New Lending - NZ Non-Bank Lending Institutions
The Reserve Bank of New Zgaland has imp.osed strict Ii‘mits on high LTV lending since' 2011? .to s Housing (LHS) ——— Bank total new commitments >80% LVR (RHS) (%)
address household vulnerability to economic shock. This, together with stressed serviceability 40,000 20
calculations, has added to the sound performance of New Zealand prime mortgages and growth in
non-bank lending, in Fitch’s view. High LTV lending is defined as more than 80% for owner-occupied 30,000 15
and more than 70% for investors. House prices remain high relative to incomes and rents, however,
household credit growth has returned to more sustainable levels. 20,000 10
Mortgage serviceability tests at loan origination use a stressed interest rate that is above the
current variable rate. The potential payment shock for borrowers reverting to variable rate 10,000 3
payments, even ina moderately increasing interest rate environment, is mitigated by the stressed o o
serviceability review. Household debt remains high at 164%, but has stabilised in recent years. 2016 2017 2018 2019
Risk from Earthquakes Covered Source: Fitch Ratings
About 98% of residential mortgages in New Zealand have earthquake insurance. The Earthquake
S . Household Debt
Commission is a government body that provides cover for damage to property after an earthquake o ) )
. . . House prices (index, 1Q10 = 100) e Household debt (% of disposable income)
or other natural disasters. Borrowers automatically receive the cover when they hold a current 200
insurance policy. The cover is limited to NZD150,000 for residential properties. In its asset
modelling, Fitch applies an additional 10% adjustment to the market value decline assumption for 160 —_— .
higher-value properties that lie within earthquake zones, to take into account the additional risk. /
120
80
40
r 5 8 3 5 9 33838 3835838 2o d2I 23 SE S
s MarijaBuzevska . Claire Heaton R 8§ 8 &8 8 8 88 a8 R e LR IELE e e 8 8
+6128256 0340 +61282560361 Source: Fitch Ratings, RBNZ
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Unique Features of Mortgage Markets: Norway (June 2019)

Policy Rate, NIBOR and Direction of Publicly Stated Mortgage Rate Changes

Floating Rates Dominate the Norwegian Mortgage Market

Various Mitigants Against Risks from Floating-Rate MortgageLoans
Despite the risks from a majority floating-rate mortgage market, Norwegian borrowers benefit from

s Policy rate (LHS) e 3M NIBOR (LHS)

Average mortgage rate (LHS) e Rate change (RA)

(Direction - 8 Norwegian lenders) (RHS)

high competition among lenders and ease of refinancing, stressed affordability rules and generous 5 15
social safety nets. Limited prepayment penalties induce strong competition among lenders, and 4 10
borrowers may refinance their floating-rate loan atthe lowestavailable rate with low costs. This drives 3 I I I I I 05
the high prepayment rate, which has been 20%-30% a year in the pastdecade. Another mitigant to the 2 0.0
high level of floating-rate mortgages is the affordability stress conducted by lenders at origination. 1 (1)(5)
Since 2011, lenders have been required to stress the offered mortgage rate with anadd-on of 5pp. This 0 _1:5

comes in addition to maximum LTV and DTI caps. The latter has become the main limiting factor for
borrowers, and resulted in the correction of the house prices observedin 2017. The tax deductibility
of mortgage interest also protects borrowers against a sudden increase in rates.

Longstanding Predominance of Floating-Rate Mortgages
The 100+ Norwegian mortgage lenders compete on price, with limited product differentiation. The
floating rate is set at the originator’s discretion, with no direct reference to any observable market

Household Debt by Amount (RA) and Rate Type (LA)

(%) mmmmm—m Floatingrate (%) (LHS) == Fixed rate (%) (LHS)

