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DEVELOPMENTS IN CURRENT ACCOUNT AND FLEXIBLE ACCOUNT MORTGAGES
Less than fifteen years ago UK lenders offered a one product suits all choice

No one asked the borrower what they wanted

They got a standard variable rate mortgage with interest calculated annually and fixed monthly repayments

Since then, mainly as a result of competition, we have seen an array of new products to meet the varying needs of customers

We now have


Fixed rates


Capped rates


Cap and collar rates


Discount rates


Tracker rates


Cash backs


100% advances


Buy to let mortgages


Self certification mortgages


Adverse credit mortgages

I am here to cover in the next ten minutes flexible mortgages, current account mortgages and offset mortgages which are probably the most recent of the innovations

If I succeed this will be a new world record

The present record for explaining flexible, current and offset mortgages all at the same time currently stands at 3 hours 47 minutes

Someone did claim 2 hours 54 minutes but they were disqualified when it was discovered that the whole of the audience had fallen asleep

To deal with flexible mortgages first

When we talk about flexible mortgages what we are really meaning is that up to a few years ago the mortgages we had were inflexible

The borrower borrowed this amount and had to make that repayment every month

They might be allowed to overpay but because the interest was only calculated annually they were not getting any benefit from overpaying that year
If the borrower overpaid one year but underpaid the next they got an arrears letter

I can confirm that because it happened to me

The fact is it reflected an age when everything was still calculated manually and could only be done once a year
The new flexible products simply reflect the computerised age

The basic idea is you can overpay if you wish including monthly overpayments and lump sum overpayments

If you do then in simple terms you can then underpay or take payment holidays or make lump sum withdrawals

In reality the most popular feature seems to be the freedom to make additional repayments each month so as to repay the mortgage earlier

The underlying fundamentals of flexible mortgages are daily calculations of interest so the borrower only pays interest on what they actually owe and no early repayment penalties

In my view all this is just bringing the basic mortgage into the 21st century

It’s doing to mortgages what was done to savings over fifteen years ago

And more and more lenders will offer them as a matter of course

It is then up to the borrower whether they want to use the flexible features or not

This brings us on to current account and offset mortgages which are the most recent major innovation

Although we talk about current account mortgages and offset mortgages in the same breath there are really three separate product types involved which I need to explain separately
The common thread between the three types is that they all set out to join up

One product the customer has

With another product the same customer has with the same provider

It is probably easiest to start with the current account mortgage

Firstly because it was the first type to be launched and secondly because it is the most refined

The first current account mortgagee in the UK was launched in 1997 by a very small lender called Mortgage Trust
Which in the manner of many similar UK lenders shortly after changed its name to First Active

And then a year or two later it became Britannic Money

And then earlier this month blow me it changed its name back to Mortgage Trust again
Hopefully they didn’t throw away the old notepaper

Anyway Mortgage Trust tied up with Royal Bank of Scotland to provide a mortgage which was tied to a bank account
The concept is very simple

Most of us have a mortgage
Everyone who has a mortgage will also have a bank account which they pay their salary into and bills from but it probably does not pay any interest

They may have a separate savings account which will be paying interest but less than the interest they are paying on their mortgage

They may also have a credit card on which they will be paying a very high rate of interest and possibly a car loan at a similar high rate

The current account mortgage brings them all together
It is a secured overdraft which covers not just the mortgage but also normal expenditure
When the borrower takes out the mortgage they get a current account

Although they don’t have to they will normally pay their salary into this account and pay their bills and direct debits from it

So at the beginning of the month when the salary is paid in

The mortgage balance is normally less than that at the end of the month and this saves interest

If the borrower spends less than they earn each month the amount owing on the mortgage goes down every month and so does the interest they pay

They don’t need a separate savings account or loan account or credit card
Shortly afterward The Virgin Group came along and launched a similar product also using Royal Bank of Scotland to provide the current account facility

Most people still associate current account mortgages with Virgin

But it has in fact now been taken over by Royal Bank of Scotland and has been renamed The One Account

There are now half a dozen providers in this market

The basic principle is

A single current account


A secured overdraft


Full banking facilities including


Cheque book, debit and credit card
A customer can just borrow the amount they need to buy the house or they may, if the security is sufficient, apply for a larger facility
In which case they use what they need to buy the house and the rest is there for them to draw down when they need

The entire borrowings are secured against the house

Each month they get a statement showing how much they owe and the current borrowing limit

They are free to make payments up to that limit.   They only pay interest on what is owing each day
If they overpay each month that amount becomes available to draw down later if they wish.  If you think about it we used to call this savings

Many people will buy their car or pay for their holiday out of the account rather than have a loan or a credit card
The advantage of current account mortgages to the provider seem to be firstly that they can justify a slightly higher rate of interest
People aren’t choosing current account mortgages simply on rate

Secondly the borrowers they are getting are probably a bit more sophisticated
They see themselves as taking control of their finances
Thirdly they have much more customer loyalty.  The borrower is using the account to pay their bills and direct debits so they are less inclined to change to another lender

