THE NETHERLANDS

The owner-occupied market
In the Netherlands

HE owner-occupied market in [

the Netherlands has followed

anything but a uniform trend

in the past 20 years. The tem-
pestuous development of the owner-
occupied market in recent years has
been described and analysed by
many authors: Van Beuzekom et a/,
1980; Engberts and Happel, 1980; De
Groot et al, 1980; Van Dongen et al,
1982, 1983; Hartog et al, 1981;
Zwinkels, 1980; Van de Schaar, 1987;
Kersloot and Dieleman, 1988.

In the period 1947-1985 the pro-
portion of owner-occupied dwellings
increased from 28% to 42%. This
increase was spectacular especially
in the second half of the sixties and
the first half of the seventies. In the
period 1947-1967 an average of
6,000-7,000 rented dwellings in the
stock were converted annually into
owner-occupied ones. In the period
1967-1975 this proportion was much
higher: 24,000 to 30,000 conversions
per year (Van der Schaar, 1987,
p 309).
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By Hugo Priemus

In new construction the proportion
of houses for sale increased from
10% in 1948 to more than 60% in
1979 (Fig. 1).

This growth was not completely
linear. There were also periods (e.g.
after 1955 and after 1963) in which
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Fig 1. Number of completed dwellings for sale and their proportion of total

building production, 1948-1987

the percentage of owner-occupied
dwellings in new construction decli-
ned, but viewed in the somewhat
longer term the growth of the owner-
occupied sector in this period is
patently obvious.

House prices fluctuated violently
in the period after 1965. Fig. 2
(opposite) shows us the trend of the
indices (1965 = 100) of purchase
prices of single-family houses with
vacant possession, compared with
those of contract wages and building
costs.

In the period 1965-1973 purchase
prices still reasonably paralleled the
development of building costs. Both
variables grew in this period by
nearly 30%. In 1973 the first oil crisis
broke out. As-a result, wages and
building costs came to a standstill,
whereas inflation increased further.
Real estate was then regarded as the
protection par excellence against ero-
sion of capital as a result of inflation.
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Fig 2. Indices (1965 = 100} of the purchase prices of single-family houses
with vacant possession, building costs and contracts wages, 1965-1985

From then on the demand for
dwellings for sale soared. In the
period 1973-1978 the expansion of
the supply could not keep up with
this increase in demand. The result
was that the prices in the real estate
market shot up, sometimes by 20-
30% a vyear. In 1965 2% plus of the
housing stock was offered annually
on the housing market. By 1971 this
proportion had risen to 2.7%, and by
1976 to 4.1%. In the seventies specu-
lative transactions probably contri-
buted to the overheating of the
owner-occupied market.

After 1979 an exceptional develop-
ment occurred. As a result of the
second oil crisis in 1978 the Nether-
lands sank into an unprecedented
economic slump. Unemployment
rose quickly, incomes fell and the
Government’s  financing  deficit

rapidly increased. The mortgage rate
was high and the consumers’ expec-
tations for the future were sombre.
Many newly built houses for sale
remained empty. The proportion of
houses for sale in the new construc-
tion programme tumbled from over
60% in 1979 to less than 30% in
1982. Since then a clear recovery has
taken place.

The supply of dwellings for sale in
the stock declined quickly again after
1978 and by 1981 had already
returned to its old level (2.4%). Prices
fell strongly after 1978 and caused
great problems for owner-occupiers,
property development companies
and mortgage banks. Between 1972
and 1978 registrations of new mort-
gages had quadrupled; thereafter
these numbers declined to less than
half.

The very pronounced drop in sales
prices continued until 1983, after
which these prices remained at a low
level compared with the indices of
wages and building costs. The situa-
tion at the beginning of the seventies
has thus returned in recent years.

Table 1 shows the price trend of
dwellings for sale in relation to infla-
tion in the period 1975-1988. We see
the greatest price increases in 1976
and above all in 1977. The period
1979-1982 displays a considerable
real fall in price. Van Herwijnen (1988}
remarks that the average dwelling
price in 1987 should have been
f.168,600 if inflation had been con-
sistently followed since 1975. In
reality the average price in 1987 was
£.153,300. However, if we compare
two other vyears, it can be demons- ~
trated that the growth “of house
prices exceeds inflation. it is there-
fore justified to conclude that a
house of one’s own does maintain its
value in the long term, but that in the
short term inflation and prices of
owner-occupied dwellings may differ
considerably.

The expansion of the owner-occu-
pied sector until 1978 is connected
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Table 1. Development of the value of

dwellings for sale, 1975-88

Year Average Inflation Real
prices {%) increase in
(xf. 1,000} value (%)
1975 102.6 10.2 -
1976 131.9 8.8 +19.8
1977 184.2 6.4 +33.3
1978 198.8 4.1 +3.8
1979 187.3 4.2 —10.1
1980 1711 6.5 —-15.1
1981 163.5 6.7 -17.0
1982 138.1 6.0 -16.0
1983 142.1 2.7 +0.2
1984 139.6 33 —-5.1
1985 140.1 2.2 -1.8
1986 147.2 0.2 +4.9
1987 153.3 —1.12 +5.2
1988  159-82 0.9 +3.3°
Source: NVM.

a: First six months.
b: Second quarter of 1988 compared with
second quarter of 1987.
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by Van der Schaar (1987, p 314) with
a number of factors:

a. Demographic factors: the first-
time appearance on the housing
market of a large group of young
people forming part of the post-war
birth bulge.

b. The strong income growth and the
expectation of a continuing increase.
Income expectations are of great
importance to the decision whether
or not to buy a house.

c. Closely connected with income
expectations is consumer confidence
(Van den Brink et a/, 1988; Gianotten
et a/, 1987; Van Raay and Van Wijk,
1985).

d. The high inflation and the attrac-
tion of an inflation-proof investment.
e. The interest rate falling since 1974
supplied an additional incentive until
1978. The real interest rate had been
low since 1971.

f. The abolition of credit control by
the Netherlands Bank in 1972.

The slump in the owner-occupied
sector after 1978 is attributable to the
following factors:

a. The strong increase in unemploy-
ment and insecurity of one’s econo-
mic position. In addition, the falling
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purchasing power, the unfavourable
income expectations and the waning
consumer confidence played a major
role.

b. Interest rates reached a very high
level after 1978, as a result of which
capital charges rose to great heights.
c¢. Property prices fell and the selling
risk for owner-occupiers increased.
d. compulsory selling-up increased,
because more and more owner-occu-
piers had difficulties in meeting pay-

ments. Mortgage terms became
stricter. Owner-occupiers became
alarmed.

e. Partly as a result of the standstill
in the labour market, mobility on the
housing market decreased. The
demand for houses for sale fell.

Financing of home ownership

Every year there is a turnover of
some f.18,500 million in funds for
financing in the owner-occupied sec-
tor. Of this, some f.16,000 million
consists of mortgage loans.

According to internal calculations
by the Vereniging Eigen Huis, in the
period 1984-1986 there was a turn-
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3. Trend of mortgage rate, 1957-1988

over of some 6,000 million guilders
in mortgages in new construction,
and a further almost 10,000 million
guilders in the stock (Van Herwijnen,
1988). Yet another 2,400 million guil-
ders for the purchase of owner-occu-
pied homes was financed in another
way. .

For the developments in the -
owner-occupied sector the links with
the capital market are of very great.

Yimportance. Capital market develop-
ments determine the financing pos-
sibilities. In this connection the
development of the mortgage rate is
of decisive importance.

Fig. 3 illustrates the trend of the
mortgage rate since 1956.

Table 2 (opposite) shows the trend
ofthe mortgage rate alongside the rent
trend in the same period: 1966-1988.

In the development of the mort-
gage rate we see a reflection of the
above-mentioned effects of the oil
crisis of 1973 and that of 1978. In
1974 the rate shot up to more than
11% on average. Thereafter the
mortgage rate quickly recovered to
8-9% in the period 1976-1978. The
consequences of the second oil crisis
were more drastic. After 1978 unem-
ployment increased quickly, the
financing deficit soared and incomes
fell for several years. For three years
(1980-1982) the mortgage rate then
averaged double figures on an
annual basis. Since 1982 the mort--
gage rate has been falling. The ques-
tion, of course, remains whether this
fall will continue in the years to come
or whether a new increase will
become apparent.

The: comparison with the rent
trend in the same period is interest-
ing. The rent trend was high in 1966
and 1967 and in the period 1975-1978
(inflation). Above all since 1982 the
rent trend has been falling steadily,
to not more than 2% in 1986 and
1987. In 1988 and 1989 a 3% rent
trend has been adhered to. The
housing costs reports by the Hous-
ing Ministry show that the develop-
ment of housing costs for tenants
and that for owner-occupiers display
entirely individual dynamics.

The consequences of changes in
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Table 2. Development of rent trend and
mortgage rate (%), 1966-88

Year Rent trend Date  Mortgage
% rate %
1966 10 1.7 7.70
1967 10 1.7 7.25
1968 4 1.4 7.31
1969 6 14 8.42
1970 6 1.7 9.44
1971 7 1.4 9.05
1972 6 1.4 8.43
1973 6 1.4 8.91
1974 6 1.4 11.23
1975 8 14 9.91
1976 8 1.4 9.37
1977 7 1.4 8.92
1978 7 1.7 8.61
1979 5 1.7 9.64
1980 6 1.7 11.39
1981 6 1.7 12.71
1982 6 (4) 1.7 11.05
1983 5 1.7 9.13
1984 3 1.7 8.99
1985 3 1.7 8.36
1986 2 1.7 7.26
1987 2 1.7 7.12
1988 3 1.7 712

Source: VROM/DNB.

the mortgage rate are partly com-
pensated for by changes in real
estate prices. Roughly speaking, it is
true to say that real estate prices in
the owner-occupied sector rise as
the mortgage rate falls, and that the
prices of owner-occupied dwellings
fall if the mortgage rate rises.

The lenders of money on the mort-
gage market reacted creatively to the
upsetting rise in the mortgage rate
after 1978.

After a considerable time in which
the annuity mortgage, the level
repayment mortgage and the
endowment mortgage had been the
only forms, the crisis in the owner-
occupied market induced the mort-
gagees to come forward with some
forms of mortgage directed towards
stabilisation of capital charges (Dijk-
man and Dreuning, 1983; Kool, 1984;
Van Herwijnen, 1988). The PGGM
pension fund presented the “wage-
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proof” mortgage. The Bouwfonds
Nederlandse Gemeenten propa-
gated the “interest rest” mortgage.
Other forms to appear were the
deposit mortgage, the stable interest
mortgage, the Roparco mortgage
and the free mortgage.

The Association of Owner-
Occupiers, Vereniging Eigen Huis, is
remarkably enthusiastic about the
Saving mortgage. However, it
greatly depends on individual cir-
cumstances as to which type of
mortgage is the most favourable
one. The variety of types of mort-
gage loan is to be applauded and
contrasts sharply with the uniform
way in which up to now loans have
been granted in the subsidised
rented sector.

For the consumer the mortgage
market by no means offers the solu-
tion to all his problems. The relation
between a mortgage loan and the
market value of the mortgaged
property is in many cases highly
unfavourable for the occupants. A
mortgage loan can in general be
given up to about 75% of the fore-
closure value of the dwelling to be
purchased. This foreclosure value is
in general 80% of the value of the
real estate with vacant possession in
private sale. The buyer of a house
must therefore manage to finance a
considerable amount of the pur-
chase sum himself without the cover
of a first mortgage. No wonder
people with a low income will not be
in a hurry to buy a home these days.

The so-called Arbitrating Bodies,
which advise local authorities on
giving municipal guarantees, apply
norms that establish a relation
between gross annual income and
the maximum permitted gross
monthly mortgage charge.

The following relation is estab-
lished (Van Herwijnern, 1988):

At a given mortgage rate the
maximum borrowing capacity can
be determined per income category.
The borrowing capacity is an im-
portant factor in establishing the size

of the demand for dwellings for sale
and the price of these dwellings. The
income determines the maximum

loan, given the mortgage rate, and’

the maximum loan is connected with
the purchase price. In this way
income and purchase price are
closely connected.

The Heerma Memorandum and
the owner-occupier

Yhe current government means
well by the owner occupier. One of
the priorities in government policy
for the nineties is the “promotion of
home ownership” (Heerma, 1988,
p 76). More than before, policy is
directed towards making invest-
ments in housebuilding more attrac-

tive, even without extensive public

support being necessary. It is
expected that the demand for owner-
occupied dwellings will increase
accordingly as the real disposable
income of households grows.

Under the heading “Promotion of
home ownership” (p79) the State
Secretary reports that the rents of
more expensive dwellings will be
liberalised and that a firm trend rent
policy will be followed. As a result,
the members of the public with con-
siderable purchasing power will con-
centrate more on the free sector,
notably the owner-occupied sector.
Here the State Secretary is therefore
remarkably clear: by worsening the
situation in the rented sector for
tenants, home ownership is
promoted. This theme returns with
regard to the proposed encourage-
ment of the sale of housing associa-
tion dwellings to the occupants. Here
the promotion of the owner-occu-
pied sector proceeds directly at the
expense of the social rented sector.

in the owner-occupied sector itself
the Heerma Memorandum does not
in fact offer new positive incentives.
The premium B sector has mean-
while been done away with, in the
wake of the Oort Commission for tax
reform the rateable value is to be
increased considerably, the pre-
mium A scheme has not improved
and the suggestion to reduce the

8 —>

'

HOUSING FINANCE INTERNATIONAL MAY 1989




THE

€« 7

transfer tax on housing sales is men-
tioned in such a whisper in the
Heerma Memorandum that the other
members of the Cabinet probably
did not hear this pronouncement. |
quote (p 83): "By and large, the tax
aspect is outside the scope of this
memorandum. Consequently, no
proposals for amendment of broad
outlines are made.”

If the future for home ownership
looks rosy, that is not the result of a
direct, positively encouraging policy
in that respect, but of the favourable
economic prospects, the increased
consumer confidence (1980 = index
65; 1987 = index 99; 1988 = index
102), the reasonably favourable
mortgage rate and the systematic
way in which the rented sector is in
danger of being stricken by
increased housing costs and erosion
of legal protection.

The policy for the promotion of
home ownership, as unfolded in the
Heerma Memorandum, consists of
four parts {p 145):

generic measures in rent and sub-

sidy policy, making purchase of a

dwelling more attractive;

specific subsidisation of owner-

occupied dwellings for the lower-

income groups;

aid with financing;

the sale of rented dwellings.

According to the Heerma Memor-
andum the owner-occupied sector in
the year 2000 will comprise more
than 50% of the stock if economic
growth steadily continues at 23%.
This percentage is based on the
preferences gauged in 1986; a
further shift in demand in the direc-
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tion of the owner-occupied sector
may be expected in the nineties, the
Heerma Memorandum states. For
2000 a target of 55% is mentioned.

“The expansion of the owner-
occupied sector will (...) above all
be to the benefit of the higher-
income categories,” the Memoran-
dum says (p 145). This conclusion
agrees with the results of the 1985/
1986 Housebuilding Survey and with
the following table published by
Kersloot and Dieleman (1988), taken
from the 1985 Collective Banks
Survey.

The higher the income, the larger
the proportion of owner occupiers.
For young ‘people, single persons,
incomplete households and tenants
older than 45 years the owner-occu-
pied sector is relatively inaccessible
or unattractive (Pas et a/, 1983).

The large proportion of house-
holds with a high income that are
expected to profit from the promo-
tion of home ownership is at
variance with the priority that is
given to aid to the below-modal
category. Heerma endeavours to
reconcile these two trends by easing
access to the owner-occupied sector
for lower-income groups. In this con-
nection the social owner-occupied
sector is introduced. This sector is
nurtured by sale of social rented
dwellings and by the invention of a
new name for the premium A
scheme. On the latter point the
policy of the Home Ownership
Memorandum (1983) is prolonged.
In the premium A sector the net-

Housing tenure and net income of households

Net income Number of % %
(guilders per households Owner-occupied Rented
month) (% 1,000) dwellings dwellings
Up to 1,400 1,010 18 82
1,400-2,200 1,757 32 68
2,200-3,600 1,844 50 50
More than 3,600 763 66 34
Total 5,374 43 57

present-value method is continued,
which entails a pleasant manage-
ability of cash expenditure for the
national budget. ‘

The mortgage guarantee in its
existing form is maintained for the
time being, now that the creation of
an Intermunicipal Risk Fund proves
unattainable. An evaluation study of
the mortgage guarantee is
announced, whereby for the future a

h combination is envisaged of saving
in advance (whether or not with a
fiscal incentive), the granting of pre-
miums and the provision of guaran-
tees.

On the one hand, the State Secre-
tary wishes to make home owner-
ship more accessible to the lower-
income categories by lowering the
maximum income limit in the pre-
mium A sector. On the other hand,
he wants to restrict risks to the
government from mortgage guaran-
tees, inter alia, by more stringent
standards of the Arbitrating Bodies.
On balance the position of the lower-
paid in the owner-occupied sector is
not improved. The combination of
low income and home ownership
remains a precarious one, because
the risks of a rise in the mortgage
rate, capital risks and selling risks are
not limited and cannot really be
borne well by low-income cate-
gories.

Not only will social rented dwell-
ings be sold; it is expected that more
and more private rented dwellings
will also be affected. Above all, when
dwellings in blocks of flats are
involved, this may lead to compli-
cated . management situations. In
such cases Associations of Owner
Occupiers, which often lead a sorry
existence in practice, are obligatory
(Van Weesep, 1986). Experiments
and information activities in this field
are announced, but the prospect of
concrete policy measures is not held
out.

It is striking that the Heerma
Memorandum does not alter the fact
that in the Housing Ministry sphere
aid to owner-occupiers is strongly
directed towards new construction.

10 —>
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The following situation remains in
force:

new construction: fairly consider-
able centrally allocated Housing
Ministry subsidies, notably in the
premium A sector;
dwelling improvement: no central
government involvement; in
some cases fairly considerable
local government subsidies,
paid out of the municipal urban
renewal fund;

stock (purchase and manage-

ment): apart from aid with the

disposal of dwellings with a dyna-
mic cost price rent by housing
associations, no subsidies.

More strongly than in the rented
sector Housing Ministry premiums in
the owner-occupied sector are above
all building subsidies, which it is
becoming increasingly difficult to
justify theoretically.

