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This book provides a broad review

of the range of systems of housing
finance used throughout the developed
and developing world. It surveys the
development of housing finance and

the ways in which individual countries,
with different economic structures,

have coped with the problems of housing
finance in periods of severe inflation

and fluctuating interest rates.

The book opens with two theoretical
chapters covering housing finance in
developed and developing economies.
The framework developed in these chapters
is subsequently used to analyse the systems
of various countries.

Most of the remaining 28 chapters
describe housing finance in specific
countries. Each country study begins with
a description of the housing market, and
then analyses the housing finance
market, and housing finance instit-
utions, The book concentrates on
industrialized countries although some
chapters cover developing countries,
including Brazil, Colombia, South Korea,
the Philippines, and India. In addition
to the detailed coutry studies, housing
finance systems in other countries are
described very briefly in a number of
general chapters.

One chapter is concerned specifically
with the attempts to integrate housing
finance systems in the European Comm-
unity, and two chapters describe the
work of international bodies in the
housing finance field. The book
concludes with two chapters, one of
which compares housing conditions and
housing finance systems, and the second
considers the study of housing finance.

A feature of this work is its use of
up-to-date statistics and information.
For most of the industrialized countries
statistics are as at the end of 1983, and
where this has not proved possible 1982
figures are used. It has not always been
possible to use as up-to-date information
for developing countries.

The author, Mark Boleat, Deputy
Secretary-General of The Building
Societies Association, has written a
number of books on housirig finance,
including The Building Society Industry
(George Allen and Unwin, 1982) and
has spoken at several international
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PREFACE

The International Union is extremely proud to present this definitive publi-
cation on housing finance. The Union is fortunate that Mark Boleat, Deputy
Secretary-General of The Building Societies Association in Great Britain, had
the interest and talent to undertake this project and was willing to devote the
necessary time. We are also indebted to The Building Societies Association
for the secretarial and logistical assistance provided to Mr Boleat in connec-
tion with this publication.

The book presents for the first time, in one convenient source, vital infor-
mation and statistics on home financing systems not only in the principal
developed countries of the world, but also in many of the smaller nations
and those with newly emerging systems of housing finance.

For some years the International Union has published an international Fact
Book presenting certain relevant statistics on building society and savings and
loan type institutions. The publication of this book by Mr Boleat will make
the publication of a Fact Book redundant. It is contemplated that hereafter
the statistical information on housing finance systems world-wide will be
provided through a type of statistical supplement to this book.

The author, Mark Boleat, has written a number of books on housing
finance, including The Building Society Industry, published by George Allen
& Unwin in 1982. He has spoken at several international conferences.

Mr Boleat was born in Jersey, Channel Islands. He was educated at Lan-
chester Polytechnic (first class honours degree in Economics) and the
University of Reading (MA in Contemporary European Studies). He was
elected Associate of The Chartered Building Societies Institute in March 1978,
and Fellow in April 1983.

In 1972, Mr Boleat taught economics at Dulwich College, and in 1973 was
Research Economist with the Industrial Policy Group. In 1974 he joined The
Building Societies Association as Assistant Secretary (Public Relations). He
was appointed to his present position of Deputy Secretary-General of the
Association in 1981. He has particular responsibility for various policy mat-
ters and external relations. Even before the publication of this book, he was
recognised internationally as a thorough student of housing finance systems
and contemporary developments in the field of banking institutions generally.

The International Union is a world-wide organisation of building societies
and savings and loan associations. In its membership are national and muiti-



national organisations of these institutions, individual building societies and
savings and loans, and individuals interested in housing finance and thrift
institutions generally. The Union dates from 1914 and has its principal offices
in Chicago, Illinois in the USA.

Norman Strunk, Secretary-General
International Union of Building Societies and Savings Associations



INTRODUCTION

This book describes the process by which personal savings are transformed
into loans for house-purchase, and the institutions which intermediate between
investor and borrower. Most of the book comprises country studies, some
more detailed than others. These studies describe the importance of institu-
tional finance in the house-purchase process, the share of the housing finance
market taken by various types of institution, and finally the various institu-
tions themselves. The institutions are classified largely into deposit taking
institutions and mortgage banks, and, as far as possible, the ownership of
the institutions is described, something which is particularly important where
they are subsidiaries of other financial institutions.

Housing finance systems cannot be studied in isolation, and it is necessary
to describe briefly the housing market in each country, and also the banking
sytem.

The book is intended as a reference book, and, for this reason, includes
detailed statistics on key variables such as housing tenure, shares of the housing
finance market, and assets and liabilities of housing finance institutions. The
primary sources are used as far as possible, and the precise source is stated
under each table for ease of future reference.

The individual country studies do not claim to be original. Rather, the inten-
tion has been to bring together, on as consistent a basis as possible, relevant
published data. Where the required data is included in one publication, then
the author has had no hesitation in drawing freely on this, giving due
acknowledgement in the text. Where a complete chapter is devoted to one
country, then it is the intention that the chapter should comprehensively
describe the housing finance system of the country. Where a number of coun-
tries are included within a chapter, then briefer descriptions are generally given.

The treatment of individual countries is regrettably not consistent. There
are three main reasons for this -

(a) Countries with specialist housing finance institutions tend to be more
easy to study, simply because more reliable data is available.

(b) More generally, some countries produce better data than others. This
is a particular problem in respect of developing countries, where lack
of data has unfortunately prevented anything other than a cursory
description of the housing finance systems in a number of countries.

(c) Most of the book uses information written in English, although a



limited number of French publications have also been used as sources.
The book is therefore biased towards countries which produce infor-
mation in English. This includes not only the English speaking
countries, but also the Scandinavian countries, West Germany and
Japan. The book is particularly weak in respect of Spanish speaking
countries.

In addition to the country studies there are four important general chapters.
The first chapter describes the theory of housing finance. Chapter 2 analyses
the particular problems of housing finance in developing countries, Chapter
15 includes a theoretical analysis of housing finance in the context of eco-
nomic integration and Chapter 29 comprises international comparisons. With
the exception of Chapter 2, these chapters include some original material,
and Chapter 29, in particular, is based on the whole of the research for the
book. An understanding of Chapter 1 will greatly facilitate the comprehen-
sion of the chapters dealing with industrialized countries, and an
understanding of Chapter 2 is similarly helpful in respect of developing
countries.

Mark Boleat
June 1984
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Technical Notes

1. As far as is possible, data has been presented in as comparable a manner
as possible. However, little attempt has been made to adjust published
figures, and it needs to be recognised at the outset that there are substan-
tial differences in the variables which are considered in respect of each
country. This is particularly true in respect of loans for house-purchase.
In some countries data is available in respect of mortgage loans for all
purposes. In other countries specific data is available for mortgage loans
on housing, and yet other countries have data on loans for housing regard-
less of whether they are secured in any way.

2. The problem mentioned above is particularly acute in respect of market
shares. Where published data is available only for mortgage debt gener-
ally, then it is probable that some institutions, particularly those that deal
predominantly with the personal sector, have a much larger share of the
market in respect of loans to individuals.

3. The book publishes, wherever possible, aggregate balance sheets for hous-
ing finance institutions, and, in some cases, individual balance sheets as
well. The use of the balance sheet is particularly appropriate in analysing
housing finance institutions because it shows where funds come from and
where they go. It also clearly enables the size of the institution to be seen.

4. Where possible, for specialist housing finance institutions income and
expenditure accounts are shown. These are particularly significant in show-
ing mortgage losses, if any, and also management expenses.



. Where international data are used, the major source has been the Organi-
sation for Economic Co-operation and Development (OECD). All the
industrialized countries are members of OECD, the main objective of which
is to contribute to economic progress. The OECD is one of the major
sources of comparative national statistics, and the expression ‘OECD aver-
age’ is frequently used in the context of economic variables.

. Under each table exchange rates are given for the national currency in
respect of both American dollars and British pounds. The exchange rates
are given as at the end of the period to which the table applies. The
exchange rates have been taken from a number of sources, largely the Brit-
ish government publication Financial Statistics and the UN publication
International Financial Statistics. Different sources give slightly different
exchange rates, and the figures should be treated accordingly.

. The expressions gross national product (GNP) and gross domestic prod-
uct (GDP) are used frequently. These are measures of the output of an
economy, and when presented in per capita terms are an indication of
living standards. However, comparison of living standards between coun-
tries is immensely difficult, and changes in exchange rates can have a major
effect on per capita figures when expressed in a single currency. There is
a theoretical discussion of this point in Chapter 2.

. Where possible abbreviations are avoided, and are used only when the
full meaning of the abbreviation has been given. The abbreviation ‘m’
means million and ‘bn’ means 1,000 million, that is, an American billion.
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CHAPTER 1
HOUSING FINANCE — AN OVERVIEW

Introduction

The purpose of a housing finance system is to provide the funds which home-
buyers need to purchase their homes. This is a simple objective, and the num-
ber of ways in which it can be achieved is limited. Notwithstanding this basic
simplicity, in a number of countries, largely as a result of government action,
very complicated housing finance systems have been developed. However, the
essential feature of any system, that is, the ability to channel the funds of
investors to those purchasing their homes, must remain.

This introductory chapter provides a theoretical framework for housing
finance systems and, in so doing, attempts to reduce the systems to the bare
essentials. The framework developed in this chapter can subsequently be used
to analyse the housing finance system of any country.

The Requirements of a Housing Finance System

The basic requirement of any housing finance system is that it should be able
to attract funds from people who have a surplus of financial assets and channel
these to those who wish to borrow. It is helpful at this stage to discuss briefly
the typical pattern of saving and borrowing for a household over its life cycle.

For the first 20 or so years of their lives most people have no saving of
any significance and those financial accounts which are held aim to do no
more than provide a simple mechanism by which funds can be transferred
or they are designed to teach young people how to manage their money. As
a young person begins to receive an income, so he is likely to begin to accumu-
late very modest savings. Often the savings will be with a specific aim in mind,
such as a motor car or a holiday. By the early 20s the thoughts of many peo-
ple are turning to house-purchase and setting up a house generally, and, again,
there might be specific saving for this purpose. However, the amount of such
saving is likely to be comparatively modest, simply because incomes are at
a relatively low level and other expenditure is at a comparatively high level.

As soon as people purchase their first house, then they become substantial
net borrowers. House-buyers will, typically, make a down payment but this
is unlikely to be more than 25% of the purchase price, and in some countries
it is substantially less than this. It is obvious from this that the potential sav-
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Housing Finance — An Overview

ings of house-buyers are not nearly sufficient to fund the loans which those
house-buyers subsequently require. As the household becomes more mature
income is likely to increase, and, after a time, expenditure will fall. Later on
in life people may find that substantial capital sums come their way, perhaps
from maturing insurance policies or inheritances. By the time people reach
retirement age they are likely to have substantial financial assets and very lit-
tle borrowing. During their retirement many people are heavily reliant on
income from their investments in order to maintain their living standards.

Summarizing, the typical household will be a modest net lender until a
house is purchased, will then be a substantial net borrower with the extent
of indebtedness falling over time until, later on in life, the household becomes
a substantial net investor. This pattern is illustrated in the diagram below.

Diagram 1 The Life Cycle of Savings

Net
Savings
(Savings O
less
Borrowing)

10 20 30 40 50 60 70 80

It follows from this analysis that any housing finance system, if it is to meet
fully the requirements of the population, must attract funds from those who
are not potential home-buyers. Basically, the system has to transfer savings
from elderly people who hold most savings to younger people who are net
borrowers. It is a relatively easy task to show that the bulk of personal sav-
ings are held by the elderly, and considerable statistical information in support
of this is now available. Table 1.1 shows savings balances held at financial
institutions in the USA in 1982.

It will be seen that under 7% of savings balances were held by those under
the age of 35, who are those most likely to be purchasing homes. By con-
trast, nearly half of savings were held by those over 65 and nearly three quarters
by those aged over 55. A similar picture exists in other countries. In Britain,
the Family Expenditure Survey 1982 shows that 51% of all investment income
was received by households aged over 65 and a further 25% was received by
households with a head of household aged between 50 and 65. These figures
are remarkably similar to those for the USA. A more recent market research
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Housing Finance — An Overview

survey in Britain shows that those over the age of 55 account for 74% of
savings, but just 9% of borrowing.

Table 1.1 Savings Balances Held at Financial Institutions, USA, 1982

Age Group Median Savings Percentage of Total
$ Savings Balances
18-24 1,840 09
25-34 3,830 5.8
35-44 6,720 8.1
45-54 12,310 12.2
55-64 24,960 25.4
65 & over 34,740 47.5
All 16,680 100.0

Source: The 1982 Savers Survey, United States League of Savings Institutions, 1983, Table 8.
Note: At end-1982 there were $1.62 to the pound.

The extent to which home-buyers will be able to put in a substantial deposit
themselves, and thereby need to rely less on the savings of others, depends
essentially on the housing system of a country. In those countries where there
is a substantial market rented sector this is likely to house the younger sec-
tions of the population for a considerable number of years. The United States
is one such country, and of married coupled households under the age of
25 over 80% are tenants, and of the 25-29 age group 60% are tenants. Not
until the 30-34 age group does the proportion of owner-occupiers overtake
the proportion of tenants. In Japan, cheap rented housing is available for
low income families and when incomes exceed a certain level the housing must
be vacated. The effect of this was that in 1978 only 17% of households with
a head of household age of under 29 were owner-occupiers and even in the
30-39 age group the proportion was just 46%. These figures compare with
an overall level of owner-occupation of 60.4%. In New Zealand, where rented
housing is less readily available, 70% of households with a head of house-
hold age under 26 are tenants. At the other end of the range is the United
Kingdom where very little rented housing is available on the market, and sub-
sequently people purchase their first homes at an early age. In 1980, over 50%
of households with a head of household age of between 25 and 29 were owner-
occupiers, double the proportion of other countries, even where the overall
level of owner-occupation is higher.

The interaction between housing and housing finance is clear. If there is
no rented sector of housing available to young households then they will seek
to become owner-occupiers much earlier than they would naturally choose
to, given a free choice. In countries where this is the case, the United King-
dom representing the extreme example, the housing finance system has to be
able to provide high percentage loans to young people.

More generally, of course, the higher the level of owner-occupation, the
greater is the need for finance to fund house-buyers. Here, however, the rela-
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Housing Finance — An Overview

tionships are not quite as firm as might seem to be the case at first sight.
Switzerland stands out as having an exceptionally low level of owner-
occupation but a very high ratio of mortgage debt to national income. A num-
ber of other factors have to be examined in looking at the overall demand
for house-purchase finance, even given a certain level of owner-occupation.
One such factor is government policy towards housing finance. In most coun-
tries loans for house-purchase are favoured in one form or another. In some
countries, such as Sweden, there is a direct government subsidy to most home-
buyers. In other countries, France being a notable example, home-buyers with
incomes below a certain level qualify for subsidized loans. In most countries,
mortgage interest can be offset against income tax liability. In only a few coun-
tries, including Canada and Australia, is there no significant government
assistance for home-buyers. The overall demand for housing finance must,
to some extent, reflect the price of that finance, and the more heavily subsi-
dized that mortgage loans are, either directly or indirectly through tax relief
on mortgage interest, the greater is likely to be the demand for those loans.

Any housing finance system has to be able to provide loans over a long
period. It is a sign of a sophisticated system that long term loans are availa-
ble. Even some advanced countries did not, until recently, have housing finance
systems that provided for loan terms to be in excess of ten years, France being
the best example. Long term loans are essential, simply because the size of
a loan needed to purchase a house is very high in relation to the income of
the borrower, generally between two and three times his income, and a short
repayment term imposes an intolerable burden in terms of repayments. How-
ever, long term loans present prudential problems for the institutions making
those loans. The recipe for banking disaster is to borrow short term and lend
long term. A housing finance institution must overcome this problem, either
by raising its funds on a long term basis or, alternatively, by ensuring that
the rate of interest on its long term loans can be changed in line with the
rate of interest on the short term savings which it has attracted.

This problem has become particularly acute over the last 20 or so years,
as both rates of inflation and interest rates have risen and become more vola-
tile. This is illustrated in Table 1.2.

It will be seen from the table that the average inflation rate doubled between
1960-67 and 1967-73, and nearly doubled again in 1973-80. Short term interest
rates more than doubled from 1966-70 to 1973-80 and long term rates almost
doubled. Not only have short and long term interest rates tended to rise over
the period, but they also became more volatile. The first major problems arose
with the substantial rise in rates between 1971 and 1974. A second problem
emerged at the end of the 1970s and the early 1980s.

Inflation presents a problem, primarily because of the effect which it has
on long term interest rates. As the table illustrates, long term rates bear a
close relationship with the rate of inflation. As inflation increases, it follows
that the repayments on long term loans must also increase and this can cause
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Table 1.2 Inflation and Interest Rates, OECD Average, 1966-80

Year Percentage Increase in Nominal Interest Rates; Major OECD
Consumer Price Index, Countries
All OECD Countries Short Term Long Term
%o %

1966 3.5 5.3 6.2
1967 31 47 6.3
1968 4.0 5.3 6.5
1969 4.8 5.4 7.2
1970 5.6 7.2 8.0
1971 5.3 5.5 7.5
1972 4.7 49 7.3
1973 7.8 79 8.2
1974 13.4 4.8 10.1
1975 113 8.0 9.8
1976 8.7 8.6 10.0
1977 8.9 7.7 9.6
1978 8.0 1.5 9.3
1979 9.9 9.7 9.9
1980 12.9 11.9 11.8
1981 10.6 13.8 14.1
1982 8.0

1960-67 2.7 44 5.5
1967-73 5.4 5.8 7.3
1973-80 10.4 9.0 10.1

Sources: Historical Statistics 1960-80, OECD, 1982, Tables 8.11, 10.6 & 10.8: Main
Economic Indicators, OECD, February 1983.

Note:  The Organisation for Economic Co-Operation and Development (OECD) comprises
most of the industrialized countries and is a major source of international statistics.
The ‘major OECD countries’ are the USA, Japan, West Germany, France, the UK, Italy
and Canada. Figures for short term interest rates exclude France until 1970, and figures
for long term rates exclude Japan in 1966. The inflation figures are weighted averages;
the interest rate figures are simple averages.

what is known as a frontloading problem, that is, repayments are initially
at a high level in relation to income, but inflation rapidly reduces the real
value of repayments over time. When inflation goes above a certain level, con-
sideration has to be given to index-linking, that is, increasing the debt year
by year in line with the index of inflation and charging a lower nominal rate
of interest, typically 2-3%. Index-linking has operated successfully only in
countries with very high inflation rates—above 50%.

The rise in short term interest rates, and also the variation of those rates,
causes considerably more problems for financial institutions which have bor-
rowed short and lent long. Where the institution has borrowed on a short
term basis and has lent long term at fixed rates of interest, then the critical
problem arises of a mismatch of assets and liabilities. This problem has been
acute in the USA where government regulation forced housing finance lenders
to borrow short term yet lend long term at fixed rates. As short term rates
rose rapidly towards the end of the 1970s and in the early 1980s, the institu-
tions, because they were not able to issue loans at variable rates, encountered
considerable financial difficulty, which has been overcome only by substan-

5



Housing Finance — An Overview

tial expense of government money and a restructuring of the industry. Where
lending institutions are able to vary the rate of interest on existing loans, then
they have, in general, been able to avoid the worst effects of high and fluctu-
ating interest rates. However, to this extent, they have merely passed the risk
from themselves to their borrowers. In some countries, notably the United
Kingdom, this has been readily accepted, and significant fluctuations in
interest rates have been accommodated without too much difficulty. In other
countries, rapid movements in short term interest rates have necessitated
government intervention to moderate the effects on existing home-buyers.
Canada is a good example in this respect.

Whatever system of housing finance is employed, the problems of infla-
tion and high and volatile interest rates have to be faced and overcome. Some
systems enable these problems to be overcome better than others, either in
respect of the borrower or the institution, but seldom both simultaneously.
Frequently it seems entirely fortuitous as to which housing finance system
is in operation, and in particular as to whether interest rates are fixed or vari-
able. The powerful economic forces of inflation and rising interest rates have
caused major re-examinations of housing finance systems in a number of
countries and there are now signs of a convergence of the types of system.
In particular, it is increasingly difficult to obtain long term loans with no
provision for an interest rate variation.

Sources of Funds

When reduced to basics there is only one source of funds for any one hous-
ing finance system, that is the personal sector. An economy can be divided
into four sectors: the corporate sector, the government sector, the overseas
sector and the personal sector. The corporate sector is generally, although
not invariably, a net borrower and to the extent that individual institutions
within a sector have surplus funds, then these are likely to be deposited else-
where in the corporate sector. The government sector is invariably a net
borrower, and has very little surplus funds available. However, governments
do provide some funds for house-purchase, either in the form of a loan or
a subsidy. The overseas sector is the counterpart of the balance of payments.
If there is a balance of payments surplus, then there is an outflow of funds
from the country, and if there is a balance of payments deficit it follows that
there must be a corresponding inflow of funds. The personal sector is the
major net supplier of funds to the other sectors, but far more importantly
is the extent of what can be called intermediation within the personal sector.
That is, at any one time, a large proportion of the personal sector will be
net investors and a large proportion will be net borrowers. Some people, for
very good reasons, may have both a substantial holding of savings and sub-
stantial borrowing. However, most households have either limited savings and
substantial borrowing or substantial savings and only limited borrowing. This
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is partly because most people still regard a debt as being something undesirable
and which they wish to avoid.

The personal sector does not necessarily provide funds directly to housing
finance institutions. In most countries, life insurance companies and pension
funds account for a considerable proportion of the savings of the personal
sector. Often such saving is forced by government regulation or legislation
and, at the very least, it is contractual. Nevertheless, the fact remains that
in all countries both pension funds and insurance companies have substan-
tial sums of money at their disposal which they can invest in a variety of ways,
one of which is to provide funds for the housing market.