This is particularly relevant at a time when a lot of UK lenders are suffering because borrowers are swapping from one lender to another to get a lower rate
Fourthly instead of fiddling around with four or five separate products some involving very small balances your customer is on one product which is a very large totally secured borrowing paying a premium rate

I understand that in banking terminology its called paradise
The disadvantages have been that they have taken a long time to get established and people have had to be re-educated in the way they look at their finances

I am now going to talk about the second type of current and offset account which can loosely be called the more advanced offset

Again this offers a fully functional current account

Again it is offered by full service banks rather than mortgage banks

These more advanced offsets are nearer to current account mortgages
Than the simple offset I will come to in a minute

But what they are trying to do is to answer the jam pot objection

This is seen as the disadvantage of current account mortgages.  People may be uncomfortable putting all their finances together.  They like the comfort of their mortgage in one account, their savings in another, their car loan in another and their current account in another
In exactly the same way as their parents or grandparents sorted the weekly wage packet into separate jam pots between the gas money, the electricity money, the rent money, housekeeping etc
Although each of the providers offers something different

The broad concept is that the borrower is offered

A separate mortgage a separate savings account a separate bank account and a separate personal loan facility and in one case a credit card

In some cases they have to take the whole package but they don’t have to use it all

What happens is that if they do have a savings or bank account as well as a loan product the interest from one is offset against the other

To take an example

A borrower has an £80,000 mortgage a

£10,000 loan and £15,000 savings and

£1,000 in their current account

This means they have a total of £16,000 savings.  So every day the lender automatically offsets that £16,000 against the borrowings

In this example the customers savings will first be offset against the loan because that is charged at a higher rate

This leaves £6,000 which is then allowed against the mortgage

So the borrower pays no interest that day on the loan and only on £74,000 of the £80,000 mortgage
So what are the advantages of these offset mortgages

It gets over the jam pot objection

It keeps each product separate so the customer can pick and choose what they want

It enables the provider to claim that it is paying a much higher rate of interest on savings than anyone else.  If the savings rate is 4% and the loan rate is 11%.  The customer will offset the savings against the loan and the lender can claim they are paying 11% on savings
One lender advertised precisely that
What is the disadvantage?

To me although the technology is magnificent

The whole concept is mind bogglingly complicated

It assumes the customer understands it and what is more it assumes the borrower does indeed have a substantial amount in savings
Perhaps for that reason

It does seem to be sold in a completely different way than the current account mortgages

In the case of the current account mortgage the borrower knows the whole package and is choosing it
In the case of offsets the borrower may be sold the mortgage and have the other bits thrown in

Anecdotal evidence is that many borrowers never use the offset facilities

The third type I will be talking about is the simple offset
On the whole it is offered by the building society and mortgage banks rather than the full service banks

It simply offsets the borrowers savings against their mortgage

On the whole it doesn’t offer current accounts or any other facilities

So if a borrower has a £100,000 mortgage

On which he’s paying 4.50%

And has savings of £5,000 on which he’s getting 2.5%

By offsetting one against the other

Instead of paying 4.50% on £100,000

And receiving 2.5% on £5,000

The borrower pays 4.50% on only £95,000

Sorry you asked aren’t you

These simple offsets have tended to be offered by the mortgage lenders rather than the banks

What’s the advantage
Honestly I think this is really just another added facility

From the lenders point of view the technology involved is comparatively simple as it only involves tying two products together

It is a nice touch

It might help to sell the odd mortgage
But again the anecdotal evidence is that a lot of people will have these mortgages without using the offset facility

Again the point is

How many borrowers will ever have a significant amount in a separate savings account

Why should lenders offer it
Probably a marketing and sales tool

May be also because it may attract some savings deposits they wouldn’t otherwise get

Having said that those savings will cost them more
Because they will effectively be paying the depositor the mortgage not the lending rate

To summarize

The current account mortgage is a banking product

It is only available from the full service banks
It is a lifestyle choice

It may be a niche product but those customers that have it seem to be convinced by it

It is not sold on price

The more advanced offset whilst only available from the full banks is probably a mortgage, before anything else
People can use only one bit if they wish

They may have really only wanted a mortgage and never come to terms with the rest

In many cases it is sold on price
The simple offset is a mortgage product it is offered by mortgage lending companies

It’s unsophisticated, a nice touch, a facility which some may find useful, but there will be lots who take the mortgage and don’t use the facility

One point to bear in mind is that all these products only really work on variable rates which some borrowers will see as a disadvantage
Current account and offset mortgages now represent about 15% of new advances in the UK.  Current account mortgages take about 3%.  Offset take 12% but we don’t know how many of those actually use the offset facility

As I say these are probably our newest innovations
Like all innovations some work and some don’t.  If you don’t try them you’ll never know

It might though help to know that my understanding is that The One Account is in profit and Intelligent Finance the major offset provider is understood to still be making very substantial losses
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