Towards greater stability in
the housing market

For the years to come it seems that
an increase in the demand for a
home of one's own may be
expected. Partly on account of
demographic factors, unemploy-
ment will gradually decrease in
the nineties. A modest growth of
national income is expected. More-
over, the expectation is that the
interest rate will not rise spectacu-
larly. Because interest in general
proves to be a quantity that is hardly
predictable, if at all, the predictions
with regard to it must be taken with a
pinch of salt. Precisely on this point
surprises may manifest themselves.

The owner-occupied sector can be
made to grow by a greater propor-
tion of owner-occupied dwellings in
new constructions and by a greater
number of transactions converting
rented dwellings into owner-occu-
pied ones in the stock. It seems that
a new wave of division into apart-
ments may be expected in the stock,
although the management of mixed
blocks is accompanied by great
problems. Partly through the plan-
ned decrease in the proportion of
social rented dwellings and the reti-
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cent attitude of investors, an increas-
ing percentage of owner-occupied
dwellings may be expected in the
new construction programme, irres-
pective of the political colour of
forthcoming cabinets.

If we try to picture the develop-
ment of home ownership in the
nineties, then, just as in preceding
decades, market development will
probably be more of a determinant
than policy development.

If the purchasing power of house-
holds, in conformity with the
assumptions of the Heerma Memor-
andum, grows in real terms by 1%
per year, and if the capital market
interest rate remains about 7%, the
circumstances are favourable to a
structural expansion of home owner-
ship. If fiscal aid to owner-occupiers,
apart from a sharp increase in rate-
able value, is maintained, everything
in the garden is lovely. As the result
of a highly restrictive policy in the
rented sector, the pressure on the
owner-occupied sector might be-
come too great on occasion. At the
present time  excessive  price
increases in the owner-occupied sec-
tor are still absent, because of the
fact that the free sector has been
given a clear field and in this sector
all production records are now being
broken. By sale of rented dwellings
the price-increasing effect of the
growth of demand in the somewhat
less expensive parts of the stock can
be curbed to some extent.

However, the question is whether
the development of purchasing
power and the trend of the mortgage
rate will be as favourable and as
stable as the Heerma Memorandum
assumes. |t seems more obvious to
assume that economic fluctuations
will occur in the nineties as well.
Anticyclical programming of social
rented dwellings is no longer avail-
able. Housebuilding programming is
no longer task-setting, but only
indicative. Housing associations are
faced with increasing interest risks
and will become subject to the same

considerations as promoters in the
maket sector. In the social rented
sector a procyclical discontinuity in
the nineties must be feared, which
may considerably intensify the ups
and downs in the owner-occupied
sector. This introduces a new source
of unrest into the Housing Ministry's
budget.

The period 1975-1988 was charac-
terised by extreme differences in the .
Keld of regulation between the
rented and the owner-occupied sec-
tor. In the rented sector rises in the
interest rate were almost automati-
cally compensated for by a great
increase in the building subsidies.
Here the central government bore
the risk of setbacks on the capital
market aimost entirely alone. Land-
lords and tenants were almost com-
pletely safeguarded against these
threats. In the owner-occupied mar-
ket the premiums were in fact
adjusted somewhat if the interest
rate increased, but in general the
cost increases as a result of a rise in
the mortgage rate were borne
almost entirely by the owner-occu-
pier.

The combination of these two sys-
tems led to an unstable equilibrium
between buying and renting. If the
interest rate rose strongly, the
demand shifted from buying to rent-
ing and the Housing Ministry budget
was disproportionately burdened by
an increase in the number of rented
dwellings in new construction and
an increase in the building subsidies
per dwelling. If the interest rate fell
strongly, the demand shifted from
renting-to buying. The prices in the
owner-occupied market rose and the
market had every chance of becom-
ing overheated after a few years. The
purchase premiums were often
adapted too late and inadequately to
the falling interest rate. -

For the years to come there is a
need for subsidy schemes in the
owner-occupied. and rented sectors
to be designed in such a way that a
contribution is made to a more
balanced treatment of tenant and
buyer and a more stable develop-
ment in the housing market and

10 HOUSING FINANCE INTERNATIONAL MAY 1989




housebuilding market is promoted.
The principle of a desirable subsidy
system is simple.

If the interest rate rises, part of the
additional costs in the rented sector
should be borne by the tenant and/
or the landlord. With the introduction
of the Standard Costs System on 1
January, 1988 and the announced
net-present-value method, steps are
being taken in this direction in the
social rented sector. The way in
which the net-present-value method
is being  designed probably
introduces too may risks in the social
rented sector. The building subsidy
scheme will be less of an open-
ended scheme in the nineties than
previously.

It may, incidentally, be that as a
result expenditure on housing allow-
ances becomes less controllable.
Through the higher interest rate the
demand for rented dwellings (ceteris
paribus) is checked somewhat. As a
result the controllability of the build-
ing subsidy expenditure increases
somewhat for the central govern-
ment. In the owner-occupied sector
the premiums would have to be
raised somewhat in the event of a
rise in the interest rate, in such a way
that the additional costs are borne
partly by the central government and
partly by the occupant. In this way
the drop in demand in the owner-
occupied market as a result of the
rise in interest rate is somewhat
mitigated. The equilibrium in the
choice between buying or renting is
not too strongly tilted in the direction
of the rented sector in the event of a
rise in the interest rate.

If the interest rate falls, the pre-
miums in the owner-occupied sector
should go down, so that not only the
owner-occupier but also the govern-
ment profits from this decrease in
cost. In the rented sector the building
subsidies decrease, in such a way
that both the government and the
tenant receive the benefits of the fall
in interest rate. In this way a fall in
the interest rate is prevented from
disturbing the equilibrium too
greatly in the direction of the owner-
occupied sector.
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The system outlined damps down
fluctuations in demand as a result of
changes in the interest rate. If the
interest rate rises, the government
stimulates both the owner-occupied
and the rented sector with additional
subsidies. If the interest rate falls, the
government mitigates the demand-
encouraging effect by reducing the
subsidies in both sectors. Accord-
ingly, as buffer mechanisms are also
incorporated in the mortgage forms
and if possible the types of loan in
the rented sector (“wage-proof”,
“interest-rest”), the financing can
also contribute to the stabilisation of
the housing market and the house-
building market.

In the years to come the housing
market will exhibit more chance of
destabilisation through the with-
drawal of the government than in the

£
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recent past. Precisely the owner- .

occupied market demands a limita-
tion of risks and a prospect of
stability. It is to be hoped that by
adjustments to the subsidy system in
the owner-occupied and rented sec-
tor the government makes a contri-
bution to this stability and that the
financiers also try to limit the mort-

gagor by the modes of their credit.
The fact that State Secretary
Heerma cannot guarantee any con-
tinuity in building is regrettable but
understandable. However, the~
housebuilding programming now
being presented is not worthy of the
name. Serious. consideration will
have to be given to making the
programmes in the social sector
task-setting, and for the rest a certain
(partial) compensation will have to
12 —>
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be offered in the financial aid to the
market sector for possible setbacks.
In that way overheating of the
owner-occupied sector, a danger
that is now very real for the nineties,
can be avoided.

A balanced and pluriform situation
in the housing market is most
fostered in Dutch conditions if, in
conformity with the preferences now
gauged, a fifty-fifty ratio between
buying and renting on the housing
market is aimed at. Such a ratio
allows both the owner-occupied and
the rented sector to prosper. A sound
rented sector is essential to public
housing. A flourishing owner-
occupied sector is equally of great
importance to the housing market. It
is fruitless if political factions and
pressure groups keep on setting
the owner-occupied and the rented
sector against one another and advo-
cate facilities for the one sector at the
expense of developments in the
other sector. A flourishing owner-
occupied sector can contribute to the
promotion of housing only if the
rented sector prospers too. B

HUGO PRIEMUS is managing direc-
tor of the Research Institute for
Policy Services and Technology
(OTB), and Professor of Housing at
Delft University of Technology. This
paper was given at a Dutch Study
Centre Conference in Rotterdam on
24 February, 1989.
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US THRIFT INDUSTRY

The crisis in the US
thrift industry

By Mark Boléat

NTIL recently American

thrifts were similar in con-

cept to building societies,

with their primary functions
being to collect retail deposits and to
make mortgage loans to finance
house purchase.

America does not have a nation-
wide banking system, but, rather,
banks and other financial institutions
are largely confined to operating at
the state level, and many are regula-
ted by state supervisory authorities
rather than by federal authorities.
The result has been a much more
fragmented industry than is the case,
for example, in the United Kingdom.
At the end of 1985 there were over
3,000 individual thrifts.

In collecting retail deposits thrifts

have been assisted by federal
government guaranteeing of
deposits, something introduced

following the experience of the great
depression in the 1930s which led to
the collapse of many financial insti-
tutions. That insurance now covers
deposits up to $100,000 and means
that individual investors need have
no concern about the soundness of
individual institutions in which they
place their money.

The traditional method of opera-
tion of the thrifts was to raise money
through the short-term deposits, but
make loans for long terms at fixed
rates of interest. This does, of
course, breach one of the cardinal
principles of banking, that is, that
institutions should match the maturi-
ties of their assets and liabilities. In
practice, the thrifts were able to
thrive while borrowing short and
lending long, because throughout

most of the 1950s, 1960s and 1970s,
the long-term fixed rates at which
they were able to lend were substan-
tially above the short-term variable
rates which they had to pay for their
deposits. In addition, interest rates
varied comparatively little.

The first crisis — the earnings
squeeze

In the late 1970s and early 1980s
interest rates became more volatile
and the general level increased
sharply, largely in response to infla-
tion. These developments put the
thrifts in a very difficult position.
They were limited by regulation as to
the rates of interest they could pay
on deposits, and were forced to
make loans at fixed rates of interest.
Progressively, action was taken to
deal with the liabilities side of the
balance sheet with the thrifts being
allowed to offer accounts carrying
money market rates of interest.

However, while this solved the

cash flow problem it worsened the

| earnings problem. The cost of liabili-
| ties had risen sharply in relation to
| the yield on assets, which could be

increased only as existing low-rate

| mortgage loans were replaced by
| new higher-rate loans. The result.
{ was that the industry as a whole
| incurred a substantial deficit in 1981,

and a further deficit in 1982. The

| average net worth ratio declined by
| a third in 1981 and 1982.

Many institutions ceased to exist,

| either by failing or through merging.
1 Of the 4,002 institutions in existence
| at the end of 1980, no fewer than 843

had disappeared by the end of 1982.
(Thrifts have subsequently been
allowed to make adjustable rates
loans, but even this power has often
been misused, with unrealistically
low pricing policies being adopted.)

The second crisis — unsound
deregulation

The earnings crisis was accom-
panied by increasing competition in
financial markets generally, as has
been the case throughout the world.
A general tendency has been for
constraints on commercial banks to
be removed, enabling them to com-
pete more effectively in the mort-
gage market. Conversely, specialist
housing finance institutions have
been freed to diversify into related -
financial and housing services.

In the USA the combination of
these two factors, together with the
American political system which
makes change very difficult, pro-
duced a new regulatory environment
which, far from dealing with the

14 —>
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problems caused by the earnings
squeeze, made the problems very
much worse.

The first response was the Deposi-
tory Institutions Deregulation and
Monetary Control Act (DIDMCA) of
1980. This provided for the phasing
out of interest rate ceilings on
various categories of deposit,
increases in the powers of thrifts,
and an increase in the ceiling for
insured deposits from $40,000 to
$100,000. In 1982 this was followed
by the more far-reaching Garn/St.
Germain Depository Institutions Act,
which greatly expanded authority to
invest in consumer, commercial and
agricultural loans and other invest-
ments. It removed loan to valuation
ratio limits and the restriction to
lending on first mortgage, and it
permitted investment in tangible
personal property up to 10% of total
assets.

This deregulation was fundamen-
tally faulty, and the way it was
introduced made disaster virtually
certain. Perhaps the key to the
current problems has been federal
government guaranteeing of deposit
accounts up to $100,000, meaning
that neither individual investors,
nor intermediaries need have any
regard for the financial soundness of
institutions with which they were
investing. Even relatively new
savings institutions found it possible
to attract huge volumes of deposits
through the broker market very
quickly. Some of these deposits went
to institutions which were being
managed in an unsound way, and in
some cases in a totally crooked way.

Given federal government guaran-
teeing of deposits, together with
deregulation of activities, it s
reasonable to assume that there
should be much stricter supervision,
paying regard in particular to the
quality of management, the quality
of assets, capital adequacy and so
on. However, the opposite occurred.
Indeed, there was competitive
deregulation with some states
deregulating their institutions much
more than the federal authorities

were prepared to do for federally
chartered organisations.

This put the regulatory authorities
in an impossible position. Thrifts
were being freed, by law, to engage
in a wide range of risky business, but
their deposits were guaranteed by
the federal government which was
technically responsible for supervis-
ing them. Congress and the adminis-
tration failed to give the supervisory
authorities the staff or the powers
they needed to deal with the new
situation. As a result unsound prac-
tices were allowed to go undetected
for long periods of time; even when
they were detected often little could
be done to stop them, and in any
event by that time the damage had
_been done.

The nationalisation of

housing finance

It is worth pausing here to consider
the nature of the housing finance
system that had been allowed to
develop in the United States. While
America may be seen as being the
home of free enterprise, in effect
what had been created was a
nationalised housing finance system
with both assets and liabilities being
guaranteed by the government, and
therefore in effect being government
assets and liabilities. However,
private sector institutions were
responsible for making the assets
and liabilities, and could benefit
accordingly, but without suffering
any risk.

On the liabilities side, the point has
already been made that for most
practical purposes, all deposits in
thrifts were guaranteed by the
federal government up to $100,000.
Naturally, individual investors and
intermediaries normally ensured
that no one person had more than
$100,000 invested in any institution,
and where large sums of money
were available for investment, these
were split between a number of
institutions. Neither individual inves-
tor, nor intermediary, needed to
have any regard as to the safety of

the institution with which they were
investing, and indeed many con-
tinued to invest with institutions
which were substantially insolvent,
notably the largest thrift, American
Savings, a subsidiary of Financial
Corporation of America.

In effect investments were placed
not with individual institutions, nor
with the nominal insurance fund (the
Federal Savings and Loan insurance .
orporation — FSLIC), but rather
with the federal government itself, as
it put the full faith in credit of the US
government behind the insurance
fund. Arguably the insurance fund
has been an irrelevance and the fact
that it has been wiped out has not
prevented the government having to
stand behind institutions. (Normally
the reference is to the insurance of
deposits, but as the government
stood behind the insurance fund it is
more proper to refer, as has been
done in this article, to the govern-
ment guaranteeing deposits.)

What has perhaps been less
notable is the extent to which the
federal government also dominates
the assets side of the balance sheet.
As institutions realised the dangers
of borrowing short and lending long,
so the secondary market agencies
increasingly relieved them of the
interest rate risk by buying their
mortgages and selling mortgage-
backed securities. This had a great -
deal of financial sense in it, as it
enabled thrifts, which could not
safely hold fixed-rate mortgages, to
transform them into securities which
could then be held by institutions,
such as insurance companies and
pension funds, better able to hold
long-term fixed-rate assets in their

portfolios.

However, the three principal
secondary market agencies, the
Government National Mortgage
Association, the Federal National
Mortgage Association and the
Federal Home Loan Mortgage

Corporation, not only did that, but
effectively added a government
guarantee as they transformed loans
into securities. Institutional investors
were therefore not purchasing mort-

14
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gage-backed securities, but rather
government-backed securities, and
the only relevance of the mortgages
was that they affected the repayment
profile. This has now been formally
recognised in the proposed capital
adequacy requirements for different
forms of security following the
Group of 10 proposals. Mortgage
loans will carry a 50% weighting, but
mortgage securities backed by the
government agencies will carry just
a 20% weighting.

In addition to this, the government
agencies themselves carry only mini-
mal capital to back their contingent
liabilities. Both the Federal Home
Loan Mortgage Corporation and the
Federal National Mortgage Associa-
tion have contingent liabilities over
100 times their assets.

The effect of the government
guarantee, plus the minimal capital
actually held by the federal govern-
ment agencies, has been to drive
down the yield on mortgage-backed
securities and, therefore, on the
mortgages themselves from a level
appropriate to mortgage loans to
one more appropriate to govern-
ment securities. This yield in turn has
not been adequate for portfolio
lenders. Opinions differ as to the
extent of this effect, and generally it
seems that the government secon-
dary market agencies have driven
down mortgage rates by, perhaps,
25 basis points, and given a very
tight margin and a risky business,
that is a very major impact.

The extent of the crisis

There are widely differing figures
on the extent of the thrift crisis. This
is because attempts to deal with the
crisis have included various account-
ing devices, and also some of the
solutions used so far have entailed
tax breaks and other incentives
which cannot be fully quantified, and
which also have implications the full
affects of which will not be known for
a very long time.

However, there are some basic
figures which show the extent of the
crisis. Thrift collectively lost $7.8
billion in 1987 and $12.1 billion in

Mark Boléat: Some 500 savings institutions were insolvent.

1988. 12% of savings institutions at
the end of 1988 had no capital, and
well over half had capital which fell
short of what would be required of
banks. Some 500 savings institu-
tions, with total assets of $150
billion, were insolvent even allowing
for the generous regulatory account-
ing practices, and a further 100 insti-
tutions with $300 billion of assets
were insolvent if the generally
accepted accounting principles are
used.

In 1988 alone, the cost of merging
and selling insolvent institutions was
some $28 billion, and at the end of
the year the Federal Savings and
Loan Insurance Corporation had a
deficit of $27 billion.

The present best estimate is that
over 10 years, dealing with the thrift

) 4 Z

problem will cost $126 billion, .
although a subsequent estimate, by
the House of Representatives Bank-
ing Committee, has put the figure at
well over $300 billion over 30 years.
That there was a major crisis was
evident throughout most of 1988, but
recognition of this was largely con-
fined to the financial pages, and it
seemed not to be taken seriously as
a national problem. Certainly it did
not feature in the Presidential elec-
tion campaign. The issue has
achieved much greater prominence
as the new administration has taken
office, and also_as the extent of the
problem has grown according to the
official figures.
The first obvious question to ask is
whether the government need do
16 —>
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anything to deal with the crisis.
There are some who argue that this
is a crisis of the thrift industry, and
there is no need for the federal
government to take any action other
than to let the bankrupt institutions
go bankrupt. However, the existence
of the federal government guarantee
of deposits makes this not possible.
If an institution was declared insol-
vent and closed down, then the
government would immediately
have to make up any shortfall, so as
to allow depositors to be repaid in
full. Moreover, if a large number of
institutions were closed down simul-
taneously, particularly in parts of the
country such as Texas where land
values have been severely hit by the
fall in oil prices, then the likely
realisation of assets would be sub-
stantially less than their book value,
and quite possibly less than could be
realised over a period of years.