= == == Household debt - NOKm (RA) (RHS)

rate, and can be changed after six weeks’ notice. There is no legal cap (no usury rate). In practice, 100 4000000
lenders typically give borrowers eight to 10 weeks’ notice. They must have a valid reason for the 3000000
rate change. Reasons have included increasing capital requirements (2013), competition among 90
lenders (2014-2015) and changes in market or policy rates (2015-2019). The low-rate environment 2000000
has pushed household debt to record levels. Norwegian household debt per capita is among the 80
highest in Europe, and household debt has increased by an average of 8% annually since 2004. This 1000000
has prompted regulators to put in place affordability measures that are independent from the level 70 0
of interest rates (see LTI Rules and Rates to Drive Scandinavian House Prices). IIT88E 888N 8883338 T T naNNONATIINNNISSNNNR OBy
. 35 3553853853803 853850853853853823853855853833%
Cultural Preferencefor Home Ownership and Secured Debt =27Z2272272277227722 72277227722 7227227227722 7227722722
The composition of household debt is unique as around 97% is secured by properties, of which more Source: Fitch Ratings, Norwegian FSA, Statistics Norway
than 90% pays a floating rate. Home ownership funded by mortgages is among the highest in L. . . .
Europe, ang nzlore than 60g% of owner occupiers hg’ve an outstg ndinggmf)rtgage loa nnghe reaf;,ons for Distribution of P°p}'|at'°n by Tenure Status and Estimated Average Age of
this are twofold: loans secured by multiple properties and preference for secured debt. Young adults ~ YOUuNg Peopl_eLgaVIng P?fde"ta' Hoél.sehOId housing loan (LHS
usually leave home before the age of 20 and buy their first property before they turn 30. Due to the — ox:z:SEEEE;Zd‘:VCi’tEU:Sf;a:f ::Tc::ia(ﬁ c;r) ousing loan (LHS)
low costs associated with pledging properties (NOK200-NOK525), young borrowers often buy e Estimated averaéeageofyoungpeople leaving the parental household (RA) (RHS)
their first property with the help of a family member by securing their loan against both their and 100 40.0
the family member’s properties. In addition, borrowers have the possibility of remortgaging through 80 345
a standing credit facility that allows them to withdraw an amount up to 60% of the property value. 28 29.0
20 235
0 18.0
. Julien Caron Geir Brust g é E 5 = -,% g 55 S § g § & :: g —,% %
Senior Analyst Associate Director =} E £ § 8 E 3 E" £ § § S °§° - 8 3 8
- +44 203530 1474 +44 203530 1638 2 2 48 S o = 2
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Source: Fitch Ratings, Eurostat, Statistics Norway
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Unique Features of Mortgage Markets: Portugal (February 2020)

Macro-Prudential Recommendations to Increase Mortgage Loan
Resilience

Declining Share of Floating-Rate Loans for Life

== Share of Floating-Rate Loans at Origination = |nterest Rate, New Residential Loans (%, rhs)

