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 KEY CONSIDERATIONS 

 The remaining mortgage payment holidays have the potential to mask the true level of arrears 
and defaults as they likely stem from the most vulnerable borrowers. 

 While income and business support measures provided a safety net to employees, it resulted in 
an increase of the true employment rate. As these measures start to unwind, unemployment rates 
will likely rise especially in more pro-cyclical and at-risk sectors such as hospitality and retail. 

 The combination of rising unemployment coupled with the removal of mortgage payment 
holidays could place pressure on UK RMBS transactions as arrears and defaults increase from 
current levels.  
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 I INTRODUCTION 

The outbreak of Covid-19 in March of 2020 and the subsequent lockdown 
measures designed to stem the spread of the virus resulted in UK GDP declining 
by 19.5% in the 2nd quarter of 2020. While the Government implementation of 
income support measures went a long way to support the labour market, the UK 
still experienced a 0.7% increase in the unemployment rate for 2020 in 
comparison to 2019. 

In addition to these measures, the Financial Conduct Authority (FCA) introduced 
temporary mortgage relief for borrowers, with an estimated 2.75m borrowers being 
granted a 3-month payment holiday up until the end of 2020 according to UK Finance. 

 

 

 II MORTGAGE PAYMENT HOLIDAY  
IMPACT 

How did mortgage payment holidays affect UK RMBS transactions?  

The initial high uptake of mortgage holidays at the start of the pandemic was of some 
concern as it was anticipated to serve as a leading indicator of future mortgage 
delinquencies and an increase in default rates. While the number of mortgage payment 
deferrals reached a peak of 1.8m in June 2020, the number has been decreasing rapidly 
since then, with 130,000 deferrals in place as of December 2020 according to UK Finance. 
While the decrease in payment deferrals, coupled with the c.80% resumption of mortgage 
payments serves as a positive factor for RMBS liquidity reserves, there are some underlying 
factors that may still cause concern. 
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Figure 1. Source: Office for National Statistics 
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Remaining payment holidays and mortgage lender initiatives may be masking 
the true level of arrears  

While the remaining number of payment holidays may represent a small proportion of the 
total granted over 2020, these obligors are likely to be the ones that have been hardest hit 
by the economic effects of Covid-19 and are likely to still be dependent on other 
government income support mechanisms until the relevant sectors recover. These 
income support measures may provide some support for mortgage payments as 
payment deferral periods come to an end, however there is likely to be an uptick in arrears 
due to the disparity between obligor incomes and their monthly mortgage repayment 
amounts. 

 

 

While the number of loan accounts that are in arrears has recently been at the lowest 
levels seen since the Financial Crisis of 2008 (see Figure 2), if a large number of the 
remaining 130,000 mortgages that are still on payment deferrals had to move into arrears 
after the end of the payments holiday period, we could witness the numbers of loan 
accounts in arrears move back towards levels seen post Financial Crisis (2010-2012). The 
greater concern may be the total value of arrears which is GBP 1,910 million as at Q4 2020. 
This has increased by 8.77% during 2020 and is approaching a similar level to that seen 
during 2009, which indicates that while the number of current mortgages that are in 
arrears may be lower than during the Financial Crisis, the magnitude of arrears that 
obligors are currently in is likely higher which could serve as an indication that obligors are 
under increased financial stress. 
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Figure 2. Source: Financial Conduct Authority 
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 III LABOUR MARKET IMPACT 

What is the effect of the labour market on arrears? 

The income and business support mechanisms for individual and small business owners 
provided a safety net for employment figures as employers were able to keep people 
employed without the burden of a wage bill. Employees that were on ‘furlough’ were not 
classified as unemployed as would have been the case if jobs had been made redundant 
due to business closure. While these measures were overwhelmingly positive for 
employees and business owners, they had the effect of artificially inflating the true level of 
employment within the economy. 

As Figure 3 below shows, the seasonally adjusted unemployment rate (aged 16 and over) 
has remained relatively stable between 4-5% since the outbreak in March 2020, while the 
average number of furlough cases increased dramatically during Q2 2020. While the 
number of furlough cases did decrease during Q3 2020, the number of cases has started 
to increase towards the end of the year as the UK entered another nationwide lockdown. 

 

 

 IV HOUSING MARKET IMPACT 

How does this effect the housing market? 