Put very simply, FSLIC has not
been able to afford to close down
insolvent institutions. Rather, it has
had to seek ways of minimising the
cost to itself and the government,
and although this has meant closure
of small institutions, in the case of
larger ones, what has often been
necessary is a merger into a larger
group, or outright sale to a new
institution, with a complicated finan-
cial package involving a capital input
from FSLIC together with some
guarantees and perhaps a share of
any profits in the long term. This was
done, for example, when the Robert
Bass Group acquired Financial Cor-
poration of America, the parent of
the largest thrift with assets of over
$30 billion. The cost to FSLIC of
resolving this particular problem is
estimated at $1-7 billion.

Reform

On 14 February, 1989, the Bush
Administration outlined its pro-
posals for reform, and these were
followed by proposed legislation,
entitled the Financial Institutions
Reform, Recovery and Enforcement
Act 1989 (FIRREA). it must be noted
that merely because the government

has proposed the legislation does
not mean that the legislation will be
enacted in anything like its present
form. Already there are alternative
plans, and past experience shows
that the Administration has a very
difficult task in persuading Congress
to act on its recommendations.

The Act envisages the dissolution
of FSLIC as a corporate entity. Its
deposit insurance, conservatorship
and receivership functions would be
transferred to the equivalent cor-
poration for banks, the Federal
Deposit  Insurance Corporation
(FDIC). The FDIC will thus insure
deposits of all insured financial insti-
tutions, but it will operate two
separate funds, the Savings Insur-
ance Fund (SAIF) for thrifts and the
Bank Insurance Fund (BIF). The funds
will not be merged and will be
separately maintained.

Beginning with the fiscal year 1991
the Treasury will pay into SAIF a total
of $32 billion over nine years. Where
necessary the Treasury will pay any
additional funds to ensure that SAIF
has an adequate reserve ratio.

A new Federal Home Loan Bank
System (FHLBS) would be created, to
assume primary responsibility for
the examination, safe and sound
operation and regulation of savings
institutions. The current independent
three person Federal Home Loan
Bank Board would be abolished and
replaced by a single chairman of the
new FHLBS who would be subject to
the direction of the Secretary of the
Treasury.

A Resolution Funding Corporation
(RFC) will be created to provide
funds to the Resolution Trust
Corporation (RTC) which  will
manage and resolve supervisory
institutions previously insured by the
FSLIC. The RFC will be authorised to
issue obligations not exceeding $50
billion, and to use the proceeds to
purchase capital certificates issued
by the RTC.

SAIF insured institutions will have
to pay substantially higher insurance

premiums than the BIF members.
For 1990 the BIF members will pay
0.12% of deposits annually, and
from the beginning of 1991 they will
pay 0.15%. By contrast, thrifts are
already paying 0.21%, and this will
rise to 0.23% between 1991 and 1993
before falling back to 0.18% from the
beginning of 1994.

The Act contains several provi-

sions which would significantly limit _

the new activities of savings institu-

tions:
(a) Whenever a thrift proposes to
establish or control a company, or
to conduct any new activity
through a company it controls, it
would be required to give the
appropriate notice to the regula-
tory authorities, and to deduct
from its capital its entire invest-
ment in the company.
(b} The asset growth of any thrift
not in compliance with its capital
requirements could be limited.
Also the asset growth of any thrift
taking excessive risk, or paying
excessive rates for deposits, could
be limited.
(c) The FHLBS would have
authority to require a thrift to
cease undertaking certain activi-
ties.
(d) The FDIC would have authority
to promulgate regulations that
would limit the ability of state

chartered thrifts to engage in acti- *

vities beyond those allowed for
federally chartered institutions.

The Act requires that regulations
for thrifts conform to specified
requirements applicable to banks,
including accounting standards and
capital standards.

Generally, the big loser from this
plan is the Federal Home Loan Bank
Board which would lose most of its
powers, and be placed under direct

Treasury control. The main winner is-

the Federal Deposit Insurance
Corporation which will take over the
bankrupt FSLIC fund, and also take
on responsibility for regulating
thrifts.

One interesting point in the propo-
sals is that the $50 billion of bonds
intended to be raised by the Resolu-
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tion Funding Corporation would not
count in the federal budget, as they
would not, strictly speaking, carry a
government guarantee, although
they would be regarded as govern-
ment backed. This is likely to remain
a controversial point.

A point of particular concern to
thrifts is the requirements on capital
adequacy. By June 1991, thrifts will
have to meet the capital require-
ments applicable to FDIC insured
banks, which means doubling their
required capital ratio to about 6%. It
is estimated that there are currently
1,300 thrifts only which satisfy the
6% level. If interest rates rise this
figure could increase significantly.

The Economist, on 11 February,
1989, suggested that the unspoken
goal of the Bush plan would be for
the FDIC to force the weaker institu-
tions into stronger hands, and the
outcome would be a massive con-
solidation of what is now an
absurdly fragmented industry. The
Economist went on to say that the
long-term effect of the plan, if imple-
mented, would be the demise of a
separate thrift industry in America.

There seems to be a general
impression that what is being pro-
posed, together with the crisis which
the industry has experienced, will
lead to the demise of a separate thrift
industry, something which the
industry is fighting against. Typical
views were expressed in a leader in
The New York Times on 20 February,
1989:

“And who needs thrifts anyway?

Even though neither the President

nor Congress will raise the ques-

tion publicly, it may be the most

important of all. Thrifts were a

special creation, to gather in local

deposits and lend them out for
local home mortgages. They held

almost 60% of all mortgages 20

years ago; today they hold about

a third. Unleashed by deregula-

tion in the past decade, they

spread their risks, often too far.

Some managers gambled on

windmill farms, casinos and other

risky ventures; others bilked their
institutions for personal gain.

That's not reason enough to con-
demn the entire industry, but
even the healthiest thrifts must
share blame for fending off sane
supervision that could have kept
the problem from exploding.
Thrifts’ push into non-mortgage
lending has narrowed the differ-
ence between thrifts and banks
substantially. And new standards
they must meet under supervision
by the Federal Deposit Insurance
Corporation — historically a strict
bank regulator — will narrow it
further. There are no longer com-
pelling economic reasons for a
separate thrift industry.

Still, the thrifts have muscle on
Capitol Hill, well toned by a con-
stant flow of contributions to
members of Congress, especially
those on banking committees. It's
now given that the industry’'s

‘A failure of

supervision’
separate identity will be pre-
served.

The President’s immediate stra-
tegy is to plug the gushing losses
and to impose closer supervision
with every detail of his plan, but
most of the objections are self-
serving. S & Ls don't like losing a
cosy relationship with regulators
who didn't regulate; the FDIC is in
charge now. And while banks and
thrifts protest the higher insur-
ance premiums ahead, politicians
and public interest groups object
to taxpayers footing half the bill.
Mr Bush showed courage in
coming to terms with the crisis so
quickly; wisdom in offering a sub-
stantive plan, not a Band-Aid; and
political savvy in spreading the
pain. Let Congress now do the
same.”

The unique American position

It is, perhaps, tempting to extrapo-
late the American position to other
countries. This would be misleading.
There is virtually nothing in the
American experience which has any
relevance to any other industrialised
country. The American experience
was caused by a combination of
circumstances unique to that coun-
try. The fragmented nature of the.
Yndustry is perhaps an underlying
cause, making supervision and
sound banking practices more diffi-
cult to impose.

Government  guaranteeing  of
deposits has undoubtedly been one
of the major factors by allowing, and
indeed encouraging, unsound thrifts
to continue in operation. The trans-
formation of mortgages into Govern-
ment-backed bonds has, probably,
also been a contributory factor.

However, the failure has essen-
tially been one of supervision, and
for this the authorities (widely
defined) must take the blame. Here
the position in America is quite
unlike that in other countries. In most
countries, there is a regulatory
authority with considerable powers
in respect of financial institutions. In
America the Federal Home Loan
Bank Board, and its off-shoot, the
Federal Savings and Loan Insurance
Corporation, have had responsibili-
ties but inadequate powers. They _
have been forced to insure and to
supervise' institutions with powers
granted by different authorities, the
States, and have not been given the
means to conduct that supervision.

The separation of powers, one of
the fundamental principles of the
American constitution, may have
great advantages in terms of
democracy, but in respect of the
thrift industry a heavy price has had
to be paid for this. B -

MARK BOLEAT is director-general of
The Building Societies Association,
secretary-general to the International
Union of Housing Finance Institu-
tions and editor of “Housing Finance
International”.
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The Halifax — the world’s
largest building society

HE Halifax is the world’s

largest building society, with

assets of over £40 billion. It

has mortgage assets of over
£33 billion and in 1988-89 lent £10.6
billion for the purchase or improve-
ment of homes in the UK. Almost
280,000 people bought their homes
with a Halifax mortgage last year,
over a third of whom were first-time
buyers, and the Halifax made a
further 147,000 loans to people who
wished to improve their homes in
some way. At the end of the year,
over 1.6 million people had mort-
gages with the Halifax.

Most of the remainder of the
Halifax’'s assets are invested in short-
term liquid funds, with over £6.5
billion invested in bank deposits,
certificates of deposit, Treasury bills
and gilt-edged securities. On the
other side of the balance sheet, the
Halifax is the home for over £33
billion of personal savings with a
further £5 billion raised from whole-
sale markets. The Halifax has almost
nine million investing members with
over 13.5 million accounts, giving
it some kind of relationship with
around one out of every three house-
holds in the UK.

These figures give some indication
of the scale of the Halifax’s tradi-
tional business which, with 745 bran-
ches throughout the UK and almost
16,000 employees, continues to be
controlled from its home town of
Halifax in West Yorkshire where it
was founded in 1853.

Over the past year the society has
reaffirmed its commitment to keep
the head office in Halifax for the fore-
seeable future and this is reflected in
continued significant investments in
the Halifax area, including a major

By Jim Birrell

extension of the head office building
and new data centre and warehous-
ing facility within two miles of the
centre of Halifax costing over £30
million. This latter, together with the
existing parallel data centre 20 miles
away near Wakefield, will provide for
all our business information system
needs to beyond the year 2000.
Over the past year the Halifax has

Jim Birrell: Reaffirmed commitment to mutual status.

diso reaffirmed its commitment to
mutual status — it has decided, at
least for the foreseeable future, not
to convert into a public limited com-
pany. Following the passing of the
1986 Building Societies Act, building
societies in the UK have been per-
mitted, with the approval of their
members, to transform themselves
into companies with share capital —
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in effect, become banks. This option
has been chosen by the Abbey

HALIFAX PROFILE

Halifax Building Society — Five-year Progress

National and several other large 71988-89  1987-88  1986-87  1985-86  1984-85
societies have indicated they are ]
giving the matter careful considera- | 2707t
t Pre-tax profit £461m £350m £309m £251m £223m
fon. . . Post-tax profit £291m £225m £205m £151m £170m
The Halifax carried out an exhaus-
tive study in 1988 into the option of | Assets and capital
converting into a bank. At the outset, | Total assets £40,400m £33,035m £28,690m £24,366m  £20,490m
we were concerned about the limits | General reserves (after
to our powers under the 1986 Act goodwill write-off) £1,470m £1,245m £1,120m £920m £765m _
and about our abilities to raise | Gross capital (including )
capital and therefore about our subordinated debt) £1,820m £1,245m £1,120m £920m £765m
longer-term future as a mutual. Ratios
However, during the course of the : ;
N . Gross capital ratio
study, it became clear that building {including subordinated
society powers would be widened | debt) 4.79% 3.99% 4.13% 3.95% 3.91%
and that new forms of capital would | Return on mean reserves—
become available. Although the twin pre-tax 34.0% 29.6% 30.3% 29.8% 32.8%
issues of capital and powers post-tax 21.4% 19.0% 20.1% 18.0% 24.9%_
remained dominant, our board was Returrt\ f” mean assets— 0.79% 0.73% 0.77% 0.67% 0.91%
H in i iai post-tax . o . (J . o . o . C}
:Jn'l?,glar::dus c;rvlv:rz diev(:ilig g:;aifdit:e Increase in total assets 22.3% 15.1% 17.8% 18.9% 22.1%
casea p 9 18ING | 1 ;quidity ratio 16.1% 16.2% 15.8% 16.9% 15.9%
societies would allow us to fulfil our
plans and meet customer needs as a | p1ortgages
mutual society. ] Amount advanced on
The availability of subordinated mortgage {including
debt (of which £350 million was further advances) £10,600m £7,345m £7,165m £5,270m £5,350m
raised in 1988) and certain other | Further advances for
capital raising options would ensure home improvements
that capital does not constrain our N(m;lude? abc:;/e) £950m  £665m  £580m  £385m  £375m
plans as a mutual. By the 1990s we l;?y:r:czsrpe?(cﬁﬁig
would expect to have to revisit the | 10 agvances) 278,000 224,000 271,000 235000 255000
mutual/plc decision, but there is | nyymber of further
certainly no evidence of any strong | advances 147,000 150,000 142,000 106,000 108,000
trend pointing in the direction of | Number ofloans to first-
company status. time buyers 107,000 88,000 110,000 102,000 115,000 ~
Despite our being, and remaining, - Mortgage balances £33,356m £27,405m  £23,975m £20,080m £17,065m
a mutual society, profitability plays a | Number of borrowers 1,608,000 1,536,000 1,490,000 1,396,000 1,307,000
crucial role in planning. Although Investments
a'temat"’.‘f bsiou"’es. 0‘; Cap:f.a' a’.ﬁ Net new inflow-retail  £3,170m  £1,530m  £1,580m  £1,765m  £1,970m
now available, retained profits Will | net receipts—non-retail ~ £1,675m  £1,000m £935m £575m £540m
continue to be our primary source of | Bajances—retail £33,040m £27,985m  £24,805m £21,910m £18,785m
new capital. Thus, if we are to | Balances—non-retail £5,075m  £3,400m  £2,400m  £1,390m £815m
continue to expand our traditional | Number of investing
business, diversify into the new members 8,790,000 8,280,000 7,980,000 7,722,000 7,301,000
areas permitted to us, and provide Number of accounts 13,656,000 12,534,000 11,648,000 10,766,000 9,715,000
the products and services demanded - i
by our customers, there is a constant | “LUstomer orrices -
need for strong profit growth. This Number of branches 745 745 735 725 . 685
. K ; . Number of estate
we certainly achieved in 1988 with agency offices 611 343 _ _ _
pre-tax profits of £461 million, a rise | Number of agencies 2,072 2,277 2,637 2,604 2,318
of 32% on the previous year, giving
a gross return on mean assets of
1.26% and on mean reserves of
34.0%. Although market conditions
20 —>
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will be less buoyant in 1989 than
they were in 1988, we expect to see
further, if less strong, growth in our
profit performance.

The principal goal of the Halifax is
to be a leading retail financial
services group, concentrating on
housing finance and on the personal
sector, and providing a range of
financial products and services
profitably and well, so as to meet
customer needs. The success of the
Halifax in achieving this goal in its
traditional markets of mortgage
loans and personal savings was
described above. But our customers
are demanding a far wider range of
financial services and products
which we have met with a number of
new products and services intro-
duced in 1988 and will continue to
meet in the future.

Even in our traditional markets,
competition ensures that we need to
have the products available the

HALIFAX PROFILE

customer wants. During 1988 we
launched our Apex mortgages offer-
ing discounts on larger loans and
two tranches of fixed rate mortages.
This year we have on offer a further
tranche of fixed rate mortgages and
have introduced our “Easy Start”
package aimed at first-time buyers
who are struggling to enter the
housing market.

Also, new sources of demand
continue to appear in traditional
markets. Long-term finance for hous-
ing, both for sale and rent, is sought
by housing associations and we
have provided a range of innovative
products, including index-linked
finance, to these bodies. Demands
for such finance for housing de-
velopment will continue to increase,
particularly if the trend of local
authorities selling off their rented
stock to both existing and newly

The Halifax head office in Yorkshire.

formed housing associations con-
tinues. The society has also been
actively involved with housebuilders
and developers providing innovative
funding for major schemes for hous-
ing for the elderly, urban renewal,
etc.

In the market for personal savings,
the Halifax continues to attract large
flows of long-term savings from

investors, searching for high rates of _

Mmterest and long-term capital
security. This was particularly the
case in the UK in 1988 as the collapse
of the Stock Market late in 1987
illustrated the risks of equity-based
investments. But savers also will
increasingly desire more sophisti-
cated investments, whether they be
modelied on more “wholesale” type
investments or whether they include
some form of possible capital appre-
ciation. The Halifax will gradually
extend its product range into such
areas.

In the area of short-term savings or
transaction accounts, the market has
recently been dominated by the
introduction by each of the major
banks of interest-bearing current
accounts. The Halifax will be
launching its own interest-bearing
account with cheque book later in
1989, in addition to our successful
Cardcash account which already
offers most of the features of a

current account through well over -

1,000 dedicated ATM'’s throughout
the country. By the end of 1989, our
customers will have access to a
further 2,500 machines when we
become members of the LINK
network.

Also in 1988, the Halifax became
the first building society to offer its
own credit card when the Halifax
Visa Card was launched and it has
already gained more than 150,000
cardholders. The Halifax — with a-
major long-term strength in the field
of information technology — has
been firmly committed to a plastic
card-based money transmission
strategy and this will continue. We
will offer a cheque book because this
is clearly desired by our customers,
but we will be at the forefront in

i
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offering plastic-card-based means of
payments, whether these be credit
cards or debit cards.

Our credit card, in addition,
extends our ability to offer personal
loans to our customers. Our personal
lending was originally launched to
our existing borrowers only from
February 1987, but this has gradually
been extended to all our members
and even, more recently, to non-
members. We now offer a range of
both secured and unsecured per-
sonal loans and our lending has
been expanding rapidly over the past
year, with minimal bad debts.

