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Response to Liikanen report consultation 
 

1 Summary 
 

This paper is written in response to the Liikanen report of October 2012 which includes a 

recommendation that loan-to-value (LTV) and/or loan-to-income (LTI) caps are included in the 

macro-prudential toolbox, as a direct measure to limit the risks stemming from real estate 

markets.  

 

As the largest global insurer of high LTV loans, protecting against borrower default, Genworth has 

extensive experience of the characteristics of high LTV mortgages.  Based on this experience, we 

are concerned that LTV limits are an ineffective tool, which will not meet the objectives of 

managing over-indebtedness or minimizing macro-prudential risk.  

 

Regarding the LTI limit, we agree in principle that debt should be restricted by affordability but 

because of the differences in LTI/DTI (Debt to income) definitions across lenders, it’s hard to come 

up with a macro-prudential tool to measure it. A better way to enforce it is to build robust market 

discipline around lending practices. An example of such a discipline is increased participation of 

insurers, especially on high LTV loans, where adherence to sound lending practices becomes even 

more critical. As insurers share risk with the lenders, often taking first loss position, they have an 

incentive to ensure that credit is extended only to those borrowers who can afford to repay. They 

therefore serve as “second pair of eyes” ensuring stringent lending criteria are followed, including 

DTI/LTI limits. 

 

Our main concern is around the LTV cap rather than LTI. The remainder of this paper therefore 

discusses the former in more detail. 

 

In summary, 

 

• Macro-prudential tools should mitigate losses without disturbing financial stability to be 

effective.  

• LTV limits do not completely address the risk of losses whilst leading to unintended 

consequences threatening long-term financial stability. LTV limits: 
 

o are a reactive measure that gets applied when property market is already over-

heated, unlikely to prevent a credit-bubble and subsequent financial crash (of the 

magnitude seen in Spain and Ireland)  

o prevent credit flow to good quality borrowers, leading to unintended economic and 

social consequences  

o do not reduce indebtedness as credit still available via ‘piggy-back’ loans 



 

2 

 

• If LTV caps are considered, they should be used in conjunction with mortgage insurance 

o Mortgage insurers de-risk high LTV loans without the unintended consequences of 

an LTV cap 

o International authorities (such as IMF, European Credit Directive) have actively 

advocated the use of mortgage insurance for prudent risk management of high LTV 

loans 

• Better macro-prudential tools exist and have been adopted by other countries such as 

the UK 

o Better and more proactive tools exist that  involve higher capital requirements and 

are more effective in managing financial stability through-the-cycle 

o Such proactive tools ensure a ‘soft landing’ in a downturn rather than a ‘crash’ 

o Examples of such tools adopted by countries such as the UK are: 

� Counter-cyclical capital buffers 

� Sectoral risk weights 

� Leverage ratio  

 

• National supervisors should have the discretion whether to use the LTV/LTI limit as a 

macro-prudential tool or not 

 

2 LTV limits are reactive tools that do not completely address the risk of losses, 

whilst leading to unintended consequences 
 

2.1 LTV limits are reactive tools that will not prevent a credit-bubble and subsequent crash 

 

To avoid the build-up of a credit bubble resulting in a subsequent crash, it is imperative that the 

macro-prudential framework regulates the flow of credit through-the-cycle. LTV caps are reactive 

tools in this regard, rather than being proactive: by the time they get applied, the property market 

is already over-heated.  

 

As credit bubbles invariably result in ‘crashes’ rather than ‘soft-landings’ in a downturn, LTV caps 

are unlikely to prevent a repeat of property market meltdowns such as the ones seen in Ireland 

and Spain. 

 

A more efficient way to manage credit-flow through the cycle is via additional capital 

requirements for sectors that can be systemically significant, such as residential property markets. 

These tools that include counter-cyclical buffers and sectoral risk weights have been adopted by 

the UK and are discussed further in Section 5.  