Types of Housing Finance System

Introduction

It has been established that to work effectively any housing finance system
has to raise money from those who do not intend to borrow and be able to
lend it over long periods of time. There are just four routes by which this
can be achieved, two of which can be only partially successful and which
do not make full use of the intermediation process-

(a) The direct route, by which those who need funds to acquire a home
obtain those funds directly from individuals with surplus financial
assets, either because of a personal relationship or because of a busi-
ness relationship, for example, a vendor may supply funds to a
purchaser.

(b) A contractual route by which part, but not all, of the funds which a
home-buyer requires are raised from the savings of other potential
home-buyers, or from other contractual savings schemes.

(c) The deposit financing route, by which short term savings of individuals
are channelled into long term loans by intermediaries, generally retail
banks, either generally or which specialize in the provision of housing
finance.

(d) The mortgage bank route, by which institutions making mortgage loans
fund these by bond issues, which are purchased by institutional inves-
tors and, to a much lesser extent, by individuals.

These four types of system will now be considered in detail, but it is important
to note at this stage that these are the only four types of system, although there
is scope for substantial variation on them. The four systems are illustrated in
diagram 2.
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Diagram 2 Types of Finance Systems
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The Direct Route

In an economy where there is no well developed housing finance system, the
funds which house-buyers require may be obtained directly from other
individuals with funds which are surplus to their requirements. In many cases
funds will be obtained from a relative. Typically, older people will lend money
to their children to enable them to purchase homes. Even in advanced coun-
tries it is not unknown for parents to help their children purchase their homes,
perhaps by the provision of a substantial down payment. This route, of course,
is an extremely ineffective form of financial intermediation, because it is
unlikely that the requirements of the borrower will match exactly those of
the lender. Nevertheless, in the absence of any alternative, the direct route
is one which is used in less advanced economies and also in the more advanced
economies by those who are not able to use established financial mechanisms.

Somewhat paradoxically, even in advanced countries the direct route has
been used increasingly in recent years by vendors providing funds to pur-
chasers. The vendors do not, of course, lend money to purchasers, but, rather,
sell a house but do not insist on taking the full purchase price immediately.
Part, or even all, of the purchase price may be deferred for some years. The
effect is that the vendor is making a loan to the purchaser, even if this is not
what actually happens. This financing technique is known as ‘creative financ-
ing’ and was used extensively in the USA in the late 1970s and early 1980s
when the traditional housing finance system was breaking down for a variety
of reasons. It has also been used in Sweden and, to a lesser extent, in other
countries. This mechanism is used in similar circumstances to relatives provid-
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ing funds to home-buyers, that is, the institutional framework is not adequate
to meet demand. However, it occurs not because the institutional framework
has not been developed but, rather, because it is prevented from operating,
generally by government regulation.

It is not possible to say much more about the direct method of financing
because, almost by definition, no statistics are available and no institutions
are involved. All that can be said at this stage is that direct financing is used
extensively in the less developed economies but is used in more advanced econ-
omies only when normal institutions are prevented from operating effectively.

The Contractual System

The point has already been made that the savings of potential home-buyers
are not adequate to provide all the finance which home-buyers need. How-
ever, this does not mean that funds gathered from potential home-buyers
cannot provide part of the finance which is required. Formal contractual sys-
tems exist in a number of countries, most notably, West Germany through
special institutions, the Bausparkassen, and in France throught the housing
savings system, which can be operated by a large number of financial institu-
tions. The essence of any contractual system is that regular savings are made
over a period of years and receive an interest rate at below the market level,
following which the investor becomes entitled to a loan, again at an interest
rate below a market level. Generally, government bonuses are available to those
who take part in contractual savings schemes. Arguably, it is the bonuses which
make the schemes attactive.

These schemes are best suited to those countries where people do not pur-
chase their first houses until a relatively late age. The system would be no
use in a country like the United Kingdom, for example, where households
seek to purchase their first homes at a young age, before they have had an
opportunity to accumulate significant savings. The system works very well
in countries like West Germany and France, where there is a substantial rented
sector which most young people are content to use until such time as they
settle their roots firmly, and that can often be in their mid-30s.

However it is used, the contractual system can still not provide more than
a proportion of the funds which a home-buyer requires, perhaps 40% of the
purchase price at a maximum. The system therefore has to be used in tan-
dem with one of the other systems. In practice, loans provided on the
contractual basis are frequently used to repay loans obtained on the open
market in anticipation of a contractual cheap loan being made available. To
the extent that this occurs, then the contractual system is being used partly
as a method of tax-efficient saving rather than funding house-purchase.
Because the contractual system needs to be operated in tandem with other
systems, the institutions that operate it generally are either controlled by other
financial institutions (as in the case of West Germany) or they are themselves
general institutions, as is the case in France.
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In developing countries a variant of the contractual system is the use of
social security funds to provide housing loans. These funds are likely to be
large in relation to other institutional sources of funds and may be the only
substantial source of funds. Typically, people are allowed effectively to bor-
row their contributions to the funds or the funds may lend directly to those
who have contributed. Brazil makes the most extensive use of this system;
among the other countries using social security funds for housing loans are
Mexico and The Philippines.

The Deposit Taking System

Perhaps the most common system of housing finance is for deposit taking
institutions to use a proportion of those deposits to make house-purchase
loans. There are a variety of types of deposit taking institution and they can,
broadly speaking, be subdivided into commercial banks, which offer the com-
plete range of banking facilities, savings banks which deal largely, although
not exclusively, with the personal sector, and specialist housing finance organi-
sations known as building societies or savings and loan associations typically,
which deal almost entirely with the personal sector and which generally dit-
fer from savings banks by providing a savings service rather than a money
transmission service.

All of these institutions operate by raising deposits and then lending these
deposits in a variety of ways. The important point is that the deposit taking
comes first and then the institution has to decide what to do with the funds.
This means that house-purchase loans may be competing with loans for other
purposes and if the interest rate is not at an appropriate market level, then
shortages may well occur.

The deposit financing system generally means the employment of a varia-
ble rate on the house-purchase loan. This is because deposit taking institutions
usually do not have long term fixed rate funds with which they can make
matching long term fixed rate loans.

The Mortgage Bank System

The final type of housing finance system can be described as the mortgage
bank or mortgage bond system. Through this system an institution will make
loans to house-buyers, generally at fixed rates of interest, and it will seek to
fund those loans by selling bonds on the capital markets at the going market
rate. Almost by definition, such a system must meet the demand fully, unless
there are artificial restrictions on interest rates, or indeed on the supply of
bonds to the market. This system can, of course, work effectively only where
there is an active bond market in which private sector institutions can partic-
ipate. In some countries, for example the United Kingdom, the bond market
has been dominated by the government, because of special tax rules apply-
ing to government securities. It is not therefore open for institutions to fund
house-purchase loans through bond issues, because they simply cannot com-
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pete with existing instruments.

The mortgage bank system does not entail the raising of any retail deposits,
and it follows that institutions which use this system do not have the branch
networks that the banks have.

Typically, bonds issued by mortgage banks are purchased by financial inter-
mediaries, such as insurance companies and pension funds, and also banks.
Indeed, in some countries, for example Sweden, financial .institutions are
required to purchase a certain quantity of mortgage bonds. It is also possible
that bonds will be purchased directly by individual investors.

There is a refinement of this system, one which is rapidly developing in
the United States. A new institution, not shown on the diagram, then appears
on the scene. That institution in the United States is called a mortgage bank,
which is a singularly inappropriate name, as the institution is not a bank in
any sense of the word. An American mortgage bank makes and services loans,
but immediately sells them to an institutional investor, having previously
insured them or obtained a government guarantee. This refinement can be
regarded merely as one variation of the mortgage bank route, except that the
bank itself becomes a mere servicing organisation, selling loans to investors
rather than raising funds from investors. Alternatively, it can be regarded as
a very sophisticated direct route between investors and house-buyers, the
improvement on the simple direct route being that the investor has a mar-
ketable security which he is able to sell at any time.

Types of Housing Finance Institution

Introduction

There are five basic types of housing finance institution, two of which are
general financial institutions which make house-purchase loans, the other three
of which are specialist. In a number of countries, one or perhaps two types
of institution predominate, the United Kingdom being a good example. In
other countries, such as the USA and West Germany, most of the types of
institution exist. It should also be noted that in many countries there are sub-
stantial government agencies in the housing finance market, New Zealand
and Norway being good examples. However, a government owned institution
is merely a type of institution and does not make the institution itself any
different. Typically, the government institutions are mortgage banks. It is now
necessary to discuss fairly briefly the five types of housing finance institution.

General Banks

General banks can be described by a number of other terms, including joint
stock banks, commercial banks and deposit taking banks. These institutions
are full service banks, providing the complete range of retail, wholesale and,
generally, international banking business. Deposit taking is a major part of
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the business of some of these banks, but a more minor part of the business
of others. Most general banks have a presence in the mortgage market. A
typical position is one where perhaps 20% of outstanding mortgage debt is
held by general banks, either directly through house-purchase loans or
indirectly through ownership of bonds issued by housing finance organisa-
tions. Also, a general bank will typically have about 20% of its domestic assets
in house-purchase loans.

Most of the big banks in the world have a significant mortgage portfolio.
In some countries, France, Italy, Japan and Switzerland for example, the banks
are the dominant lenders. There are various ways of measuring the size of
banks, and underonedefinition the French Crédit Agricoleisoneofthe largest
banks in the world. Alternatively, it can be regarded as merely a loose group-
ing of 3,000 small banks. The Crédit Agricole is the largest single
house-purchase lender in France.

Not only are the general banks significant lenders in their own right, but
in many countries they own specialist institutions, which will be described
subsequently. For example, Australian commercial banks own savings banks
(in New Zealand as well as in Australia), Dutch general banks own mortgage
banks, and in West Germany the large deposit taking banks have an interest
in the specialist Bausparkassen and the mortgage banks. The complicated
inter-relationships make it difficult at times to analyse the precise nature of
the role of banks in the housing finance market.

Savings Banks

A savings bank can be defined as an institution which raises its funds almost
entirely from the personal sector and which uses these funds to lend to the
personal sector and also to small businesses. In developing countries the funds
are frequently passed on to the government. In some countries, particularly
France and West Germany, savings banks are huge organisations and pro-
vide a full banking service to individuals and to small businesses. In other
countries, for example the United Kingdom, savings banks are relatively small
compared with other institutions and have no significant role in the housing
finance or indeed in other markets.

The savings banks have a particularly large share of the housing finance
markets in Spain, Italy, New Zealand and Japan. Typically, house-purchase
loans will account for between 20% and 50% of the assets of savings banks,
although there are substantial variations. In some countries the savings banks,
for various reasons, cannot make direct loans to home-buyers, but indirectly
they can finance house-purchase loans through buying bonds issued by mort-
gage banks, in some cases by mortgage banks which are owned by the savings
banks. This happens in Sweden, for example, and in Denmark the savings
banks are major purchasers of bonds issued by specialist mortgage banks.

In some countries, regional groupings of savings banks own specialist hous-
ing finance organisations. Germany is a gond example, where the savings banks
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are grouped together in Landesbanks which, in turn, control Bausparkassen
and mortgage banks.

Specialist Savings Banks

Some savings banks devote almost all of their lending to house-purchase. Such
institutions are generally not called savings banks as such, but rather are called
building societies in the United Kingdom, Australia, South Africa and New
Zealand, mortgage loan companies in Canada, and savings and loan associ-
ations in the United States and South America. The dividing line between
what might be called a general savings bank and a specialist building society
(the term being used here to embrace savings and loan associations) is a very
blurred one. The main distinction between the two types of institution is that
the specialist building society will probably have about 80% of assets in mort-
gage loans compared with a much smaller proportion for the more general
savings banks.

There has, however, been a significant increase in some countries in com-
petition between savings banks and building societies over the last few years.
This has reached such a stage in the United States that savings banks and
savings and loan associations are virtually indistinguishable and indeed it is
comparatively easy for an institution to switch from one type of organisa-
tion to the other.

Contractual Institutions

The one advanced industrialized country where there are substantial contrac-
tual institutions is West Germany. The Bausparkassen play a major role in
the financing of house-purchase, although they provide only a proportion
of the funds to each home-buyer. Although the Bausparkassen are specialist
institutions, it should be noted that they are not independent, and indeed
the nature of the contractual savings system is such that independent institu-
tions are unlikely to be very effective. The Bausparkassen are largely owned
by the regional organisations of savings banks and also the large deposit tak-
ing banks. However, there are one or two independent institutions.

In France there are specialist deferred credit institutions, but in practice
these hardly exist, except on paper, instead being part of more general finan-
cial institutions or specialist mortgage banks. The point has already been made
that the French contractual system for housing finance is operated by general
financial institutions rather than specific ones.

Mortgage Banks

The function of mortgage banks has largely been explained already in the
section on the mortgage bank system. In some countries, mortgage banks
are completely independent institutions, Denmark being a good example, while
in other countries they are owned by one of the other types of institution
listed above. A mortgage bank will not have a substantial branch network,
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because it is not a deposit taking institution. However, one cannot be a suc-
cessful housing finance institution unless there is a way of attracting customers,
and, for this reason, mortgage banks have to work through other institutions
as their agents. These institutions will invariably be another financial insti-
tution, hence the ownership patterns which have been described previously.

The Role of Government

Perhaps the major effect which government in advanced industrialized coun-
tries has on housing finance is indirect, that is, various actions taken by
government indirectly affect the way that housing finance is provided and
the nature of the housing finance market. Among such factors are -

(a) Housing policy. The more that owner-occupation is encouraged the
greater the demand for house-purchase finance. If young people are
encouraged to be owner-occupiers there is a demand for large percent-
age loans.

(b) The tax treatment of housing and mortgage interest will influence the
demand for house-purchase loans.

(c) The regulation of the financial system may influence the nature of the
housing finance market.

In many cases, government has left private sector institutions to deal with
the market as they find it, and there is no direction of these institutions to
achieve certain housing finance objectives. This is true, for example, in the
United States and in Britain. However, even in those countries the housing
finance market is influenced indirectly by government. For example, the sav-
ings banks in Britain have been almost alone of savings banks in not being
significant house-purchase lenders. This is because they were seen, until
recently, as merely devices for collecting money which was then handed on
to government.

All governments regulate and some have chosen to regulate the housing
finance market with more vigour than others. In the United States, savings
and loan associations were forced to lend at fixed rates of interest and this
caused severe financial problems when the general level of interest rates
increased. In Canada, interest rate controls on the banks effectively elimi-
nated them from the market for quite a significant time. In Britain, direct
credit controls on the banking system in the 1960s and 1970s inhibited the ability
of the banks to compete for mortgage business.

In some countries, government provides for specific regulation of the mort-
gage market. This is true in France, where all institutions have to meet certain
requirements, and in many countries there are limits on the loan to value ratio,
types of security that might be accepted and so on.
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In some countries government institutions themselves play a major role.
In countries such as France the major banking institutions are, in any event,
nationalised and thus housing finance is provided to a significant extent
through public sector bodies. However, this in itself does not necessarily rep-
resent any significant difference from the same type of institution in private
hands providing housing finance.

What is more interesting are specific housing finance bodies which can be
imposed somewhere on diagram 2, typically as an intermediary between other
financial intermediaries and a mortgage bank. The government intermedi-
ary may itself take on the role of the mortgage bank. This happens in Japan
where the Housing Loan Corporation, the biggest single housing finance
lender in the world, accepts loans from the Trust Fund Bureau, which in turn
obtains them from the postal savings system. With these funds it makes direct
house-purchase loans. The State Housing Bank in Norway obtains its funds
through borrowing directly on the capital markets and from the government.
The New Zealand Housing Loan Corporation funds its activities through a
government budget appropriation, rather than through raising the funds on
commercial terms. In general, the main effect of the imposition of the govern-
ment intermediary is to extend the number of stages in the intermediation
process except, of course, where the normal intermediaries are government
owned.

In some countries, public sector bodies are given the task of stimulating
a secondary mortgage market. Only one country, the USA, has a highly
sophisticated secondary market and here three separate government institu-
tions have roles in making that market. However, these institutions do not
change any of the basic ways in which housing finance can be provided. They
merely oil the wheels of one of the other systems.

Recent Developments

Fluctuating Interest Rates

The point has already been made briefly that interest rates have been more
volatile in recent years and this is illustrated in Table 1.2. If anything this table
understates the volatility because it represents an average for a major indus-
trialized country and figures for individual countries show even more marked
variations. For example, in Italy, average short term interest rates rose from
5.5% in 1972 to 16.5% in 1976. In the United States they increased from 5.3%
in 1977 to over 16% in the middle of 1982, before falling back to single figures
by the end of that year. In the United Kingdom short term rates increased
from 7.5% in 1977 to 15.8% in 1979, before falling back into single figures
in the middle of 1982.

Fluctuating interest rates present problems for any financial institution. If
the institution is borrowing funds on a short term basis to lend at fixed long

15



Housing Finance — An Overview

term rates, then the obvious problem is a mismatch of assets and liabilities.
This problem has been acute in the USA, where the savings and loan associa-
tions have incurred serious financial difficulties. The solution has been the
introduction of a variable rate mortgage. In many other countries, a greater
degree of variability in interest rates has had to be introduced. In Canada,
for example, rates used to be fixed for five years at a time, but that interval
quickly came down to one year as borrowers became unwilling to commit
themselves to high rates for five year periods. In Britain, which has adopted
the most variable system, the frequency of interest rate changes has become
greater.

In general, it can be said that the trend towards greater instability of interest
rates has, not surprisingly, increased the use made of the variable rate mort-
gage and this trend is likely to be one which will continue.

Greater Competition Between Specialist and General Financial
Institutions

In general, it has been the English speaking countries, with the exception of
Canada, which have had financial systems divided into general banks and
specialist housing finance intermediaries. On the continent of Europe, in par-
ticular, the same institutions tend to provide normal banking services and
housing finance loans, albeit, in some cases, through a subsidiary. In the Eng-
lish speaking countries, and, to a lesser extent, in other countries, there has
been a marked increase in competition between the various types of finan-
cial institution, and, in particular, between the specialist housing finance
bodies and banks.

There are a number of reasons for this. One is simply consumer prefer-
ence. As a result of increasing affluence, institutions able to offer a package
of financial services have found that these have been easier to market than
single services, even if they are more costly.

A second factor has been the increasing emphasis placed on monetary policy
to control the economy, and the recognition by the monetary authorities that
monetary policy cannot be implemented through the banking system alone.
Credit controls on banks were fairly common in the 1960s and 1970s, but
increasingly have been dismantled in the recognition that they could not, on
their own, be effective.

A third factor in this respect has been the significant advances in technol-
ogy which have made it easy for small institutions to be able to offer a wider
range of financial services without going to considerable expense or buying
in vast amounts of expertise. In particular, the advent of the automated teller
machine and electronic funds transfer systems makes it possible for institu-
tions other than banks to offer a retail banking service.

The greater competition has tended to diminish the activities of specialist
housing finance institutions. They have had to diversify in order to compete,
and, in some cases, that diversification has gone to such an extent that what
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were previously housing finance bodies have changed themselves and their
names to banks.

Committees of Inquiry

The factors mentioned in the previous paragraph have contributed to the estab-
lishment, again, especially in the English speaking countries, of committees
of inquiry into the financial systems and to major legislative reforms. The
committees of inquiry have come up with very similar conclusions, notwith-
standing their widely differing origins. In the USA, such is the legislative
process that major changes take a considerable time and discussions on finan-
cial reform began in the early 1960s with the Commission on Money and
Credit. This was followed by the Hunt Commission which reported in 1972.
The weight of opinion at that time was that reform was needed in the finan-
cial system, which was very antiquated, in particular through its reliance on
direct controls on interest rates and also through the limitation of financial
institutions, largely speaking, to operating within individual states. However,
Congress was not easily persuaded that change was needed and it took the
crisis in the savings and loan industry, caused by rising interest rates, before
substantial reforms could be implemented. The Depository Institutions
Deregulation and Monetary Control Act 1980 gave savings and loan associa-
tions wider powers while, at the same time, providing for removal of their
interest rate advantage over the banks. This was followed by the Depository
Institutions Act of 1982 which, effectively, abolished the distinction between
savings and loan associations and savings banks, and, more generally, gave
considerbly wider powers to the associations.

In the United Kingdom, the Wilson Report, published in 1980, called tor
the removal of artificial impediments to competition between banks and build-
ing societies. The report was not acted on directly, but influenced the climate
of opinion and was followed by an easing of controls on the banking system
and consideration being given to new building society legislation.

In Australia, the Campbell Commission produced a comprehensive report
on the financial system in November 1981. The Committee reccommended the
abandonment of a wide range of direct controls and a shift of reliance on
open market methods of intervention in domestic and financial markets. It
recommended the abolition of all interest rate controls and asset controls on
the banks, savings banks and building societies.

In South Africa, the De Kock Commission Report followed a similar line,
suggesting that a building society should become more closely integrated into
the financial system generally.
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CHAPTER 2

HOUSING FINANCE IN DEVELOPING
COUNTRIES

Housing finance in developing countries is a very different subject from
housing finance in industrialized countries. In the latter one can study the
mechanism by which housing finance systems operate, that is, the institutional
process by which funds are transferred from those who have a financial surplus
to those who need to borrow to buy a house. There is the almost implicit
assumption that people can afford to buy houses and that there are financial
institutions which will help them do so.

In the case of developing countries neither of these assumptionsholdsgood.
In many countries there is still acute poverty and, at best, shelter may mean
little more than a roof over one’s head. In most developing countries, financial
systems are not well developed and there is a mutual suspicion between those
financial institutions which do exist and ordinary people. The question is not
how institutions intermediate between investors and borrowers, but rather the
extent to which they do so, and how a more efficient intermediation process
can be encouraged.

The evidence suggests that both housing and housing finance have much
to contribute to the development of poorer economies generally. Significant
progress is most likely to be made by specialist institutions which seek to bring
together the informal and formal sectors of the economy.

A number of agencies have helped to contribute to the spread of best
practice in the developing countries. Foremost among these has been the Office
of Housing of the United States Agency for International Development. The
World Bank, and its related organisation the International Finance
Corporation, have played a significant role. Contributions have also been made
by the United Nations, the Commonwealth Development Corporation, and
other international and national bodies.