The Halifax has for some time
been the largest broker of insurance
services to the personal sector in the
UK, mainly as a result of sales of
mortgage-related life policies, mort-
gage guarantee policies and build-
ings and contents cover. We have
recently announced our decision to
become a tied agent of Standard
Life, the largest mutual life com-
pany in Europe, under the polarisa-
tion requirements of the Financial
Services Act. This will allow us to
offer our customers products from a
life company with one of the
strongest track records of policy per-
formance, and will enable us to have
products tailored to the needs of our
customers. We thus see a very excit-
ing future in the sale of insurance
products as we offer, through
Standard Life, a much wider range of
policies, both geared to the mort-
gage — Personal Equity Plan or unit
trust linked mortgages are interest-
ing products for the future — and to
the investment needs of our custo-
mers.

In 1988, our mortgage business
benefited from the Halifax estate
agency network. Our investment in
the estate agency business has been
our most significant diversification,
certainly in terms of size of invest-
ment, and it is crucial to our longer-
term strategy of remaining the lead-
ing mortgage lender in the UK. Our
chain of over 600 outlets, which has
recently been rebranded as Halifax
Property Services, now provides a
nationwide network providing

HALIFAX PROFILE _

-at

significant diversification.”

uniformly high levels of service and,
increasingly, the wide range of finan-
cial and house purchase services
demanded by their customers,
including a one-stop house purchase
package. Halifax Property Services is
also expected to become profitable
during 1989, despite the poorer
market conditions forecast, after
making a small loss in 1988 due to
the high cost of opening new agency
outlets.

Other significant features of 1988
included our continuing successful
Branch 2000 programme. This major
investment programme involves
refurbishing our branches to make
them less formal and more friendly,
backed by a unifying design
approach and corporate colour
scheme to make them instan-
taneously recognisable in the high
street. The open-plan design makes
use of all available space for
customer sales and service with
administration taken away from the
sales area.

We have also appointed a senior
manager responsible for European
operations which clearly indicates
our serious intent to extend many of
the services we currently offer in the

. . Our investment in the estate agency business has

&

been our most

UK to markets elsewhere in Europe.
We aim to have an operational
presence in key member states at the
completion of the internal market by
the end of 1992.

The Halifax remains committed to
offering housing finance in the UK.
We fully intend to remain the largest
mortgage lender. But we will also be
offering to our customers, both in
the UK and, eventually, in other
European countries, a wider range of .
financial and house purchase
services 'where we detect a demand
which we can profitably meet. Over
the past year or so, our efforts have
concentrated on adapting to the new
powers conferred on us by the Build-
ing Societies Act and the Financial
Services Act. Although our attitude
to change remains evolutionary
rather than revolutionary, these
powers have given us the oppor-
tunity to offer a wider range of-
services and to target those services
more precisely. It is doing just this
which offers the exciting oppor-
tunities in the future. B

JIM BIRRELL is a director and the
chief executive of the Halifax
Building Society.
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St George — Australia’s
largest building society

URRENTLY Australia’s largest
building society by a factor of
three times its nearest com-
petitor, the St George began
as a group of small, terminat-
ing building societies in 1937. It was
not until 1951 that a permanent
building society (called the St
George and Cronulla Permanent Co-
operative Building and Investment
Society Limited) was formed. During
the 1950s and early 1960s the opera-
tions and assets of the Society were
minimal. As recently as 1964, total
assets were under A$10 million.

From these relatively humble
beginnings, St George has grown to
be one of Australia’s largest financial
organisations. With total assets
exceeding A$6.5 billion, it ranks
second only behind the Govern-
ment-owned Commonwealth Sav-
ings Bank in terms of deposit
levels and home loans outstanding
among the retail financial institu-
tions in New South Wales.

If the Society were compared
directly to the banks, it would easily
rank in the top 10 in Australia in
terms of total assets, notwithstand-
ing its concentration in the New
South Wales and Australian Capital
Territory market only.

As a building society, however, St

Table 1 — Total Assets of
St George Building Society

As at May A$ (billion)
1982 1.6
1983 1.9
1984 2.2
1985 2.7
1986 3.2
1987 3.7
1988 4.6
November

1988 6.5

George maintains a strong commit-
ment to the housing industry. its
mission statement reads:

“The aim of St George Building
Society is to consolidate its
leadership as a retail financial
services group, concentrating on
housing and personal investment
facilities. It has developed and
will maintain this premier posi-
tion by continuing to provide an
innovative range of profitable,
well-targeted products and servi-

- ces, tailored to suit the varied and

‘High customer
approval rating’

changing needs of customers.

“St George's leadership in this
sector of the finance industry is
the result of a deep and long-
standing commitment to home
ownership for its members and
the provision of secure invest-
ment opportunities.”

This statement suggests that the
“core” retail business of St George
will remain the single most im-
portant aspect of the society’s
operations. This is its niche in the
broad financial services market. The
society has, over the vyears, de-
veloped particular skills in this field
and recognises that they are not
necessarily suitable to  other
markets, such as commercial bank-
ing, insurance and the like.

St George relies very heavily on
fostering an image of providing effi-
cient, friendly and personalised ser-
vice. This marketing forte has been
jealously guarded by staff training
schemes, branch design, product
selection and features heavily in
media advertising. A certain cor-

porate culture has arisen, one that is
unique to St George. The society has .
the highest customer approval
rating of any retail financier in the
state.

in order to provide efficient
customer service in this day and age,
modern computer technology is
essential. St George has over $40
million invested in hardware and 130
people in the data processing area..
Most software application systems
are written in-house, unlike the case
of many competitors who buy a
package and modify existing systems
to suit it.

Similarly St George has a policy of
owning its branches and head office
properties whenever possible. This
gives the society greater security of
tenure and, with the recent boom in
the property market, a boost to its
asset revaluation reserves.

With the merger in October 1988
with the State Building Society, St
George took the opportunity to
improve the basic deposit accounts

on offer. The aim of the exercise was .

to more clearly distinguish the trans-
action, saving and investment needs
of customers and to provide them
with products that would satisfy
them far better than any similar
products currently available in the
market place.

For instance, the society’'s major
transaction account (“Freedom”)
was heavily modified. it went to
daily interest in part balances, with
significant increases in interest-
rates. The account offers a range of
benefits, including a personal
cheque facility, ATM and EFTPOS
access, direct credits, free pro-
grammed payment facilities, VISA
card, choice of passbook or state-
ment, linkages to other accounts
(including a sweep facility) and an
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ability to use the interest in the
Freedom account to reduce the
mortgage loan amount.

There were significant changes to
the Permanent Building Societies
Act in 1987. St George was able to
issue permanent share capital to its
members to bolster the society’'s
capital ratio and expand its funding
options. An initial A$53 million was
raised and this has subsequently
been expanded to around A$117
million. Capital adequacy issues are
increasingly important for all
financial institutions in recent times
and the society easily meets both
the existing building society regula-
tions and those proposed for the
banks under the Basle Supervisors’
Agreement.

ST GEORGE PROFILE

approach to lending volumes is also
adopted. St George also administers
various loan schemes of the State
Government  through its Co-
operative Housing group.

The home loan market has under-
gone a major cyclical upturn over the
past two years. Reflecting the sharp
pick up in the demand for housing,
the number of loans approved in the
second half of 1988 was 30% higher
than in the same period in 1986. for
St George, the comparable increase
was a far higher 60%.

With a tightening of monetary

policy and subsequent increase in

interest rates, home lending appro-

Table 3 — Balance Sheet, 30 November, 1988

Liabilities A$m
Deposits 5,398
Borrowed funds 616
Other liabilities 167
Share capital 77
Share premium reserve 39
Other reserves 190

Total 6,487

Assets A$m
Loans secured by mortgages 4,425
Liquid assets 1,424
Fixed assets 152
Goodwill 19
Other assets 467

Total 6,487

Other fund raising methods and
investment alternatives that have
been adopted recently include Euro-
note issues to the Asia-Pacific mar-
ket and the launch of an Approved
Deposit Fund for superannuation
based funds. The society also began
operations in the Australian Capital
Territory with the opening of St
George Permanent Co-operative
Building Society (ACT) Limited. A

vals have since fallen away from
their peak levels.

In 1984, St George introduced per-
sonal loans. They are now run
through a subsidiary, St George
Finance. Selected insurance pro-
ducts were marketed through the
branch network from 1985 and a year
later saw the introduction of St
George Financial Planning Services,
providing customers with compre-

planning advice. These services
were added to expand the range of
retail services available to the
customer base, essential in today’s
competitive environment. '
Commercial loans have been an
increasingly important investment
outlet for St George in recent years.
A subsidiary company (St George
Commercial Credit) now markets a

‘Commercial loans
more important’

range of products for hire purchase,
leasing and real estate finance. .

A number of new products are
planned to be introduced over the
next year or so. These include:

— expansion into the super-
annuation market, at both the
corporate and individual levels,

— a managed trust for managing
funds held in solicitors’ trust
accounts,

— operating a “friendly society”
and issuing investment bonds
and other products relevant to
this type of organisation.

These developments  should

further boost the society’s reputation
in the retail financial market place.
As noted earlier, however, the "
society recognises the importance of
its core business and the need to
service the more basic financial
needs of its customers efficiently.
These additional services will serve

separate society, rather than a | hensive investment and financial | to build on this solid foundation. R
branch, was set up due to the
restrictions on building societies Table 2 — Retail Financial
from operating interstate. Institution’s Deposit Growth Rates

As noted earlier in the mission (% p.a.)
statement, lending for housing plays Savings Banks
a crucial, strategic part in the and Broad -
society’s overall operations. St | Yearto mid St George Building Societies Money
George has a home lending portfolio | 1983 19.6 17.3 na
exceeding A$4 billion, most of which | 1382 g s o
is to owner-occupiers. The society in | 550 16.7 9.1 13.4
recent years has adopted a policy of | 1957 12.6 13.2 9.9
matching, if not beating, the lending | 19g3 23.7 17.5 12.7
rates charged to home buyers by the | Half year to end
major banks. An “open door” | 1988 39.4 7.5 11.3
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Great Western banks
on the adjustable
rate mortgage

ANY American financial

institutions are now origi-

nating some form of

adjustable rate mortgage,
thanks to deregulation in the early
1980s. However, few believed so
earnestly in the success of this loan
instrument as Great Western, now
the number one originator of home
financing in the state of California
and the third largest in the United
States.

In 1988, Great Western originated
86,000 mortgages, of which more
than 95% were adjustable rate. At
the same time, the company's total
capital reached $2 billion which, at
6.04% of assets, is a ratio superior to
the nation’s 15 leading commercial
banks. Total assets are approxi-
mately $33 billion.

Great Western began to take a
leadership role in adjustable rate
lending nearly two decades ago
when company executives saw that
a viable home loan instrument tied
to changes in interest rates would be
critical to survival and profitability.
The company committed itself to the
concept then as a part of a long-term
growth strategy and, where other
institutions have been tentative or
come late to the marketplace with a
product, Great Western's commit-
ment has never wavered.

Pioneering the variable rate

In the early 1970s, Great Western
was in the forefront of efforts to
overcome both consumer and indus-
try objections to development of the
ARM predecessor, the variable rate

By Lynn Taylor

mortgage. Stuart Davis, chairman
and chief executive of Great Western
from 1964 to 1980, was a tireless
advocate of the variable rate instru-
ment in California. In 1978, as chair-
man of the U.S. League of Savings
Institutions, he made national
acceptance of the VRM a top priority.

By 1979, less than five years after
introducing the mortgage, Great
Western had transformed its port-
folio into 58% VRMs, a step the
company viewed as essential to
building a solid, variable rate asset-
liability mix designed to withstand
the pressures of fluctuating interest
rates and the uncertainties of future
deregulation.

The instrument of the 1980s
While not completely insulated
from the losses incurred by the thrift

‘Very strong
capital base’

industry in 1981 and 1982, when
interest rates climbed towards 20%,
Great Western was in a better posi-
tion to weather the storms than
many others.

The company had an exceptionally
strong capital base to help sustain it,
a healthy percentage of variable rate
loans already on the books, and a
firm commitment to restructuring its
balance sheet with a new generation
of flexible rate mortgages. What

management learned from writing
VRMs in the 1970s and early 1980s it
now applied to developing a product
that would balance the interests of
both lender and borrower under
deregulation. And when the Federal”
Home Loan Bank Board lifted restric-
tions in 1981, Great Western was
prepared to begin offering a new
kind of home loan to the consumer.
The product — a monthly adjust-
able loan with a six months introduc-
tory rate — floats over the cost of
funds index of the 11th District of the
Federal Home Loan Bank. In its
popular form, it has both an annual
payment cap of 7% and a lifetime
interest rate cap of 500 basis points.
Since 1981, Great Western has suc-
ceeded in converting 90% of its
portfolio to adjustable rate mort-
gages and short-term loans and -
investments. .

The mortgage factory

Great Western’s ability to originate
and service ARM loans in large
volume has been likened by many
to a high-efficiency “mortgage
factory”. Led by a network of com-
missioned loan agents who work
exclusively for the company, the
system uses in-house appraisers and
has a support operation that pro-.
vides quick, efficient service in loan
processing.

In the late 1970s, the company
originated abouta billion and a half
dollars in loans per year. Today,
Great Western is generating that
loan volume in just one month.

In 1988, the company originated
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$11.5 billion in mortgages. In terms
of market share, it made 6.3% of all
residential loans in California, the
nation’s premier lending market, and
garnered a 3% share of the huge
$350 billion national market — a
mark reached by only two other
institutions in the country.

A patient approach to new markets

While Great Western has been
among the most aggressive of all
U.S. financial institutions in its pur-
suit of the ARM and the restructuring
of its loan portfolio, the company has
taken a more patient approach to
expanding beyond its traditional
California borders. Where others
have rushed to take over failing
institutions to gain entry into new
markets, Great Western has pursued
a strategy of focused expansion
designed to avoid adding significant
amounts of goodwill to the balance
sheet.

Currently, the company is concen-
trating on expanding its full-service
banking operations in Florida, New
York, Washington and Arizona, and
its growing network of real estate
lending offices in prime markets in
the nation’s 17 leading mortgage
markets. In 1988, out-of-state loan
volume was nearly $1.5 billion, 13%

‘A strategy of
focused expansion’

of the company’s total real estate
lending.

Four core businesses

The past decade has seen rapid
diversification of the U.S. financial
services industry and Great Western
is one of the institutions that is
growing beyond the parameters of
the traditional savings and loan.
Deregulation opened up myriad pos-
sibilities and lured some institutions
into a wide variety of new busines-
ses. Characteristically, Great West-
ern chose not to stray too far afield
from what it knows how to do best.

As a result, the company devoted
its energies to four core businesses:

real estate finance, mortgage bank-
ing, retail banking and consumer
finance.

Mortgage banking

Aided by a steady stream of loans
produced by Great Western's mort-
gage factory, the company’s mort-
gage banking operation packages
and sells those loans in large quanti-
ties to the seconday mortgage mar-
ket and provides several significant
sources of revenue: profits from
sales, long-term income from servic-
ing, and cash that can be profitably

James F. Montgomery, chairman and chief executive.

employed in new mortgage lending.

During the past three years, the
amount of mortgages Great Western
has sold, and continues to service for
other investors, has nearly tripled
from $3.7 billion to $9.7 billion.

The off-balance sheet servicing-
income Great Western derives from
its portfolio of loans sold into the
secondary market acts like an
annuity. The company's long-term
goal is to increase that portfolio to
the same size as its own $29 billion
lending portfolio.

26 —>
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Retail banking

Underlying Great  Western's
strength in real estate finance is its
287 retail banking branch network,
which provides a $22 billion deposit
base that serves as a major source of
funds for lending.

In addition, the branch network
offers some 30 different financial
products from  certificates of
deposits and securities products to
VISAs and checking accounts. While
in past years the retail bank was
viewed primarily as a cost centre,
today it is a growing profit centre,
having contributed more than $45
million in fee and commission
income in 1988, compared with $47
million the year earlier. Out-of-state
branches accounted for 43% of the
company’'s increase in consumer
accounts in 1988.

Consumer finance

The Consumer Finance Group,
acquired in 1982, was Great Wes-
tern’s first major foray into markets
outside California. It is a key part of
Great Western's efforts to generate

‘Record year for
loan volume’

short-term,
quality assets.

Profitable for 61 straight years, the
Consumer Finance Group concen-
trates on selling a product mix of
personal loans, sales finance con-
tracts and real estate-secured loans,
with an average yield of 20% and an
average term of four years. In the
past three years, pre-tax earnings
have grown more than 50% to $57.4
million and net receivables have
increased by about 65% to $1.2
billion.

high-yielding,  high-

Outlook for the 1990s

Great Western  management
believes the company emerged from
the turmoil of the 1980s in a sound,
profitable position largely because it
adhered to certain well-founded

film star.

principles, not only in financial integ-
rity but also in common sense. These
are: a strong capital base, balanced
assets and liabilities, and a clear
focus on core businesses with excel-
lent near- and long-term growth
potential.

In the next decade, Great Western
expects to continue to emphasise
residential mortgage lending, with
the single family residential mort-
gage remaining one of the safest
investments a financial services
company can make. It keeps the
balance sheet “clean” and provides
the mortgage banking operation
with investment grade assets that
can be sold in the secondary market.

o

Great Western’s headquarters. The statue is of John Wayne, the legendary ~

H

Great Western has just recorded a
record year of loan volume and
demonstrated convincingly that it
can gain market share even in a
stable market. And, while the com-
pany’s current 3% share of the natio-
nal market is about the best any one
financial institution has been able to
do nationally thus far, it would
appear that Great Western is well
positioned to increase its share of
the market quite handsomely in the
1990s. &

LYNN TAYLOR is director of public
relations at Great Western Financial
Corporation.
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The challenge for savings
banks in the changing
financial environment

HERE should be consensus
that the financial environment
is changing and that it causes
a challenge for savings banks.
This situation is hardly surprising as
over the past two decades there have
been changes in the international
economy in the fields of trade, pay-
ments, indebtedness and exchange
rates. As far as the financial sector is
concerned, new legislation has been
enacted with far-reaching reforms
allowing institutions to respond to
the challenges in the world
economy. In addition, we must bear
in mind the impact of technology on
the changes we propose to discuss.
A tradition of alliances has already
been established and | am sure that
in time we will achieve the full
potential of the savings banks sector
with the benefit of an increasing
market share nationally and interna-
tionally.

The changing financial environment
Deregulation and competition

In looking at the savings banks
sector, we must recognise that while
savings banks have originally been
retail banks and this is a role that
they wish to continue to play, it has
been a question of survival that has
obliged them to diversify their opera-
tions and become universal banks.
This increased competition within
domestic markets was the conse-
quence of deregulation and, in the
case of Europe, the prospect of a
unified market.