 

2.2 Hard LTV caps can also jeopardise financial stability by stopping credit flow 

 

A more severe and damaging consequence of LTV limits is the breakdown of credit flow that could 

lead to stagnation, thereby threatening long-term financial stability. For example, UK is struggling 
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with a prolonged recession, which, to a large extent, is driven by a slow housing market. Although 

not by design, high LTV mortgages are not easily available in the UK, leaving First Time Buyers 

(FTBs) out of the property market. This exclusion of FTBs grossly limits the number of property 

transactions across the entire housing sector via a domino effect. The UK Government is therefore 

looking at various policy options to ease credit flow and get the economy moving, of which the 

housing sector is a key focal area.  

 

Just as in the UK, driving growth is a key priority globally. Based on its ‘World Economic Outlook – 

October 2012’ report, the IMF has expressed concern about the threat of continued stagnation. It 

highlights the need for credit flow to drive global recovery and emphasises that fiscal policies 

across the globe should be “as growth-friendly as possible”. Given the GDP contribution of the 

housing sector in most European countries, a hard LTV cap, or any policy that prevents growth in 

this sector would go against the IMF’s advice about a pragmatic fiscal policy. 

 

Another consequence of lack of mortgage availability is a large swing in property prices. 

Unavailability of mortgages implies fewer property transactions, implying inability of the market to 

price properties. In the absence of a reliable market price, neither the seller nor the borrower 

have the confidence to transact even where mortgage availability is not an issue. 

 

2.3 Exclusion of creditworthy borrowers also has unintended social implications 

 

Exclusion of First Time Buyers (FTBs) not only has an economic impact on the housing market but 

also has social costs. Homeownership is valued culturally, albeit more so in some countries (such 

as UK, Italy, Netherlands) than in others. Due to the lack of availability of high LTV credit, an entire 

generation of borrowers with good credit histories, who cannot fall back on friends and family for 

deposits, will be deprived of homeownership.  

 

Macro-prudential tools are meant to build a robust financial system that can support social 

objectives. LTV caps fail as a suitable tool in this regard and should therefore not be used; 

especially when better and more effective tools exist (as discussed in section 4). 

 

2.4 LTV limits create the problem of ‘piggy-back’ loans 

 

 

Limiting LTV will not necessarily reduce lender losses. It can be shown that in countries where LTV 

limits have been imposed (eg. Sweden), unsecured lending (“piggy-back” loans) increases to 

compensate for lower credit availability against the property value. Top up loans as a replacement 

for High LTV lending can result in significant negative consequences, particularly since the 

unsecured debt will be at higher interest rates.  This stretches a borrower’s resources, leading to 

higher levels of debt at origination (i.e. higher monthly mortgage payments as a proportion of the 

borrower’s income.) 

 

Further, the profile of borrowers that seek unsecured loans to “top-up” low LTV mortgages is 

riskier (closer to sub-prime) than those taking unsecured loans on a stand-alone basis. The 

difference in behavior is driven by a diminishing willingness to service the debt when the loan 
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incurs negative equity due to a decline in house prices. The difference is more pronounced in 

jurisdictions where personal insolvency laws are favourable to the borrowers.  

 

Section 7.2 includes some graphs that highlight the poorer performance of “top-up” loans. We 

have also included information (Section 7.1) on how unsecured lending increased in Sweden after 

the imposition of an 85% LTV cap.  

 

3 If LTV caps are considered, they should be used in conjunction with mortgage 

insurance 
 

 

3.1 High LTV lending in combination with mortgage insurance is more effective in curtailing 

risk than an LTV cap 

 

 

HLTV lending is considerably preferable to top up loans, particularly when combined with 

mortgage insurance.  This combination of high LTV and mortgage insurance results in far higher 

standards of underwriting, with insurers serving as “second pair of eyes” and reinforcing prudent 

lending criteria due to ‘skin-in-the-game’. 

 

In addition to enhancing underwriting standards, mortgage insurers take a first loss position on 

high LTV loans, thereby significantly reducing losses for the lender in the event of a borrower 

default where recovery from the sale of the foreclosed property is not sufficient to service the 

mortgage debt. Jurisdictions that have imposed LTV limits successfully have done so in conjunction 

with Mortgage Insurance (MI) - Hong Kong and Canada being great examples. 

 

Because of this dual benefit, mortagage insurance on high LTV loans has been widely advocated by 

many international authorities. 