Population, Living Standards and Urbanization

Developing countries have a very wide range of per capita incomes. It is dif-
ficult to compare living standards between countries, and even more so when
the countries are at varying stages of development. At very low income levels
much of the output of the agricultural sector is not traded and therefore does
not enter into the statistics and this means that comparisons based on prevail-
ing exchange rates are likely to overstate the differences in wealth between
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rich and poor countries. Nevetheless, such comparisons are all that can be
attempted in this chapter. Table 2.1 show GNP per capita in selected indus-
trialized and developing countries and also population figures.

Table 2.1 Population and GNP per Capita, Industrialized and Developing
Countries

Country Population GNP per Capita Exchange Rate
1981 1970-80 1981 1970-80 Deviation
Growth Real Growth Index (1975)
million % pa US$ % pa
West Germany 62 - 13,450 2.7 0.88
USA 230 1.0 12,820 2.1 1.00
France 54 0.5 12,190 3.0 091
Japan 118 1.2 10,080 34 1.10
United Kingdom 56 0.1 9,110 1.8 1.1
Italy 56 0.5 6,960 25 1.12
Spain 38 1.1 5,640 2.6 1.36
Brazil 121 2.1 2,220 5.9 1.58
South Korea 39 1.7 1,700 1.5 2.54
Colombia 26 1.9 1,380 4.0 2.83
Philippines 50 2.7 790 3.7 2.51
Thailand 48 2.6 770 42 2.61
Kenya 17 4.0 420 24 1.95
India 690 2.1 260 1.5 323

Source: 1983 World Bank Atlas, World Bank, 1983.
Note: At end-1981 there were $1.91 to the pound.

The final column shows a 1975 calculation of the exchange rate deviation
index; that is, a measurement of the extent to which the official exchange
rate differs from an accurate measurement of relative purchasing power. Stan-
dards of living can be compared by multiplying GNP per capita at current
exchange rates by the index. The indices relates to 1975 only but are unlikely
to have changed significantly since then. Generally, it can be seen that the
poorer the country the more the official exchange rate overstates the relative
poverty of the country.

The table is sufficient to show huge differences in GNP per capita between
the industrialized countries and the developing countries. The more prosper-
ous industrialized countries have a GNP per capita figure more than ten times
that of the poorest countries and over five times that of the more prosperous
South American and Asian countries (Japan excepted). With such differences
in economic output, and therefore in living standards, it is reasonable to expect
similar huge differences in respect of the provision of housing.

Table 2.1 also usefully illustrates the second major problem of developing
countries, a rapid rate of population growth. All the developing countries
listed had higher rates of population growth in the 1970s than all of the indus-
trialized countries listed. Population growth was particularly high in Kenya.

The differences between rich and poor countries can be illustrated more
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clearly by examining world population analysed by reference to the income
group of each country. Table 2.2 shows the position.

Table 2.2 GNP and Population by Income Group, 1980

Income Group Population GNP Average GNP
$ per year Million USS bn per capita
uss$
8,270 & over 630 6,851 10,874
3,540-8,269 141 767 5,435
830-3,539 655 1,133 1,730
360-829 396 211 533
Under 360 2,056 505 245

Source: 1983 World Bank Atlas, World Bank, 1983.
Note: At end-1980 there were $2.35 to the pound.

The table shows that in 1980 the 630 million people living in countries with
a GNP per capita in excess of $8,270 had an average GNP per capita some
50 times that of the 2,056 million people living in countries with a GNP per
capita under $360.

The rapid growth in population in the developing countries together with
industrialization has contributed to the phenomenon of urbanization, that
is, a huge increase in the population living in urban areas. It is estimated that
the urban population of developing countries is growing by some 8% a year.
The consequence is a sharp rise in the number of large cities. India typifies
this pattern. Between 1960 and 1980 the number of Indian cities with a popu-
lation in excess of 500,000 increased from 11 to 36 and the percentage of the
population living in these cities rose from 26% to 39%.

This brief description of the problems of developing countries is sufficient
to show that housing and housing finance systems have to be seen in the fol-
lowing context -

(a) A very poor population.
(b) A rapidly growing population.
(c) Very rapid urbanization.

However, all developing countries should not be seen as being similar. Table
2.1 shows that a range of GNP per capita figures from $2,220 in Brazil to
$260 in India. Some of the developing countries, especially in Central and
South America, have been suffering from acute inflation, while in Africa and
Asia this has not been a major problem.

Housing

The chapters of this book dealing with industrialized countries assume, with
some justification, that the housing stock is in global terms adequate for the
size of the population. Attention is then focussed on housing tenure and hous-
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ing policy. In the case of developing countries there is a massive housing
problem in respect of the number of units let alone their quality.

The more wealthy industrialized countries have, on average, over 400 dwell-
ings per 1,000 inhabitants, and even the poorer countries in Southern and
Eastern Europe have about 300 dwellings per 1,000 inhabitants. In India the
figure is nearer 230 but this is hardly a fair comparison because of the small
size of most dwellings in India. In 1971 in India nearly half of all households
lived in one room and fewer than a quarter had three or more rooms.

In some ways the problem facing developing countries is similar to that
which the industrialized countries experienced in the 19th century. A rapidly
growing population together with a shift from agriculture to industry has led
to urbanization. The existing housing stock, already inadequate, has not been
able to cope. Overcrowding has increased, squatter settlements have been built,
and land has been subdivided. Local authorities have seldom had the resources
available to provide basic services such as sewerage and water supply.

It is the urbanization which creates major housing problems as much as
the population increase itself. There are two reasons for this -

(a) Inrural areas there is scope for much more individual initiative to cre-
ate improved housing conditions than there is in urban areas.

(b) In all urban areas there is a rich section of the community and the
daily contact between this and low income groups concentrated in very
poor housing can make for social and political problems.

There is some dispute as to whether it is right that resources in a very poor
country should be devoted to housing. It may be argued that housing is less
important than food and furthermore that expenditure on housing is some-
thing of a luxury when there is a need to improve the productive potential
of the country. Conversely, it may be argued that housebuilding is a legiti-
mate industry to promote because it uses few imports, relies on low technology,
is labour intensive, and may stimulate other domestic industries.

In fact, empirical evidence suggests that there is a relationship between GDP
per capita and the proportion of total output invested in housing (Burns, L
S, and Grebler, L, ‘Resource Allocation to Housing Investment: a Compara-
tive International Study’, Economic Development and Cultural Change,
October 1976). At very low levels of income a small proportion of output
(about 1.5% of GDP) is spent on housing because the priority is for other
commodities, particularly food. As incomes increase so there is likely to be
urbanization and greater investment in housing reaching a peak of 7-8% of
total output. When a basic minimum adequate standard of housing has been
provided the proportion of output devoted to housing then declines. The
richest countries tend to have the lower proportions of output allocated to
housing, simply because they have already built up an adequate stock over

the years.
It is commonly argued that the major problem with respect to housing in
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developing countries is that poor people simply cannot afford it. This argu-
ment has been disputed in a World Bank paper (Churchill, A, Shelter, World
Bank, 1980). Churchill argued -

‘Adequate shelter can be provided within the constraints of income. The
question really turns upon the definition of the word adequate. Experience
has shown that safe water, disposal of human and solid wastes, protection
from the environment, and security can technically be provided in quan-
tity and quality sufficient to ensure the provision of a secure and healthy
environment at a cost low enough to meet the income constraint of lower
income groups. For those at the lowest end of the income scale, this means
public standpipes, pit latrines, and traditional forms of housing, built with
traditional materials. In Upper Volta, for example, where the income per
capita is US$110, water is being supplied at a cost of US$30 (at 1977 prices,
inclusive of capital and production costs), a household and shelter unit
itself at a maximum of US$265, for a total of US$295. If the provision
of technically sound shelter is feasible in this, one of the countries in which
costs are highest and incomes are lowest in the world, it should be feasible
anywhere?’

The paper went on to suggest that the problems do not lie in technical feasi-
bility or costs but rather in social acceptability to decision takers.

The publication argues that most public programmes aimed at providing
shelter have failed for the following reasons-

(a) Standards have been too high in relation to ability to pay with the result
that large subsidies have been required.

(b) Governments have been reluctant or politically unable to enforce col-
lection of rents and mortgage payments.

(c) Shelter units have been provided far from sources of employment and
often without complementary social infrastructure.

(d) Little account has been taken of the ways of living of low income com-
munities, and few attempts have been made to involve them actively
in solving their shelter problems.

Before leaving this brief description of housing problems in developing coun-
tries the phenomenon of clandestine development should be noted, that is,
people take matters into their own hands and build themselves homes, gener-
ally on the outskirts of the major urban centres and in contravention of various
laws and regulations. Often such homes are fairly primitive, but this does not
necessarily follow. Such settlements are known by a number of terms includ-
ing shanty towns and they are likely to develop in countries other than the
very poorest where there are pressures for urbanization, in particular jobs
in urban areas but not in rural areas, but inadequate facilities for an influx

22



Housing Finance in Developing Countries

of population into existing urban centres. This phenomenon occurs in coun-
tries as wealthy, in relative terms, as Portugal, and is not confined to the
poorest countries of the third world. This informal aspect of the housing sys-
tem cannot be easily measure and, as will be seen subsequently, is matched
by an informal housing finance system.

Financial Systems and Housing Finance

The previous chapter indicated that there are just four types of housing finance
system: the direct system, the contract system, the deposit taking system and
the mortgage bank system. In the case of poorer countries it is the direct sys-
tem which predominates. Informal housing finance systems are, by definition,
difficult to describe, simply because little data are available about them.

As a general rule the more developed an economy the greater is the extent
of financial intermediation, that is the degree to which investing and bor-
rowing is done through the intermediation of financial institutions, rather
than directly between borrower and lender. The great service that financial
intermediaries perform is to bring together borrowers and lenders whose
requirements can never be identical. They can take in varying amounts of
money on varying terms to suit a variety of depositors and they can lend vary-
ing amounts on varying terms to suit a variety of borrowers.

Table 2.3 illustrates this point by comparing the total assets of financial
institutions as a percentage of GNP together with GNP per capita.

Table 2.3 Financial Systems in Industrialized and Developing Countries

Country Financial Aggregates GNP per capita
as Percentage of GNP 1978
1977-78 Us$
USA 221 9,590
West Germany 145 9,580
France 112 8,260
Japan 204 7,280
United Kingdom 199 5,030
Spain 122 3,470
South Korea 123 1,160
Brazil 57 1,910
Nigeria 39 560
Philippines 74 560
Thailand 63 490
Bolivia 17 510
Kenya 57 330
India 58 180

Source: International Finance Corporation, reproduced from Renaud, B, Housing and Finan-
cial Institutions in Developing Countries, World Bank Discussion Paper, 1982,
Note: At end-1978 there were $1.92 to the pound.

It will be seen that in the industrialized countries, financial aggregates are
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higher than GNP (although it must be stressed that there is no direct rela-
tionship between the two) and in some cases financial aggregates are more
than twice GNP. By contrast, in developing countries, financial aggregates
are much lower in relation to GNP. However, it is significant that there are
quite major variations between the developing countries, Bolivia standing out
as having a very low figure and India and South Korea having comparatively
high figures.

There are a number of reasons for the underdeveloped state of financial
systems in developing countries. The first, and most obvious, is that if peo-
ple have few financial assets then they do not require financial institutions
to look after them. Many people in developing countries are also suspicious
of financial institutions, especially where, as is commonly the case, they are
government controlled.

A brief study of the formal financial systems of developing countries rev-
eals certain basic similarities. In nearly all developing countries the commercial
banks, frequently government owned, hold by far the largest share of per-
sonal deposits. However, the banks lend comparatively little to the personal
sector. Most countries have a nationalised savings bank system, often run
through post offices. In the poorest countries the funds collected in this way
are on-lent to the government which is likely to need all the finance it can
obtain. As a country becomes more developed so the national savings system
may be allowed to lend and the scope increases for private sector institutions
such as savings and loan associations.

Housing finance in developing countries is dominated by informal systems
of financing. For example, a survey of low income housing in Car-
tagena, Colombia (Strassman, W P, The Transformation of Urban Housing,
John Hopkins University Press, 1983) found that less than 10% of low income
housing had any debts against it. The common pattern was one in which there
was a slow accumulation of funds which determined the pace of construc-
tion. Also, many of those who improved housing did so with the aid of
remittances received from members of their families who worked outside the
country. In India (which is studied in detail in Chapter 22) it is estimated
that only 6-7% of housing investment is financed by institutional means.
Generally, under 20% of housing investment in developing countries is
financed by financial institutions.

It is therefore necessary to study in some detail, in as much as this is possi-
ble, how informal housing finance systems work. The following description
draws heavily on a study by James Christian (Christian, J W, Housing Finance
Jfor Developing Countries, International Union of Building Societies and Sav-
ings Associations, 1980). In terms of employment, the informal sector is
characterised by family ownership of businesses, reliance on indigenous
resources, small scale operations, labour intensive technology, skills acquired
outside the formal education system, and unregulated and competitive mar-
kets. In the housing sector the simplest manifestation of the informal sector
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is people building their own homes, perhaps using indigenous materials. Ille-
gal development is a more extreme manifestation.

The simplest form of housing finance in the informal sector is financing
within families. People draw on current income or borrow from relatives in
order to buy building materials or pay contractors to begin building a home.
As more income or borrowing becomes available so more can be spent on
the house. In countries where brides are entitled to receive a dowry, funds
for housing construction are frequently raised by selling part of such dow-
ries. Also, of course, much of the housing construction is conducted by the
members of a family and their relatives.

Trade credit is another part of the informal housing finance system. It is
not regarded as a loan as such but is merely reflected in the price of the prod-
uct, effectively a hire purchase arrangement. Contractors who offer trade credit
may themselves be financed, to some extent, by the formal sector of the
economy.

The most formal form of informal finance is the rotating credit society
by which members contribute a set amount each week or month. Each mem-
ber of the society has the right to borrow the funds under some established
procedure. In Africa and the Middle East lots are frequently drawn to decide
who should have access to the funds and normally no interest is charged. In
Asian countries interest is generally charged and access to funds is determined
by bids rather than by drawing lots. These institutions are, of course, very
similar in nature to the early building societies in the United Kingdom and
similar institutions in other countries.

Where there are formal housing finance institutions in developing coun-
tries these are generally very small when measured against the size of the
housing stock or the population although they may appear large when com-
pared with other financial institutions. One significant difference between
industrialized and developing countries is that general financial institutions,
ie banks, in the developing countries tend to have little role in housing finance
simply because such business is inconvenient for them and they have other
more profitable outlets for their funds. Housing finance must therefore be
provided by specialist organisations. The major question that has to be faced
is what sort of organisation should these be, what contribution can they make
to economic development and, finally, how can they be structured to work
most efficiently. The next section of this chapter deals in detail with the
requirements of housing finance systems in developing countries.

The Requirements of Housing Finance Systems in Developing Countries
The point has already been made that the financial systems of developing
countries are less sophisticated than those of the more advanced industrial-

ized countries. Many people will have no contact with financial institutions
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at all and there is comparatively little available expertise in respect of manage-
ment of financial institutions. House-purchase loans to individuals pose even
greater problems than other loans for four reasons -

(a) A house-purchase lending function implies a relatively large number
of small loans and this imposes high transaction costs. Many of the
people to whom loans are made will not be familiar with financial insti-
tutions and, again, this means higher transaction costs. Potential
borrowers may not have permanent employment and this increases the
possibility of arrears and losses.

(b) The problem of maturity transformation, that is, raising short term
deposits and making long term loans, has not been easiliy overcome
in some advanced industrialized countries, such as the USA. It is ask-
ing a great deal of a financial system of a developing country to
overcome effectively this particular problem. Certainly, variable interest
rates are likely to be viewed with considerable suspicion.

(c) Many developing countries have severe inflation problems, partly
because governments have willingly used, or have been forced into
using, deficit financing with the inevitable increase in inflation after
a time lag. As Chapter 1 has illustrated, inflation makes it difficult
to operate a housing finance system effectively.

(d) Because housing finance institutions deal with households, the ques-
tion of public confidence in them arises. Even in industrialized countries
many people are suspicious of banks and other institutions and those
institutions which are most successful probably owe part of that suc-
cess to the fact that they have been in existence for a very long period
of time. Institutions in developing countries cannot claim such a
pedigree.

Ideally, the housing finance system of a developing country should aim
to meet three criteria -

(a) Housing finance loans should be made available at an affordable rate
of interest.

(b) The financial institutions themselves should be viable and should not
be operated in a way which might endanger that viability.

(c) The financial institutions and the housing finance system generally
should contribute to the overall economic development of the coun-
try, in particular the housing sector. The clear inter-relationships
between housing finance and housing itself must be recognised. An
efficient housing finance system can, itself, help to reduce housing
problems.

Experience suggests that both housing and housing finance systems in
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developing countries must recognise three distinct strata of the market. The
first is the high income strata which can be catered for adequately by existing
institutions. The second strata is what might be termed as the subsidized mid-
dle class, that is, people who could perhaps obtain a loan on commercial terms
but who, in practice, have been the major beneficiaries of government subsi-
dies. The third strata is the informal private sector comprising the poorest
sections of the community who seldom are touched by government
programmes, even when these are specifically targetted at them. Policy needs
to differentiate quite clearly between those who can be helped to help them-
selves and those who have to be assisted financially. Experience suggests that
the poor can best be helped through direct programmes aimed at them and
explicitly subsidized out of the state budget. No useful purpose is served by
encouraging financial institutions to lend too far down the income scale,
thereby threatening their own long term viability. However, financial institu-
tions can be encouraged to provide loans to the middle class in a way that
retains their viability.

Broadly speaking, there are seven ways in which money can be raised to
finance house-purchase lending activities in developing countries -

(a) Tax revenue.

(b) What might be called, technically, public saving, which in practice is
likely to mean monopoly profits made by nationalised industries.

(c) Inflation, which has the effect of reducing the real value of debt over
time.

(d) Savings of the corporate sector.

(e) Inflow of foreign capital.

(f) Mandatory savings systems.

(g) Personal savings.

Again, experience suggests that it is unwise to rely on the public sector
through budgetary allocations which may be financed by taxation or other
sources. In practice, any institution dependant on the state may find that it
is forced to lend to lower income groups thereby threatening its viability. Also,
funds from the government are likely to dry up when the inevitable economic
crisis occurs. Governments of developing countries have a large number of
priorities many of which seem more pressing than providing housing assistance
to people other than the very poorest.

Neither the corporate nor the foreign sector can be relied on to provide
significant funds for house-purchase loans. Their priority and expertise must
be in the financing of industrial and agricultural investment.

Mandatory savings schemes have been used in a number of countries, nota-
bly Mexico, Singapore and Brazil, but it is difficult to measure the success
of such schemes. By definition, funds are raised and these can be used for
any purpose. Whether this is an efficient mechanism in terms of providing
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people with what they want, and in terms of contributing to economic develop-
ment generally, is another matter.

The personal sector is the obvious sector to encourage as the primary source
of finance for house-purchase loans. In many developing countries this sec-
tor is not tapped to any significant extent. At first sight it might seem that
there is not much scope for raising savings from people who are poor. How-
ever, poverty is a relative not an absolute term, and even in the poorest
countries some the poorer people in those countries may be net savers and
their savings can be used to finance loans to others. For example, in Sri Lanka
and Malaysia, over 10% of those in the lowest income deciles have savings.
Moreover, people may be encouraged to save specifically if they have the home
ownership objective in mind. Indeed, there is evidence that the only reason
why some poor people will save is so they can buy their own homes. It is
significant that most of the housing finance systems in the industrialized coun-
tries arose out of mutual clubs where people did provide the savings used
to finance their loans. As time went on so more sophisticated systems could
be introduced. There is, therefore, much to be said for encouraging housing
finance institutions which rely on taking deposits from the personal sector.
This enables a new source of funds to be tapped (and therefore does not divert
resources from other sectors) and may well encourage the growth of saving
generally. Moreover, financial institutions will have greater knowledge of their
market for loans if they have potential borrowers as their investors.

The main management question which therefore must face housing finance
institutions in developing countries is how they can increase the flow of sav-
ings from the personal sector and most efficiently use these funds for
house-purchase lending. James Christian suggests that what is important is
that there should be a linkage between the informal sector of the economy
and the formal sector. Savings institutions should try to work within the estab-
lished framework and should not try to impose a system imported directly
from an advanced industrialized country. Christian suggests a number of
approaches by which the formal and informal sectors can be linked -

(a) An ‘outreach’ programme. Mobile branches of formal sector institu-
tions can make regular scheduled visits to squatter areas to collect
savings and receive loan applications. Existing employees of the finan-
cial institutions can be offered commission for generating new accounts
and servicing loans in informal sector communities during their off
duty hours. The formal sector institution can enter into agreements
with a network of agents who are not employees of the institution to
act as intermediaries between the institution and the local communities.

(b) The offering of ‘mutual accounts’ in the names of villages or other
communities rather than individuals.

(c) Informal rotating credit societies or similar arrangements can become
affiliates of a housing finance institution. This approach may make
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maximum use of existing informal arrangements, but it requires a sub-
stantial modification of the method of operation of the financial
institution itself.

The affordability problem can be eased by encouraging owners to rent out
part of their homes, something which is done to a large extent anyway. Cer-
tainly any restrictions on letting could be very damaging.

The point has already been made that specialist institutions are more likely
to be successful in promoting housing finance systems in developing coun-
tries. The reasons for this need to be emphasized at this stage. The first is
simply that special expertise is required and this can best be provided by
specialist rather than by general institutions. Probably a more important point
is that where a financial institution is able to make loans for house-purchase
and for other purposes then, in practice, it is likely to neglect the housing
market because more profit can be made through other forms of lending.
There are examples of housing banks which have been set up in various coun-
tries, which, after a few years, have ceased to have anything to do with housing
despite their names.