Increase inFixed-RateLoans Safeguards Performance 100% 5
Fixed-rate mortgage origination continues to increase in Portugal, a historically floating-rate-only 80% 4
market (95% of outstanding loans at end-2018): fixed-for-life mortgages or loans with an initial
fixed-rate mainly between one and 10 years accounted for44% of 4Q19 origination. Fitch expects 60% 3
recently originated loans to be more resilient to interest rate rises, continuing to support mortgage 40% 2
performance. The Bank of Portugal (BoP) has encouraged banks to test instalment sustainability, 20% 1
including an abrupt shift ininterest rates (up to 3pp) for floating and fixed-to-floating loans. 0% o
This measure, together with the recommendation to limit LTVs to 90% at origination and to reduce 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
mortgage tenures, is part of a macro-prudential recommendation introduced in July 2018. The Source: European Central Bank, Bank of Portugal
BoP’s aimis to prevent the loosening of credit standards at a time of low interest rates and increased ’ ’
housing demand. House prices increased by 27% on average over the five years to September 2019, veis
with the highest increases in Lisbon, Porto and Algarve (35%). Fitch expects nominal house price IS':-VS th'\llftlnhgd totwardLs Bagk. °,f I’t?rtugall--lF_{\?(B:orrll(rr:ended Levels
growth of 6.5% in 2020, are of New Mortgage Loan Origination per ucke
wLTV<80%  m80%<LTV=<90%  m90%<LTVs100%  ®LTV>100%
Lower LTVs Support Willingness to Pay
Loans with LTVs above 90% accounted for lessthan 5% of new origination in March 2019, compared Mar-19
to more than 20% eight months before. At the same time, as shown in the chart, the share of newly ar
originated loans with LTV between 80% and 90% increased.
The BoP’s recommendation on LTV limits includes requirements for banks to report and justify any Jul-18 _I
exceptions. We expect greater resilience in mortgage performance in case of a decline in house
prices as borrowers’ equity increases. 0% 10%  20%  30%  40%  50%  60%  70%  80%  90%  100%
Mortgage Terms Start to Shorten Source: Bank of Portugal
The BoP recommends a maximum of 40-year maturity for new mortgage lending and a gradual
shortening to a 30-year average tenure at origination by end-2022. The overall effect is still limited, . ap e
with a 2018 average mortgage maturity of 33.4 years, inline with the 2017 figure; however, there High Average Loan Maturity in Portugal
was a qoq 0.5-year decrease in 4Q18 and a further decline to 32.7 yearsin 1Q19. Years [ Average Loan Maturity
Mortgage terms for newly originated loans are still long-dated and are among the highest in the EU. 45
. ; . 40
Shorter-term loans limit borrowers’ leverage, further supporting mortgage performances. 35
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Unique Features of Mortgage Markets: Spain (May 2020)

Affordability Constraints Despite Low Rates Residential Mortgages: Housing Affordability and New Origination Volumes

s | ending volume per year (RHS)
== == == Affordability: Long term average (1989-2019) (LHS)

Weak Housing Affordability Means Low Origination Volumes Affordability: House price-to-income® (LHS)

The house price-to-gross-household income ratio of 7.3x at September 2019 was higher than the (Ratio) (EURbN)
long-term average of 5.8x. Fitch expects house prices in Spain to decrease and the above-mentioned 9 200
ratio to move towards the long-term average, mainly because of weak housing demand. 8 150
7 /

New residential mortgage credit has plummeted since 2006 despite low lending rates amid low 6 e T—— 100
savings capacity and limited housing affordability. The mortgage market is influenced by weak 5
labour market fundamentals with almost 40% of the active population in temporary job or self- 4 l . 50
employed, and an unemployment rate projected to increase to 19.2% by end-2020 under our 3 - B = N - - - . - 0
macro-economic forecast. 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

.. . aHousehold Gross Income
Branch-Originated Prudent Lending Source: Fitch Ratings, ECB, Bank of Spain

Spanish residential mortgages are mostly branch-originated, floating-rate loans and are fully

amortising from the outset with typical tenors of 25 years. In-house origination and stricter Residential Mortgages: Arrears and Original-Loan-to-Value (LTV)
underwriting after the real estate crisis (in the earlier part of the last decade) are additional Share of new origination with OLTV > 80%

safeguards in what Fitch views as a standard low-risk market, with controlled mortgage supply. 3m-+ arrears banking system

(%) = == == 3m+ arrears banking system Long-term average (1989-2019)
The non-performing loan (NPL) ratio on residential mortgages (arrears over 90 days) of the banking 18
system peaked at 6% during the 2008-2009 crisis, but is now near the long-term average of 2.6%. 15
Fitch expects arrears to rise because of the coronavirus and the related containment measures, 12
which will produce an economic recession and increased unemployment. However, the NPL ratio 9
should not go back to the prior peak as risks are mitigated through robust origination standards and 6
long seasoning of existing mortgages. 3
0

Banks in Spain are maintaining or even tightening underwriting standards following the mortgage