 

The draft EU Mortgage Credit Directive urges Member States to consider a toolbox of policy 

options that includes mortgage insurance, to make high loan to value lending safer (new Art. 19a): 

“Member States shall ensure that competent authorities have powers to specify more conservative 

and proportionate underwriting criteria for the situations where the underlying risks are higher for 

consumers.  These may include additional risk warnings, specifying loan to value or other ratios 

and products to insure or hedge the risks or additional risk warnings.” 

 

In its January 2010 Review of the Differentiated Nature and Scope of Financial Regulation
1
, the 

Joint Forum of the Basel Committee on Banking Supervision recommended improved oversight of 

the residential mortgage market and suggested the Financial Stability Board (FSB) to consider 

establishing a process to review sound underwriting practices. In this sense, the Joint Forum made 

recommendations in order to promote consistent and effective underwriting standards for 

mortgage origination, including appropriate loan-to-value ratios, and mortgage insurance 

(recommendations 7 and 8). 

                                                        
1
 http://www.bis.org/publ/joint24.pdf  
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Specifically, the Joint Forum said: “Mortgage insurance provides additional financing flexibility for 

lenders and consumers, and supervisors should consider how to use such coverage effectively in 

conjunction with LTV requirements to meet housing goals and needs in their respective markets. 

Supervisors should explore both public and private options (including creditworthiness and reserve 

requirements), and should take steps to require adequate mortgage insurance in instances of 

high LTV lending (e.g. greater than 80 percent LTV).”  

The IMF echoed this in their Report on Housing Finance in April 2011, stating that “Mortgage 

Insurance… can be an important tool for reconciling the policy goals of widening access to 

homeownership while mitigating the risks of such lending”. 

 

3.2 Case study 3 - Canada: Better performance on HLTV loans with MI  

 

In Canada, LTV limits have been successfully combined with mandatory mortgage insurance. All 

loans with an LTV greater than 80% are required to be covered by a credit risk mitigant such as 

mortgage insurance up to a maximum of 95% LTV.  Borrowers are therefore required to make a 

minimum 5% deposit. Their housing market provides a stark contrast to that of its neighbour the 

USA and loan payment arrears rates in Canada have remained under 0.5%.  

 
Figure 4: Mortgage delinquencies. US and Canada. Prime vs Subprime mortgages payments past due 

 

Figure 4 depicts the percentage of non-performing loans in the US and Canada. Canada is a clear 

example of a country that has not suffered from the deterioration of the housing market, despite 

its closeness to the US, highlighting the value of mortgage insurance. 
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4 Better macro-prudential tools exist and have been adopted by other countries 

such as UK 
 

 

Tools that require additional capital levels are a better means of achieving prudent lending 

through the cycle as opposed to reactive LTV caps. By virtue of regulating credit flow more evenly, 

they are better able to prevent credit-bubbles, thereby ensuring a ‘soft-landing’ in a downturn.  

 

In addition to being proactive, these measures are also free of unintended consequences 

associated with an LTV cap. The UK has chosen to adopt these measures in preference to the 

LTV/LTI limit.  These tools are: 

 

• countercyclical capital buffer (CCB) 

• sectoral capital requirements; and  

• leverage ratio. 

 

CCB and sectoral capital requirements demand additional capital, above the regulatory minimum 

as a percentage of risk weighted assets. This ensures increased resilience of firms to potential 

losses from exposures. Both measures would dampen over-exuberance thereby reducing the 

severity of a financial crisis. The dampening effect would result from the extra cost of holding 

additional capital, making credit supply more expensive. Furthermore, in a downturn when credit 

supply needs to be stimulated again, regulators can allow the buffers to be reduced, thereby 

encouraging lending when it is required.  

 

A leverage ratio acts as a risk-independent measure providing additional check to over-supply of 

credit. 

