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Executive summary

Fixed-rate mortgages dominate the UK market, accounting for more than 90% of all
new loans. The rates lenders charge on these products, typically 2- or 5-year fixes,
are closely linked to something called interest rate swaps. When swap rates spike,
fixed-rate mortgage prices follow quickly. This report explains why.

The key points are:

* Fixed-rate mortgage prices surged in early 2026. Following the start of the
US and Israeli conflict with Iran in late February, 2-year fixed rates rose from
3.97% to 5.14%, and 5-year fixes climbed from 4.01% to 5.00% by end of
April.

e Tracker mortgage rates were unaffected. Because trackers follow Bank of
England Bank Rate, which the Bank chose not to change during this period,
their pricing remained stable throughout.

e This contrast is not a coincidence. Fixed rates and tracker rates are funded
differently. Trackers are tied to Bank Rate; fixed rates depend on the swap
market, where prices are set by the financial market and thus move faster
and more dramatically.

e Bank Rate anchors the wider market. While Gilt yields and swap prices are
ultimately set by supply and demand, expectations of where Bank Rate is
heading have a strong influence on both.

e Swap rate volatility forces lenders to act fast. When swap rates rise sharply,
lenders can no longer offer fixed-rate deals at previously advertised prices
without making a loss. This is why product withdrawals sometimes happen at
short notice - not because lenders want to cause disruption, but because they
have no choice. (See also: IMLA/AMI guide, July 2023.)

* The outlook remains uncertain. UK inflation is already feeling the effects of
higher energy prices. Swap rates could ease if the Middle East conflict is
resolved, but are likely to stay volatile in the meantime. Given the continuing
conflict between Russia and Ukraine — there are myriad other potential
geopolitical events which could impact the financial markets at short notice.


https://www.imla.org.uk/perch/resources/publications/guide-to-understanding-lender-funding-models.pdf
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1. Why UK lenders mostly borrow and lend at variable rates

The UK mortgage market has its roots in the 19th century, when building societies
were formed to help ordinary people buy homes. Groups of savers pooled their
deposits, allowing societies to lend money to members who wanted to buy property.

This model helped shape the way UK lenders manage funding to this day. If a saver
needed to withdraw their money, the society had to replace those funds. If it had
committed to a fixed rate on its mortgage lending and the cost of attracting
replacement deposits had risen, its profit margin would be squeezed. The simplest
solution was to borrow and lend at variable rates, so that changes in interest rates
affected both sides of the balance sheet in broadly the same way.

Banks faced a similar challenge with their shorter-term lending and adopted much the
same approach. As a result, UK lenders continue to raise most of their funding at
variable (or ‘floating’) rates and have a natural preference to lend on similar terms.

How lenders fund themselves

Retail funding — money which lenders receive from their own customers — is mostly
variable rate. Instant-access savings accounts are the largest component. Even
where lenders offer fixed-term savings products, most customers prefer not to tie up
their money for more than a year.

Wholesale funding — money which lenders borrow from other financial institutions —
is also predominantly variable rate. Banks borrow from each other (interbank
lending), and sell bonds and asset-backed instruments such as mortgage-backed
securities to wholesale investors. They also hold deposits (reserves) with the Bank of
England, which attract interest at Bank Rate — again, variable rate.

A lender that matches its variable-rate borrowing with variable-rate lending faces
little risk. If it raises funds at 3% and lends at 4%, it earns roughly a 1% margin. If
rates rise, both sides move together and the margin stays the same.

Problems arise when borrowing and lending rates are not matched. If a lender raises
funds at a variable rate of 3% but lends at a rate fixed at 4.5% for five years, it earns
a margin of 1.5% initially. But if floating rates rise to 5%, the lender is now paying
more to borrow than it receives in interest from its borrowers —and faces a loss.

Why not just lend at fixed rates from fixed-rate funding?

Some countries, Germany and Denmark being the most notable examples, do have
mortgage markets built on longer-term fixed-rate funding. Savers there are offered
long-term bonds to fund fixed-rate mortgages. But there is a catch: if the saver
needs their money back before the bond matures, they must sell it at the prevailing
market price. If interest rates have risen, that price will be lower, leaving the saver



with a loss. This risk is unpopular with UK savers which helps explain why the
variable-rate model became the norm here.

2. What is an interest rate swap and how does it work?

Because UK lenders mostly have variable-rate funding, offering a fixed-rate
mortgage creates a potential mismatch: borrowing costs can rise while mortgage
income stays flat. The interest rate swap market exists precisely to manage this risk.