This analysis rather suggests that there is no role for government but this
would be going too far. One problem in developing countries is that govern-
ments have been unstable and policies cannot be relied on for any period of
time. This creates more problems in the housing finance sector than in almost
any other because of the long time scale which is required to develop and
implement policies. A number of areas have been identified where govern-
ments can make a positive contribution to the encouragement of housing
finance in developing countries -

(a) Housing must specifically be identified as a priority and it must be
recognised that this does not conflict with the overall objective of eco-
nomic growth. However, it needs to be recognised that housing cannot
be as important a priority as industry or agriculture.

(b) Obviously, any legal constraints which prevent the housing finance insti-
tutions from operating with maximum efficiency, including working
with the informal sector, should be removed. In particular, any prob-
lems over land tenure must be resolved. This problem tends to be more
critical the poorer the country.

(c) Deposit insurance may be necessary if there are doubts as to the via-
bility of financial institutions. Experience shows that, even in industrial
countries, this can be a very effective way of encouraging the develop-
ment of a housing finance system.

(d) Equally, on the mortgage side, mortgage insurance might be a useful
weapon, partly to help standardize lending procedures, but also to
encourage lenders who perhaps otherwise might be unduly cautious.

(e) Perhaps the worst mistake that a government can make is to attempt
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to impose artificially low interest rates, and it is not only governments
of developing countries that have been guilty in this respect. This is
likely to lead to a misallocation of resources and may often be com-
bined with forcing lenders to lend to people who cannot afford
repayments. Allowing interest rates to operate at their market levels
and providing subsidies to the poorest is far more likely to lead to the
efficient allocation of resources and the growth of a viable housing
finance system. In particular, it must be recognised that if interest rates
are too low, savings will not be attracted.

(f) Management is particularly important in developing countries, and
government can obviously make a contribution by providing for the
training of staff in financial institutions. As will be seen subsequently
a number of institutions in the industrialized countries have made a
significant contribution in this respect.

The World Bank and International Finance Corporation

The World Bank and International Finance Corporation are the leading inter-
national organisations concerned with the promotion of housing and housing
finance. The International Finance Corporation is part of the World Bank
group, but operates in a different way and is best described separately.

The World Bank

The World Bank comprises two bodies, the International Bank for Recon-
struction and Development (IBRD) and the International Development
Association (IDA). However, they share the same staff and can be consid-
ered, for the most part, as one organisation.

Both organisations have as their objective ‘to promote economic progress
in developing countries by providing financial and technical assistance, mostly
for specific projects in both public and private sectors’.

The IBRD was conceived at the Bretton Woods conference in 1944, at the
same time as the International Monetary Fund. The Bank was duly estab-
lished in 1945 in Washington DC, USA with the objective of helping to finance
the reconstruction and development of its member countries. Currently it has
144 members, the most significant non members being the USSR, Czechos-
lovakia and Poland. It is owned by the member governments who have voting
rights in accordance with their proportion of the total share capital.

IBRD lends only to credit worthy borrowers in the developing countries.
It lends for a number of activities including agriculture and rural develop-
ment, energy, education, transportation, urban development, water supply,
sewerage, health and nutrition. It obtains its funds on the international finan-
cial markets and lends over long terms, generally 15 to 20 years. Its lending
commitments in 1982 were $10,330 million and it had 150 projects in operation.
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The International Development Association (IDA) is sometimes known as
the ‘softloan’ part of the World Bank. It lends only to governments of poorer
countries, its loans are over long terms, generally 50 years, and no interest
is charged although there is an annual administration fee. It is financed by
grants from governments, largely those of the more prosperous countries,
although also of the oil producing countries.

The World Bank initiated its urban lending programme in 1972. It identi-
fied as its primary objective the assistance of member governments in
developing approaches to the efficient and equitable provision of urban serv-
ices and employment. Four secondary objectives were identified -

(a) To demonstrate low cost technical solutions for shelter, infrastructure
and transport which the urban population could afford and which
could be improved over time.

(b) To demonstrate that it was possible to provide services for most of the
urban poor on a non subsidized basis.

(c) To demonstrate the feasibility of comprehensive urban planning and
investment procedures.

(d) To demonstrate the reproduction of projects incorporating these objec-
tives, that is, that they should be self-financing and self-sustaining.

In 1975 the publication Housing Sector Policy Paper set out four condi-
tions for urban lending by the World Bank -

(a) The government should have a commitment to help the urban poor.

(b) The government should guarantee land tenure to project benificiaries.

(c) The government should improve pricing policies and reduce subsidies
so that projects could recover their costs.

(d) The government should agree that projects should be integrated within
a broad approach to urban planning and investment.

The Bank’s shelter projects have fallen into two groups: slum upgrading
projects, and sites and services projects. Throughout, the approach of the
World Bank has been different from that of many governments, through its
use of private savings and self help efforts. Early projects in Botswana, El
Salvador, Jamaica, Kenya, Peru, Senegal and Tanzania were focussed on sites
and services. Slum upgrading projects involve the improvement of infrastruc-
ture, in particular water supply, sanitation, roads, footpaths, drainage and
electricity. Both types of project require that households receive security of
land tenure thereby providing an incentive for the mobilisation of savings.
Such projects were generally deemed to have been successful. Between 1972
and 1981 36 urban shelter projects were approved by the Bank. The total pro-
ject costs were $1,906 million and lending by the World Bank totalled $942
million.
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The Bank identified a number of major problems with such projects, some
of which have already been touched on in the early part of this chapter-

(a) The organisation of projects, especially those which cut across a num-
ber of governmental units.

(b) The acquisition of land for new development and the subsequent
guaranteeing of secure tenure to households.

(c) Cost recovery, especially for some sites and services projects.

(d) Efforts by some agencies to design and provide services at higher stan-
dards than agreed initially.

(e) Project management where a range of services have to be provided.

The Bank has, in the course of its urban programme, developed substan-
tial expertise. The Bank’s publications provide a wealth of analytical and
descriptive material on urban housing problems in developing countries and
have in themselves played a major role in promoting training and increasing
understanding of the problems.

In a study of its urban lending programme over its first ten years, the Bank
concludes that its projects have demonstrated low cost technical solutions and
sound financial principles that should help public institutions deal with hous-
ing issues, but it emphasizes the need for the encouragement of private housing
markets to work more effectively. Projects being considered are designed to
use the advantages of both public and private sectors. The Bank is also seek-
ing to strengthen local institutions so that they can relieve the pressure on
the Bank itself and on other lenders and stimulate further private investment
in the urban sector.

The International Finance Corporation

The International Finance Corporation (IFC) was established in 1956 with
the objective ‘to promote economic progress in developing countries by help-
ing to mobilise domestic and foreign capital to stimulate the growth of the
private sector’.

The IFC is primarily concerned with financial markets rather than with
urban projects as such, although a significant part of its activity has been
directed towards financial institutions in the housing field.

IFC has more than 120 members and authorized capital of $650 million.
Following a capital injection in 1978 it has grown substantially over the past
few years. By the end of 1982 it had approved investments of $4.7 billion in
more than 650 ventures.

In 1971 the IFC established its Capital Markets Department which pro-
vides the necessary assistance for the development of financial markets
including advisory services and financial support. It is recognised that the
development of financial markets must accompany economic development
generally, a point already made earlier in this chapter. The Capital Markets
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Department acts both as an adviser and as an investor. It has invested in 32
institutions or mechanisms in 18 developing countries, covering a wide var-
iety of areas including housing finance, financing of small businesses and
venture capital financing.

Its technical assistance programme has included the preparation of a number
of policy papers, studies of the financial sector in various countries, advice
on the regulatory, fiscal and institutional framework, and assistance in drafting
various laws and regulations.

The investment in housing finance institutions is seen as being an impor-
tant aspect of the overall objective of contributing to the development of
financial systems. IFC has five objectives in the financial sector -

(a) Increasing the supply of medium and long term funds.

(b) Broadening competition by encouraging housing finance institutions
as primary lenders, and long term savings institutions as secondary
investors in mortgage loan instruments.

(¢) Introducing financial innovations such as new mechanisms for mak-
ing housing loans.

(d) Encouraging private sector involvement in housing finance.

(e) Mobilising additional resources for housing.

The IFC sees itself as a catalyst, bringing together the various public authori-
ties, private sector institutions and any foreign partners. It will provide
technical assistance to encourage an appropriate regulatory and supervisory
framework and will also invest directly in institutions. It stresses the need for
prudent policies to be pursued so as to ensure that the institutions remain
independent.

The IFC has been involved in six housing projects, in Colombia, the Leba-
non, Bolivia, India, Senegal and Indonesia. IFC’s interests in the projects
in Colombia, Lebanon and Bolivia have been sold. One of the projects, a
savings and loan corporation in Colombia, was deemed to have been suc-
cessful. The other two, the Bank of the Near East in Lebanon and the Banco
Hipotecario Nacional in Bolivia, were deemed to have moved away from their
original objectives towards commercial banking operations, a danger men-
tioned previously.

The project in Colombia illustrates the successful way in which private
finance can be encouraged. The Corporacién Colombiana de Ahorro y
Vivienda, generally known as Davivienda, was the IFC’s first investment in
a specialist housing finance institution. It arose out of Colombia’s national
development plan of 1971-74. Previously, the main sources of housing finance
had been the government, through a subsidized central mortgage bank, and
short term high rate financing from private sector institutions. IFC invested
in a private stock company, the chief sponsor of which was a broadly held
commercial bank. Other financial institutions also invested in the bank. The
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system expanded rapidly, helped by indexation, provided for by the govern-
ment. IFC felt the project had gone sufficiently well to sell its shares in 1976.

The IFC’s largest investment has been in the Housing Development Finance
Corporation (HDFC) of India. The Indian housing finance system and this
institution are described in detail in Chapter 22. The IFC’s role was to par-
ticipate in the financing of HDFC and it also plays an active role on the board
of directors and it gives technical assistance.

The IFC’s experience has led it to believe in the necessity to have specialist
institutions for the reasons outlined earlier in this chapter. Its own experience
has been that institutions which could engage in other banking activities did
so. The IFC also suggests that experience with institutions with significant
government participation is that they can be forced to focus on low income
housing needs at the expense of their long term viability.

The Agency for International Development

The largest single institution which has the objective of encouraging the
development on housing and housing finance systems in developing coun-
tries is the Office of Housing and Urban Programmes of the United States
Agency for International Development (AID). The office is headed by Peter
Kimm. AID operates primarily by providing technical assistance and by
guaranteeing loans made by private sector American institutions to finance
projects in developing countries. This Housing Guarantee Programme origi-
nated in the early 1960s although it has changed in emphasis several times.
In the early 1970s policy required that resources should be used specifically
to serve the needs of low income families and in 1978 the authorizing legisla-
tion was amended to allow financing of related community facilities and
services.
AID’s shelter policy has five basic objectives -

(a) To ensure that low income families have access to secure land tenure,
basic services and housing they can afford.

(b) To develop systems for financing shelter and urban development with
minimum subsidy requirements.

(c) To encourage and facilitate an increased role for the private sector in
low income shelter production.

(d) To develop institutions capable of sustaining a level of production of
shelter appropriate to the needs of the population, with special empha-
sis on meeting the shelter needs of the urban poor.

(e) To encourage the preparation and implementation of national hous-
ing policies that reflect these four basic objectives.

The Housing Guarantee Programme finances projects including upgrad-
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ing of slums, sites and services, core housing, low cost housing units, and
community facilities and services.

Since its inception AID has authorized $1.7 billion in Housing Guarantee
loans for projects in 44 nations. In 1983 Housing Guarantee loans of $142
million were authorized for projects in Bolivia, El Salvador, India, Ivory Coast,
Jamaica, Kenya, Panama, Peru and Sri Lanka. The project in Bolivia can
illustrate the type of work which AID does. A $15 million loan was approved in
1983 to strengthen the private housing finance system. The government of Bolivia
will borrow the money and on-lend to 12 associations in the savings and loan
system and a co-operative. The institutions will use the resources to expand
lending to low income families. AID will provide technical support.

A major part of the work of AID is the provision of technical assistance
and research. Where a Housing Guarantee loan is made then one or more
American technicians will be seconded to the appropriate institution for a
period of about two years.

There are also a number of individual research projects not linked to the
Housing Guarantee Programme. For example, a study in Sri Lanka proposed
to strengthen the role of the private sector in decisions relating to the type
of housing to be produced and it suggested transferring the financing of hous-
ing programmes from a public sector institution to the semi public sector State
Mortgage and Investment Bank. One objective of this would be to expand
the role of that institution as a primary lender. In 1983 technical projects took
place in 40 countries.

AID has a major role in the provision of training and to this end it organises
seminars and sponsors individual training programmes. AID also sponsors
conferences which, over the years, have proved to be one of the main forums
in which housing and housing finance experts get together. The proceedings
of these conferences also provide valuable information. In 1982 alone AID
co-sponsored or participated in 11 conferences held in Afria, Asia and the
Americas.

The United Nations

The United Nations has had only a very limited involvement in the promo-
tion of housing and housing finance systems, and many good intentions have
led to little in the way of concrete results. Much effort has been devoted to
considering the establishment of an International Housing Finance Corpo-
ration but nothing has emerged nor does anything seem likely to emerge.

The United Nations Economic Commission for Europe, based in Geneva,
did some work on housing policy and finance in the 1950s and 1960s although
this was not related to developing countries. Some studies were done and
reports were written in respect of developing countries in the 1950s and 1960s
but the efforts were fairly haphazard and it was the World Bank which increas-
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ingly took the lead at the international level.

In 1972 a UN conference on the human environment was held in Stock-
holm, Sweden, and this set the pattern for a number of similar conferences.
Following this conference it was agreed that an international institution should
be established. Under the direction of the United Nations Environment
Programme the UN Habitat and Human Settlements Foundation was founded
in 1975. This was merged into the UN Centre for Human Settlements (Habi-
tat) in 1978. This organisation is based in Nairobi, Kenya.

Before its demise the Foundation operated in some 30 countries, generally
by providing seed capital and giving technical assistance. It helped to estab-
lish housing finance systems in a number of countries, it conducted studies
in several countries and it organised study tours.

The Centre for Human Settlements operates primarily through research
and technical co-operation projects. At any one time some 200 projects are
taking place. Recent work in the housing finance field has included case studies
on the financing of human settlements, research on the role of community
based finance institutions and case studies on credit unions and housing co-
operatives.

Eric Carlson, who over the years has been active in most of the United
Nations work, has described the progress of the UN in this area as follows -

‘There appears to be little progress in the UN system at the present time
regarding matters of housing finance. Certainly this progress is not com-
mensurate with the major efforts expended at various levels to mobilise
support for the two aborted projects, the International Housing Finance
Corporation and the UN Habitat and Human Settlements Foundation.
Whether any significant United Nations activity in support of housing
finance development will take place in the 1980s and beyond is ultimately
up to the nation-states who comprise UN membership. The search for a
constituency to support such efforts undoubtedly will continue’

(For a detailed history of UN involvement in housing finance see the paper
by Eric Carlson in the proceedings of the IUBSSA Congress held in 1983.)

Other Institutions

The International Union of Building Societies and Savings Associations

This organisation is described in detail in Chapter 27. It is, basically, an inter-
national trade association for specialist housing finance institutions. Its main
functions are to provide for an exchange of information. Until 1982 it
employed no full time staff and therefore was not in a position to do the sort
of work which AID and the World Bank has been doing. However, it does
take a major interest in housing finance in developing countries through its

36



Housing Finance in Developing Countries

Housing Finance Development Committee which is chaired by Lalit Pandit
of Kenya. The International Union has helped to serve as a catalyst in bring-
ing together developing and industrialized countries and it has frequently
provided a forum at which the particular problems of the developing nations
can be discussed. Its publications have also been useful in this respect, in par-
ticular, that by James Christian, referred to earlier in this chapter. Recent
activities have included the co-sponsoring, with the Agency for International
Development, of a 1983 conference in the Caribbean. It is also helping to
promote an African Union of Building Societies and Housing Finance Insti-
tutions. The International Union took a significant step forward in respect
of its work in developing countries in 1983 when Eric Carlson, one of the
leading experts in this field, was appointed a special advisor on his retire-
ment from the United Nations.

The International Savings Banks Institute

This organisation is described in detail in Chapter 28. It has certain similari-
ties with the International Union of building Societies and Savings
Associations in that it is an international trade association. However, unlike
the International Union, it has, for many years, had a very active full time
staff based in Geneva, Switzerland and one of its functions is to encourage
the development of savings bank systems in the developing countries. An
interesting feature of its work is the encouragement of bilateral co-operation
between developing countries. The Institute has helped to arrange for a link-
ing of institutions in developing countries with those in industrialized
countries. For example, savings banks in West Germany have linked with sav-
ings banks in Kenya, Thailand and Tunisia. Among the recent activities of
the ISBI has been its involvement, together with the United Nations and the
savings banks association in Sweden, in missions to various countries, aimed
at studying savings systems and capital formation processes.

The ISBI also arranges seminars and training programmes, generally in con-
junction with its member institutions.

One savings bank which has taken a particular interest in developing coun-
tries is Cariplo. This bank, based in Milan, Italy is the largest savings bank
in the world; it is described in detail in Chapter 11. It has set up a training
centre, FINAFRICA, in Milan, to promote banking and savings banking in
Africa. In the 1980/81 year nearly 200 bank employees and managerial staff
from African countries followed training courses at FINAFRICA, and vari-
ous seminars were held. Specialists from FINAFRICA also made visits to
savings institutions in developing countries.

Commonwealth Development Corporation

The Commonwealth Development Corporation (CDC) is a British govern-
ment body, based in London, the primary objective of which is to assist the
development of the economies of overseas countries. CDC operates largely,
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but not exclusively, in British Commonwealth countries. It works
predominantly through providing finance on commercial terms. At the end
of 1983 CDC had £40.9 million invested in housing finance projects, 8.1%
of its total investments. CDC provides both equity and loan finance; in the
case of housing finance, equity participations are most common.

Among CDC projects at the end of 1983 were -

(a) A £2 million loan to the Barbados Mortgage Finance Company.

(b) A £3 million loan to the Banco Central de Costa Rica—for on-lending
to a body which provides mortgage finance for lower and middle
income housing.

(c) Equity and loan finance in the Dominica Mortgage Finance Co.

(d) Equity (100%) and loan finance in the Guyana Mortgage Finance Co.

(e) Equity and loan finance in the Caribbean Housing Finance
Corporation.

(f) Equity finance in the Hong Kong Building and Loan Agency.

(2) Equity and loan finance in the Housing Finance Co of Kenya.

CDC is participating in the establishment of Shelter Afrique, described in
Chapter 26.

United States Trade Associations

The two trade associations for savings and loan associations in the United
States, the United States League of Savings Institutions and the National
Council of Savings Institutions, particularly the latter, have for many years
played a significant role in encouraging housing finance in developing
countries. This they have largely done through the provision of expert
advice, and ad hoc technical assistance. They have also worked under
contract for AID and, over the years, have built up a significant volume of
expertise.
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CHAPTER 3
UNITED KINGDOM

The United Kingdom is different from most other countries in that there is
no market rented sector of housing; rather there has been a sharp polariza-
tion between rented accommodation, provided by local authorities on the basis
of need, and owner-occupied accommodation available on the open market.
Both these sectors have expanded at the expense of private rented accommo-
dation, which is now almost negligible. As affluence has increased, so the
demand for the owner-occupied housing has grown in relation to the demand
for local authority rented housing.

Because there is no market rented sector many households have to pur-
chase houses at a very early age, and the housing finance system has had to
accommodate this. Typically, new households purchase their first house before
they are 25. Housing finance in Britain is dominated by the building socie-
ties, which account for some 75% of outstanding debt. They operate on the
deposit taking principle, and, indeed, in the savings market occupy the place
that in many of the other countries is taken by specialist savings banks as
such. All building society operations are at a variable rate of interest, and
this has helped British societies overcome fluctuations in the general level of
interest rates more successfully than their counterparts in some other countries.

Introduction

The United Kingdom occupies an area of 241,000 sq kilometres. Its popula-
tion in mid-1982 was 56,300,000. Although the country is quite densely
populated, a higher proportion of the land area is usable than in many other
countries.

The United Kingdom comprises England, Wales, Scotland and Northern
Ireland. The United Kingdom without Northern Ireland is referred to as Great
Britain. It is unfortunately the case that some statistics refer to the United
Kingdom, while others refer to Great Britain, and little can be done to over-
come this problem. For example, in this chapter, figures for housing largely
relate to Great Britain, whereas those for building societies relate to the whole
of the United Kingdom. However, as Northern Ireland is relatively small in
terms of population compared with the UK (only 1.2% of the United King-
dom population live in Northern Ireland) this problem is not too great in
practice.
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The United Kingdom is a monarchy, and has two Houses of Parliament.
Since the war, government has alternated between the two principal parties,
the Conservative Party and the Labour Party. A Conservative Government
was elected to power in May 1979, and was re-elected in June 1983. Politics
and housing are closely related in Britain, because the polarization of the
housing tenures has been associated with the two political parties. The Con-
servatives are seen as the supporter of owner-occupation, and Labour as the
supporter of council accommodation.

It is well known that the United Kingdom has performed relatively badly
in economic terms compared with most other advanced countries, and it has
been moving steadily down the ‘league table’. Over the period 1960 to 1980,
real GDP per capita increased by an average of 2.0% a year, compared with
an average for all OECD countries of 3.1%. Similarly, the average rate of
increase of consumer prices over the same period was 8.8% a year, compared
with the OECD average of 6.1%. Both short and long term interest rates have
tended to be slightly more volatile than in other countries.

Housing

Housing Policy and Housing Tenure

The UK industrialized before most other countries, and the development of
housing reflects this. At the beginning of the twentieth century almost 90%
of British households lived in privately rented accommodation with the
remainder owning their own homes. In 1915 rents were restricted for the first
time, and subsequently legislation has made it very unattractive for private
landlords to make accommodation available, by controlling rents and by giv-
ing almost total security of tenure. In the inter-war period, local authorities
began providing accommodation for rent, and there was substantial building
for sale. By 1938, 32% of homes were owner-occupied, 10% were rented from
local authorities and the remaining 58% were still in the private rented sec-
tor. These trends continued in the post-war period, and by 1970
owner-occupation had increased to over 50% of the total and local authority
renting to nearly one third.