 

Regarding LTV/LTI limits, “The Government notes that other countries’ experiences of tightening 

mortgage terms and conditions (including setting maximum LTV/LTI ratios) suggest this had been a 

somewhat effective way to limit financial instability. However, this tool has rarely been 

implemented in isolation from other measures, such as mortgage insurance. The Government 

also notes that this type of requirement can prevent borrowers who would otherwise be 

considered creditworthy from receiving mortgage financing.” (The Financial Services Bill: the 

Financial Policy Committee’s macro-prudential tools – HM Treasury, September 2012) 
 

5 National supervisors should have the discretion whether to use the LTV/LTI 

limit as a macro-prudential tool or not 
 

Property markets vary significantly across countries and national supervisors should have the 

discretion to decide whether a particular tool is applicable in their jurisdiction or not.  
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The EU Mortagage Credit Directive empowers Member States to consider a toolbox of policy 

options to make high LTV lending safer. It further suggests products to “insure or hedge risks” as 

one such possible tool.  

 

Any suggestion of an EU wide LTV cap would disregard local differences and unnecessarily limit 

the powers of the Member State to use a suitable policy option. 

 

6 Conclusion   
 

LTV caps do not prevent large swings in the property market (credit bubbles followed by a crash) 

but instead lead to unintended consequences such as a freeze on high LTV credit supply leading to 

exclusion of credit-worthy borowers and risk of stagnation (a threat to financial stability). Piggy-

back (“top-up”) loans are yet another side effect of an LTV cap.  

Better and more proactive tools, such as counter-cyclical buffers and sectoral capital requirement, 

are available and should be used instead of LTV caps. However, If LTV caps are used, they should 

be in conjunction with MI for effectiveness (as in Canada and Hong Kong). The presence of MI not 

only reduces lender losses but also re-inforces prudent lending practices via “second pair of eyes”.  

 

National supervisors should have discretion as to which tools are most suitable for their 

jurisdiction. Any EU wide tool, not taking into account local differences, would be ineffective. 

 

7 Appendix 
 

7.1 Case study 1 - Sweden: LTV limits have led to a rise in unsecured lending 

 

The country’s Financial Stability Report (2012:1) refers to the challenge of rising unsecured loans.  

“The use of unsecured loans has increased somewhat following the introduction of the mortgage 

cap, although from low levels.”  

 

Below is an excerpt from ‘The Swedish mortgage market, March 2011, Finansinspektionen’:  

“Some banks offer their customers unsecured loans in conjunction with mortgages. The majority of 

the banks still divide their mortgages into "top loans" and "bottom loans". They allow the bottom 

loan to be fully collateralised by the home for up to between 75 and 85 per cent of the market 

value…. Most, but not all, of the banks offer unsecured loans for the portion of the loan-to-value 

ratio that exceeds 85 per cent. A normal method for funding loans above 85 per cent is to 

collateralise an object belonging to the borrower's parents or another close relation. The banks 

report that borrowers must meet very high requirements if they are to be granted a loan exceeding 

85 per cent of the loan-to-value ratio and that the maximum granted loan-to-value has gone 

down. The majority of the banks that offer unsecured financing for housing purposes state that it 

is somewhat more common to grant an unsecured loan today than it was before the mortgage 

cap. This is confirmed by the aggregate data“ 
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The graph below, based on data from ‘Statistics Sweden’ (www.scb.se) demonstrates the growth 

in unsecured credit to households, post the LTV cap. 
 
Figure 1.  

 
 

 

This issue has been raised in other jurisdictions. For example, in a speech on Housing markets and 

financial stability at the National University of Ireland, Galway, 20 April 2012, Mr Stefan Gerlach, 

Deputy Governor of the Central Bank of Ireland, noted: 

 

“However, the narrow focus may enable borrowers and lenders to seek to circumvent the 

restrictions. For instance, Crowe et al. (2011a) report that, in Korea lower LTV limits were 

implemented for loans of less than 3 years substantially increasing the popularity of loans of three 

years and one day. Furthermore, LTV limits have been circumvented by taking out a personal 

loan to cover a portion of the house price. 