If we look at the competitive
aspect, it will be easily recognised

By Jean-Marie Pesant

that in addition to competition from
the rest of the banking sector, com-
petition from non-banking institu-
tions in the financial market has
taken on new dimensions in the
deregulated environment. The origin
and nature of this competition can be
traced to the overall increase in the
volume of transactions on the finan-
cial market and the growing
despecialisation  of several non-
banking intermediaries. This compe-
tition is characterised by the fact that
it puts the banking sector at a disad-
vantage since non-banking insti-
tutions benefit from privileges
whereby they carry out banking
operations without meeting the
legislative restrictions to which
banks are subjected.

It is therefore a consequence of
these developments that the busi-
ness structure of the savings banks
and their business policies follow
more the requirements of their
customers rather than any traditional
demarcation of activities.

Equity capital and costs

The expansion of business, and
the often substantial investments
that have to be made in equipment
and technological adaptation, have
placed a new burden on savings
banks for capital. Some savings
banks have been able to respond
well to these new demands as they
have changed their statutes and
become joint stock banks, as is the
case in the United Kingdom. Others
will be able to choose this option in
the near future, for instance in

Denmark. Yet elsewhere, savings
banks have raised capital by issuing
participation certificates. These insti-
tutions can turn directly to the public
and raise capital to meet the needs
of their growth and their enhanced
competitiveness. In the context of a
single European market, banks will
find themselves subject to the EC’s
own funds directive and its solvency
ratios directive which will harmonise
capital adequacy rules throughout
the banking sector.

These directives which are still in
draft stage are expected to conform
to the Cooke Committee require-
ments of 8% of total capital to risk
adjusted assets. The implications of
the completion of a single market
will be significant increase in com-
petition in the domestic market

together with greater opportunities _

for corresponding expansion of acti-
vities throughout the European Com-
munity. All banks face this challenge
and | believe we can identify three
specific components:
Financial margins will be under
increased pressure as more
players compete for deposits and
loans.
Control of operating costs will be
crucial and will determine which
banks come out as efficient and-
profitable.
A comprehensive package of
financial products and services
will be required from banks.

The strategies
In view of the situation in Europe,
but also taking into account the
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banking sector throughout the
world, it has been necessary to look
at the options available. From an
analysis of the strategies of different
types of banks, it is hardly surprising
that the approaches they find
appropriate are quite similar, as they
operate in a global environment and
the rules are the same for all the
players. These are:

To create bigger pools of capital
and achieve economies of scale
through mergers.
To gain a foothold across the
market through  acquisitions
abroad which include non-bank
financial institutions and expan-
sion of networks by setting up
branches in other countries.

Establishment of alliances to build

a network of partners chosen on

the basis of a common corporate

culture and converging manage-
ment goals.

Let us now look at each of these
separately with examples as to how
various institutions in the savings
banks sector have adopted these
strategies.

Mergers

Size will have a crucial influence
on savings banks as it will determine
the level of overall resources that will
be available. It will only be the
largest institutions, the best struc-
tured organisations and those that
can establish solid ratings and
become fully-fledged members of
the international banking community
that will succeed. It will be important
not to be too small to meet competi-
tion and savings banks in many
countries are engaged in the process
of mergers in order to attain the
required strength and volume. Here
are a few examples.

Germany. In 1987 alone, the num-
ber of savings banks was reduced by
three including a well publicised
merger between two savings banks
in the Frankfurt area, one of which
was a large private savings bank.
The new bank, which became opera-
tional on 1 January, 1989, is num-
ber four in terms of balance sheet in
the ranking of German savings

SAVINGS BANKS

banks. This year the focus has
shifted to the central institutions
known as the Landesbanken. The
first such merger was between the
Badische Kommunale Landesbank
(BAKOLA) and the Landesbank Stutt-
gart GZ. The resulting institution is
called the Baden-Wirttemburgische
Landesbank and serves 92 savings
banks.

There is also the suggested group-
ing of the Landesbanken of the four
northern states of Schleswig-
Holstein, Lower Saxony, Hamburg
and Bremen. A merger between the
Bayerische Landesbank GZ and the
Landesbank Rheinland-Pfalz has also
been talked about. The principal case
with profound ramifications is a
planned merger between the West-
deutsche Landesbank GZ (WestlLB)
and the Hessische Landesbank GZ
(HELABA). WestLB is the largest
Landesbank and overall the third
ranking bank in the country. The
merger with HELABA would bring
with it a strong footing in Germany's
dominant financial centre of Frank-
furt as well as access to the fast
growing economy in the southern
part of the country.

According to an analysis carried
out by a prestigious consulting
group, the synergy of the merger
would increase earnings by some
DM200 million and possibly DM500
million. The merged bank would
rank only second to Deutsche Bank
and have assets of about DM230
billion and would strengthen the
competitive position of the savings
banks sector against the aggressive
private banks in the private banking
market of high net-worth individuals
and that of medium-sized busi-
nesses.

/taly. In ltaly, for instance, mergers
between the savings banks of Prato
and Florence and later with Bologna
are on the cards. If this should come
off, it will form the second largest
savings bank in the country after
CARIPLO. According to an ltalian
savings banker, the country s

gripped with merger mania. For
instance, a merger is planned among
11 small savings banks from the
Piedmont and Liguria areas to be
called ACROPOLI. It will have 250
branches.

The Emilia region is also in the
process of having a merger between
the local savings banks with group-
ing having a network of 200 bran-
ches.

v Spain. The process of mergers is
also taking place in Spain. In the
Basque country a merger is pending
between the Caja Vizcaina and Caja
Municipal de Bilbao. Regional
mergers are likely to continue and
according to views of the Spanish
Savings Banks Association, the
ultimate result could be 16 or 17
regional savings banks. i

United Kingdom. The list of exam-
ples is long and interesting, but I will
just mention the TSBs in the UK
which are the most striking example
of successful mergers. The number
of savings banks was reduced by
amalgamations from a 19th-century
peak of over 600 to 73 banks in the
early 70s. In 1976, they merged into
19 regional institutions. In 1983
further substantial mergers took
place, reducing the number to four.
Now, the group has transformed
itself from savings banks status into
a leader in the United Kingdom's
financial services sector.

Acquisitions and network building
Acquisitions of other financial
institutions and expansion of the
network of branches represent the
second-possible strategy. The objec-
tive of acquisitions can be summa-
rised quite simply in the words of Mr
Hubert Detremmerie, chairman of
the BACOB Savings Bank of
Belgium: “We  envisage the
establishment of a conglomerate of"
specialised financial institutions that
can furnish a full range of high
quality financial products and
services throughout the European
Community and beyond”.
This objective defined by BACOB
has been translated practically with
30 —>
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the acquisition of Banque UCL in
Luxembourg together with other
Belgian savings banks. In the field of
securities trading BACOB has a parti-
cipation in the London-based IFMT
(International  Financial Markets
Trading) as well as a Dutch subsi-
diary BACOB Finance NV.

BACOB Delaware Inc has also
been established to issue commer-
cial paper in the New York market.
Finally, it has acquired 25% of the
capital of  Continental Bank
(Belgium), a subsidiary of Continen-
tal lllinois, and will use it as a dealing
and merchant bank.

Other examples that bear witness
to this strategy of acquisitions
abound. One interesting situation is
the merchant banking venture
whereby Italy’s ICCR! got together
with the Banque Bruxelles Lambert
to form ICCRI-BBL. The objective of
ICCRI-BBL is to trade lItalian and
foreign securities, money market
instruments and provide M & A
advice. Further, the largest ltalian
savings bank CARIPLO is giving up a
30% stake in |Istituto Bancario
Italiano for an equivalent participa-
tion in Banco Jover of Barcelona
which belongs to Banco Santander
of Spain. CARIPLO has also bought
Compagnie Internationale de
Banque in Paris from the Société
Financiére Globe in order to have a
more complete presence than a
branch alone can provide in Europe.

In the UK, the TSB Group acquired
a finance house, UDT, in 1987 and
last year the merchant bank, Hill
Samuel. Through Hill Samuel, the
TSB Group can build upon a network
of offices and associates in Europe
as well as in New York, Hong Kong,
Sydney and Tokyo. It has diversified
through acquisitions into such areas
as insurance, corporate banking,
consumer finance, transport and
offshore business. The Group is a
volume banker in certain parts of the
market and a niche player in others
aims to be a major force in the
financial sector in the UK. An institu-
tion of this nature is the response to
the changing conditions and can be

SAVINGS BANKS

SAVINGS BANKS - A FORCE

430,000 BRANCHES / OFFICES

(INCL. POSTAL NETWORK IN 36 COUNTRIES)

$ 3,000 BILLION DEPOSITS

&

termed as a global approach and is
called a group for its functions go
way beyond that of a traditional
bank.

In view of this increased interna-
tional presence of savings banks, the
International Savings Bank Institute
(ISBI) has published a Savings Banks
Foreign Business Directory as a
useful tool for all banks actively
engaged in international business,
enabling easy identification of more
than 500 foreign contacts. In the 1988
edition of our savings banks foreign
business directory, the banks listed
are those which have links to SWIFT
or which have foreign representative
officers, branches or subsidiaries.
The information in the directory
covers 364 addresses of 176 savings
banks or affiliated banking institu-
tions in 38 countries.

Alliance strategies .

Savings banks’ organisations from -
different countries have responded
to market forces according to the
volume of their business and their
size in order to have an international
presence. The big German Land-
esbanken have been present in the
major financial centres since the
early 70s and have principally done
so independently. Other institutions
that have entered international
markets more recently have started
out with representative offices and
later with branches and subsidiaries.
These have been done essentially in
co-operation with other similar insti-
tutions from the home country such
as the joint representative offices of
Italian savings banks in London, or
through joint representation with
other friendly savings banks.
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Examples of this would be the
former representative offices in
Singapore of SDS Copenhagen and
the Caisse d’Epargne d'Etat de
Luxembourg, or in the case of
private banking a partnership of
savings banks in TSB International
Luxembourg. Another interesting
example is the agreement among
savings banks central banks in the
Nordic countries to represent each
other in their respective markets.

However, with the approaching
unification of the European market,
agreements across frontiers such as
between the Savings Bank of Barce-
lona, the Savings Bank of Paris and
CENCEP of France could become
common. Maintaining offices abroad
is a costly business and a more
economic way is for several banking
institutions to pool their resources.
Within the savings banks sector, co-
operation agreements are common
because of close ties between the
institutions in different countries.

Another area where savings banks
have used alliances is in the field of
underwriting. Whenever a savings
bank has been influencial in an
underwriting syndicate, other
savings banks have regularly been
invited to participate. Until recently,
there were two savings banks con-
sortia to underwrite loans for the
World Bank, one led by the Bayer-
ische Landesbank and the other by
the Deutsche Girozentrale.

These two have recently been
merged but the idea of a savings
banks consortium continues to play
its role. The strength of the savings
banks sector has been recognised in
the field of capital markets and it
intends to be a strong competitor in
the future. This strategy of alliances
serves to increase profitability by
modifying investment structures
from the long term to the shorter
term, to seek new customers and
product strategies in order to secure
better yield. It is essential to act with
speed in order to identify those
market niches, modest but still profit-
able, which savings banks, by acting
quickly and in co-operation, can
exploit first.

SAVINGS BANKS

A global approach

The Institute has members in
some 75 countries all over the world,
but the major financial force of
savings banks remains in Europe.
The ISBI is the world-wide represen-
tative of this community of savings
banks and operates as a centre for
information and communication. It
endeavours  to promote  the
exchange of experience and to facili-
tate practical co-operation among its
membership on a global basis.

In talking about globalisation, we
should remember that there is a vast
world market. | wish to make the
point that the Asian Pacific Rim
countries are the fastest growing and
the largest developing region in the
world. Also, in many of the
Advanced Developing Countries
(ADCs) the gross domestic savings
rate exceeds 25% of GNP: Korea

(35%), Taiwan (40%), Singapore
(25%), Thailand (25%), Hong Kong
(27%), Indonesia (24%), Malaysia

(32%) and China (36%).

While Asian ADCs benefit from
exports to the United States, it is
Japan which has the largest share in
their imports, and while the United
States has managed to increase its
share of exports to Asia even as its
share of world exports has declined,
the major area to lose out in sales to
the Asian market over the past 25
years has been the countries of the
Common Market. Another important
area not to be neglected for the
future is Eastern Europe. Here, too,
the process of deregulation of the
financial sector has resulted in
reforms in many countries such as
Bulgaria, Hungary, Poland, Romania
and the USSR. The market has enor-
mous potential and savings banks
central banks such as Skopbank and
Swedbank from Finland and Sweden
have already established representa-
tive offices in Moscow.

In addition to these, representative
offices are also maintained there by
the WestLB, the ZBank of Vienna and

the Ljubljanska Bank from Yugo-
slavia. There can be no doubt that
diverse forms of partnership can
benefit savings banks: exchanges,
twinning, agreements, conventions,
investment  funds, subsidiaries,
representative offices, consortia or
joint ventures, to mention but a few.
Each savings bank can continue to
extend the list.

Whereas up to now co-operation
Hed tended to develop mainly within
each zone — West and East — the
potential for intra-European co-
operation between savings banks is
vast. Exchanges have taken place
regularly between savings banks in
Western Europe and their counter-
parts in the East for more than 20
years. It is clear that, as the overall _
liberalisation of the political and
economic context progresses, so will
the scope for co-operation expand
more easily and quickly.

On the other hand, in response to
our day-to-day needs, regular annual
meetings of foreign exchange
dealers and foreign department
managers have proved to be highly
popular and we believe they served
their purpose of increasing contacts
among practitioners which result
in tangible forms of business co-
operation. Judging by the continued
success of these events, it can be
said that they promote international
co-operation in concrete terms and
that the nature of subjects and
discussions have widened in scope
and quality.

This is, indeed, a reflection of the
individual and collective importance
of the savings banks sector which is
an important force in the financial
community in different countries.
We have a tremendous challenge
ahead of us, and one which heralds
a very promising future. i

JEAN-MARIE PESANT is general
manager of the International Savings
Bank Institute based in Geneva,
Switzerland.
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France introduces
securitisation

ECURITISATION consists of

transforming bank loans into

negotiable securities. This

technique, which appeared in
the United States and then in Great
Britain and Canada two years ago,
has now been introduced in France.
It marks a new stage in the transfor-
mation of the financing structures of
the French economy. That is why the
authorities have provided it with a
legal framework by creating the con-
cept of a common claims fund (fond
commun de créances). The impulse
given by the authorities will not,
however, be sufficient to ensure its
success. The market in securitised
loans will not develop unless banks
and investors find it to their advan-
tage to meet in it.

Securitisation and financing
of the economy

The financing circuits of the French
economy have been characterised
by three periods over the past 40
years. During the post-war period
liquidity for credit-granting was pro-
vided by the machinery of redis-
counting at the Banque de France.

The reform of the banking system
in 1966-67 opened a second phase,
that of the transformation of liquid
savings into medium- and long-term
lending by the branch banks.

The third phase began with the
reform of the financial markets
started in 1984, which is continuing
today with securitisation; it consists
of resorting to the money markets in
order to provide liquidity for credit
and for financing the economy.

Securitisation will make it possible
to strengthen the financial markets.
The securities issued to represent
claims will constitute a new financial
product adding to the existing range,
already enriched by the negotiable

By Francois Henrot

instruments of claim created since
1985.

This product may involve very
large amounts of money; the out-
standing amount of lending to
households was nearly 2,000 billion
francs at the end of 1988. Securitisa-
tion of part of this outstanding
amount will help to stimulate the
French financial market by giving it
greater weight at European and
world level.

Monetary policy will also benefit
‘by the growth in securitisation. This
technique will in fact facilitate con-
trol of the creation of money,
because the transfer of a claim to a
non-bank investor destroys the
money of which this claim is the
counterpart.

The effectiveness of monetary
policy operating through the con-
trolling of interest rates will be
enhanced: by linking the credit
market to the capital market,
securitisation reinforces the action of
interest rates in the regulation of
lending activity.

The monetary authorities appear,
however, to fear that the use of
securitisation may create, in the
banks, a rapidly renewed capacity for
short-term lending which is liable to
increase the indebtedness of house-
holds. That is the explanation of the
prohibition, for the time being,
against securitising claims whose
initial term is less than two years.

The framework of securitisation

The advantages expected from
securitisation will materialise only if
it develops under conditions of
security and economic stability con-
ducive to its permanence. That is the
purpose of the legal framework
established by the law of 23 Decem-
ber, 1988, creating common claims

funds (CCF) and of the implementing
decrees.

Securitisation is based on the
transfer of ownership to the CCF of
the claims held by the transferring
institution; these are, therefore,
removed from the institution’s
balance sheet. The CCF itself is
defined as a co-ownership, without
corporate personality, which issues,
in a single operation, units repre-
senting the claims acquired.

The CCF units are securities of a
new type, similar in some ways to
bonds and in other ways to shares.
The CCF may, for instance, issue
several categories of securities com-
prising different proportions of prin-
cipal and interest; such securities are
similar to bonds offering several
types of coupons.

Investment in CCF units s,
however, risky in the same way as
investment in shares, because the
guarantee still leaves a risk of non-
payment and a risk of anticipated

redemption. Lastly, certain preroga-_

tives of the shareholders of joint-
stock companies are granted to the
bearers of CCF units: for instance,
the possibility of challenging the
auditors.

The minimum amount of the Com-
mon Claims Fund unit has been fixed
at F10,000. The units cannot be
repurchased by the Fund. The claims
acquired by the Fund must represent
credits of the same nature. A Fund,
therefore, chooses either real estate
claims or consumer credit claims:
The units may not represent either
frozen claims or doubtful or disputed
claims. .

The law also regulates the rela-
tions and duties of the “ménage a
trois” represented by the transfer-
ring institution, the initial debtor and
the bearer of units, represented by
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the Fund’'s management company.

The transfer of the claims takes
place by the mere issuing of a receipt
note to the transferor. This contains
the name of the Common Claims
Fund and the details of the claims
transferred.

The transferor remains respons-
ible for the guarantees attaching to
the claim. The law expresses con-
cern for protecting the borrower
because, while the lender can trans-
fer its claims to a CCF, merely
notifying the debtors by an ordinary
letter, on the other hand it cannot
transfer the collection of the claims
to another institution without the
express consent of the borrowers to
this transfer. The borrowers should,
therefore, usually keep the same
partner throughout the period of
their credit.