A . . . 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
law of 2019, which increased the time lenders have to wait before commencing a foreclosure

process on defaults to 12 months (from three before). Source: Fitch Ratings, Bank of Spain
Transitioning Towards Fixed-Rate Origination Residential Mortgages: Origination by Interest Rate Type
The market is migrating towards fixed-rate loan origination, driven by lenders aiming to increase s Fixed interest rate (LHS) mmmmm Floating interest rate (LHS) e Euribor 12m (RHS)
profitability and borrowers keen on payment stability. We expect the proportion of fixed-rate loans (% share of new origination) (%)
to rise over 50% of new credit granted each year although, in terms of stock outstanding, the 100 6
proportion was only 16% at December 2019 due to the long history of floating-rate origination. . 5
4
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Unique Features of Mortgage Markets: Sweden (April 2019)

Long Maturities Counterbalanced by High Affordability 1. Swedep has the longest average mortgage maturity.in Europe
Mortgages in Sweden are on average 41 years compared to 24 years in the rest of Europe

High Savings and Affordability Mitigate Risks from Long Maturities on Mortgages (Typical mortgage maturity) (years)

Sweden’s generous social security benefits, high household savings rate and strict personal 45

bankruptcy laws are, in Fitch’s view, effective mitigants to the credit risk posed by the long tenors
(30 to 50 years) of 10 residential mortgages in Sweden. In addition, Sweden’s robust mortgage

30
serviceability assessments, including stressed interest rates (typically 7%), and the transparency 15
provided by the country’s credit information agency are very strong incentives to repay debt. We .
0
o > X
c D

also believe that the prevalence of low amortisation is mainly a result of tax incentives with 30% of

. . . 3 £ = £ 2 T 3 < z 5
the mortgage interest being tax-deductible. c 3 & ] g & e c @ & S
g @ < & o £ £ £ £ g
. . . . . —_ o
Borrowers have become more vulnerable to aninterest-rate rise with the increased popularity of @ - o % a ] o
variable-rate mortgages. However, more borrowers amortise on their loans after the amortisation Source: Fitch Ratings. ESRB z
requirement was introduced for LTVs above 50%. Affordability levels remain strong giventhe low ' &
interest-rate environment and highincome levels in Sweden. 2. Higher Debt but Lower Interest Expenditure
Long Tenor O Loans Mainstream Debt and interest expenditure as a percent of households gross disposable income
The average mortgage tenor for mortgages in Sweden is 41 years, as opposed to 25 years in the EU. 200 Debt ratio (LHS) === |nterest expenditure (RHS) 1
10 loans are common, with borrowers typically taking two loans to finance a property, one of them
10. The low rate of amortisation and decreasing level of interest rates have allowed households to 150 10
afford large debt in relation to their income, especially as more borrowers have switched to low 8
variable rates. In 2018, 68% of mortgages were on a variable rate, compared with 41% in 2008 (and 100 6
14% in 1998). Swedish regulators consider the growing household debt as a risk to financial stability . 4
Since 2014 , the Swedish FSA has introduced amortisation requirements for new loans with LTV 2
ratios above 50%, which has increased amortisation levels (see Fitch: LTI Rules and Rates to Drive 0 0
Scandinavian House Prices). 8888888888888 883888388883888388883883
o O ON ON ON ON ON O ON ON ON ON ON ON ON ON ON ON ON ON ON ON ON ON ON ON ON 0N ONONON ON O
. i R I B I B B B B B B B B B B B T B B B B B B B B B e B B B B B B B I I o |
Favourable Taxation, Competition and Low Interest Rates Key Source: Fitch Ratings, Statistics Sweden, Riksbank

Banks now put a greater focus on affordability rather than willingness to pay in their mortgage

lending criteria after the deregulation of the Swedish credit markets in the mid-1980s and excessive 3. High LTV Borrowers Amortise More Since 2014

lending that led to a severe banking crisis in the early 1990s. The low-interest-rate environment  Policy measures taken by Swedish FSA has resulted in greater amortisation

since early 2000 and increased competition led banks to offer more generous mortgage terms. . =2011 m2014 2017
. .. . .. - . . (% of amortising (mew loans))

Taxation policies also incentivise households to maximise their property debt and channel their