 

7.2 Case study 2 - USA: High Loan to Value with Mortgage Insurance performed better than 

lower loan to value with ‘top up’ unsecured lending 

 

In the USA, Fannie Mae and Freddy Mac require Mortgage Insurance for loans greater than 80% 

LTV. As lenders did not want to pay for insurance on loans they intended to securitize, they 

granted top up loans to keep the LTV below 80%. Despite what appeared to be anti-selection 

(where lenders were more likely to refer loans to the insurer which had a higher likelihood of 

default), the discipline imposed by mortgage insurers actually meant that the insured portfolio 

performed 1.5 times better than the top up loans. In addition, the alignment of interest between 

insurer and borrower to avoid foreclosures resulted in better recovery rates. 

 

Figure 2: Residential mortgage loans. Loans with MI vs Top Up Loans 
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This analysis highlights two points: 

• LTV caps are ineffective when market participants seek riskier workarounds 

• Even when adversely selected against, high loan to value loans with mortgage insurance 

performed better, with the insurer helping to impose underwriting discipline 

 

 

7.3 Case study 3 - Hong Kong: LTV limit in conjunction with mortgage insurance has been 

effective 

 

In 1995, Hong Kong imposed a 70% LTV cap as a long term regulatory policy. As this policy 

imposed new liquidity constraints to potential borrowers and with institutions asking to be 

relaxed, in 1999 the Hong Kong Mortgage Corporation (HKMC) launched a mortgage insurance 

programme (MIP). Under the MIP, mortgage loans of up to 90% LTV are available for homebuyers 

who meet the specific eligibility criteria.  

Figure 5 summarises the developments in LTV policy together with the movements in property 

prices and the mortgage delinquency. It shows that residential housing prices move according to 

fundamentals more than speculative factors.  

Figure 5. The LTV policy, real property prices and mortgage delinquency ratio in Hong Kong 

 

 

The lower delinquency ratio of HKMC’s MIP portfolio as compared to that of the Hong Kong 

banking sector
2
 indicates that with prudent underwriting criteria, the MIP has actually improved 

banking stability and has not reduced the effectiveness of the LTV policy.  

                                                        
2
 The delinquency ratio of the HKMC’s MIP portfolio reached a historical high of 0.39% at the end of September 2003, whereas the ratio 

for the Hong Kong banking sector was 1.05%. 
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Figure 6. Delinquency ratio of residential mortgages and unemployment rate 

 

As in the case of Canada, mortgage delinquency rates in Hong Kong are at the lowest levels ever 

(Figure ). The HKMC reports delinquency levels in their books very similar to those in the market. 

Once again, mortgage insurance plays a role in achieving market discipline.  

7.4 Case study 4 - Italy: Mortgage Insurance is incentivised on high LTV lending via the Credito 

Fondiario framework  

Credito Fondiario is a specific type of mortgage financing that was introduced in 1993 and is in 

widespread use. The parameters are set and reviewed by the Bank of Italy, taking into account the 

Basel II rules for banks. 

 

Credito Fondiario is typically a low LTV mortgage loan, with a limit of borrowing of 80% LTV. 

However, the 80% limit can be raised to 100% if there is an additional security guarantee which 

can be of the form of bank guarantee or insurance policy. Alternatives such as additional property 

may be used as collateral. The value of the guarantee is effectively added to the property value, 

which then brings the loan amount below the 80% LTV threshold: 

 

Example: Consider a €90K loan against a €100K property value, with a mortgage insurance of 

€12K. 

 

‘Original LTV’ =   Loan 90.000_   =  90% LTV  

                   Value 100,000 

   

‘Effective LTV’ =                         Loan 90.000_                         =  80% LTV      

                      Value 100,000 + Guarantee 12,000 

The capital treatment of a Credito Fondiario high LTV loan is the same as a low LTV loan. 

Therefore, a risk weight of 35% is applied, less than half of the capital required for traditional high 

LTV lending. As a consequence, almost all high LTV loans carry on an additional guarantee that 

makes them Credito Fondiario 
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Mortgage insurance is the most widely used type of guarantee and whilst it is not mandatory, it is 

highly incentivised through the capital relief and lower costs to borrowers.  

The accounting rules of Italian banks are IFRS (international accounting rules for financial 

institutions), so additional guarantees such as mortgage insurance can be taken into consideration 

when setting or calculating debt provisioning. This reduces the amount of capital banks have to set 

aside.   

 