Conflicts of interest may arise
between the transferor and the
Fund’s management company; the

management company will
endeavour to avoid delays in
payments, while the transferring

institution, being concerned with its
corporate image in its customers’
eyes, may be tempted to accept
rescheduling of the claims all the
more readily because it does not
bear the cost of this.

Demarcation of the powers of each
party is therefore essential and will
be provided for by the CCF rules. A
real separation between the pro-
ducer of loans and the investor is
considered to be necessary in order
to ensure that securitisation shall
develop in a proper market and not
be confined to a mere merry-go-
round operation in which banks
remove the claims from their
balance sheets in order to place
them in the UCITS which they con-
trol. That is why the permissions
given to buy CCF units are confined
by decree to 5% of the UCITS of the
issuing institution.

The Commission des Opérations
de Bourse (Stock Exchange Opera-
tions Commission) (COB), after con-
sulting the Banque de France, gives
its prior consent to the establishment
or winding-up of a CCF. With regard

to the quality of the CCF, COB gives
its consent after examining a docu-
ment drawn up by an authorised

body.

These bodies, credit rating
agencies, are entrusted with the
assessment of the Funds and,

together with the auditors, have the
duty of watching the operation of the
CCFs. Their role is crucial, both in
order to ensure the quality of the
proposed transactions and to set the
valuation standards.

They check, in particular, that the
guarantee offered is sufficient to
cover the risk of default. Three types
of guarantees are accepted: the
guaranteeing of the fund by an exter-
nal body, an insurance company or
credit institution, overdimensioning
and subordination, consisting of
creating specific units which bear the
greater part of the risk.

A new tool in the service of the banks

Securitisation ought, first of all, to
make it possible to diversify the
means of financing of the credit
institutions and thus to remedy the
lack of liquidity observable on the
mortgage market. Securitisation of
mortgage loans appears, however,
to be difficult at the moment.

In the present state of the money
markets a portfolio of mortgage
loans to individuals, at a fixed-
interest rate and for a long term,
would have to produce, in order to
be able to be securitised, a vyield
equal to or greater than 11%.
However, the rates applied for the
financing of housing are at present
between 9 and 10%.

But what seems difficult today
may be easier tomorrow, because
market conditions evolve. New parti-
cipants with lower infrastructure
costs may also present themselves;
in particular, the introduction of free-
dom of rendering of services on a
European scale will enable financial
institutions to operate directly from
abroad without the expense of set-
ting up local establishments.

Securitisation will allow these

participants to concentrate on the
selling of credit and to benefit, for
securitised lendings, from a good
signature quality which will depend
only on the quality of their claims
and not on their own financial struc-
ture. For traditional institutions,
securitisation nevertheless already
offers opportunities now.

As regards the longest maturities,
applying to loans to local authorities, _
and also medium-term maturities
(one to seven years), the refinancing
market is too narrow at present. The
rates applied to these two types of
maturities are high enough to make
securitisation attractive.

Securitisation can also be seen to
be a very useful balance sheet man-
agement tool, first because it makes
it possible to obtain a gain in own’
funds. This is because the removal of
claims from the balance sheet is a
way of meeting the requirements of
the prudential regulations concern-
ing the ratio of own funds.

Here again it would seem that
mortgage loans will not be the most
attractive candidates for securitisa-
tion because the Cooke ratio and the
planned European solvency ratio
take them into account only to the
extent of 50%, unlike short- and
medium-term credits, the weighting
of which is 100%. But the gain in
own funds is not the only benefit to

be expected for balance sheet man- °

agement.

Securitisation will make it pos-
sible, when the market has reached
a certain size, permanently to adjust
interest rate and liquidity matchings
by operating on both sides of the
balance sheet and not only the liabili-
ties side.

This being so, the question of the
cost-benefit balance no longer arises
in the same terms: an institution will
accept an immediate loss on the -
transfer of a portfolio of claims if this
transfer enables it either to eliminate
an interest rate risk or a liquidity risk,
whether this risk be latent or actually
materialising, or to replenish its
capital and speed up the expansion
of its activities in a market sector
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which it considers to be more prom-
ising or more profitable than the
average of its present activities.

Substantial short-term costs coupled
with medium-term benefits

A securitisation operation first
all entails entry costs: costs
human resources, acquisition of
know-how, costs of adaptation of
data processing systems in order to
produce the data necessary for the
valuation of claims and their auto-
mated processing, administrative
and accounting costs for the estab-
lishment of the information circuits
and for meeting the requirements of
the checks imposed by law, legal
costs, and lastly the costs of working
out the various contracts between
the parties. Altogether, the costs
which will have to be met by each
institution in order to enter the secur-
itisation market may be estimated at
about ten million francs.

On top of these entry costs there
are recurrent costs of five types: the
cost of guaranteeing and placing the
securities, plus the remuneration of
the classification agencies; a
possible additional cost of risk cover
compared with the cost as recorded
or valued in the balance sheet of the
credit institution; the additional cost
of management of the claims made
up into portfolios, which corres-
ponds to the managing body's
margin; the extra administrative cost
entailed by the operation of the
Common Claims Fund (CCF); and,
lastly, a novelty premium for the
purpose of interesting investors in
the product.

In the short term there is every
possibility of, at best, the balance of
costs and gains breaking even,
except for institutions which are in a
special situation as regards interest
rate risks or which have difficulty in
gaining access to the capital market.
In the medium term, however, secur-
itisation will lead to rationalisation of
the operation of banking activities,
because it necessarily involves a
precise analysis of the costs of and
profits on each operation carried out
by the banks.

of
in

Risks of default will have to be the
subject of a more detailed analysis in
order to meet the information
requirements of the classification
agencies and of investors. It will also
be necessary to identify all the
interest rate risks. This step is neces-
sary for each institution in order to
enable it to determine whether
securitisation presents any advan-
tage for it and, if so, in order to
ensure that it possesses everything
necessary for the utilisation of this
technique.

The improvement of its knowledge
of costs should reveal the productiv-
ity gains to be obtained; it will show,
for each institution, the advantage of
specialising in the functions in which
it has the best capability and of
subcontracting the other functions; it
will thus lead to an improvement in
profitability.

The investors’ expectations

The securitisation market will offer
a supply (that from the credit institu-
tions) to meet a demand (that from
investors). It can operate effectively
only if it is to the advantage of the
latter to acquire what it is to the
advantage of the others to transfer.

Like any new product, the secur-
ities issued by the CCFs must
assume a position in relation to
existing products and offer a compa-
rative advantage which will attract
the purchase-investor. The profit-
ability offered by the securities
issued by the CCFs must be estab-
lished not only in relation to produc-
tion costs but also in relation to
market expectations in order to
ensure a rapid take-off of securitisa-
tion. It has been seen, for instance,
how the weakness of the interest
rates applied in lending for housing
makes a price calculated on the basis
of a production cost incompatible
with the hierarchy of market rates.

The offerers will furthermore have
the advantage of offering products
which are sufficiently original to
attract investors. The CCFs will be

able to offer securities with very long
or medium terms, of which there are
still only a few on the market. Pen-
sion funds, for instance, are
interested in long-term products.
The flexibility allowed by the legal
framework and the various forms of
guarantees which can be used give
scope for the expression of financial
creativity. It does, however, seem
necessary that the products offered
sshould be sufficiently simple and
easy to analyse, during an initial
period, so as to attract the largest
possible number of investors.

The market could start its opera-
tions by private placement, but there
must subsequently be real prospects
of subsequent development of a
secondary market. That calls for
organisation efforts: the creation of
stocks of securities ought to increase
market liquidity; the appearance of
market-makers will also be welcome,
especially as securitisation is a new
technique; lastly stock exchange list-
ing of certain- products might be
envisaged.

During an initial period the CCFs’
market will probably in fact be con-
fined to institutional investors. This
is because the complexity of the
product makes access to it by the
public difficult. Even if French institu-
tional investors continue to take a
wait-and-see attitude, one should

securitisation may offer for new
categories of investors: foreign
banks which wish to include secur-
ities representing French claims in
their portfolios, firms with structural
liquidity surpluses and desirous of
benefiting by the vyield on these
securities.

The investments involved in order
to gain entry to the securitisation
process are expensive. They are
nevertheless essential, because
European financial integration
demands improvement of the com-
petitiveness of. the French financial
system. W

FRANCOIS HENROT is executive
vice-president of Compagnie

Bancaire.

not overlook the advantage which.
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SECURITISATION __

Role of the insurance
market in development of
mortgage securitisation

ecuritisation, which  has

become one of the financial

“buzz words” of the Ilate

1980s, is used to describe a
range of different financings. People
talk about securitising most forms of
assets, such as automobile receiv-
ables, credit/charge/store  card
receivables, lease receivables, trade
receivables and even debt secured
on camping sites! Securitisation of
most of these assets has occurred,
but rarely outside the United States.
However, the securitisation of
residential and commercial mort-
gage assets in the UK has been a
major success.

What exactly is securitisation?
Briefly, it describes the sale of bonds
(the securities) which are collatera-
lised by a pool of financial assets and
which are not supported, from a
credit point of view, by the origina-
tor. It is a technique which enables

‘Steady increase
in volume’

assets to be taken off the originator’s
balance sheet and transferred to the
investor. By taking them off the
balance sheet, the capital which is
used to support them is released and
can be used for further lending.
Residential mortgage securitisa-
tion first occurred in the United
States in the 1970s but did not take
off until some 10 years later. Since
then there has been a steady
increase in volume, with over

By Dane Douetil

US$100 billion issued in 1986 alone.

The successful growth of the US
market can be directly attributed to
the federal guarantees that are pro-
vided by such institutions as Freddie
Mac, Ginnie Mae and Fannie Mae.
With a third-party guarantor it is
easier to bundle up residential mort-
gages into pools and use them as
the security to issue various forms of
bonds.

In spite of the lack of such govern-
ment support in other countries,
securitisation is spreading, especi-
ally in the United Kingdom and to
a lesser extent in Australia, New
Zealand and, shortly, France. Of par-
ticular interest are the very different
reasons as to why there has been a

success in the securitisation of
residential mortgages in different
countries, and the factors that

allowed it to occur.

In the United States the basic
rationale behind securitisation was
to assist the movement of the sur-
plus of deposits in one state across
the continent, and make the monies
available for the funding of shortfalls
of residential finance in another
state. Borrowers in one state would
sell bonds to geographically dis-
persed investors. This helped avoid
local regulation which forbade the
transfer of funds through the bank-
ing system across state boundaries.

In the United Kingdom mortgage
backed securities developed for
quite different reasons. In this case,
a new type of mortgage lender
emerged, the “specialist lender”,
who was unable to raise funds

through deposits and had to rely
purely on the wholesale funding
market.

By contrast, the forthcoming
securitisation of assets in France-
(titrisation) is predominantly being
pushed forward by the French
Government to allow the larger
French banks to conform with the
new capital adequacy regulations
(following the Cooke Committee
Report). Selling off pools of assets is
one way of improving their capital
adequacy ratios. It is not yet known
exactly what form these securities
will take in France; whether they
will be traded domestically or
internationally, whether they will
be secured by way of over-

‘Protecting the
bond holders’

collateralisation, subordinated debt
or by insurance, and even what
assets will be used. It may not be
mortgages at all. The margins avail-
able in mortgage financing are so
small that they may not cover the
costs of securitisation. Instead pools
of, for example, auto loans may be
the favoured assets. )
In each of these markets insurance
either has had, or will have, a role to
play in protecting the bond holders
against the default risk associated
with the assets and thereby enabling
them to be transferred off balance
sheet. In the US, as mentioned
36 —>
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above, this protection is by way of
government schemes, but in the UK
it has been the private insurance
market that has undertaken this role.
We believe that this will also occur in
the French market.

It may be asked why insurers are
expected to get involved at all. This
question is particularly apposite in
the UK, given the outstanding credit
performance of UK mortgages. Are
not investors in the mortgage-backed
securities happy to take the almost
non-existent credit risk? It seems not.
The security houses involved in the
formation of the mortgage backed
notes believe it is essential that if
investors are to buy these securities
then the rating agency’s approval, as
credible referees to the credit worthi-
ness of a securitised issue, is neces-
sary. They, in turn, will not provide
such approval unless the catas-
trophe credit risk is absorbed by
someone other than the investor.

Insurers are particularly suited to
taking this risk. Banks can guarantee
the issues but there is not a preva-

SECURITISATION

lence of AAA rated banks in the
world let alone in the UK (in fact
there are only two). However, UK
insurers have been guaranteeing the
top slice risk for mortgage lending
for years (see article on “Mortgage
Guarantee Insurance in the UK” in
the November 1988 issue). They
were therefore experienced enough
in this market to extend their guaran-
tee to protect a pool of mortgages, as
opposed to individual mortgages.
Also, and very importantly, insurers
can write the risk cheaper than can
the banks, due to their different
capital requirements.

It has, however, not been an
easy task to persuade insurers to
-undertake this business because of
the very large numbers involved,
their lack of knowledge of the com-
plex financial structures and the past
track record of guaranteeing mort-
gages, for example the EPIC/MGIC

programmes in the United States,

UK MORTGAGE-BACKED SECURITIES

which cost European reinsurers
dearly. On MGIC the European
insurers have so far paid out nearly
US$600 million above the premium
received, and the claims are not yet
exhausted.

These problems have been over-
come by explaining the complex
financial structures in
terms, demonstrating, by risk stress
models, the pure catastrophe nature,
Yof the insurance covers being pur-
chased and the development of
reinsurance  techniques,  which
spread the risk throughout the world.
In 1987 it was difficult to find insur-
ance support for £1 billion of mort-
gage lending. Due to the constant
marketing efforts of Special Risk
Services in 1988, over £5 billion of
capacity was created. In 1989 we
have been able to widen this to well
in excess of £12 billion of capacity
already pledged to under UK deals
alone. The number of insurers enter-
ing into the market has increased
from six-seven-in 1987 to 15-20 in
1988, to well over 30 in 1988.

We believe that this capacity will
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grow with the emergence of other
markets for mortgage-backed securi-
ties. The reason for this is that
insurers will be able to spread their
risk further by taking on similar
credit risks from other countries,
thus spreading themselves geo-
graphically. The French insurers will
be able to retrocede their accumula-
tive economic risk to the UK insurers
and vice versa.

What exactly does the insurance
cover? There are essentially two dif-
ferent sorts of product. The first
guarantees the ultimate bad debt
associated with a pool of, for
example, mortgages, after the dis-
posal of the properties, the realisa-
tion of other securities such as life
policies, creditor protection plans,
and endowment/pension plans, less
the principal and interest, including
interest on interest, outstanding at
the date of disposal of the property.
There is normally some form of first
loss fund that is deposited by the
originator (the mortgagee), thus
allowing the premium to be reduced
by the insurer and the “moral risk”
of the mortgagee underwriting
reduced. In the United Kingdom this
is set at around 2% of the issue size.
The sum insured (limit of indemnity)
is established by the rating agencies,
using complex calculations to esti-
mate the worst probable loss to a
pool of mortgages undergoing
severe economic stress. This has
been between 6%2% and 10%2% on
the UK mortgage pools.

The second product is concerned
with pure “enhancement” of a credit
rather than the remote catastrophe
risk associated with the mortgage
pool. The need for it arises as fol-
lows. The insurance policy described
above pays only once a net loss has
been established. By definition this
can only happen once the asset has
been repossessed and sold. This
may be several months, or even
years, after the original default. In
the meantime, interest payments
need to continue to be made to the
bond holders. Frequently, this short-
fall is offset by a bank line of credit.
Unless the bank providing this

SECURI'TISATION

Dane Douetil:
Considerable
opportunities for
high quality
premium.

possesses the same rating as that of
the issue, the bank’s credit must be
enhanced up to that standard. An
insurance product known as “the
servicer performance bond” does
just this.

The principles on which these two
insurance products are founded are
capable of being adapted to a wide
range of assets. In France, it is likely
that the insurance policy will be
required to underpin the default rate
on automobile loans, rather than
mortgages. In Australia, one require-
ment is to enhance the credit of an
institution which will commit to buy
back a pool of mortgages after
several years. Here, the security is
being structured with a life shorter
than that of the underlying assets to
increase its appeal to investors.
Without somebody to buy back the
unamortised assets at maturity of
the bond, such a structure would be
impossible. Without insurance to
enhance the commitment of the
“buy back” provider the issue would
never achieve the required rating.

To summarise, insurers basically
have two roles to play in securitisa-
tion. They can accept the catastrophe
default risk on portfolios of assets

and they can “rent” their high quality
balance sheets to enhance this credit
of various parties to the securitised
transaction. This private insurance
technology has developed prin-
cipally in the UK, in the absence of
government schemes such as exist
in the USA.

Now these insurance techniques
are being exported, just as those for
privatisation were several years
earlier. France will be the next large
market in Europe, but in five years’
time we believe securitisation will
have spread much wider than this.
The opportunities for high quality
premium this represents are con-
siderable. It is difficult to think of
another new product in the last
decade that has offered such excel-
lent opportunities to insurers who
are prepared to invest the necessary
time and effort to learn the business,

whilst fulfilling the developing finan- -

cial requirements of the housing
market. B

DANE DOUETIL is a director of
Special Risk Services Ltd, inde-
pendent brokers in financial risk
insurance.
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Mortgage insurance

ARLY in 1987, the two Euro-

pean federations decided to

initiate and arrange a study

into mortgage insurance, and
other insurance-related aspects of
mortgage lending. The study was felt
to be necessary because:

(a) There are widely differing sys-
tems of mortgage insurance and
each country can learn from the
experience of others.
(b) As lenders increasingly
operate across national frontiers,
they need to be familiar with the
different techniques of mortgage
insurance.
{c) The question of mortgage
insurance is relevant to the opera-
tion of secondary mortgage
markets which, by definition, are
more international than primary
markets.

The terms of reference for the
study covered:

(a) The insurance of mortgage

loans.

(b) Policy and practice with

respect to state assistance to

borrowers who have difficulty in
repaying their mortgage loans.

{c}) The experience of countries

with respect to mortgage arrears

and default.

(d) Policy and practice with

respect to mortgage loans linked

to endowment insurance policies.

(e} Policy and practice with

respect to the insurance of

properties mortgaged to housing
finance institutions.