100
savings into financial instruments and retirement investment vehicles, achieving financial

optimisation. With the rise in new lending at a variable rate, real mortgage rates have become very 80
low (1.49% for new loanin December 2018). 60
40
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Source: Fitch Ratings, Finansinspektionen (Swedish FSA)
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Unique Features of Mortgage Markets: Switzerland (May 2019)

High Household Debt, Slow Mortgage Amortisation
Owner-Occupied Lending Best Protected AgainstRisks from Slow Amortisation

1. Mortgage Lending is Growing with Changing Market Share

s Cantonal banks e Big banks

Regional and savings banks

. K K A A . Raiffeisen banks Others
Despite slow mortgage amortisation, we view current LTV ratios of Swiss mortgage loans as (In SFRbn)
sustainable, with strong recovery rates calculated under our stressed market value decline 500
assumptions. Borrowers typically repay their loan down to 66% LTV, with little or no amortisation 400
on the remainder. While mortgage loans have short legal maturities (typically five to 10 years), the 300
loan part below 66% LTV is often renewed perpetually, motivated by financial and tax optimisation. —_—
Our frequency of foreclosure stresses incorporate the risk linked to bullet contractual repayment 200
at maturity. 100
. . - 0
The Perfor.mance of owner-occupied Ioa.ns ha's bo.een supported by more conservative Ie_nderg 2009 2010 2011 2012 2013 2014 2015 2016 2017
practices since 2012. By contrast, loans financing investment properties (40% of new lending in

2017) have become a cause of concern due to a larger proportion of high LTV loans, as well as

shorter interest rate reset periods. However, their performance is still supported by sound market
fundamentals.

Cantonal, Raiffeisen Banks Increasingly Exposed amid Tightened Regulation

Swiss regulators have tightened capital requirements for banks and promoted self-regulation,
which established minimum amortisation for mortgage loans above 66% LTV. This is in part due to
concerns over high household indebtedness (182% of gross income in 2016). A further tightening
forinvestment properties is now under discussion. The share of new mortgageswith LTV above 80%
has decreased by about 5pp since 2012. However, in 2017, 40% of new lending for owner-occupied
properties was above 75% LTV (this was 30% forinvestment property loans).

-5
Mortgage lending has grown substantially (35% in 2009-2017) and now constitutes over half of FAIRIRSIR= IR R s B BRI R T NN A A s B B BB S A R I
Swiss banks domestic assets. Kantonal and Raiffeisen banks have been particularly active, §335335335533883353358338833533383¢3:8
increasing their market share at the expense of UBS and Credit Suisse (-5pp in 2009-2017). Source: Fitch Ratings, Wiist & Partner, offer prices
Taxat!on and Low Interest Rates Lgad to Hl.gh Mortgage Debt - ' . 3. Persistently Low Mortgage Rates (5yr Fixed)
The Swiss tax system assumes a taxable imputed income on owner-occupied properties, which can
be offset against interest expenditures. This has reinforced households to seek minimum (In %)
amortisation on their mortgage debt. The system s currently being reformed, subject to significant 3
policy uncertainty. The low-interest-rate environment has increased the appeal of investment I_'—J
properties, with now half of Swiss rental flats owned by individuals. While prices of single-family 2 L‘/'\‘;
homes have stabilised, lower immigration has led to rising vacancies (1.6% as of December 2018) L -
and lower prices for rented apartments (-1.5% yoy as of March 2019). The market is supported by 1 hd — o
the limited overall supply and favourable macroeconomic conditions.
0
Geir Brust Sebastian Seitz, CFA, CAIA OO; % % % %_ i E‘ % E % % a E é % g 'i i § % E E % a E
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Source: Fitch Ratings, Swiss National Bank (SNB)

2. Slowing House Price Growth
Owner occupied apartments
(YoY change (%))

10

e Rented apartments

5/\’“ —
_\—\/‘\?‘\

Single family houses

A

Source: Fitch Ratings, Swiss National Bank
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Unique Features of Mortgage Markets: United Kingdom (October 2019)

Risks from High Reversion Rate Largely Mitigated

Prepayment and 3m+Arrears (Prime)
The Vast Majority of Borrowers Avoid Payment Shock fromRate Reversion