While the decrease in furlough cases in Q3 2020 did not significantly affect the 
unemployment rate as employees returned to work, the remainder of furlough cases 
(4.65m as at 28 February 2021) are in high risk sectors, which are not expected to recover 
in the short to medium term as social distancing and travel ban measures are still in place. 
Ultimately these factors will likely result in a large number of redundancies as government 
support measures are removed. 
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Figure 3. Source: HMRC and Office for National Statistics 
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High levels of redundancies, especially among people under the age of 35, will translate 
into higher mortgage arrears rates as obligors within this age bracket generally have 
lower levels of savings that could compensate for income shortfalls. 

As arrears start to increase, mortgage lenders will be under increasing pressure to offer 
alternative repayment plans such as shifting payments to interest-only, however that may 
be only provide a temporary reprieve, as ultimately principal will still need to be repaid at 
a later date and therefore increase future repayments. Due to the increased mortgage 
payment vs level of income, it is expected that we will see increased levels of 
repossessions as obligors are no longer able to service their debt. 

During 2020, possessions fell drastically as courts were forced to shut and a moratorium 
on evictions was put in place. As these measures start to unwind, it is likely that there will 
be increased supply of properties in the market due to repossessions, which may serve to 
curtail the increase in property prices brought on by the stamp-duty holiday that was in 
place until the end of June 2021. A potential caveat to this could be that, assuming most 
of the arrears and subsequent repossessions are filtering through from individuals in the 
aforementioned at-risk sectors and age groups, then these properties are likely to be 
flats/apartments in metropolitan arears, which have not experienced the same level of 
price appreciation recently as people look to move out of these properties/areas due to 
factors such as the ability to work from home.  

Figure 4 below gives an indication of this trend as it shows the House Price Index published 
by the Land Registry for Flats in London vs Terraced, Semi-Detached and Detached houses 
for the whole of the UK during 2020 and into 2021. The gradient of the lines for the respective 
house prices is noticeably steeper than that of Flats in London, indicating a greater 
increase in prices on the whole. 
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So, what will be the ultimate effect on UK RMBS transactions? 

A recent study by M&G Investments concluded that for Class A UK Prime AAA RMBS 
transactions to incur a principal loss, the Constant Default Rate (CDR) would be above 10% 
p.a for four years, then maintain a 2.5% p.a CDR over the long term. These rates are 
significantly higher than default rates recorded, even during the Financial Crisis, and are 
unlikely to be breached considering the aforementioned potential for a portion of the 
remaining mortgage payments holidays to move into default. 

The structural features in place to support RMBS transactions such as liquidity reserves 
and principal deferral mechanisms should provide sufficient protection for the interest 
payments to noteholders in the event of a significant drop in interest collections. 

 V CONCLUSION 

While the outbreak of Covid-19 had a significant effect on the UK economy and 
consequently many people’s livelihoods, the effect on the senior tranches of UK RMBS 
transactions is likely to be minimal as lessons learnt from the Financial Crisis of 2008 
means that structural enhancements mechanisms in RMBS should be more than sufficient 
to compensate for any potential increase in mortgage default rates that will likely be 
isolated to certain at-risk groups. 
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 DISCLAIMERS 

This publication is not a rating action, is not related with any specific rating and can not and should 

not be seen as an indication of a future rating action. This document summarizes ARC Ratings’ view 

as of the publication date. The view expressed in this document is based on information collected 

from a wide variety of sources which ARC Ratings believes to be reliable and ARC Ratings has 

adopted and implements measures aiming to ensure that, to the extent available in the 

circumstances, it has obtained reasonable verification of the information it uses and that such 

information is from reliable sources, but the publication of this document should not be viewed as a 

guarantee of the accuracy, completeness, or timeliness of the information relied on or the results 

obtained from the use of such information. 

ARC Ratings does not act as a legal, tax, financial, investment or other advisor and users should seek 

professional advice from appropriate third parties where necessary. 

 

ARC Ratings, S.A. is registered as a Credit Rating Agency with the European Securities and Markets 

Authority (ESMA), within the scope of the Regulation (EC) Nº 1060/2009 of the European Parliament 

and of the Council, of 16 September, and recognised as External Credit Assessment Institution (ECAI). 

ARC Ratings (UK) Limited is registered as a Credit Rating Agency with the United Kingdom Financial 

Conduct Authority, within the scope of the Statutory Instrument Nº 266/2019, of 13 February, and 

recognised as ECAI. 
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