The basics

An interest rate swap is a contract between a lender and a counterparty — typically
an investment bank — in which the two parties agree to exchange interest payments
on a notional sum for a set period.

The lender agrees to pay a fixed rate (the swap rate) to the counterparty. In return,
the counterparty pays the lender a variable rate based on the Sterling Overnight
Index Average (SONIA), which moves closely in line with Bank Rate.

The effect is to convert the lender’s fixed-rate income from mortgages into a
variable-rate income stream that mirrors its variable-rate funding costs, eliminating
the mismatch.

Simple example: a 5-year swap at 5%

A lender enters a swap on £100m. It pays a fixed 5% (i.e. £5m/year) to the counterparty
and receives SONIA (currently 3.8%, i.e. £3.8m/year). In year one, the lender pays a net
£1.2m to the counterparty. If SONIA jumps to 5.5% in year two, the counterparty now
owes the lender the difference: 5.5% - 5% = 0.5% on £100m = £500k/year. The lender is
protected from the rate rise.

Because most mortgages are gradually paid down over time, lenders enter into
amortising swaps (where the notional amount declines in line with the mortgage
book) or a series of smaller swaps, to keep the hedge aligned with the outstanding
loans.

Diagram 1 — Interest rate swap contract

Lender Fixed income stream (5%) Counterparty

SONIA (currently 3.8%)



How is the swap rate set?

Like any market price, swap rates are set by supply and demand. When more lenders
want to hedge fixed-rate mortgage risk, competition pushes up the fixed rate they
must offer.

The counterparties — typically investment banks — are usually not hedging a matching
risk of their own. They are speculating, taking a view on where interest rates are
heading and pricing accordingly.

This means that market expectations about the future path of Bank Rate drive swap
rates. These expectations also shape the price of short-term government bonds,
known as Gilts. (The name ‘gilt’ comes from the gold-edged paper certificates
originally issued for government bonds — an indicator of their reputation for security
and reliability.)

The Bank of England has a powerful influence on both. As the monopoly supplier of
Sterling, it sets the rate at which it lends to commercial banks and pays interest on
their deposits (reserves). This acts as a floor for market interest rates, since no bank
would lend to any other counterparty at a lower rate than it can earn by holding
money safely at the Bank of England.

3.Why volatile swap rates force lenders to withdraw products

This is a critical point for brokers and customers to understand, and one that affects
working patterns across the industry.

When a lender launches a fixed-rate mortgage, it typically buys a tranche of swap
funding at the prevailing swap rate. That tranche is finite. Once the available funding
is committed — meaning enough borrowers have applied for mortgages at that price
—the lender cannot continue to offer the product without buying a new tranche at
the new (and possibly higher) swap rate.

If swap rates have risen sharply since the product launched, offering the product at
its original price would mean selling mortgages at a loss. The lender therefore has no
choice but to withdraw the product, often quickly.

Why short notice?

The moment a lender announces it is withdrawing a product, applications flood in. This can
overwhelm the lender's operational capacity and its remaining funding in a matter of hours.
Giving more notice can make things worse, not better. And if a rival lender withdraws first,
any remaining lender suddenly becomes 'cheapest on the market' and faces a surge in
demand it did not plan for. This is why IMLA, AMI and the wider industry have been
working to improve communication and product withdrawal practices — but a one-size-fits-
all mandatory notice period would likely be counterproductive, potentially forcing some
lenders out of the fixed-rate market altogether. (For a fuller explanation, see the IMLA/AMI
joint guide: “Understanding lender funding, product availability and pricing”, July 2023.)



https://www.imla.org.uk/perch/resources/publications/guide-to-understanding-lender-funding-models.pdf

The practical consequences for brokers are well-documented: unexpected or out-of-
hours product withdrawals, wasted time for brokers and clients, and stress and
uncertainty when a cheaper deal disappears overnight.

Lenders do not withdraw products lightly. The reputational and relationship damage
is real. But when swap rates are volatile, the financial risk of continuing to offer
products at stale prices can outweigh everything else.

IMLA and AMI are working with lenders and brokers on ways to mitigate the impact,
including encouraging lenders to set product withdrawal deadlines within core
business hours wherever possible, and to communicate clearly about the reasons for
product changes.

