property sws

Pros and cons of a foreign
currency mortgage

S 1% 35 B ) B B

By Barry Lea

For most people, the purchase of a property is one of the largest personal investment
decisions they will face during their lifetime. One issue that requires particularly careful
consideration is the denomination of the loan currency.
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nce upon a time, a borrower would not
have had a choice of the currency of
loans. However, nowadays mulri-
currency loans are more commonly
available. Some people in Asia express
uncertalnty as to where they and their families will be
located in a few years' time, where their principal source
of income will be generated. To be locked into one
particular currency during the whole repayment
period may welt be inappropriate given such situation. It
could well be more appropriate for a borrower to seck a
currency switching option, whereby the borrower has the
facility to finance in one currency today and retain an
option to convert into another currency at a later dare.
For example, a borrower may choose to finance in
sterling today and later swirch to US dollars should
MOVEMENts in cross-rates present an opportuniry o
minimise cost, or should their principal source of
income change.
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What currency to borrow
Generally speaking, it is wise to match the currency of
assets (either fixed or liquid) with that of liabilities, e.g. 2
UK property asset with a sterling loan would martch a
fixed asser with the loan liability. Many people, however,
opt to match more liquid assets such as savings, salary,
future provident fund proceeds or even existing assets,
with the loan. -

In this case, the British property may be matched
with 2 HK Dollar loan serviced by a HK dollar salary,

for example. The ability to switch currencies during the
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life of the loan could prove valuable at a
fater dare. Should a borrower anticipate
income streams In more than one currency,
e.g. sterling and HK dollars, then theoreti-
cally they should initially draw the loan in
the currency, which they believe will
weaken relative to the other. If currency
switching is available, then once the
chosen currency has weakened, the loan
may be switched to the other currency and
a saving in capital will be effected.

Anyone considering a mismatch
between the currency of the loan and
their assets should tread very carefully.
Borrowers are sometimes tempted to do
this in order to secure 2 foan in a currency
with low interest rates. Unfortunately,
significant movemenss in currency cross-
rates can occur very quickly, wiping out
any savings through lower interest races
and leaving the borrower stranded.

The worst case scenario would leave
buyers with a loan that was bigger than
the value of the property when translaced
into the unrelated currency where the
currency cross rate has moved against the
borrower significanty. The lender bank
may question the higher loan-to-value
ratio and seek additional security or partial
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repayment — provisions almost cerrainly
built into any loan facility taken in an
unrelated carrency.

Forex movements

As property investments involve fairly
large sums of money, it is also obvious
that slight movements in exchange rates
against a borrower’s base currency will
also affect the yields on such investments.
Yields chat initially appear to give high
returns on an investment may be
substantally reduced by adverse exchange
rate mMovements.

Playing the forex markers with mort-
gage monies is therefore definitely not for
the faint of heart or financially weak.

Another point to consider is that when
a loan is arranged, the borrower will agree
with the lender the size of the loan in
relation to the value of the property. This
is lenown as the loan/security or loan/value
ratio (LTV ratio}, and it varies berween
lenders. Typically, lenders providing
currency swirching facilities more conser-
vative as regards LTV ratio owing to
exchange risk. Rather than offering 90%
or even 100% loans, they may offer
perhaps 70-80%.
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An imporrant rule ro bear in mind is
not to be taken in by headline rates. If the
interest rate on a loan appears too good
to be true, then it probably is! This is
because there are many ways of calculating
interest, which means that an adverrised
rate of 7% p.a. could in facr cost over 8%
p-a. in real terms. There have even been
instances where an advertised rate of
3.75% p.a. equated to a real race of over
7.5%! One solution is simply to check
what the actual repayment figure would
be over a given term.

Another important decision is whether
to opt for a fixed or floating interest rare.
Mortgage fenders offer fixed rates for one
reason - w buy your loyalty,

The fixed rate is usually fixed for a
relatively short period in relation to the life
of the loan, so you should ensure that the
lender will offer a competitive variable rate
mortgage when the time comes. Fixed
rates are normally accompanied by crip-
pling early repayment penalties, so many
people may benefit from more flexible
loan arrangements.

Remember chat fixing the interest rate
is always a gamble and, as with any form
of gambling, you may win or lose. BM
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