The study was carried out by a
group comprising executives from
institutions belonging to the two
federations. The convenor of the
group, who acted as both chairman
and secretary, was lan Lumsden of

in Europe

the Halifax Building Society in the

United Kingdom.

Insurance of mortgage loans —
general considerations
By insurance of mortgage loans is
meant systems which protect the
lender rather than the borrower from
the consequences of the borrower
defaulting on his loan. Some of the
countries in Europe have no system
for insuring mortgage loans. Among
the others, there are several systems
by which lenders can protect them-
selves against default by borrowers:
(a) By the whole loan being
insured.
(b) By the amount of a loan
exceeding a set percentage of the
valuation of the property being
insured (the system used in
Britain).
(c) By borrowers being required to
contribute separately to a reserve
fund to cover losses (the system
used by Danish mortgage credit
institutes).
(d) By borrowers being required
to provide guarantors (as in West
Germany and France).
The manner in which any insur-
ance is effected can also differ

Yetween countries. The Danish mort-
gage credit institutions effectively
use the self-insurance system. In
Britain, top slice mortgage insurance
is undertaken by the large insurance
companies as part of their normal
business. In many non-European
countries (the USA, Australia and
Canada, for example), there are
specialist mortgage insurance com-
panies or government agencies.
There is a close relationship
between mortgage insurance and
lending terms:
(a) The mortgage insurers may
effectively determine lending
criteria, for example, loan to
income and value limits.
(b) Mortgage insurance may be
needed for all loans or simply for
loans which fail to meet certain
criteria.

West Germany

There are no mortgage insurance.

schemes in West Germany. This is
because lenders and insurance com-
panies fear that mortgage insurance
covers unspecified risks; that means
collective risks, and, therefore, the
probability of loss is impossible to
calculate. They may also be reluctant
to introduce mortgage insurance,
because this would shift the risk of
loss from lender to insurance com-
pany, and this might encourage the
lender to engage in riskier lending.
The Bausparkassen cannot lend
more than 80% of the value of the
property unless-adequate additional
collateral is pledged. Bank guaran-
tees provide the additional collateral.
Some Bausparkassen co-operate
with institutions specialised in
guarantee undertaking, and act as an
intermediary for guarantees.

i
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A guarantee fee is usually around
1% of the guaranteed top slice of the
loan. After a mortgage claim has
been made against the guarantor,
the guarantor may have recourse to
the borrower.

Belgium

Belgium also has no mortgage
insurance system providing for
specific and systematic insurance
cover for mortgage loans. However,
certain companies do have recourse
to credit insurance. Mortgage credit
is just one of many transactions
covered by credit insurers, and it is
impossible to give precise informa-
tion on the amount of mortgage
business which is covered. The
system is not widely successful for a
variety of reasons.

Credit insurance normally covers
all the business handled by the
lender so as to spread the risk and to
reduce premium amounts. The
agreement between the insurer and
insured lender usually stipulates a
threshold, for example 50% or 80%
of the public site value, at which the
lender is required to submit the case
to the credit insurer. The insurer will
conduct his own investigations.
Although cover extends throughout
the loan period, mortgagees often
require cover for only the initial
years of repayment.

In the absence of credit insurance,
lending companies generally make
the granting of loans with high lend-
ing ceilings conditional on the provi-
sion of certain additional guarantees
or risk premiums, such as an
increase in the interest rate, the
pledging of securities or the personal
guarantee of a third party.

Denmark

Mortgage lending in Denmark is
highly regulated and mortgage
insurance is unknown. The rules
under which the institutions operate
are designed to safeguard the safety
and solvency of each institution.

The law lays down maximum lend-
ing limits and loan terms. There
must also be equivalence between
the borrowers’ mortgage debts and

the nominal value of mortgage
bonds in circulation. There are
special requirements in respect of
the minimum amount of reserves.

Reserves for residential mortgage
loans have to be at least 5% of the
value of bonds in circulation. This is
met by way of an up-front payment
of 1% of the principal, and a contri-
bution of 2% of the quarterly or
semi-annual instalment. It should
also be noted that borrowers have
joint and several liability for the
obligations of the institution.
Spain

Until recently, there was no credit
insurance for mortgage loans. Insti-
tutions protected themselves by
carefully assessing the property that

France

There is no mortgage insurance in
France nor is credit insurance prac-
ticed in the field of mortgage credit.
To cover himself, the lender may
require:

(a) A mortgage security on the

property which is the subject of

the loan.

(b) A wmortgage security on

another property belonging to the
¥ borrower.

(c) The joint guarantee of one or

more persons. K

(d) The mortgage guarantee of

one or more persons.

United Kingdom

Where building societies lend
more than 80% of the value of the -
property, a system of. mortgage
insurance is used. Building societies

lan Lumsden, convenor
of the Research Group
on Mortgage Insurance.

would serve as security, and by not
lending more than 70% or 80% of
the assessed value of the property.
However, the situation is now
changing.

Strong competition in the mort-
gage market is causing the amounts
loaned to tend to approach the real
value of the property. Fluctuations in
the real estate market or poor
upkeep of the property may also
cause problems to lenders. Credit
insurance companies offer various
services to the financial institutions
including foreclosure of the mort-
gage, and they will advance the
amount of the debt outstanding to
the lending institution.

,have operated this system for many
years. The main features are:
(a) Insurance cover is given by
composite insurance companies
rather than by specialist mortgage
insurers.
(b) The top slice of the loan, that
is, that part of the loan above 80%
of the purchase price, is insured.
(c) A single premium is paid by
the borrower at the time the loan
is taken out. Currently, premium
rates vary from 3.5% of the
amount insured, for loans
between 80% and 90% of pur-
chase price, up to 7% for amounts
over 95%.
40 —>
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{d) Building societies undertake
all the additional administration
and tell the insurance companies
what loans have been insured.

(e} When a building society makes
a claim, it notifies the insurance
company of the amount which is
then paid. A claim exists only
where the sale proceeds of a
property taken into possession
are lower than the outstanding
loan, plus the costs of possession.

Greece

There is no mortgage insurance
system in Greece. The maximum
amount of a loan is about 50% of the
market value of the property and
market prices have never fallen in
the last 20 years. However, a large
number of loans have a state guaran-
tee. This guarantee is given to earth-
quake victims and can also be given
to some large organisations if they
build houses for their employees or
for students.

Italy
Regulations  governing loans
secured on existing buildings require
as collateral against the obligations
assumed by the borrower, only the
granting of a mortgage on the
property to the lending institution.
Regulations governing lending for
housing under construction give the
lender the right to request at the
borrower’s expense additional mort-
gage guarantees for that part of the
loan that exceeds 50% of the cost of
construction, including land pur-
chase. There are three principle
forms of supplementary guarantee
used to back loans:
(a) Guarantee from a third party
{(normally a bank}), which guaran-
tees the payment of the loan
instalments or repayment of the
entire principal.
(b) A guarantee policy issued by
an insurance company (in
exchange for a single payment
premium paid by the borrower,
prior to the disbursement of the
loan) for the amount in excess of
50% of the building cost.
(c) Supplementary or auxiliary

state guarantee of the full repay-
ment of principal, interest and
related charges.

Portugal

In Portugal, there is no mortgage
guarantee insurance system as such.
However, such insurances are pro-
vided by insurance companies
accepted by the mortgage lender,
and with the consent of the insur-
ance companies. In the case of loss,
the mortgage lender has the contrac-
tual right to receive directly from the
insurer the indemnity.

Norway

in Norway, lenders do not nor-
mally lend more than 80% of the
_valuation, which is generally lower
than the purchase price. If the bor-
rower wants a higher loan, then he
will be required to give a bank or
personal guarantee. Some credit
institutions would extend the 80%
limit with a customer credit insur-
ance to cover losses caused by the
borrower’s insolvency.

The Netherlands
In the Netherlands, there are no
legal requirements relating to mort-
gage related insurance. There are
two types of insurance relevant to
mortgage interest:
(a) Mortgage interest insurance
through a mutual guarantee
pledge.
(b) Top slice insurance. The lender
can insure his total portfolio
against all risks of not getting
repayment of the mortgage for
what ever reason only for the top
slice of the mortgage loan, that is,
above 100% of the foreclosure
value.

Conclusions

The conclusions of the report are
set out in full below:

“The country chapters in this study
illustrate major differences between
the European Community countries
as to the security which mortgage
lenders take, in addition to the

property itself. It is clear that there is
no single best practice in this
respect. Each country has a unique
housing finance system which has
been shaped by housing policy, the
structure of the financial system and
the taxation system. The security
which a lender looks for will vary
according to a number of factors
which differ between countries.

“In countries where high percent-.
Yage loans are not required then,
clearly, lenders can rely to a large
extent on the property alone as
security. In countries where the
housing finance market requires
high percentage loans, then lenders
do need security in addition to the
property itself. There are a number
of types of additional security of
which bank guarantees and insur-
ance policies are the most common.

“The extent of state support for
borrowers who have difficulty in
meeting their repayments also
differs markedly. This in itself can be
seen as a form of mortgage insur-
ance, and the more there is state
support, the less the lenders them-
selves need to seek additional
security.

“Perhaps the one conclusion that
can be made is that mortgage insur-
ance does enable higher percentage
loans to be made than would other-
wise be the case, and also signifi-
cantly reduces the risks faced by.
lending institutions. In turn, high
percentage loans can, depending on
the relationship between property
prices and incomes, allow people to
become owner occupiers, either who
could not do so at all, or at an earlier
age than would otherwise be the
case.

“The study explains the insurance
aspects of mortgage lending, and
enables the reasons for the differ-
ences between the countries to be
clearly seen. Each country can learn
from the system of others, and it is
hoped that the study will enable
relevant institutions to assess
whether they have the most effective
system of protecting lenders and
borrowers in the light of their own
special market conditions.” B
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Real estate and
fiscal legislation

N most countries there is a

promissory contract involved in

the purchase of a property. It is

required by law in Belgium,
France, India, Ireland and Switzer-
land, and is optional in most coun-
tries. Germany and Norway do not
use promissory contracts.

In all of the countries surveyed,
except Norway, the borrower usually
pays a deposit on signing the promi-
ssory contract, although it is optional.
The amount of this deposit varies. In
Luxembourg it is as low as 2%, in a
number of countries including The
Netherlands, Switzerland and Italy, it
is 10%, while in other countries it
varies quite considerably, for
example, from 10% to 25% in
Ireland. The deposit can be highest
in Israel where it can be for up to
50%.

Generally, the promissory contract
must be signed by a notary, though
there are exceptions (Australia,
Norway and the USA).

Many countries have restrictions
on the purchase of real estate by
foreigners. Purchase is forbidden in
Norway, except for residence pur-
poses. There are restrictions to
purchase in Belgium, France,
Germany, Ireland, Luxembourg, The
Netherlands, Singapore and the
USA.

A number of countries also place
restrictions on citizens wishing to
purchase abroad. Greece, for ex-
ample, does not allow any currency
transfer for this type of transaction.
Authorisation to purchase properties
abroad is required in a number of
countries including Finland, France,
Ireland, Israel and Norway.

Fees and taxes paid in owner-
occupied markets
The transfer of houses is normally

expensive for both buyer and seller,

but there are huge variations
between countries. Table 1 shows
expenses and taxes paid by the
vendor for a $100,000 house as a
percentage of the total purchase
price.

It should be noted that the figures
are as reported by real estate practi-
tioners, and there is no guarantee
that similar definitions have been
used. Nevertheless, the figures are
probably indicative of the differences
between countries.

Agents’ fees are, in most coun-
tries, the most important expense

which has to be borne by the vendor.
They vary from 1.1% in Greece, to
2% in the UK and Australia and to
over 4% in a number of countries
including Belgium, Canada, Finland,
France, Italy and Mexico. High legal
or notary fees have to be paid in
Indonesia and Ireland.

Table 2 shows fees and taxes
payable by the buyer for a $100,000
house. The variations here are even -
more marked than in the case of
vendors, largely because of govern-
ment taxes or registration fees. Costs
are particularly low in the United
Kingdom, the USA, India and
Australia.

They are exceptionally high in Bel-
gium at 20% of the purchase price,
largely because of 12.5% registrar’s
fees and 4% notary/legal fees. Other
countries with high purchase costs
include ltaly, France, Greece and
Mexico.
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Table 1 Expenses and Taxes Paid by the Vendor, $100,000 House %

Country Agent’s Legal/Notary Other Total
Fees Fees

Australia 2.0 0.4 0.2 2.6
Belgium 4.0 4.0
Canada 5.5 5.5
West Germany 3.0 3.0
Finland 4.0 4.0
France 5.0 5.0
Greece 1.1 1.1 -
Indonesia 25 2.5 5.0
Ireland 3.8 2.5 6.3
Italy 5.0 5.0
Luxembourg 3.0 3.0
Mexico 5.0 5.0
Netherlands 2.2 ; 2.2
Pakistan 2.0 2.0
Switzerland 2.0 0.1 1.9 4.0
USA 3.8 0.2 0.1 4.1
UK 2.0 2.0

Note: UK figures added by International Union.
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Rental transactions

There are huge variations in the
lengths of residential leases. In some
countries the period of a lease is
entirely negotiable, for example,
Denmark and Australia. One-year
renewable leases are common in the
USA and Spain. A typical lease
period in Germany is between five
and 10 vyears, while Belgium has
periods of three, six and nine years.

The length of the lease is regulated
by law in Belgium, France, Greece,
Italy, Mexico and The Netherlands.
Rents are regulated by law in
Austria, Finland, Greece, ltaly, Lux-
embourg, Mexico and The Nether-
lands.

In most countries deposits are paid
by the tenant when signing the lease.
This is required by law in Belgium,
Canada, France and Spain. The
amount of the deposit typically
varies from one to six months’ rent.
Spain and Canada are among coun-
tries where one month’s rent is typi-
cal. In Norway the deposit is particu-
larly high, between three and six
months’ rent.

In a number of countries a tenant
has to pay a registration duty on the

Table 2 Fees and Taxes Payable

LEGISLATTON

Table 3 Urban Homes, Sales Prices and Rents
Country/Town Sales price Rent per year Sales price/
square metre $  square metre $ rent

Andorra/Andorra 975
Australia/Sydney 1,606 70 23
Belgium/Brussels 1,406 90 16
Brazil/San Paulo 255 35 7
Colombia/Bogota 270
Denmark/Copenhagen
Germany/Hamburg 2,681
Spain/Madrid 2,438 102 24 )
Finland/Helsinki
France/Paris 5,115 170 30
Greece/Athens 431 29 15
Indonesia/Jakarta 162 35 5
Ireland/Dublin 791 58 14
Israel/Tel Aviv 2,000
Italy/Milan 58
Luxembourg/Luxembourg 1,918
Netherlands/Amsterdam 475
Norway/Oslo 1,145 87 13
Austria/Vienna 1,261 107 - 12
Pakistan/Karachi 300 28 11
Switzerland/Basle 3,791 126 30
Sweden/Stockholm 2,348 78 30
USA/New York 3,000
rent. In Austria this is 3% of the | Switzerland, for example, 5% of the
annual rent, and in France 2.5% of | annual rent is typical, and in Spain
the monthly rent. and the USA 6% is common. The

Real estate agent’s frees for rentals | figure is high in Belgium at 10%, and
are typically in the 5%-10% range. In | even higher in ltaly at 15%.

by the Buyer, $100,000 House %

Country Agent’s Notary/  Stamp Duty/ Registrar’'s Other Total
Fees Legal Fees Transfer Tax Fees
Australia 0.7 1.9 0.3 29
Belgium 4.0 4.0 12.5 20.5
West Germany 3.0 1.0 2.0 6.0
Spain 5.0 0.6 0.3 5.9
Finland 5.0 1.6 6.6
France 5.0 2.2 5.4 0.6 13.2
Greece 1.1 1.0 13.3 15.4
India 2.0 2.0
Indonesia 25 25 5.0
Ireland 1.9 1.0 2.9
Italy 2.0 3.0 8.0 20 15.0
Luxembourg 0.9 6.0 1.9 7.9
Mexico 2.7 0.1 10.2 13.0
Netherlands 2.3 1.1 6.0 9.4
Norway 1.8 25 4.3
Austria 3.0 1.0 35 1.0 8.5
Pakistan 2.0 8.0 0.1 101
Switzerland 1.9 0.3 2.7 4.9
USA 3.0 3.0
UK 0.7 1.0 1.7

Note: UK figures added by International Union.

Residential property market

The survey includes basic data on
the real estate market in 1988. Table
3 shows the sales price per square
metre and rents per square metre for
urban homes, and also the relation-
ship between sales prices and rents.

The most expensive city in the
survey, by quite a long way, is Paris
with a price of $5,115 per square
metre. This is followed by Basle,
Switzerland ($3,791), New York,
USA ($3,000), Hamburg, Germany
($2,681), Madrid, Spain ($2,438) and
Stockholm, Sweden ($2,348).

It is, perhaps, significant that the
variations in sales prices were much
greater than the variations in rents.
In countries with high sales prices
the ratio of sales price to rent was
also high — averaging 30 in the
European cities where prices were
highest. In other European cities a
ratio of 12-15 was more common. B
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Housing finance In
the Caribbean

WO recent publications use-

fully give up-to-date informa-

tion on the housing and hous-

ing finance situation in the
Caribbean.

On September 27 and 28, 1988, the
Caribbean Ministers of Settlement
and Shelter held their first joint
meeting. The meeting was hosted by
the Government of the Republic of
Trinidad and Tobago, and was co-
sponsored by the United Nations
Centre for Human Settlements (Habi-
tat) and the United States Agency for
International Development. The con-
ference was on the theme “Shelter
for the People: A Catalyst for Eco-
nomic Reconstruction”. The pro-
ceedings of the conference have now
been published (Report on the First
Meeting of Caribbean Ministers of
Settlements/Shelter), Ministry of
Settlements and Public Utilities,
Trinidad and Tobago, 1988).

Five papers were given —

Shelter and Urbanisation Over-

view, by Dr George Peterson, The

Urban Institute, Washington.

Efforts to Address the Problem, by

Jeremiah Scott, Minister of Hous-

ing and Community Development,

‘Need for
creative strategies’

St Vincent and the Grenadines.
Sou Sou Land Concept — Lessons
Learnt: The Way Forward, by
Pamela Nicholson, Minister of
Settlements and Public Utilities,
Trinidad and Tobago.

Formulating and Implementing a
Shelter Strategy, by Bruce Gold-
ing, Minister of Construction
(Housing), Jamaica.