By this time there was virtually no rented accommodation freely available
on the market, although a limited ‘black market’ has always existed, espe-
cially in London. Rents for local authority housing have been kept to a low
level with the result that there has been an excessive demand, and housing
has had to be allocated on the basis of need. This, increasingly, has forced
people to become owner-occupiers if they wish to exercise any degree of choice
in their housing, and also if they cannot demonstrate that they are ‘in need’,
It also has to be said that owner-occupied housing has enjoyed distinct tax
advantages through being exempt from Capital Gains Tax, and, more impor-
tantly, interest on mortgage loans (up to £25,000 since 1974 and £30,000 since
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1983) qualifies for tax relief at a borrower’s highest marginal tax rate.

The Conservative Government, elected in May 1979, implemented a policy
of selling local authority housing to sitting tenants at discounts ranging from
33% to 50%. Since that time the rents on council houses have also been
increasing quite sharply, thereby further encouraging the move from council
housing to owner-occupied housing. However, tenants below a certain income
are shielded from the full effects of rent increases by rent rebates, and the
overall effect is that there is an even sharper polarization of the tenures, with
all but the poorest people becoming owner-occupiers.

Some 500,000 local authority houses, about 7% of the total, were sold to
their owners between 1979 and 1983, and the policy looks set to continue for
a few years. As a result, the proportion of houses which are rented from local
authorities is tending to decline. Table 3.1 shows trends in housing tenure for
Great Britain from 1971 to 1982.

Table 3.1 Housing Tenure, Great Britain, 1971-82

Year Number of Percentage of Total
Houses Owner- Rented from Private Rented
Occupied Public Sector & Other

1971 18,833,000 50.1 30.4 19.5
1976 20,124,000 53.3 317 15.0
1979 20,822,000 54.6 319 13.5
1980 21,025,000 55.4 31.6 13.0
1981 21,189,000 574 304 12.2
1982 21,328,000 59.0 29.3 11.7

Source: Housing and Construction Statistics 1972-82, HMSO, 1983, Table 9.3.

A survey carried out for The Building Societies Association in March 1983
(Housing Tenure, The Building Societies Association, 1983) shows the extent
to which there is an unmet demand for owner-occupied housing. At the time
of the survey 62% of all adults (as opposed to households) were owner-
occupiers, but 77% said that owner-occupation was their ideal tenure in two
years’ time, and 78% expected to be owner-occupiers within 10 years. Demand
for and expectation of council accommodation was virtually negligible among
those under the age of 35. However, the survey also showed that while nearly
half of council tenants wanted to be owner-occupiers, only 14% said it was
likely that they would buy the homes in which they were living. There is, there-
fore, likely to be a major problem of ‘difficult to let’ council accommodation,
especially some of the less desirable flats in inner city areas.

Housebuilding

The United Kingdom has devoted a comparatively low proportion of its GDP
to investment in residential construction, this partly reflecting the fact that
housing conditions in Britain were better than those in other countries in the
immediate post-war period. Over the period 1960 to 1980, residential construc-
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tion accounted for 3.4% of GDP, compared with an OECD average of 5.4%.
In recent years there has been a very sharp decline in housebuilding for a
number of reasons -

(a) The problem of lack of numbers of houses has been overcome.

(b) There has been a switch of emphasis away from demolishing older
housing and replacing it with new building, to one of rehabilitating
older housing as far as possible.

(c) The government has provided considerably less funds for the construc-
tion of local authority housing.

(d) The recession, as in other countries, has caused a sharp reduction in
housebuilding.

Table 3.2 shows trends in new house completions from 1978 to 1983.

Table 3.2 New House Completions, Great Britain, 1979-83

Year Public Sector Private Sector Total

1978 131,000 149,000 280,000
1979 104,000 140,000 244,000
1980 107,000 127,000 234,000
1981 84,000 113,000 197,000
1982 49,000 121,000 171,000
1983 50.000 138,000 188,000

Source: Housing and Construction Statistics, HMSO, Table 1.3.

Houses built in the public sector are almost entirely for rent, while those
built in the private sector are largely for sale. A significant decline in public
sector housebuilding is apparent. Private sector housebuilding picked up
markedly in 1983 as the economy showed the first signs of moving out of
recession.

Housing Finance

The Housing Finance Market

The pattern of housing tenure is such that most households wish to become
owner-occupiers at a very early age. In 1980, 33% of households under the
age of 25 were owner-occupiers, and in the 25-29 age group the proportion
was 53%. Most young people obviously are not able to accumulate a high
deposit, and therefore need high percentage loans. The contract system there-
fore cannot work in Britain. Moreover, there is only a limited private bond
market, largely because of the favourable tax position of government bonds.
This means that housing finance has necessarily to be provided by the sav-
ings bank system, and is reliant on short term deposits.

Table 3.3 shows trends in net loans for house-purchase from 1979 to 1983.
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Table 3.3 Net Loans for House-Purchase, United Kingdom, 1979-1983

Year Building Monetary Local Other Total

Societies Sector Authorities

£m % fm % £m %o fm % £m
1979 5,271 82 597 9 293 4 301 S 6,462
1980 5,722 78 593 8 461 6 515 7 7,291
1981 6,331 67 2,265 24 268 3 434 5 9,480
1982 8,147 58 5,078 36 554 4 335 2 14,114
1983 11,041 75 3,602 24 292 () 370 3 14,721

Source: Financial Statistics, April 1984, HMSO, Table S.5.
Note: At end-1983 there were £0.70 to the dollar.

It will be seen that building societies suffered a declining market share from
1978 to 1982, but enjoyed a sharp recovery in 1983. The only other significant
lenders have been the banks, especially since 1981. However, the volume of
their activity showed a sharp down turn in 1983. The role of banks and build-
ing societies will be explained in more detail in the following sections.

In the early 1970s, local authorities were quite significant mortgage lenders,
mainly to people buying cheaper older houses. However, in 1975, local
authority lending was cut back as part of a move to control public expendi-
ture generally. Building societies have since co-operated with local authorities
on a variety of housing schemes, and have taken over much of the lending
previously done by the authorities. The fairly significant increase in local
authority lending in 1982 and 1983 is explained by the sales of local authority
houses, some of which are financed by local authority mortgages. To this
extent there is a merely a transfer of debt from one part of local authority
accounts to another.

Table 3.4 shows in detail loans for house-purchase outstanding as at the
end of 1983.

Table 3.4 Loans for House-Purchase Outstanding, United Kingdom,
End-1983

Institution Amount Percentage
Outstanding of Total
£m

Building societies 68,227 75
Monetary sector 14,238 16
Local authorities 4,184 5
Insurance companies &

pension funds 2,364 3
Other public sector 1,717 2
Total 90,730 : 100

Source: Financial Statistics, April 1984, HMSO, Table S.5.
Note: At end-1983 there were £0.70 to the dollar.



United Kingdom

It will be seen that although the monetary sector has accounted for a high
proportion of net loans in recent years, its share of balances outstanding is
only 16%. After the local authorities the only other significant lenders are
the insurance companies and pension funds, and the figure relates almost
entirely to insurance companies. The insurance companies in Britain largely
withdrew from the mortgage market sometime before their counterparts in
other countries. They now do only a limited amount of lending, generally
in conjunction with endowment policies. In some cases they will ‘top up’ build-
ing society loans. Unlike in other countries, there is no secondary market which
enables insurance companies and pension funds to finance indirectly house-
purchase loans.

All mortgage loans in Britain are at a variable rate of interest, and there
are generally no limitations on the extent to which rates can be varied. Socie-
ties and banks are also willing to make high percentage loans, sometimes up
to 100%, but loans in excess of 80% generally have to be supported by an
insurance company guarantee. There is no significant state guarantee system.
A distinguishing feature of the housing finance market in the United King-
dom compared with other countries is that a high proportion of loans is on
existing rather than new dwellings. In 1983, for example, only 13% of build-
ing society loans were on new houses, and as many as 27% were on houses
built prior to 1919. Again, this reflects, to a large extent, the lack of a private
rented sector, and new households often set up home in a cheap old house
or flat, which they may occupy for only a few years before moving on to a
larger home.

The Savings Market

Not only are building societies the principal providers of housing finance
loans, but they are also the major holders of short term personal savings.
Table 3.5 shows the distribution of personal sector liquid assets at the end
of 1983.

Table 3.5 Personal Sector Liquid Assets, United Kingdom, End-1983

Institution Amount Percentage
£m of Total

National Savings 18,543 11.8
National Savings Bank deposits 6,072 39
Tax instruments 116

Local authority temporary debt 296 0.2
Sterling sight deposits with monetary sector 21,602 13.7
Sterling time deposits with monetary sector 31,581 20.1
Foreign currency deposits with monetary sector 1,704 1.1
Deposits with building societies 77,482 49.2
Total 157,396 100.0

Source: Financial Statistics, March 1984, HMSO, Table 9.4.
Note: At end-1983 there were £0.70 to the dollar.
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It will be seen that building societies had 49.2% of the market, whereas
the monetary sector, which includes the trustee savings banks, had a market
share of 34.9%. The commercial banks have been less concerned with the
personal sector than some of their counterparts in other countries, but they
have also been subject to constraints on their ability to raise deposits and
to make loans, in the name of monetary policy. They were largely freed from
these constraints in 1980 and 1981, since when they have been more aggressive
in the savings market but, as yet, they have made no inroads into building
societies’ market share.

Within the monetary sector are the trustee savings banks which, over the
last ten or so years, have been moving gradually from the public sector into
the private sector. Until fairly recently they operated only on the liabilities
side of the balance sheet, handing over all the funds they received to the
government. They are now becoming fully fledged banks, and hence are
counted in the monetary sector as a whole. They have effectively merged into
one group. However, they remain very much smaller than their counterparts
in other countries, particularly on the continent of Europe.

The government is active in the savings market through National Savings.
The National Savings Bank is operated through post offices, and National
Savings Certificates are made available in post offices and also through banks.
The certificates are generally for five year periods and are designed to be attrac-
tive to higher rate taxpayers. The government uses National Savings not so
much to provide a savings service to the public, but rather to help fund the
government borrowing requirement.

Building Societies

It has already been seen that building societies dominate both the housing
finance market and also the short term personal savings market. They are
collectively an enormous industry with over 25 million adult investors (57%
of the total adult population) and nearly six million borrowers (about a quarter
of all households). It is proper, therefore, to focus attention on the develop-
ment and role of these organisations.

History

The first known building society was established in Birmingham in 1775. The
early societies were small groups of people who clubbed together resources
to build themselves homes, hence the name ‘building society’. In the mid-
nineteenth century building societies evolved gradually from this simple type
of organisation into financial institutions. This they did first by beginning
to borrow money from those who did not want a house, so as to speed up
the process of housing those who did, and by introducing the concept of
interest on both sides of the balance sheet. By the mid-nineteenth century,
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the early ‘terminating societies’ were being replaced by permanent societies.
The first building society legislation was introduced in 1836, and in 1874 there
was a comprehensive Act governing societies which, in essence, is still in effect
today.

At the turn of the century building societies were still comparatively small
organisations, but the twentieth century has been characterised by a rapid
growth, combined with a sharp reduction in their numbers. Individual socie-
ties have merged together, and some have gone out of existence, but the
structure of the industry today, and, indeed, the names of some of the lead-
ing societies, still owes much to the history of the industry.

The Legal and Administrative Framework

Building societies are distinct legal entities subject to special laws. They are
governed by the Building Societies Act 1962 and various statutory instruments.
The Act provides that the purpose of a building society is to raise funds for
members to lend to members on the security of freehold or leasehold estate.

Building societies are mutual institutions owned by their investors and bor-
rowers. For most practical purposes, anyone who invests in a building society
becomes a member of that society, and is entitled to play a part in the affairs
of the society.

Building societies are very restricted by law as to what they can do. In effect,
they are able only to accept savings which are raised for the purpose of mak-
ing loans. They can offer a limited range of services which are incidental to
these, but cannot, for example, raise money with the specific intention to invest
it in the financial markets, nor can they make any loan unless there is a secu-
rity in the form of freehold or leasehold estate.

Societies are required to maintain a reserve ratio (in the terminology of
other countries a net worth ratio or capital ratio) which varies according to
their size, but is a maximum of 2.5% and is under 1.5% for the largest socie-
ties. Societies must also maintain a minimum liquid assets ratio of 7.5%. The
manner in which societies can invest their liquid assets is closely controlled
by law.

Building societies are supervised by the Registry of Friendly Societies, and
not by the Bank of England which is responsible for the supervision of the
banks. The Chief Registrar of Friendly Societies has duties laid on him by
law, and he is also able to use informal pressure when he wishes to do so.

The Structure of the Industry

Table 3.6 shows the distribution of building societies by asset size at the end
of 1983.

It will be seen that the five largest societies control over half of the total
assets of the industry, and the next 11 control more than a quarter. Table 3.7
lists these societies.
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Table 3.6 Classification of Building Societies by Asset Size, Great Britain,
End-1983

Assets Number of Percentage Total Percentage
Societies of Total Assets of Total
£m

Over £3,500 million 5 24 47,807 55.7
Over £1,000 million

Up to £3,500 million 11 53 24,482 28.5
Over £225 million

Up to £1,000 million 20 9.7 7,696 9.0
Over £50 million

Up to £225 million 41 19.9 4,323 5.0
Over £2 million

Up to £50 million 84 40.8 1,544 1.8
Under £2 million 45 21.8 16 -
Total 206 100.0 85,868 100.0

Source: The Building Societies Association.
Note: At end-1983 there were £0.70 to the dollar.

Table 3.7 Largest 16 Building Societies, United Kingdom, End-1983

Society Base Branches Total Assets Mortgages
£m Percentage £m
of Total

Halifax Halifax 627 16,782 19.5 13,482
Abbey National London 670 14,313 16.7 11,264
Nationwide London 517 7,348 8.6 5,773
Leeds Permanent Leeds 459 4,832 5.6 3,923
Woolwich Equitable London 380 4,542 5.3 3,700
National & Provincial Bradford 335 3,918 4.6 3,079
Anglia Northampton 376 3,202 3.7 2,633
Alliance Brighton 203 2,791 33 2,161
Bradford & Bingley Bingley 230 2,687 31 2,118
Leicester Leicester 243 2477 29 1,928
Britannia Leek 239 2,376 2.8 1,757
Cheltenham &

Gloucester Cheltenham 135 2,042 24 1,510
Bristol & West Bristol 158 1,574 1.8 1,047
Yorkshire Bradford 151 1,214 1.4 915
Gateway Worthing 144 1,138 1.3 887
Northern Rock Newcastle 124 1,064 1.2 853
All societies 6,644 85,868 100.0 67,535

Source: Balance sheets of societies.
Notes: 1. The Halifax figure relates to January 31 1984, the Leeds Permanent and Woolwich
Equitable figures relate to 30 September 1983, and the Anglia figures relate to 4 April
1983.
2. At end-1983 there were £0.70 to the dollar.

It will be noted that only three of the largest 16 societies are based in Lon-
don, this very much reflecting the historical development of the industry. The
five largest societies have branches throughout the country and are able to
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take advantage of economies of scale, particularly in respect of marketing.
Most of the next 1l societies also branch throughout the country, although
their representation is patchy in some areas.

Below the largest 16 societies are a group of regional societies, and then
local societies. Most of these societies confine their branches to fairly tightly
confined areas.

There are no restrictions on branching, and the pattern of the industry is
that in any one large centre of population there may be branches of 16 national
societies and ten regional and local societies. The number of branches of build-
ing societies has, in fact, been rising very rapidly in recent years, from 3,696
at the end of 1976, to 6,748 at the end of 1983. Most of these branches are
located in main shopping areas, and there has been some criticism of the rapid
growth of building society branches. Over the last two years there has been
a very significant slowdown in the rate of branch expansion.

The Operation of the Industry

Partly because of their legal framework, building societies operate in a very
simple way. Basically, all that they do is to raise savings from the public and
on-lend the bulk of these to home-buyers, while retaining an adequate propor-
tion in liquid assets. The aggregate balance sheet for the industry at the end
of 1983 is shown in Table 3.8.

Table 3.8 Building Societies, United Kingdom, Assets and Liabilities,
End-1983

Liabilities £m % Assets £m %

Shares and deposits 78,489 89.7 Mortgages 68,227 78.0

Borrowing 1,973 2.3 Cash & 17,663 20.2

Other liabilities 3,559 4.1 investments

Reserves 3,485 4.0 Offices 944 1.1
Other 671 0.8

Total 87,506 100.0 Total 87,506 100.0

Source: The Building Societies Association.
Notes: 1. At end-1983 there were £0.70 to the dollar.
2. The figures are for the end of the calendar year and differ slightly from those in
the previous tables.

The table shows that building societies had reserves of 4.0% of total assets,
representing a significant increase on the figures for the three previous years.
Borrowing is a fairly new development for building societies. From 1980 some
societies began to issue negotiable bonds, and others raised syndicated bank
loans. However, the amount raised by the end of 1982 was comparatively small.
From May 1983, societies were able to pay interest gross on certificates of
deposits and from October 1983 they could pay interest gross on large time
deposits. Effectively, these changes allowed societies to use the capital mar-
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kets for the first time and they made considerable use of these facilities in
1983. The proportion of liabilities in the form of borrowing will probably rise
significantly over the next few years.

Shares are best considered as deposits in the generally accepted sense of
the word, and certainly are so considered by the depositor. Until very recently
over 80% of the shares held in building societies were in the form of ordi-
nary or paid up shares, which are analogous to passbook deposits in most
other countries. Money could be paid into and out of these accounts at any
time, and an attractive rate of interest is paid.

During the mid-1970s, term accounts became popular. With these accounts,
a rate of interest of a fixed differential (up to 2%) above the variable ordi-
nary share rate was paid in exchange for a fixed term, initially two, but later
up to five years. However, the nature of term accounts has subsequently
changed considerably. Now most have an early withdrawal facility, which can
be exercised by giving three months’ notice or by incurring a three month
penalty. By the end of 1983, 23.5% of building society savings balances were
in the form of term shares.

Over the last few years, the most popular form of account has been the
short notice account, under which a higher rate of interest is paid in exchange
either for seven or 28 days’ notice of withdrawal or a seven or 28 day interest
penalty. During 1982 and 1983, there were substantial transfers of money from
ordinary building society accounts into this new form of account. Societies
also offer a regular savings account, which is particularly attractive to those
saving the deposit for a first home. Table 3.9 shows the distribution of build-
ing society savings accounts at the end of 1983.

Table 3.9 Distribution of Building Society Savings Accounts, End-1983

Type of Account £m %

Ordinary accounts 35,400 45.1
High interest accounts 20,600 26.3
Term accounts 18,400 23.5
Regular savings accounts 2,100 27
Other accounts 2,000 25
Total 78,500 100.0

Source: The Building Societies Association.
Note: At end-1983 there were £0.70 to the dollar.

The rate of interest on all building society accounts is variable, and has
to be changed in line with market conditions. The financial services offered
by building societies are still fairly primitive compared with those offered by
other savings institutions. Their legal constraints are such that it is not easy
for societies to issue cheque books, although one or two societies are now
experimenting in this area. One or two societies also have cash dispensers,
and urgent consideration is being given to a shared system for the whole indus-
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try. Most societies make available third party cheques, and these are quite
popular. However, for the most part, the savings service offered by building
societies is simply to provide an attractive home for savings which are readily
accessible in person or by post.

Table 3.8 shows that nearly 80% of building society loans are in the form
of mortgages, and most of the remainder are in cash and investments. The
point has already been made that the manner in which societies can invest
their liquid funds is closely circumscribed. Basically, societies can invest only
in named banks and in public sector securities. The remaining assets are held
in the form of offices and other assets such as computers.

The balance between mortgages and cash and investments is interesting
because societies seem to hold a much higher amount of liquidity than their
counterparts in other countries, and, also, well above the minimum require-
ment. One reason for this is that societies do not have recourse to any lender
of last resort, nor is there a secondary mortgage market on which they can
raise funds quickly. They maintain liquidity at a high level so as to be able
to meet commitments, and, when the inflow of funds is running at a high
level, so liquidity is built up such that it can be run down when inflow falls
off. In fact, in the first six months of 1983, societies ran down liquidity ratios
by an average of three percentage points so as to maintain lending in the face
of falling net receipts of new money.

Perhaps the most interesting feature of building society operations is the
variable rate nature of the mortgage, and the manner in which societies set
the mortgage rate merits particular attention.

The point has already been made that the funds which building societies
attract are all short term, and, given the volume of funds which they need
to meet mortgage demand, this is inevitable. It follows that when there is a
significant change in the general level of interest rates, so there is an immedi-
ate effect on the inflow of funds into societies. Societies must react to changes
in competing rates if they are to avoid having either an embarrassing inflow
of funds which they are unable to lend out profitably or a deficiency of funds
such that huge mortgage queues develop. Building societies do not, in fact,
react to every change in interest rates because to do so would be, to say the
least, disturbing to their borrowers, who could suddenly find that they might
have to meet, at short notice, huge increases in repayments. Societies there-
fore tend to ride modest changes in the level of interest rates. One way that
societies have of overcoming the effects of changes in interest rates is to use
their liquidity as a stabilization mechanism. The point has already been made
that liquidity was run down during the early part of 1983 to enable lending
to be maintained, notwithstanding a deficiency of inflow. A similar pattern
has occurred at other times.

Moreover, building societies do not act autonomously in changing interest
rates. The trade association for building societies, The Building Societies
Association, to which societies accounting for some 99.9% of the assets of
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the industry belong, gives advice to its members on rates of interest they should
pay and charge. The Council of the Association normally meets monthly,
and rates of interest are always on the agenda. A change in advised rates will
be made only if building society rates are well out of line. The increasing vola-
tility of interest rates in the recent past has meant that there have been more
and more changes in the advised rates, and two or three a year are now quite
common. Societies inform borrowers of changes either by writing directly to
them advising the new repayment or by a simple press advertisement, although
this is frequently followed up by a personal letter to each borrower. Borrowers
readily accept that their mortgage rate can change quite drastically in a short
time period, and take account of this when deciding what size loan to ask
for. When interest rates increase substantially societies may be willing to allow
the existing repayment to continue to be made for a short period, with a resul-
tant lengthening of the maturity of the loan or even an increase in debt.
Perhaps surprisingly, the rapid increase in mortgage rates which societies have
been obliged to implement in recent years have not led to significant difficul-
ties on the part of borrowers in meeting mortgage repayments.