3. Recent swap rate history

Swap rates tend to make the news when they spike. The past few years have seen
several such episodes:

e Late 2021: The end of Covid lockdowns created supply shortages and a surge
in inflation, pushing up swap rates as the market anticipated higher interest
rates.

e February 2022: Russia’s invasion of Ukraine added to energy price pressures.

e September 2022: The UK government’s mini-budget triggered a sharp jump
in Gilt yields and swap rates — 2-year swap rates rose from 2.72% to 5.57% in
under two months, even as Bank Rate rose by just one percentage point.

e Early 2026: Conflict in the Middle East and domestic political uncertainty
have pushed 2-year swap rates from 3.6% in early March to 4.53% by early
May, with 5-year swaps rising from 3.77% to 4.52%.

Chart 1 — 2- and 5-year interest rate swap rates and Bank Rate
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The more recent spike reflects both the war in the Middle East and concerns about
UK political stability — specifically, whether a change of Prime Minister might lead to
a Chancellor less focused on controlling the fiscal deficit, which would increase
government borrowing and push Gilt yields higher.

These swap rate movements translated directly into higher fixed-rate mortgage
prices. Chart 2 shows how quickly 2- and 5-year mortgage rates rise compared with
Bank Rate when gilt and swap rates rise.

Chart 2 — % mortgage rate on new loans

7.00

6.00

/m\_/

4.00

3.00

2.00_7‘4\

1.00

0.00
O O OO =l " N N N N N N N N - & < 1D D N nn W WO
AN AN AN AN AN AN AN AN AN AN AN AN AN AN AN NN AN NN NN NN NN
C 5SS 8 S5 35S 8B S 535 B S s 3sS8B S S5 3sS 85 S s s 8 85

o 35 O o S5 o o 5 O o S5 o o S5 O o 35 O o
S<Z08qg2022«C208qC08qg08g202<«
i i i i i — i
MR T M RT3 "M "a R "8 .S
2 year 5 year Variable rate

Source: Bank of England

Most economic forecasters do not expect Bank Rate to rise significantly in 2026. If
they are right, this should eventually put downward pressure on swap rates. And if
fixed rates remain high for a prolonged period, more borrowers may switch to
tracker or variable rate products, reducing lender demand for swaps, which could
itself bring swap pricing down.

Concluding thoughts

Until the late 1980s, the UK had an entirely variable-rate mortgage market.
Borrowers had no protection against rising interest rates and in the early 1990s,
average mortgage rates exceeded 15%, with painful consequences for homeowners.

Today’s market offers much more choice. Short-term (2- and 5-year) fixed rates now
account for more than 90% of new mortgages, giving borrowers certainty during the
crucial early years of a loan. But the price of this certainty is exposure to swap rate
volatility when fixed-rate deals expire and borrowers need to remortgage.



In recent years, a series of economic and geopolitical shocks have demonstrated just
how dramatically swap rates and with them, fixed-rate mortgage prices, can move.
Understanding why this happens is not just useful background knowledge, it is
essential context for anyone advising mortgage borrowers in today’s market.

Borrowers coming to the end of a fixed-rate period have a genuine choice to make.
Locking into a new fixed rate when swap prices have jumped means paying a
premium for certainty. Switching to a tracker or variable rate means accepting short-
term uncertainty in the hope that conditions improve.

With special thanks to Max Shepherd of Yorkshire Building Society for his expert input.
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About IMLA

The Intermediary Mortgage Lenders Association (IMLA) is the trade association that
represents mortgage lenders who lend to UK consumers and businesses wholly or
predominantly via the broker channel. Its membership of 53 banks, building societies
and specialist lenders include 18 of the 20 largest UK mortgage lenders (measured by
gross lending) and account for approximately 93% of gross mortgage lending.

IMLA provides a unique, democratic forum where intermediary lenders can work
together with industry, regulators and government on initiatives to support a stable
and inclusive mortgage market.

Originally founded in 1988, IMLA has close working relationships with key
stakeholders including the Association of Mortgage Intermediaries (AMI), Building
Societies Association, UK Finance and the Financial Conduct Authority (FCA).

Visit www.imla.org.uk to view the full list of IMLA members and associate members
and learn more about IMLA’s work.

About the author

Rob Thomas is a Director of Research at Instinctif Partners. He previously served as an
economist at the Bank of England (1989-1994), a high-profile analyst at the investment
bank UBS (1994-2001) and as senior policy adviser to the Council of Mortgage Lenders
(2005-12). He was also the project originator and manager at the European Mortgage
Finance Agency project (2001-05) and created the blueprint for the government’s
NewBuy mortgage scheme and Deposit Unlock.


tel:++447973435299