Donor role and Co-ordination in

Financing, Role of International

and Regional Agencies.

Dr Peterson noted that the produc-
tive use to which the home could be
put was an important source of
income for the householder, and he
cited the following implications for
shelter policy —

(a) A review of laws which prohibit

the commercial use of properties

in residential neighbourhoods.

(b) The issue of house design and

lot sizes.

(c) The provision of credit assist-

“ance to small home-based entre-
preneurs facilitating the upgrading
of the home.

With respect of the method of
payment, Dr Peterson proposed
that creative strategies be applied
to the collection of rents from the
housing beneficiaries, and that the
incrementin value of serviced land be
taxed.

In discussion it was noted that tax
incentives were being provided in
Trinidad and Tobago to enable pri-
vate financial institutions to grant
loans at low rates of interest to low
income groups. In addition, housing
bonds were also being floated.

Pamela Nicholson described the
Sou Sou Land concept under which —

(a) Deposits were made by sub-

scribers and, together with the

interest, are utilised by the

National Housing Authority to

meet the costs of providing fully

serviced lots.

(b} Subscribers are allowed to

drop out of the programme and

have their deposits refunded.

(c) Subscribers can choose from a

number of design/shelter options

based on affordability, and be pro-
vided with professional guidance
for construction.

(d) The land is developed to

acceptable standards.

(e) Because development is carried
out on an incremental basis the
cost of land is considerably lower
than the open market value.
(f} Self financing is encouraged,
but tax incentives are available to
approved mortgage companies to
make adequate financing available
to the low income group below the
normal rates of interest.

The paper by Jeremiah Scott,
Minister of Housing, Labour and -
Community Development in St Vin-
cent and the Grenadines, described
recent initiatives in housing finance.
In 1987 the Caribbean Development
Bank approved a loan of EC$4.95
million for the mortgage finance
programme administered by the
state-owned National Commercial
Bank. The national insurance
scheme of St Vincent and the Grena-
dines agreed to fund a similar
amount, and including recycled
funds the total amount of the pro-
gramme to be disbursed over a four-
year period would be $10.7 million.
The programme is intended to assist
in meeting some of the credit needs
of lower middle income households
for home improvements and new

‘Housing bonds
floated’

housing. Loans will be for up to 90%
of the estimated market value of the
land and the cost of new construc- ~
tion, and will be for up to 20 years.
Minor home improvement loans will
be made for up to.10 years. There are
income limits for the loans.

The National Commercial Bank
established a mortgage finance
department in June 1988. It will also
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operate a scheme of its own. All
mortgage loans will be at 10%.

On November 7 and 8, 1988, the
Caribbean Association of Building
Societies and Housing Finance Insti-
tutions (CABSHFI) held a housing
finance seminar on the theme
“Financing Low Income Housing in
Small Economies” in Port of Spain,
Trinidad and Tobago.

Ten papers were given with speak-
ers coming from both the Caribbean
and the wider international com-
munity. A summary of some of the
major papers was published in the
last issue of Housing Finance Inter-
national. The full proceedings of the
conference have now been pub-
lished by CABSHFI (Financing Low
Income Housing in Small Econo-
mies, CABSHFI, 1988).

A paper by Dr John Cole, on Trini-
dad and Tobago, deals specifically
with housing finance. The paper
notes that interest rates are critically
important, but that riskiness in the
mortgage sector can be relatively

‘Mortgage risk
can be low’

low. In Trinidad and Tobago the
default and liquidity risks in an insti-
tution of the mortgage portfolio
can be reduced through use of the
secondary market institution, the
Home Mortgage Bank. Because there
is a danger of a shortage of new
deposits to fund mortgage lending
the emphasis must be on keeping
house prices down, and housing
finance institutions must expect to
be able to influence the construction
industry.

Elaine Weis, Executive Director of
the Garn Institute of Finance at the
University of Utah, Salt Lake City,
Utah, contributes a paper on impedi-
ments to efficient low income hous-

CARIBBEAN

ing finance delivery systems in the
Caribbean. The paper suggests that
the current framework for housing
finance systems in the Caribbean
regards residential housing as a con-
sumption expenditure rather than a
capital investment. Government-sub-
sidised housing finance program-
mes have discouraged greater pri-
vate sector involvement in low
income housing solutions. A high
proportion of housing investment is
provided through private initiative
without the support of financial insti-
tutions. The legal and regulatory
structure and current credit under-
writing standards effectively limit
access to housing credit for low and
moderate income households.

In the Caribbean countries there
has been a lack of focus on formulat-
ing housing finance policies, and
there is not even any central infor-
mation or co-ordinating bodies deal-
ing with all the agencies involved in
housing finance. There are numer-
ous institutions involved in housing
finance in the Caribbean, most of
which are specialised institutions.
One of the impediments to a more
effective housing finance system is
that the specialised lenders account
for ‘a relatively small share of total

‘Lack of focus
on policies’

financial resources in Caribbean
countries. For example, in Jamaica
the ten commercial banks hold 70%
of deposits and 66% of loans out-
standing, and in Barbados the banks
have an estimated 80% of deposits.
The participation of commercial
banks in mortgage financing is
limited, for example in Barbados
mortgage loans on private homes

make up less than 4% of total com-
mercial bank loans and advances
outstanding. A
Financial and regulatory incentives
could be structured to make mort-
gage lending more attractive to the
commercial banking sector. Finan-
cial incentives could
credits, the creation of a government
secondary mortgage market, mort-
gage indemnity insurance, linked
deposit programmes, and loans to
lenders programmes. Regulatory
incentives could include lower capi-
tal requirements for low and moder-
ate income mortgage portfolios,
removal of mortgage interest rate
ceilings, and exemption from restric-
tions on bank lending for personal

‘Need for
education’

and consumer purposes. However,
in addition to incentives education is
needed, both for borrowers and for
bank officers.

Generally, laws and regulations
governing financial institutions and

residential mortgage finance tend to

discourage a higher level of housing
finance. Many governments have
controls on interest rates, and even
where there are not controls the
institutions often have to competée
against fierce government competi-
tion in the markets. Another impedi-
ment to the more widespread use of
mortgage credit is the legal nature of
the mortgage itself. The borrowers
must have a legal interest in the
property being financed, and be able
to provide the necessary documenta-
tion in order to obtain a mortgage
loan. Most low-income borrowers
occupy land to which they have no
title. Mortgage lenders should con-
sider alternatives to registered title
as security for housing loans to
credit worthy borrowers. B

include tax _

'
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Urban Housing Finance

HIS OECD publication (Urban
Housing  Finance, OECD,

1988) is the result of a three-

year study undertaken within

the framework of the OECD Urban
Affairs programme. It is based on
reports provided by OECD govern-
ments considering the overall direc-
tion of their housing policies and
main concerns, and in-depth studies
on tax policies, and maintenance and
modernisation of urban housing,
and on the results of a seminar on
housing investment and urban
change. The report was written by
Ray Robinson, Reader in Economics
at the University of Sussex, in co-
operation with the OECD Secretariat.
The report comprises five chap-
ters: (a) The context of housing
policy, recent trends and prospects
for the future; (b} An overview of
housing markets and housing poli-
cies; (c) Policies towards owner-
occupiers; (d) Housing loan finance;
(e) Policies towards the rental sector;
(f) Housing re-investment strategies.
The chapter giving an overview of
housing markets and housing poli-
cies contains much useful statistical
material. It is noted that most coun-
tries now have a balance, or an
aggregate net surplus, of dwellings
over households, and have increas-
ingly turned their attention to the

issue of housing quality. No inter-
nationally comparable figures are
available on this, but it is possible to
analyse figures on space. As far as
dwelling size is concerned Canada
and New Zealand are at the top of
the range with an average of five to
six rooms per dwelling. Luxem-
bourg, The Netherlands and the
United Kingdom also have a large
average dwelling size. In all coun-
tries 90% or more of dwellings have
inside running water, and the level of
provision of inside flushed toilets is
high in most countries, although
Japan is a notable exception with
less than 50% of its dwellings pos-
sessing this facility.

-In many cases the quality of a
dwelling is closely related to its age.
The United Kingdom and France
have a particularly high proportion
of old housing, and these are a
source of concern.

Attitudes towards the different
forms of housing tenure vary
between countries, although in most
owner-occupation is viewed favour-
ably, both by individual households
and by governments. The proportion
of households within the owner-
occupied sector rose steadily
throughout the 1970s in most coun-
tries.

The chapter

on housing loan

finance is of particular interest to
housing finance institutions. During
the 1970s housing finance markets
were subject to pressures resulting
from inflation, interest rate volatility,
and fluctuations in the supply of
fu‘nds.

Among the responses to inflation
have been deferred interest mort-
gages, index-linked mortgages, and
equity or shared appreciation mort-
gages.

Greater interest rate volatility has
posed serious problems for those
countries such as Canada, the United
States and the Netherlands, where
loans have been at fixed rates of
interest. Such countries have tended
to move to the variable rate system.

The problem of the supply of funds
has been dealt with by interest rate
deregulation and also by insti-
tutional finance being invested in the
housing market by a variety of
means.

The group recommendations in
the report are reproduced in full
below.

This publication is a very welcome
addition to the modest range of
publications dealing with housing
and housing finance problems at the
international level.

Introduction

There are wide variations in the
housing systems and policies in
OECD Member countries. But most
of them have experienced difficulties
in achieving the basic housing objec-
tives of efficiency and equity. In
particular historical development of
housing finance and tax systems has
led to a pattern of subsidies which
obscures the real cost of housing.

At the moment many countries
are in the process of reassessing
their housing policies. The first task
is to determine the appropriate role
of central and local government in
housing. Within their fiscal restric-

tions governments may wish to pro-
duce a more cohesive and consistent
housing strategy to cover all ten-
ures. This might be primarily
designed to meet housing objectives
rather than a subsidiary component
of other policies, eg employment or
regional policies.

New priorities

Rising incomes and changes in
demographic composition have led
to increased aspirations for smaller
but higher quality dwellings in many
OECD countries. There is an increas-
ing trend for this to be met by the
private market through new con-

struction and adjustments to the
existing stock.

Concern is shifting in many coun-
tries from the provision of new
dwellings to maintenance, repair and
improvement of existing dwellings.
Governments may wish to consider
whether their housing policies
emphasise sufficiently both this
need and the necessary stock adjust-
ments.

In those countries still experienc-
ing migration into urban areas and
higher population growth, however,
policies are likely to continue to

focus on new construction.
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Most  housing  policies are
nationally-based, yet housing condi-
tions and problems can differ signifi-
cantly between regions within a
country. Governments may wish to
consider whether their systems offer
sufficient flexibility to deal with the
variety of regional problems encoun-
tered.

Urban regeneration

Revitalisation of urban areas is an
increasing concern in many coun-
tries. Governments may wish to con-
sider the extent to which the
required reinvestment can be initi-
ated by housing activities. Also
attention needs to be devoted to the
relative roles to be played by the
public and private sectors, in part-
nership, in reviving confidence in an
urban area.

Successful urban regeneration
encompasses non-housing as well
as housing reinvestment; this needs
to be spatially concentrated in well-
defined neighbourhoods. It is also
desirable to decentralise public ser-
vices. It is important that housing
policies are consistent with this, and
that they are supported by other
activities, such as social and environ-
mental improvement programmes,
which allow for comprehensive area
improvement.

Pricing

In order to develop efficient hous-
ing policies governments have to be
aware of the real cost of housing and
aim towards a pricing structure
which in general reflects these costs.

In the social housing sector, too,
rent structures need to correspond
more closely to the value of housing
services provided by dwellings.

Subsidies to Consumers

Housing, however, is an expensive
commodity and most countries will
wish to continue to limit the level of
cost borne by consumers. Some
countries will wish to maintain a
broad-based support system.

Others may prefer a greater
degree of targeting and selectivity.

They may consider adapting their
policies to achieve greater targeting
in terms of some of the following
criteria:

— Households on low incomes;

— Households wishing to enter or
having recently entered the hous-
ing market such as first-time
buyers, new entrants to the rental
sector, etc;

— Households with special needs,
eg people with handicaps, mental
disabilities, etc;

— Household expenditure on speci-
fic aspects of housing for which
the social benefit is greater than
the private benefit, eg, energy
saving features;

— Households moving into or
improving dwellings in areas
undergoing revitalisation where
the social benefit is greater than
the private benefit.

Tenure choice

It may be the case that the expan-
sion of a particular tenure is the most
efficient way of achieving a general
housing or social objective. But
countries may wish to consider
whether there is a case for greater
emphasis on  tenure  neutral
approaches.

Owner Occupation

In those countries seeking to
achieve growth of owner occupation
special mortgage instruments such
as deferred payment, index-linked
and equity sharing mortgages can
help to reduce the outlay of home
owners in the first years and may
have a greater role to play than they
have to date. They will be of special
help to families with modest
incomes and help to defray the trans-
action costs associated with move-
ment.

Some governments may wish to
consider methods to improve the
targeting of subsidies to home own-
ers in order to contain their costs and
reduce their other negative aspects.
These could include restricting them
to first-time buyers; introducing a

ceiling on tax relief; restricting the
period of time over which it is avail-
able; introducing tax credits; or
directing aid to home owners on low
incomes.

The Rental Sector
Some countries are concerned to

encourage the growth, or maintain
the size, of their rental sectors
ybecause of the advantages they offer
by providing a tenure suitable for
some households’ circumstances
and facilitating mobility.

The Private Rental Sector

In the private rental sector this
may best be achieved by the gradual
decontrol of rents, for example
decontrollings new lettings at a pace
which allows the supply of housing
to adjust and thereby avoids the
incidence of windfall capital gains.
This must not jeopardise security of
tenure and may need to be sup-
ported by housing allowances. This
strategy is most likely to achieve the
necessary broad political consensus.
Rent decontrol may also lessen the
problems of disrepair and main-
tenance.

Within the private rental sector,
arrangements which enable tenants
to be consulted about the ways in
which their housing is managed can
also contribute to maintaining the.
quality of this housing. . -

Public Rental Sector

In seeking to encourage the public
rental sector, some countries may
wish to adopt initiatives that are
already underway elsewhere; these
aim to improve management and to
introduce more flexibility in setting
rents and improving housing condi-
tions, especially on large estates.

In response to criticisms of over-
centralised and bureaucratic man-
agement practices which .do not
respond sufficiently to tenants pre-
ferences, a number of countries are
developing new management sys-
tems. These involve the decentralisa-
tion of functions, responsibilities and
budgeting, and may incorporate a
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operated very closely with the
African Union and the training

courses which that Union provides.
The group has, however, felt the
need for a high level executive
development facility. To this end, a
Leadership School was launched in
Johannesburg in 1988 at the Univer-
sity of the Witwatersrand and under-
written by the Association of
Building Societies of South Africa.

Delegates attended from 10 coun-
tries in Southern Africa. The first
School ran for two weeks and
covered a wide range of subjects. To
a large extent, building society offi-
cials were used to lecture. Although
the School was successful in build-
ing bridges and bringing the practi-
tioners from the other countries
closer together, it was not an
academic success. The venue was
also not good and two weeks away
from their offices was too long a
period for persons running small
organisations.

Notwithstanding the adverse
aspects of running the School, the
Group of Ten decided that a second
attempt should be made. The Build-
ing Societies Institute of Southern
Africa undertook to organise a
second School on the basis of uplift-
ing the subject matter to chief execu-
tive status (no compromise being
made whatsoever to any delegate

LETTER/REVIEW

who may not be at the required
level). Lecturers were to be the best
professionals available, the venue to
be first class and the duration of the
course to be restricted to one week
or five working days.

The subjects covered during the
course were all those items which a
chief executive of a building society
anywhere in Africa would be
expected to deal with. The subjects
covered by the experts acknow-
ledged as the best in their respective
fields were:

1. Marketing
Advertising
Creativity
Research
Sales
Public relations
Attainment of targets.

2. Personnel  Management
Development
Dealing with unions
Organisational diversification
Manpower diversification
Executive development
Future trends in manpower
development.

3. A special report on the effect of
AIDS on the world economic
trends was presented by the
author of a most thought pro-
voking book.

and

4. Financial Risk Management
Financial markets and instru-
ments .
Financial derivative instruments
Instruments of monetary policy.

5. Building Society Management
Negotiating skills
Electronic banking .
Building societies as envisaged -
for the year 2000.

6. A final presentation was orga-~
nised by the delegates based on
their proposals to be made to
their respective societies to solve
actual problems which existed in
their own environments. (This
section was incredibly well pre-
sented and most stimulating.)
Although very little free time was
allocated to the delegates and
only one social function arranged,
| was impressed by the apparent
amount of time that had gone into
the preparation of the presenta-
tions and also by the amount of
reference that was made to the
study material and the content of
the various lectures. | can only
deduce from this that the subjects
covered must have been well
chosen for their relevance.

The second School was an
undoubted success and has now
generated its own momentum and
will, | am sure, become a permanent
feature of the activities of the Group
of Ten. W . -
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greater degree of tenant participa-
tion in decision making.

In some countries poor housing
conditions and social problems are
particularly acute in the large tracts
of post-war social housing. These
may require a greater level of main-
tenance and reinvestment than is
presently taking place. Countries
may consider how best to achieve a
more balanced mix of tenants on
these estates. One means of integrat-
ing public housing tenants into the
life of the city in a way that spatial
segregation does not permit, is to
build housing in small scale develop-
ments at locations throughout the
urban area. Another could be build-

ing or converting dwellings for pri-
vate ownership on existing estates.

Non-Profit Rental Sector

in countries where non-profit
organisations have developed into
large scale operations, their division
into smaller units is favoured as a
means of improving efficiency and
accountability. Elsewhere small
scale non-profit organisations may
offer an attractive alternative tenure
in the rental sector. They possess a
number of features such as relative
autonomy, using a combination of
public and private finance, often
decentralised management struc-
tures, and frequently incorporating
tenant participation, which make

them particularly suited to the
changing housing situation.

Concluding remarks

Many aspects of housing finance
and tax systems have direct implica-
tions for urban development.
Although there is a tendency for
governments to decentralise respon-
sibilities, there is nonetheless a con-
tinuing need for national govern-
ments to ensure consistency
between housing policy and their
objectives for cities. Due attention to
these linkages is a necessary pre-
requisite of successful urban re-
generation strategies and for ensur-
ing an acceptable quality of life for
people in urban areas. B
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