The nature of the system by which interest rate changes are agreed has been

changing significantly in recent years, a development related to the changing
nature of their liabilities. Until the mid-1970s there was a fairly rigid cartel
with all the large societies paying the same rate on the main product, the ordi-
nary share, and charging the same rate on mortgages. The new forms of
account were developed partly because societies were not free to vary rates
on the basic product, which, as a result, has declined in importance. Succes-
sive agreements on interest rates were made until, in October 1983, the
Association decided to reduce the status of its rates from recommendations
to advice, and the requirement on societies to give notice of changes in key
rates was ended. Societies are now free to decide their own interest rate struc-
tures, although the question is still discussed. In March 1984 a collective
decision was taken and implemented to bring down interest rates.
The most significant increases were from 1978 to 1979, when borrowers had
to face an increase in their rate from 8.5% in June 1978 to 15% by December
1979. Conversely, in little more than eight months in 1982, borrowers were
able to enjoy a decrease in mortgage rates from 15% to 10%.

The variable rate nature of their operations means that it is exceptionally
difficult for a building society to run into financial problems, especially those
caused by borrowing short and lending long. In effect, societies do no such
thing, because the rate of interest on their loans can be changed at almost
no notice, and therefore they are lending on a short term, not a long term,
basis. Because societies are able to move the rates on all of their assets and
liabilities (with the exception of their liquid assets) together they can afford
to maintain a relatively narrow margin between lending and borrowing rates
and they do not need substantial reserves. Table 3.11 shows the income and
expenditure account for building societies in 1983.
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Table 3.10 BSA Recommended and Advised Rates of Interest, 1973-84

Year

1973

1975
1976

1977

1978

1979

1980
1981

1982

1983
1984

Date of New Mortgages Ordinary Shares
Recommend- Effective Rate Effective Rate Gross
ation Date Date Equivalent
% % %
12 January 1. 273 5.60
16 March 1473 6.30 9.00
4 April 4473 9.50 1.5.73 6.75 9.64
14 August 14.8.73 10.00
14 September 14.9.73 11.00 1.10.73 7.50 10.71
24 April 1.6.75 17.00 10.77
9 April 9.4.76 10.50 1.5.76 6.50 10.00
8 October 8.10.76 12.25 1.11.76 7.80 12.00
15 April 15.4.77 11.25 1.5.77 7.00 10.61
10 June 10.6.77 10.50 1.7.77 6.70 10.15
23 September 23.9.77 9.50 1.11.77 6.00 9.09
13 January 13.1.78 8.50 1.2.78 5.50 8.33
9 June 9.6.78 9.75 1.7.78 6.70 10.00
10 November 10.11.78 11.75 1.12.78 8.00 11.94
13 July 1.1.80 12.50 1.8.79 8.75 12.50
22 November 22.11.79 15.00 1.12.79 10.50 15.00
12 December 12.12.80 14.00 1.1.81 9.25 13.21
13 March 13.3.81 13.00 1.4.81 8.50 12.14
9 October 9.10.81 15.00 1.11.81  9.75 13.93
12 March 12.3.82 13.50 1.4.82 8.75 12.50
5 August 5.8.82 12.00 1.9.82 7.75 11.07
12 November 12.11.82 10.00 1.12.82 6.25 8.93
22 June 22.6.83 11.25 1.7.83 7.25 11.36
16 March 16.3.84 10.25 1484 6.25 8.93

Source: Building Societies in 1982, The Building Societies Association, 1983 and BSA.

Notes: 1.

The mortgage rates shown are gross and apply to annuity advances to owner-
occupiers. The gross equivalent ordinary share rate shows the value of the recom-
mended/advised (net) rate to a basic taxpayer.

Since 1972 changes in recommended/advised mortgage rates have applied immedi-
ately for new loans. The rates on existing loans are normally changed on the first
of the month following the month of the recommendation or as soon as practica-
ble thereafter. In the case of an increase in rates, many mortgage deeds require between
one and three months’ notice before the change can be implemented. The rate recom-
mended on 13 July 1979 was unusual in that the date for implementation was deferred
until 1 January 1980. In the event this reccommendation was superseded by that made
on 22 November 1979 and thus the 12.50 per cent rate never became effective.

It will be seen that management expenses were a relatively low proportion
of total expenditure. A significant figure is that for income tax on interest.
Building societies have a special arrangement with the government whereby
they discharge the basic rate tax liability on their investors’ interest at a spe-
cial ‘composite’ rate of tax. This rate is the average of borrowers’ liability
to tax, and in the year 1983/84 was 25%, compared with the basic rate of
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Table 3.11 Building Societies, United Kingdom, Income and Expenditure,
1983

£m £ per £100
Mean Assets

Normal Income

Mortgage interest 6,928 8.68
Investment & bank interest 1,429 1.79
Other 234 0.29
Total 8,591 10.77
Normal Expenditure
Management expenses 994 1.25
Share, deposit and loan
interest 5,465 6.85
Income tax on interest 1,827 2.29
Corporation tax 98 0.12
Total 8,384 10.51
Normal income less normal
expenditure 207 0.26
Investment profits and other
exceptional or non-recurrent items 475 0.60
Added to general reserves 682 0.85

Source: The Building Societies Association.
Notes: 1. At-end 1983 there were £0.70 to the dollar.
2. The figures are estimates, based on returns provided by the largest 16 societies.

tax of 30%. This means that 83% (25%/30%) of the interest received by build-
ing society investors is received by those liable to tax. This special arrangement
is sometimes seen as giving building societies an advantage, but it is doubtful
whether it does so. It does mean that societies are able to offer to taxpaying
investors a rate of interest higher than the cost of their funds, but the oppo-
site is true in the case of non-taxpaying investors. A similar arrangement is
to be applied to banks and other deposit taking institutions from April 1985.

It will be noted that, in 1983, building societies obtained more profits from
exceptional items than from their normal business activities. This is slightly
misleading because to a large extent societies have taken income from their
investments in the form of capital appreciation rather than interest. A change
in the tax rules governing societies’ returns on investments, announced in
February 1984, will mean that in future more of the income from investments
will be recorded in normal income.

The Future of Building Societies

Building societies have changed little in their method of operation in the past
50 years. What they have done is to become extremely efficient at being special-
ist savings banks and mortgage lenders. Societies have been able to be
successful partly because the markets in which they operate have been grow-
ing rapidly, and they have had to face comparatively little competition. Neither
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the banks nor the savings banks have been as competitive as has been the
case in other countries. However, there have been signs of a change in this
situation in recent years, a development. which is common in a number of
countries. Building societies are not well placed to respond to aggressive com-
petition from other institutions, because of the constraints under which they
operate. To take a simple example, if the banks wish to enter the mortgage
market then they can do so, and in addition to offering mortgage loans, they
can offer a package of services including bridging loans, which may be unse-
cured, loans to finance the purchase of furniture, an insurance broking service
and an estate agency service. Building societies can offer none of these addi-
tional services.

Societies also find that their legal constraints prevent them from playing
as wide a role as they would wish in the housing market. One encouraging
feature of housing in Britain in recent years has been that the various institu-
tions are increasingly operating together, and societies are now working with
house-builders and local authorities in a wide variety of schemes. However,
societies as yet have no power to hold land nor can they make, for example,
unsecured loans, which would be extremely useful in helping people main-
tain and improve their homes. It is anticipated that there will be new building
society legislation within the next four or five years, and this legislation is
expected to give building societies wider powers. In anticipation of this, The
Building Societies Association published, in January 1983, a discussion docu-
ment, The Future Constitution and Powers of Building Societies. The
Association proposed that societies should continue to be mutual institutions,
but that there should be certain changes in their constitution so as to make
the existing system work more effectively. There is something nonsensical
about a mutual organisation of millions of people, as are some of the large
building societies, and the theoretical constitution under which societies oper-
ate and the way they operate in practice now bear little relation to each other.
However, no solution to this problem can be seen, and the preference is to
remain with the present system, while trying to make it more effective.

On powers it was proposed that building societies should be able to offer
in-house a wider range of services directly related to their mainstream busi-
ness including surveying, conveyancing and estate agency. More radically, it
was also proposed that societies should also have power to set up subsidi-
aries in the field of banking, insurance and property development.

The report attracted considerable comment and stimulated a wide ranging
debate on the future of the industry. In February 1984 the Association pub-
lished its definitive proposals in a report New Legislation for Building
Societies. This argued that building societies needed new legislation for three
reasons -

(a) The constitution of societies was no longer appropriate for huge
organisations.
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(b) The law prevented societies from making as great a contribution as they
would wish to dealing with housing problems.

(c) The market for financial services is changing rapidly and societies are
legally inhibited from providing the range of services that their com-
petitors can offer and which they will need to offer to respond to
competition.

The report suggested modest changes to the constitution of societies and
argued in favour of societies retaining their mutual status.
On powers the following recommendations were made -

(a) Societies should be able to own the equity of houses being purchased
under shared ownership (part renting, part buying) schemes.

(b) Societies should be able to hold land for the purpose of housing
development.

(c) Societies should be empowered to offer services related to housing
development including estate agency, structural surveys, conveyancing
and insurance broking.

(d) Societies should be allowed to offer accounts with modest overdraft
facilities and should be able to have a limited percentage of their assets
in unsecured loans.

(e) Societies should be empowered to offer insurance.

(f) Societies should be able to offer additional services directly or through
subsidiaries.

(g) Societies should be permitted to operate in the other countries of the
European Community.

The most significant recommendation is (d) which replaces the previous
view that societies should be allowed to own subsidiaries able to offer bank-
ing services. If implemented, the recommendation would allow societies to
offer a full range of retail banking services including cheque books, credit
cards, cash dispensers and personal loans.

Banks

The structure of the banking industry in Britain is very different to that of
the building society industry. Outside of Scotland, the market is dominated
by the four large clearing banks, National Westminster, Barclays, Midland
and Lloyds. Table 3.12 lists the largest British retail banks.

The banks provide a complete banking service to both businesses and
individuals. However, the banks have tended to be less active in the personal
market than in the corporate market, partly because of the balance sheet con-
straints to which they have been subject. The appearance of their offices and
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also their opening hours are far less attractive to the consumer than are those
offered by building societies.

Table 3.12 UK Banks, End-1983

Bank Assets House- Domestic Deposits ~ Branches
Bank Group  Purchase Savings Total
£m £m Loans £m £m
£m
National Westminster 32,497 60,017 2,500 5,449 23,797 3,235
Barclays 26,798 64,904 3,200 5,673 24,301 2,912
Midland 26,801 52,613 1,150 4,600 11,800 2,345
Lloyds 18,185 38,432 1,905 5,418 14,607 2,400
Royal Bank of
Scotland 6,098 11,077 N/A 1,500 5,900 874
Trustee Savings 9,606 910 7,393 8,223 1,612
Banks

Source: Annual reports and banks.
Notes: 1. At end-1983 there were £0.70 to the dollar.
2. Figures for Royal Bank of Scotland are as at 30 September 1983, figures for the
trustee savings banks are as at 20 November 1983.
3. The figures for house-purchase loans should be regarded as being approximate
only.

The table shows that savings deposits held by the banks are relatively small
when compared with their total assets. The trustee savings banks are, in fact,
the largest holders of savings deposits within the banking sector, even though
they are only the sixth largest banking group.

However, banks are able to offer a wider range of services than building
societies, and the majority of building society customers also find it neces-
sary to have a bank account.

Until the last few years, the banks played only a small part in the housing
finance market, generally confining their activities to making bridging loans
to tide people over the period when they were moving house. As the balance
sheet constrictions were removed in the late 1970s, and more particularly in
1980 and 1981, so the banks saw the mortgage market as being a profitable
new outlet for their funds, and also one means by which they might recover
their share of the personal savings market which, over the years, they had
been losing to building societies. The banks entered the mortgage market with
considerable publicity, and, moreover, at a time when building societies were
not meeting the demand for mortgage finance. (At this stage it is important
to note a peculiar feature of bank operations. The banks do not pay interest
on current accounts and it is estimated that the cost of managing these
accounts is about 10% of the average balance. This means that when short
term interest rates are above 10% the banks can operate a current account
service quite profitably, but when interest rates fall below about this level the
service becomes less profitable, and can indeed be very costly. Charges cover
only a small proportion of the costs of providing the current account service.
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When the banks came into the mortgage market interest rates were well above
10%, and mortgage lending was therefore particularly attractive.)

The banks rapidly made inroads into the mortgage finance market, and
by the final quarter of 1981 accounted for some 40% of new loans. However,
the banks had misjudged the market, and they reached lending targets set
in terms of the proportion of their balances they wished to hold in mortgage
loans much more quickly than had been anticipated. Also, interest rates
declined, and, for a time, the mortgage rate was considerably below not only
the cost of managing current account funds but also other short term rates.
As a result, during the second half of 1982 and the early part of 1983, the
banks drastically reduced their mortgage lending, thereby incurring consider-
able adverse publicity. It seems likely that bank mortgage lending will settle
down at perhaps 20% of the total market, above the level of the late 1970s,
but well below the 40% achieved in the final quarter of 1981.

Assessment

Perhaps by accident rather than by design the British housing finance system
has proved to be one of those most able to cope with the severe fluctuations
in interest rates and inflation which have been encountered over the past few
years. The variable rate mortgage has enabled building societies to borrow
on a short term basis and lend long term, without the risks that are normally
inherent in borrowing short and lending long. Societies have, therefore, not
encountered the financial difficulties that have been met by savings and loan
associations in the USA, which have been forced to borrow short and lend
long with fixed interest rates.

The system has also preserved equity between borrowers. Unlike in coun-
tries where there are fixed rates of interest, all borrowers at any one time are
paying a similar rate, and borrowers are not expected to guess the future course
of interest rates. An inevitable consequence of this is that the borrower may
be subject, suddenly, to a significant change in his mortgage repayments as
his variable mortgage rate rises or falls. In theory, this might be thought to
cause problems, but in practice this is not the case, partly because of the way
that societies have handled increases in rates. Also, the variable rate mort-
gage is ingrained in the system, and people anticipate when they take out a
loan that the mortgage rate may rise, and budget accordingly.

Arguably, the variable rate mortgage has also helped preserve stability in
the housing market. When rates have risen sharply, borrowers have not been
deterred from purchasing as they would be if interest rates were fixed, because
they have had the knowledge that when interest rates generally come down
then their rates will also fall.

The main distinguishing feature of the British system is the complete domi-
nance in the retail savings market, as well as in the housing finance market,
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of one type of institution, the building society, offering a very limited range
of services. Market forces are likely to force building societies to diversify,
in particular, to offer integrated packages of financial and home-buying serv-
ices which are inceasingly being demanded in the market place.
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CHAPTER 4
UNITED STATES OF AMERICA

The housing finance system of the USA merits particular attention for a num-
ber of reasons -

(a) The USA is by far the biggest economy in the world, and developments
in the American economy, for example, with respect to interest rates,
affect other economies.

(b) There has been a tendency for developments in financial institutions
in the USA to be followed by similar developments in other countries.

(c) The American housing finance system is the most developed, particu-
larly in respect of the secondary market.

However, housing finance in the USA is more complicated than in almost
any other country, and this makes it difficult to analyse. The problem is a
circular one, that is, it is difficult to understand any part of the system until
one understands the whole system. For this reason, and, also, for the other
reasons set out above, this chapter is long and it is repetitive in parts.

The USA has a tradition of owner-occupation and home-ownership is fre-
quently referred to as being the ‘American dream’. That accommodation which
is not owned is, for the most part, rented privately. Until recently housing
finance was provided largely by the deposit taking route, by specialist savings
and loan associations (S&Ls) and mutual savings banks. However, the insti-
tutions effectively had to borrow short and lend long, and this caused severe
financial difficulties. There has been a massive reform of the financial sys-
tem as a whole, and housing finance in particular, in the past few years. The
secondary market has been growing in importance compared with the pri-
mary market, and the role of traditional deposit taking intermediaries has
been diminishing. Savings and loan associations are tending to diversify into
general institutions or to narrow their activities to originating and servicing
loans.

Introduction

The USA occupies an area of 9,160,000 sq kilometres, that is, it is slightly
smaller than Canada. In 1982 its population was 232 million. The population
has been increasing at a fairly rapid rate, about 1% a year, largely because
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of continued immigration.

The USA is a federal republic comprising 50 states, and the District of
Columbia, in which the nation’s capital, Washington DC, is situated. The
states have considerable autonomy, including in respect of financial institu-
tions. Until very recently, it was the general rule that banks and savings and
loan associations could have branches only in their state of origin.

Executive power is largely in the hands of a president elected for afour-
yearly term. Congress, comprising the Senate and the House of Representa-
tives, is probably the most important legislative body in the world, and has
a major influence on law making. Political power has alternated between the
Republicans and the Democrats and it has not always been the case that the
party holding the presidency has also controlled Congress. However, party
politics is less important in the USA than in most other countries.

The USA enjoys a very high standard of living; GDP per capita is higher
than in any other large country, with the exception of West Germany. In the
period 1960-80 real GDP per capita grew by 3.5% a year, compared with an
average for all other OECD countries of 4.6% a year. Inflation and interest
rates have tended to be below the levels of other countries, although both
have been at high and volatile levels in the recent past. There are grounds
for arguing that it was American policy, with respect to deficit financing, in
the 1960s that contributed to high and volatile inflation and interest rates in
the 1970s, and thereby to problems for specialist housing finance institutions.
Paradoxically, the problems have been worse in the USA than in any other
country.

Housing

Housing Tenure

The USA has a tradition of home-ownership. This reflects the historical
development of the country, with settlers continually moving to new areas
and building homes on land which previously had no defined owner. By the
beginning of the century, when no more than 10% of people in Britain were
living in their own homes, nearly half of Americans were owner-occupiers.
As the USA became more industrialized in the early part of the twentieth
century, so the amount of rented housing increased, especially in the cities,
but the number of owner-occupied homes also increased as new areas were
settled. By 1930, 47.8% of housing units were owner-occupied, but the propor-
tion fell to a low point of 43.6% in 1940. Owner-occupation increased markedly
in the 1940s, but in recent years the rate of growth has slowed down. In 1980,
65.6% of units were owner-occupied, although there has subsequently been
a slight decline. Table 4.1 shows trends in housing tenure from 1890 to 1981.

As in most other countries, owner-occupation is higher in rural areas (82%
in 1980) than in urban areas (59%). Nearly 90% of rented units are in the
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Table 4.1 Housing Tenure, USA, 1890-1981

Year Owner-Occupied Rented Units Total Occupied
Units Units
No % No % No
1890 6,066,000 47.8 6,624,000 52.2 12,690,000
1910 9,301,000 45.9 10,955,000 54.1 20,256,000
1930 14,280,000 47.8 15,625,000 52.2 29,905,000
1950 23,560,000 55.0 19,266,000 45.0 42,826,000
1970 39,886,000 62.9 23,559,000 37.1 63,445,000
1975 46,867,000 64.6 25,656,000 35.4 72,523,000
1980 52,516,000 65.6 27,560,000 34.4 80,076,000
1981 54,342,000 65.3 28,833,000 34.7 83,175,000

Source: Bureau of the Census.

private rented sector, and most of these are in the hands of small landlords.
Some 60% of rented units are in structures with less than five units each.
The private rented sector is particularly important in cities, where it houses
young and transient members of the population. Real rent levels have, in fact,
been declining, and, for many, rented housing is now more attractive than
owner-occupied housing.

There are about 1,200,000 housing units managed by public housing authori-
ties. This housing is largely reserved for the very poor, the median income
of occupiers being less than one third of that for all families.

A recent important trend in the housing market has been the conversion
of large blocks of rented apartments into ‘condominiums’, that is, owner-
occupied units where the occupiers jointly own the freehold of the property
and pay a managing agent to manage the units. The conversion of rental units
to condominiums has been a controversial matter in some areas.

Housebuilding

Housebuilding in the USA has been more cyclical than in most other coun-
tries. This reflects the fact that the housing market has been relatively free
from government controls, and there has been very little building by public
authorities. Table 4.2 shows housing starts for the period 1978-83.

Table 4.2 Housing Starts, USA, 1978-83

Year Private Units Public Units Total

1978 2,020,000 16,000 2,036,000
1979 1,745,000 15,000 1,760,000
1980 1,292,000 20,000 1,313,000
1981 1,084,000 16,000 1,100,000
1982 1,062,000 10,000 1,072,000
1983 1,703,000 10,000 1,713,000

Source: Bureau of the Census.
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The table shows that public units are a very small proportion of the total.
Some private units are built with public subsidy, but here again the propor-
tion is small, 8% in 1982, although as high as 15% in 1979.

The table shows that starts of private units nearly halved between 1978 and
1982. This is a reflection of the economic cycle, and, indeed, housebuilding
figures are regarded as being an early indicator of economic trends generally.
It will be noted that there was a very sharp increase in starts in 1983.

Nearly 75% of starts are one family homes, and most of the remainder
are blocks containing five or more family units.

Housing Policy

Housing policy can be summarized very briefly. Basically, the government
has as non-interventionist a role as possible (although indirectly tax policy
has influenced the market), and, in recent years, the degree of intervention
and the extent to which low income people have been assisted with their hous-
ing has been declining. However, there has been considerable concern about
housing policy. A number of problems have been identified -

(a) Rising interest rates and house prices have led to suggestions that the
‘American dream’ of home-ownership is becoming unobtainable.
Between 1970 and 1982 the average price of a new house increased by
190%, and the average price of an existing house increased by 230%,
while the consumer price index rose by 143%.

(b) The housing finance system has been in turmoil, and this has fed
through to the housing market, and vice versa.