(%) 3m+ arrears (LHS) e Prepayment rate (RHS)

More stringent affordability testing since 2014 reduces the potential for mortgage borrower 20 19
payment shock upon reversion to higher SVRs, alongside robust income verification, credit score 17
checks and ease of refinancing. Most borrowers do not pay SVR and 77% instead switch to a new 15 15
product within six months of moving onto a reversion rate (2018 FCA market study) explaining high 1.0 ﬁ
UK CPRs (around 15%). Borrowers subject to more rigorous affordability testing have become more 05 9
resilient, also benefitting from access to low fixed rates. ’ 7
Attractive Teaser Rates Drive UK Mortgage Market Dynamics o0 2299 T I YUY OURTITIVNYYYIYYRNNNRR P Y °
The UK residential market is dominated by fixed-rate loans that revert to a variable rate (usually é ‘; 3 é '; 3 é ; 3 é ‘; 3 é g“ 3 é § 3 é 'g’ 3 g g 3 é ‘; 3 é '; 3
SVR) after two or five years. The rate is set at the lender’s discretion. Fixed rates have decreased ] ] ]
markedly since 2008, while the average SVR has remained high, increasing the potential payment Source: Fitch Ratings, RMBS issuers
shock upon reversion and the incentive to remortgage. In practice, some borrowers on SVR are
either unwilling or unable to refinance their loans due to upfront costs or underwriting constraints. Quarterly New Mortgage Lending By Loan Purpose

o . . Lo e First time buyer Home mover Remortgage

Lenders compete on initial fixed rates set by loan/value bucket with no room for negotiation. Due Buy-to-let Lifetime — Further advance
to the multiplicity of products on offer, most borrowers rely on brokers, who often work with (GBP)
preferred lenders, prioritising acceptance rate and reduced time to offer over price. However, 25,000

heightened competition has compressed margins, and a few non-bank lenders exited the market in 20,000 /\v/\\/"
2019. Lenders increasingly focus on their retention strategy for borrowers approaching reversion. 15,000 /\/\ NS -

. o . . . . . 10,000 < = “/W_
Fitch models a stressed SVR marginin its cash flow analysis ranging from 2% to 3% in an increasing 5000
rate scenario. In the stable and decreasing rate scenarios, we model the actual margin minus 50bp.

OO\O\O\OOO\—IF!HNNNM(’)(’)VQ‘?@U’)IJ)\O\O\OI\I\I\C‘OCDID
Stricter Regulation Credit-Positive, Further Changes to Ease Refinancingfrom SVR 223553552552 552552855z25855255238535¢32
In 2014, the UK regulation restricted the origination of mortgage loans at loan-to-income ratios =" zz2"z>2"2z2"2z2z2"z2>2"2z232"2z2>2"z2>"23"2
above 4.5x (to 15% of new lending). In addition, since 2017 lenders must test borrower’s Source: Fitch Ratings, PRA/FCA
a'ffordabilit.y at a stressed rate (typicall}/ SVR + 3%), effectively limiting a ‘borrower.’s maximum loan New Lending Interest Rates
size,alongside the LTV. The SVR stress is not compulsory when rates are fixed for five years or more, %) e SUR Discounted variable Base rate tracker 2year fixed 5 year fixed
which could explain why these now represent more than half of new origination. 6.0
The stricter underwriting rules have prevented some borrowers on SVR from refinancing to a lower §:§
rate. In practice, the high SVRs act as a negative selector of the less financially engaged and the 40 O —m——— —— TNIANSA
potentially riskier borrowers. The FCA estimates that 800,000 borrowers (7%) would benefit from 33 \—\_—._._._\/’—\,\._.
a switch from SVR. Changes proposed by the FCA may allow borrowers to switch to a lower rate if %8 A\ ——
they are current ontheir mortgage payment but don’t fully meet affordability requirements. %:8 T
2832228 ogdY2aeg8ITIILLns2senSnEEEERy
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