(c) Projects designed to help the poor to help themselves have been widely
criticized, largely on grounds of ineffectiveness. Some of the public
housing units have rapidly developed into low income gettos with acute
social problems.

Partly in recognition of these problems, the President of the USA, in June
1981, announced the establishment of a Commission on Housing to review
the housing situation and housing policy. The Commission published its report
(The Report of the President’s Commission on Housing, 1982) in April 1982,
The report provides a readable and authoritative description of the housing
situation and housing problems, and, moreover, it succeeds in examining hous-
ing in the context of the national economy rather than in isolation. Although
the report was prepared by a Presidential Commission, that Commission
worked independently of the government, and its conclusions are untainted
by the “political realities” that creep into reports on housing matters. The
basic philosophy of the report was freedom of choice for the individual, and
minimum government intervention. It favoured the subsidizing of people in
housing need rather than construction, on the grounds that this would not
only help more people, but it would also be less discriminatory.
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The Commission came out strongly against rent controls which have been
enforced in a number of areas in the recent past. On this point, the Commis-
sion concluded-

“The Commission finds that rent control causes a reduction in the qual-
ity of the existing rental housing stock, and discourages investment in
new rental property’’

Among the other conclusions in the report were that there should be a reduc-
tion in the constraints imposed by the planning system, public housing projects
should be restored to local control and the future of each project should be
decided individually, housing finance institutions should be freed from con-
trols under which they have operated, and tax relief on mortgage interest
should be retained (mortgage interest is fully tax deductible, at a cost of
$20,000 million in 1981).

The Commission’s proposals have not been adopted in full, and, indeed,
such is the legislative process in the United States, that it is unlikely that they
can be so adopted. However, they have greatly influenced the climate of opin-
ion, and it is estimated that over half the recommendations have been
implemented or are in the process of being implemented.

Housing Finance

The point has already been made that the housing finance system in the USA
is extremely complicated, and has been changing rapidly. This section briefly
describes the current state of the market, and sets out short details of the
institutions involved in that market. The recent developments in the market
are described in the final section of this chapter, following more detailed con-
sideration of housing finance institutions and the secondary market
participants.

Until the early 1970s housing finance in the USA was quite simple. Loans
were made at fixed rates of interest over 25 or 30 years. The main lenders
were specialist savings and loan associations (S&Ls) (similar to British build-
ing societies), mutual savings banks and commercial banks. In the 1970s a
secondary market greatly expanded, which led to the rapid growth of a mort-
gage banking industry, comprising institutions which made and serviced loans
but did not hold them, and which also permitted institutional investors to
acquire mortgage loans. Subsequently, the nature of the market has changed
radically. The principal change has been a decline in the market share of sav-
ings and loan associations, matched by a sharp rise in the share of institutional
investors. This is illustrated in Table 4.3.

It will be seen that the share of savings and loan associations of the one
to four family mortgage market declined by no less than 14 percentage points
between 1978 and 1983. This was partly caused by the conversion of mort-
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Table 4.3 One-to-Four Family Mortgage Loans Outstanding, USA, 1970-83

Year Percentage Share of Total Debt
Savings & Loan Savings Commercial Federally Others
Associations Banks Banks Supported Agencies
& Mortgage Pools
1970 41.8 14.1 14.2 8.3 21.6
1977 44.5 10.9 16.6 11.5 16.4
1978 46.2 8.1 16.8 15.5 13.4
1982 36.2 5.8 16.0 24.8 18.1
1983 32.1 7.9 15.1 31.1 13.8

Source: Federal Reserve System, Flow of Funds Accounts.

gages into securities. Correspondingly, there has been a rise in the market
share of federally supported agencies and mortgage pools, including mort-
gage backed securities held by S&Ls. These will be described in detail
subsequently, and, at this stage, it is sufficient merely to note that this group
of mortgage holders comprises a number of government agencies, and, also,
institutional investors holding mortgage loans backed either by a government
guarantee or a guarantee given by one of the semi-government agencies.

However, Table 4.3 is not sufficient to show the state of the mortgage mar-
ket because it fails to show the extent of secondary market activity. This can
best be illustrated by looking at the mortgage market for a short time period.
Table 4.4 shows activity in mortgage loans on one to four family housing in
1983.

Table 4.4 Mortgage Loans to One-to-Four Family Homes, USA, 1983

Institution Originations Purchases Sales Net Acqusitions
$m % $m % $m % $m %
Savings & loans 81,524 41 32,919 20 50,173 34 64,270 29
Mortgage banks 59,926 30 12,843 7 67,0711 45 5,698 4
Commercial banks 42,357 21 3,276 2 13,859 9 31,775 14
Savings banks 10,732 5 2,406 1 2,603 2 10,535 5
Federal agencies 3,180 2 25,347 15 9,646 7 18,881 9
Mortgage pools 0 - 85,949 51 4,044 3 81,905 37
S&L investment
agencies 986 - 5,072 3 0 - 6,057 3
Others 740 - 521 - 719 - 542 -
Total 199,445 100 168,333 100 148,115 100 219,663 100

Source: Survey of Mortgage Lending Activity, December 1983, HUD.
Notes: 1. At end-1983 there were $1.44 to the pound.
2. Originations + purchases—sales = net acquisitions.

In most countries institutions which make mortgage loans hold them. In
the United States, by contrast, many mortgage loans are originated and sub-
sequently sold, and, as the table shows, in the period under consideration
sales of mortgages were equal to 74% of loan orginations. The table shows
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considerable differences between institutions’ shares of originations and of
net aquisitions of loans. The saving and loan associations originated 41%
of loans by volume, but they were substantial net sellers of loans and they
accounted for only 29% of net acquisitions of mortgage debt. However, it
should be noted that many of the loans sold in this period had been origi-
nated in previous periods. The mortgage bankers originated 30% of mortgage
loans, but were large net sellers and accounted for just 3% of the increase
in debt. Federal agencies and mortgage pools did not originate any loans,
but between them accounted for over half of the increase in debt.

The complicated nature of the American housing finance system is now
apparent. It is not simply a question of analysing the institutions which make
mortgage loans; rather, it is necessary to analyse those institutions, the insti-
tutions which trade in mortgage loans and the various devices which make
mortgage loans marketable. Even this is a somewhat complicated process,
because it is market developments which have contributed to a significant
extent to the growth of secondary market activity at the expense of tradi-
tional housing finance activity.

The Savings Market

The United States savings market, like the housing finance market, is extremely
sophisticated and has been undergoing considerable change in recent years
as will be discussed subsequently. At this stage it is helpful merely to note
the distribution of time and savings accounts Table 4.5 shows the position.

Table 4.5 Over-the-Counter Savings, USA, End-1983

Institution Amount Percentage of
$bn Total
Commercial banks 1,115 56
Savings and loan associations 632 32
Mutual savings banks 170 9
Credit unions 75 4
Total 1,992 100

Source: Federal Home Loan Bank Board, Journal, February 1984, Table 5.1.2; Federal Reserve
Bulletin, February 1984, Table 1.37.
Note: At end-1983 there were $1.44 to the pound.

It will be seen that commercial banks accounted for over one half of the
market with savings and loan associations having a third. The main trend
in market shares in recent years has been the growth in the share of the com-
mercial banks (from 47% in 1970) at the expense of the mutual savings banks
(which had a 16% market share in 1970).

However, what has been more relevant has been the change in the nature
of personal savings. Ten years ago most savings were in the form of pass-
book accounts with regulated rates of interest. A combination of inflation
and high anrd volatile interest rates has made the consumer far more interest
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sensitive and most personal savings are now held in short term instruments
yielding a money market related rate of interest.

Savings and Loan Associations

Introduction

Savings and loan associations, also known as savings associations or savings
and loans (S&Ls for short), are the major specialist housing finance institu-
tions in the USA. Until a few years ago the S&Ls were fairly similar to British,
Australian and South African building societies. However, economic forces
and requlatory changes have combined to change radically the nature of the
S&L industry. This section briefly sets out the industry’s position today while
the transition from the period when the S&Ls were traditional specialist hous-
ing finance institutions is covered in the final section of this chapter. (A
number of associations have recently converted to federal savings banks; they
continue to be counted as S&Ls in some of the statistics used in this chapter.)

History

In 1831 immigrants into the USA from England established the Oxford Provi-
dent Building Association in a suburb of Philadelphia, Pennsylvania. This
was modelled on the British terminating building society. The concept rapidly
spread to other states and in 1848 the first steps towards establishing perma-
nent associations were taken. Unlike in the United Kingdom, where building
societies have retained their original name notwithstanding its irrelevance to
their present functions, building and loan associations gradually changed their
names to savings and loan associations as they moved away from the original
function of building houses for their members.

As in Britain, the industry had a chequered history in the second half of
the 19th Century and there were a number of notable failures. In 1893 the
US League of Building and Loan Associations (now the US League of Sav-
ings Institutions) was founded, partly in response to concern at the activities
of some housing finance organisations. The industry, like the banking indus-
try, suffered greatly in the great depression because of the decline in savings
deposits and foreclosures of existing mortgages. No less than 2,800 institu-
tions went out of business, mostly through voluntary liquidation or mergers
with others.

The modern industry owes its origin to legislation in the 1930s. In 1932
the Federal Home Loan Bank Act was enacted, which provided for a central
reserve credit agency to supplement the resources of the S&Ls. In 1933 the
Home Owners Loan Act became law with the aim of tightening controls over
S&Ls. It provided for institutions to be chartered at federal as well as at state
level, and it gave regulatory power to the newly created Federal Home Loan
Bank Board. However, the Act also provided for detailed regulation, argua-
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bly contributing to the problems which the industry has experienced in the
late 1970s and early 1980s. In 1934 the National Housing Act provided for
the establishment of the Federal Savings and Loan Insurance Corporation
(FSLIC) to insure deposits in S&Ls.

Subsequently, the industry grew rapidly and without difficulty until the
last few years. Although many new laws and regulations were enacted it was
not until 1980 that there were fundamental reforms in the regulation of the
industry.

Constitution and Structure

The point was made in the introduction to this chapter that the 50 states have
considerable powers, including in respect of financial institutions. Until the
early 1930s state authorities were responsible for chartering and regulating
banks, S&Ls and other financial institutions. Since the 1930s S&Ls have been
able to choose whether to be federally chartered or chartered at state level.
In practice there has been little difference between the two types of charter-
ing although at times it has been advantageous for institutions in some states
to switch from one form of charter to the other.

S&Ls can either be mutually owned, like British building societies, or they
can have some form of permanent stock ownership. Until the 1970s only state
chartered associations were allowed to operate as stock associations, but now
existing federal associations may convert to stock form and it is now possible
to establish new federal associations on a stock basis. Perhaps more fundamen-
tally for the future of the industry, it is now also possible for S&Ls to convert
to savings banks and a number have taken this step (partly for tax reasons)
while others refer to themselves as savings associations rather than S&Ls.

It is helpful to note at this stage that California has an important role in
the S&L industry. Stock associations are particularly strong in California.
In the 1970s they were given more freedom by state chartering than their fed-
erally chartered counterparts. More recently, however, it has been advantageous
for some Californian associations to convert to federal chartering. Califor-
nia used to account for well over half the stock associations but this is likely
to change given the new regulations.

Table 4.6 shows the types of S&Ls as at the end of 1983.

It will be seen that most S&Ls are state chartered although the federally
chartered organisations account for nearly two thirds of assets. 76% of insti-
tutions were mutual and these accounted for 58% of the assets of the industry.
However, in 1982 the mutual associations had accounted for 69% of assets;
the reasons for the significant change will be explained subsequently.

All federal associations are required by law to have their savings accounts
insured by the Federal Savings and Loan Insurance Corporation (FSLIC);
insurance of accounts is optional for many state chartered associations but
the vast majority elect to take advantage of it.

There are a number of regulatory bodies to whom the institutions are
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Table 4.6 Types of Savings and Loan Associations, End-1983

Number Percentage Assets Percentage
of Total $m of Total

Type of Charter

Federal 1,553 4 499,254 65

State 1,960 56 272,451 35
Total 3,513 100 771,705 100
Type of Ownership

Stock 833 24 325,213 42

Mutual 2,680 76 446,492 58
Total 3,513 100 771,705 100

Source: ‘84 Savings and Loan Sourcebook, USLSI, 1984.
Note: At end-1983 there were $1.44 to the pound.

responsible. The most important in the Federal Home Loan Bank Board
(FHLBB) which was created in 1932. An important function of the Federal
Home Loan Bank System is to link S&Ls to the capital markets by providing
a source of liquidity. More importantly, the Board is the chartering and regula-
tory authority for federally chartered associations, and it also manages the
FSLIC. This latter body has a particular responsibilty for monitoring the
activities of S&Ls and has been heavily involved in promoting mergers of
troubled institutions in recent years. S&Ls have to obey both state and fed-
eral laws and there have, at times, been conflicts between the two. It is possible
for federal law to pre-empt state laws under certain circumstances.

A major feature of the regulation of financial institutions in the USA has
been a restriction of branch offices to individual states. The McFadden Act
of 1927 effectively prevented financial institutions from branching across state
borders. In some states there has even been a limitation on branching within
the state. This has made for fragmented banking and S&L industries. At the
end of 1983 there were 3,513 S&Ls, the number having fallen fairly sharply
from 4,613 at the end of 1980 and 5,669 at the end of 1970. It follows that
most associations are small and serve only a local market.

Table 4.7 shows the distribution of S&Ls by size at the end of 1983 and
Table 4.8 lists the 15 largest associations.

Table 4.7 shows that over 63% of associations had assets of under $100
million each and that the 136 associations with assets in excess of $1,000 mil-
lion accounted for 49% of the assets of the industry. This compares with
the situation in Britain where the largest five societies account for 56% of
the assets of the industry.

Table 4.8 shows that the seven largest associations, and ten of the largest
15, are based in California. The five largest are all in the Los Angeles area.
The concentration in the industry is better measured by looking at the posi-
tion within a state. The five largest associations in California account for

69



United States of America

nearly 50% of the assets of the industry in that state, which is their market,
and 11% of the assets of the entire industry.

Table 4.7 Distribution of S&Ls by Size, USA, End-1983

Asset Range Number Percentage Assets Percentage
of Total $m of Total

Under $10m 360 10 1,453 -
$10m and under $100m 1,866 53 81,858

$100m and under $500m 999 28 212,546 28
$500m and under $1,000m 152 4 103,822 13
$1,000m and under $5,000m 121 3 221,214 29
$5,000m and over 15 - 150,812 20
Total 3,513 100 771,705 100

Source: ‘84 Savings and Loans Sourcebook, USLSI, 1984.
Note: At end-1983 there were $1.44 to the pound.

Table 4.8 Largest 15 Savings & Loan Associations, USA, End-1983

Association Base Savings Total Assets
$bn $m % of
Total
American Savings Stockton, Ca 18,262 21,524 2.80
Home Savings of America Los Angeles, Ca 15,507 19,747 2.53
Great Western Savings Beverly Hills, Ca 13,194 17,097 2.22
California Federal Los Angeles, Ca 11,060 14,125 1.84
Glendale Federal Glendale, Ca 7,366 9,712 1.26
First Nationwide Savings San Francisco, Ca 5,851 8,385 1.09
World Savings Oakland, Ca 5,767 8,192 1.06
First Federal Detroit, Mi 4,580 7,993 1.04
Empire of America Southfield, Mi 5,873 6,984 0.91
City Federal Elizabeth, NJ 4,908 6,733 0.88
Home Federal San Diego, Ca 5,091 6,669 0.87
Talman Home Federal Chicago, Il 5,073 6,299  0.82
Anchor Savings Bank Northport, NY 5,187 6,036 0.78
Gibraltar Savings Beverly Hills, Ca 3,692 5,824 0.76
Imperial Savings San Diego, Ca 3,924 5,490 0.71

Source: United States League of Savings Institutions, Savings Institutions, March 1984.
Note: 1. At end-1983 there were $1.44 to the pound.
2. Abbreviations of states are: Ca, California; Mi, Michigan; NJ, New Jersey; IlI, Illinois;
NY, New York.

The structure of the industry has been changing radically in the last few
years. In 1983, seven of the largest ten associations were engaged in merger
activity. Until 1983, Home Savings of America had been the largest associa-
tion. In 1983 two associations were created which are similar in size to Home
Savings. American Savings, the fourth largest, and State Savings, the eighth
largest, merged to create the largest S&L, which is part of the Financial Cor-
poration of America. Also Great Western, the second largest, and Financial
Federation, which owns the $3,000 million United S&L merged, although the
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merged association remained the third largest.

The rapid merging is producing a more concentrated industry. At the end
of 1983 the five largest S&Ls had 10.65% of the total assets of the industry
compared with 8.04% the year before.

At the end of 1983, the S&Ls had a total of 18,098 branches. The number
had increased fairly rapidly, from just 4,318 at the end of 1970 to 16,733 at
the end of 1980 and 18,712 at the end of 1982. The financial difficulties which
the industry faced caused the downturn in 1983.

The Operation of the Industry

The operation of the S&L industry is best explained by examining the bal-
ance sheet. Table 4.9 shows the aggregate balance sheet for the end of 1983
(this includes figures for all FSLIC insured institutions (eg S&Ls which have
converted to federal savings banks) and the total assets figure is therefore
higher than other figures in this chapter).

Table 4.9 All FSLIC Insured Institutions, Assets & Liabilities, End-1983

Liabilities $m % Assets $m %
Savings deposits 203,656 25  Mortgage loans 521,308 64
Savings certificates 467,401 57  Mortgage backed
FHLB advances 57,253 7 securities 90,902 11
Other borrowed money 41,258 5  Other Loans 29,098 4
Other liabilities 16,620 2 Cash and investments 109,923 13
Net worth 32,980 4 FHLB stock 6,000 1
Investment in service
corporations 8,196 1
Buildings & equipment 11,347 1
Other assets 42,294
Total 819,168 100  Total 819,168 100

Source: ‘84 Savings and Loans Sourcebook, USLSI, 1984.
Note: At end-1983 there were $1.44 to the pound.

On the liabilities side of the balance sheet the big difference between Ameri-
can institutions and other specialist housing finance institutions is the fairly
high proportion of liabilities in the form of borrowed money. 7% of funds
were borrowed from the Federal Home Loan Bank system and 5% were bor-
rowed from other sources. Net worth was a not untypical 4% of assets but
this figure conceals a rapid decline in the net worth ratio in recent years.

The composition of savings deposits requires a fairly detailed study. Table
4.10 gives a snapshot of the position at the end of 1983. A dynamic picture
is presented in the final section of this chapter. However, to illustrate the dif-
ficulty of analysing a moving target, money market deposits, which totalled
6% of balances at the end of 1982 totalled 18% just six months later, in June
1983.
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Table 4.10 Distribution of Savings Deposits in FSLIC Insured Institutions,
End-1983

Type of Account $m %
Passbook 82,000 12
Transaction (NOW) 7,000 1
Money market 114,000 17
Certificate 387,000 58
$100,000 minimum certificate 81,000 12
Total 671,000 100

Source: Federal Home Loan Bank Board.
Note: At end-1983 there were $1.44 to the pound.

The passbook account is the traditional savings and loan account and was
responsible for some 80% of liabilities ten years’ ago. Money can be paid
into and withdrawn from passbook accounts at any time and in this respect
the account is similar to the British ordinary share account. Interest rates on
passbook accounts have been regulated and until the recent deregulation had
not risen higher than 5.5% since 1966 even when money market rates had been
substantially higher.

In the 1970s savings certificate accounts became more important, by which
a rate of interest higher than the pass book rate was paid on fixed term fixed
rate accounts with minimum denominations of $1,000 or higher. By 1975 these
accounts were responsible for more than half of total liabilities but by the
end of 1983 the proportion was negligible.

A six month money market certificate was first authorized in 1978 as a
means of helping S&Ls attract funds, as market interest rates rose above the
regulated levels which they were allowed to pay. These certificates have a
$10,000 minimum, are at a fixed rate linked to the going six month Treasury
bill auction rate, and have a six month maturity. By June 1981 these certifi-
cates accounted for 40% of liabilities, but by the end of 1983 the proportion
had fallen to 19%.

For investors with less than $10,000 a 30 month ‘small saver’ certificate
became available at the beginning of 1980. This certificate is similar to the
six month certificate except that it has no minimum balance and a longer term.

The certificates with a $100,000 minimum are known as ‘jumbo CDs’ and
S&Ls have been free to offer these on whatever terms they consider
appropriate.

The two types of account that merit particular attention are the transac-
tion accounts and the money market accounts. The transaction accounts, also
known as NOW (Negotiable Order of Withdrawal) accounts, are basically
an interest bearing chequeing account. These were offered by some S&Ls,
particularly in the New England states, in the late 1970s and have subsequently
been given nationwide authority. Although the balances are fairly small this
does not necessarily indicate their importance in the financial operations of
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the S&Ls as the interest spread on these accounts is higher than on money
market related accounts.

The money market account is of significance largely because it was autho-
rized only in December 1982, yet by the end of 1983 it had attracted $114,000
million. The money market account is very simply a call account paying a
money market related rate of interest and with limited cheque writing facilities.

It is now necessary to study the assets part of the balance sheet. Mortgage
loans as such accounted for 64% of total assets figure and securities backed
by mortgages for a further 11%.

The following section of this chapter will explain the nature of the secon-
dary market in mortgages in detail and at this stage it is sufficient to note
that S&Ls are not only able to hold loans which they make but they also hold
loans made by other lending institutions, and, as will be shown subsequently,
they sell many of the loans which they make.

In addition to making loans on mortgage, S&Ls also are permitted to make
loans to purchasers of mobile homes ($3,857 million at end-1983), home
improvement loans (35,490 million), loans secured on savings accounts (33,195
million), loans for education purposes ($2,465 million), and consumer loans
generally ($14,091 million). Investment in service corporations is a particu-
larly interesting aspect of S&L operations. Until 1980, S&Ls could invest up
to 1% of their assets in service corporations to undertake business in related
areas such as consumer finance, mortgage banking, insurance and so on. That
proportion was increased to 3% in 1980. Service corporations have become
increasingly important as a source of income for S&Ls, especially as main-
stream business has been under pressure. At the end of 1982, S&Ls had 3,000
service corporations. 43% were engaged in real estate development and sales,
24% in mortgage lending, 24% in insurance, 17% in acquisition of improved
real estate and 13% in property management (many were involved in more
than one of these activities).

Table 4.11 shows the aggregate income and expenditure account for FSLIC
insured institutions for 1982 and 1983.

The major features of the assets and liabilities are well illustrated in this
table, which also shows the severe financial difficulty which the S&L indus-
try experienced in 1982. An important feature of income is the high proportion
of other income, reflecting the fact that increasingly S&Ls are deriving their
income other than by onlending money deposited with them. The importance
of other income has increased dramatically in recent years, from 5.7% of total
operating income in 1975 and 10.8% in 1981 to the 1983 proportion of 18.0%.

Operating expenses are slightly above those of British building societies,
but this is not surprising, bearing in mind the much wider range of activities
in which the S&Ls are engaged. It will be seen that net income, after taxes,
in 1982 was -$4,271 million, the second year in succession in which a sub-
stantial operating deficit had been incurred. However, the figures for 1983 show
a marked recovery.

73



United States of America

Table 4.11 FSLIC Insured Institutions, USA, Income and Expenditure
1982-83

1982 1983
$m $ per $100 $m $ per $100
Mean Assets Mean Assets

Normal Income

Mortgage interest 50,771 7.55 53,131 7.08

Investment interest 8,152 1.21 9,265 1.24

Loan fees & discounts 2,789 0.41 4,837 0.64

Other income (net) 9,796 1.46 14,756 1.96
Total 71,509 10.64 81,992 10.93
Normal Expenditure

Operating expenses 10,104 1.50 12,757 1.70

Interest on savings 58,600 8.72 59,687 7.96

Interest on borrowed money 11,653 1.73 9,544 1.27
Total 80,357 11.96 81,988 10.93

Normal income less normal (-8,848) (1.31) 4 -

expenditure

Non-operating income (net) 2,979 0.44 2,728 0.35

Net income before taxes (-5,869) (0.87) 2,732 0.36

Taxes (-1,598) 0.29) 687 0.09

Net income after taxes (-4,271) (0.64) 2,045 0.27

Source: ’84 Savings and Loan Sourcebook, USLSI, 1984.
Note: At end-1983 there were $1.44 to the pound.

The United States League of Savings Institutions

The United States League of Savings Institutions (USLSI) is over 90 years
old and is a particularly powerful trade association in a country where the
political system makes the work of trade associations very important. S&Ls
accounting for over 99% of the total assets of the industry belong to the
League. The League has had to adapt in recent years and most recently has
changed its name from the United States League of Savings Associations,
so as to allow savings banks including those that were previously S&Ls to
be members.

The League is based in Chicago but it has has a substantial Washingt~n
office. The League provides the usual trade association services to members
and it produces a wide range of publications. Recently it has been heavily
involved in electronic funds transfer systems, as well as the major legislative
and regulatory changes to which the industry has been subject.

Mutual Savings Banks

Mutual savings banks have always been similar to S&Ls and the two are often
described together under the general heading of ‘thrifts’. Until recently, sav-
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ings banks operated in only 17 states, largely the mid-Atlantic and New
England states. They have been particularly strong in New York State and
Massachussets. Correspondingly, S&Ls have been weak in these areas.

At the end of 1982 there were some 400 mutual savings banks. Their deposits
are usually insured by the Federal Deposit Insurance Corporation (FDIC)
which also insures deposits in commercial banks. They can elect to be mem-
bers of the Federal Home Loan Bank system, in which case they have to be
FSLIC insured, and at the end of 1982 131 were members.

The main differences between the balance sheets of S&Ls and savings banks
have been that the savings banks have had a lower proportion of their assets
in mortgages (between 50% and 75%), and also a lower proportion of their
liabilities have been at market related rates. However, trends in the savings
bank industry have been virtually identical with those in the S&L industry.

Savings banks have rapidly been losing market share to S&Ls. In 1950, the
savings banks were 32% larger than the S&Ls but now they are less than a
quarter of the size.

Until 1978 all savings banks were chartered at state level and until 1982 all
were mutual. However, the Garn/St Germain Depository Institutions Act of
1982 made provision for stock savings banks and also made it fairly easy for
institutions to convert from an S&L to a savings bank and vice versa. A num-
ber of S&Ls have already converted and others are expected to do so. The
distinction between savings banks and S&Ls has therefore virtually disap-
peared and it is likely that increasingly figures will be produced for the entire
‘thrift’ industry. The point has already been made that some statistics for
S&Ls include former S&Ls that are now savings banks. Increasingly, statis-
tics are now being produced for FSLIC insured institutions which comprise
S&Ls, federal savings banks and some mutual savings banks.

This trend has been recognised in the institutional framework. It has already
been noted that the United States League of Savings Institutions changed its
name in 1982 from the United States League of Savings Associations so as
to be able to have savings banks as members. The National Association of
Mutual Savings Banks, which is based in New York, has merged with a smaller
association for S&Ls, the National Savings and Loan League, based in
Washington, to form the National Council of Savings Institutions.

Commercial Banks

The American commercial banking industry has been heavily influenced by
legislation which has, in particular, limited severely the extent to which banks
may operate outside their state of origin. The result has been the existence
of many thousand banks, most of which are very small. Even the largest banks,
such as Citicorp and BankAmerica, which are the two largest banks in the
world, are not yet able to operate throughout the entire country. The com-
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mercial banks offer a full range of banking services to the individual, and,
to a lesser extent, to the corporate customer, although here again regulations
have limited the extent to which commercial banks can engage in investment
banking. For much of the 1960s and 1970s the banks were inhibited, by interest
rate controls on their deposits, in the extent to which they could compete with
savings and loan associations and mutual savings banks.

The banking industry has been changing in character over the last few years,
largely because of regulatory reform. That reform has allowed a limited
amount of cross-border activity, and a particularly significant development
has been the indirect entry of the banks into housing finance through the
acquisition of savings and loan associations in one or two cases, and through
the purchase of mortgage banking companies. The banks also do a limited
amount of direct lending and, as Table 4.5 showed, they are major deposit
taking institutions.

Table 4.12 shows key data for the largest commercial banks. With the excep-
tion of BankAmerica, which is based in San Francisco, they are all based
in New York.

Table 4.12 Largest Commercial Banks, USA, End-1983

Bank Consolidated Domestic Deposits Domestic Housing
Assets Total Savings Branches Loans
$bn $bn $bn $bn
Citicorp 134.7 28.9 15.5 980 12.2
BankAmerica 121.2 63.5 18.4 1,231 16.5
Chase Manhatten 81.9 23.3 6.5 1.3
Manufacturers
Hanover 64.3 18.1 5.5 1.3
JP Morgan 58.6 16.0 7.9 0.6
Chemical 51.2 19.7 6.4 265 1.8

Source: Annual Reports.
Notes: 1. At end-1983 there were $1.44 to the pound.
2. The figures for savings deposits and housing loans are not comparable and need
to be interpreted in the context of the following paragraphs.

The Citicorp annual report records ‘shelter’ loans in the US of $12.2 bil-
lion. A figure of $10.8 billion is given for mortgage and real estate loans in
domestic offices, managed by Citicorp’s Individual Banking business, which
deals almost entirely with individuals. Citicorp has a mortgage banking sub-
sidiary, Citicorp Person to Person, which provides mortgage finance in 30
states; its ‘shelter’ portfolio was $4 billion at the end of 1983. Citicorp acquired
a large S&L in California in 1982, and in 1983 it acquired two S&Ls, First
Federal of Chicago (assets of $4 billion) and Biscayne of Miami (assets of
$1.8 billion). Each of these S&Ls was in financial difficulties and the mergers
occurred under the supervision of the authorities. The S&L in California,
now named Citicorp Savings, is immediately owned by the mortgage bank-
ing subsidiary. The figure in the balance sheet for savings deposits is defined
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as including ‘all savings deposits’ and includes savings held in S&L subsidiaries.

The BankAmerica figure for deposits is for individual savings and time
deposits. The figure for housing loans is that given for ‘real estate-mortgage’
loans, and includes loans not for housing. It will be seen that BankAmerica
is a larger retail bank than Citicorp.

The Chase Manhatten figure for housing loans is in respect of one to four
family mortgage loans; total real estate loans were $2.6 billion. The group
runs a mortgage bank subsidiary, Chase Home Mortgage Corporation, which
originates, packages, sells and services loans in 28 states. The figure for sav-
ings deposits is in respect of savings accounts, negotiable order of withdrawal
accounts, money market deposits and savings certificates.

The Manufacturers Hanover figure for savings deposits is for retail time
deposits; the figure for housing loans is for residential mortgage loans.

The JP Morgan figure for deposits is for time deposits other than from
banks and official bodies. The figure for housing loans is for loans secured
by real estate.

The Chemical Bank figure for housing loans is for loans secured by mort-
gages on real estate. The figure for savings is that given for savings deposits.

The Secondary Mortgage Market

An Introduction to Secondary Markets

A primary market is one where buyer and seller deal directly with each other;
for example, where a building society or an S&L makes a loan to a house-
purchaser then that transaction is part of the primary market.

Participants in any primary mortgage market are the individuals who buy
homes and the lenders who originate the loans for the properties being pur-
chased. A secondary market is a market place in which mortgage loans can
be traded after having been originated by a primary lender; for example, an
S&L may make a loan to a home-buyer and then sell that loan to an institu-
tional investor such as a pension fund. Where mortgage loans are traded the
borrower normally maintains his contractual relationship with the lending
institution and continues to make payments to that institution. It is the benefi-
cial ownership of the mortgage, that is, in effect, the right to receive repayments
of principal and interest, which is sold.

In a primitive housing finance market, borrowers normally obtain their
funds directly from private individuals, often relatives, who have savings. In
more sophisticated markets private investors, and perhaps also institutions,
lend money to intermediaries which use it to fund mortgage loans which they
originate and service. In a highly developed market the mortgage origination
and servicing becomes a function in its own right and to the extent that organi-
sations undertaking this do not wish to hold loans then they will sell them
to investors. It is possible for the financial intermediary to be completely by-
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passed through a secondary market. The essential difference between an inter-
mediary, such as a building society or an S&L, and an institutional investor
is that the former has to raise funds while the latter actually has funds because
of the nature of its business (for example, in the case of pension funds and
insurance companies) or personal circumstances (in the case of individuals).

The USA has a very developed secondary mortgage market, Canada and
France have less developed markets, and few other countries have any sig-
nificant secondary market. It is therefore important to examine what
circumstances are likely to lead to the development of a secondary market.
Basically, a secondary market will develop where some institutions are una-
ble to secure profitable outlets for their funds through traditional means, and
where housing market institutions develop a capacity to originate and serv-
ice loans greater than their capacity to hold such loans. In the USA the original
rationale behind the secondary market was to overcome the regional
imbalances caused by restrictive legislation. In very simple terms, the bulk
of savings were raised in the long-established centres in the East Coast, par-
ticularly New York, while the demand for funds was largely in the rapidly
developing South and West of the country, in particular, California. In a coun-
try like the UK, with unified financial markets, the nationwide operation of
banks and other financial institutions would ensure the necessary transfer
of funds between areas. However, the USA has never had a nationwide bank-
ing system and the secondary market developed to enable borrowers in the
West and South to borrow the surplus funds held in the East.

It would, of course, be perfectly possible for those institutions with sur-
plus funds to invest to seek to become direct participants in the mortgage
market. However, pension funds and, to a lesser extent, insurance companies
do not naturally have the expertise and resources needed to service a mort-
gage market. Pension funds, in particular, operate generally from one office
while mortgage market participants must have a wide network of branches.

Experience suggests that if the economic conditions necessitate the estab-
lishment of a secondary mortgage market then that market will develop,
although some assistance from governmental or quasi-governmental organi-
sations is generally required. If a mortgage is to be attractive to an investor
then it has to be seen to be a sound investment. This is normally achieved
in two ways -

(a) By the establishment of uniform lending criteria. The secondary mar-
ket in the USA has led to the adoption of standard criteria and also
the adoption of standard forms for mortgage applications and valua-
tions. Governmental bodies have played a major role in the
establishment of uniform criteria and forms because they have largely
determined which mortgages will be eligible for the secondary market.

(b) By the existence of mortgage insurance, which effectively guarantees
the loan. In the USA and Canada mortgage insurance has been
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pioneered by governmental bodies and effectively they have made the
mortgage instrument as secure as any government investment.

It is helpful to explain briefly how the secondary market works. A loan
will be made initially, perhaps by an institution which has its own supply of
funds (for example an S&L), or perhaps by an organisation specialising in
making and servicing loans, in which case it will raise its funds through short
term borrowing. When it has a number of similar loans it will package them
and either sell the entire package, or what is known as a ‘participation’ in
the package, by which the purchaser secures the right to, say, 90% of interest
and capital repayments. It goes without saying that the rate on loans traded
in this way must be attractive compared with other investments. The mort-
gage originator will normally continue to collect repayments, and will handle
any problems that arise with the loan. The institutional investor can, if he
wishes, make a subsequent sale of his interest in the loan package.

The Nature of the Secondary Market

The point has been made that if mortgage loans are to be traded then their
marketability is greatly assisted by insurance. The secondary market in the
USA developed initially in respect of loans insured by the Federal Housing
Administration (FHA) or guaranteed by the Veterans’ Administration (VA).
FHA was created in 1934 and is an agency within the Department of Hous-
ing and Urban Development. Interest rate ceilings are set for loans for which
FHA insurance can be obtained. The borrower pays an annual insurance
premium of 0.5% of the average principal outstanding over the year. The VA
guarantees loans made by private lenders free of charge to eligible veterans
of the US armed forces.

Since 1970 private mortgage insurance companies have become more impor-
tant and by 1981 they accounted for some 35% of the market. Loans which
are not insured or which are privately insured are referred to as conventional
loans. As will be seen subsequently, the market for the various types of loan
varies considerably. Private mortgage insurers also play a role in the secon-
dary market by finding investors for packages of loans which they have
insured.

The nature of the secondary market is shown quite well in Tables 4.3 and
4.4, Table 4.3 shows that the percentage of outstanding debt held by federally
supported agencies and mortgage pools (broadly speaking, debt which has
passed through the secondary market) rose from 8.3% in 1970 to 24.8% in
1982. Table 4.4 shows that in 1983 sales of one to four family mortgage loans
were equal to 84% of originations. In round terms some 40% of all mort-
gages originated are now traded on the secondary market; the high figures
in 1983 reflects the securitization of mortgages made in previous years.
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The Mortgage Banking Industry

Table 4.4 shows that mortgage bankers originated 30% of loans by volume
in the first four months of 1983, but that they accounted for only 4% of net
acquisitions of loans. This summarizes the activities of mortgage bankers,
ie, they are institutions which originate but which do not hold loans. Basi-
cally, mortgage bankers borrow money from a bank or raise money through
other short term instruments. They then make mortgage loans which they
pool together and sell to investors in the secondary market, using the pro-
ceeds to repay the loans. After the loans are sold the mortgage banker usually
continues to collect monthly repayments which are then passed on to the inves-
tor purchasing the loans.

Mortgage bankers operate predominantly by using VA and FHA insured
loans, although they have become more willing to offer conventional mort-
gages. In 1982 they accounted for 29% of total orginations of one to four
family mortgage loans. They have accounted for well over three-quarters of
originations of FHA/VA loans and their share of conventional originations
has risen from under 2% in the early 1970s to 17% in 1982. As the secondary
market has become significantly more important so mortgage bankers as
major participants in that market have also grown in size. In addition to their
role in the residential market, mortgage bankers also arrange finance for com-
mercial developments.

There are about 800 mortgage companies. They have no fixed constitu-
tion. A little over a third are owned by banks, about a quarter are controlled
by savings and loan associations and other institutions, and about 40% are
independent organisations. A savings and loan association can either have
a mortgage banking subsidiary which may well operate outside of its state
of origin, or it may undertake a mortgage banking function as part of main-
stream business, ie, the S&L originates and sells loans but these are recorded
as being in the books of the S&L rather than a subsidiary.

Table 4.13 lists the largest mortgage banks as at 30 June 1982.

Table 4.13 Largest Mortgage Banks, USA, End-June 1982

Company Base Mortgages Serviced

$m Number
Lomas & Nettleton Financial Dallas 12,075 489,000
Weyerhaueser Mortgage Los Angeles 7,761 194,000
Banco Mortgage Mineapolis 6,121 119,000
Manufacturers Hanover Farmington Hills,

Mortgage Mich 6,012 204,000
Suburban Coastal Wayne, NJ 5,310 109,000
Advance Mortgage Southfield, Mich 4,683 186,000
Colonial Mortgage Service Philadelphia 4,474 125,000
Wells Fargo Mortgage San Francisco 4,293 75,000
Kissell Springfield, Ohio 4,057 153,000

Source: American Banker, October 12, 1982.
Note: At end-June 1982 there were $1.74 to the pound.
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The largest companies are on a par with the largest S&Ls in terms of the
volume and number of loans serviced. It will be noted that there are substan-
tial differences in the ratio of the amount of loans to the number of loans
serviced. Where the number of loans is large in relation to the amount, for
example, for Lomas & Nettleton and Manufacturers Hanover, it is reasona-
ble to assume that there is a concentration on residential mortgages. When
the number of loans is small in relation to the amount, for example, for Subur-
ban Coastal, there is likely.to be a higher proportion of commercial loans.

Some of the names in Table 4.13 are familiar in other financial industries.
Wells Fargo and Manufacturers Hanover are both large banks, the latter being
listed as the fourth largest American bank in Table 4.12.

Since June 1982 the mortgage banking industry has grown much larger and
the structure of the industry has been changing. One interesting development
has been that Norwest Mortgage, formerly Banco Mortgage Company, has
set up a subsidiary, the Residential Funding Corporation, which buys loans
from mortgage banks and other institutions and finances them by issuing
conventional securities. Housebuilders, real estate brokers and retailers are
among the other institutions which are developing significant mortgage bank-
ing functions.

The financial structure of mortgage banks is very different from that of
the traditional housing finance organisation. A typical building society or
savings and loan will make mortgage loans in any one year equal to perhaps
20% of its assets. A mortgage bank will expect to make loans over 20 times
its assets.

Table 4.14 shows the distribution of mortgage banks’ assets and liabilities
at end-1982.

Table 4.14 Distribution of Mortgage Banks’ Assets & Liabilities, USA,
End-1982

Liabilities % % Assets %
Commercial paper 54.9 Cash 2.1
Notes payable to banks 20.3 Other marketable securities 1.0
Other current liabilities 9.0 Receivables 4.0
Total current liabilities 84.2 First mortgages 45.7
Non-current liabilities 35 Construction loans 20.7
Preferred stock 0.1 Other loans 11.0
Common stock 1.0 Non-current assets 15.5
Retained earnings 6.2

Paid in surplus 5.1

Total stockholders’ equity 12.3

Total 100.0 Total 100.0

Source: Financial Statements and Operating Ratios for the Mortgage Banking Industry 1982,
Mortgage Bankers Association of America, 1983, Table 4.02.

It will be seen that, unlike a building society or an S&L, liabilities are largely
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obtained on the wholesale markets, and mortgages are a low proportion of
assets. The difference between a mortgage bank and an S&L is perhaps bet-
ter illustrated by the income and expenditure figures, which are shown in Table
4.15.

Table 4.15 Income and Expenditure, Mortgage Banks, USA, 1982

Percentage of Total

Income

Loan administration fees 28.7

Loan origination fees 220

Interest income 41.6

Other income 7.8

Total 100.0
Expenditure

Personnel 25.2

Interest 33.0

Other 24.5

Total 82.9
Net operating income 17.1
Non-recurring gain 0.4
Taxes on income 7.3
Net income 10.2

Source: Financial Statements and Operating Ratios for the Mortgage Banking Industry 1982,
Mortgage Bankers Association of America, 1983, Table 1.02.

The table shows that over a half of the income of the mortgage banks was
accounted for by fees, while interest payments accounted for only a third of
the expenditure.

The trade association for mortgage bankers is the Mortgage Bankers Associ-
ation of America which is based in Washington DC, and which has been in
operation since 1914. It has over 1,800 members including specialist mort-
gage companies, banks, S&Ls, life insurance companies, mortgage insurers,
and other relevant organisations.

Government National Mortgage Association (GNMA)

The secondary mortgage market has been promoted largely through the
activity of several government and semi-government organisations. A partic-
ularly important organisation in this respect is the Government National
Mortgage Association (GNMA), often referred to as ‘Ginnie Mae’. This is
a wholly owned government body operating within the Department of Hous-
ing and Urban Development. It was established in 1968 and has as its principal
function to increase the supply of credit to low and moderate income hous-
ing through the secondary mortgage market.

GNMA works through the mortgage backed securities programme by which
privately issued securities, backed by pools of mortgages insured by FHA,
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VA and FmHA (Farmers Housing Administration), are guaranteed. The
programme works as follows. A mortgage lender (generally a mortgage bank)
applies to GNMA for approval to become an issuer of GNMA securities and
for a commitment to guarantee securities. The lender originates or acquires
loans and packages them into pools. Relevant documents are then submitted
to GNMA which will approve the issuance of securities. The issuer is fully
responsible for the marketing and administration of the securities, including
the monthly payment of principal and interest to investors.

GNMA earns income through a monthly guarantee fee of 0.06% on the
outstanding balance of the securities issued. A GNMA guarantee effectively
means that the security is government guaranteed and therefore highly mar-
ketable. Futures on GNMA securities are in fact traded in the financial futures
market in Chicago.

In 1983 GNMA guaranteed mortgage backed securities to the volume of
$50,000 million.

Federal National Mortgage Association (FNMA)

The Federal National Mortgage Association (FNMA or ‘Fannie Ma¢’) is a
major secondary market institution in a quite different way from GNMA.
The latter merely guarantees loans and does not hold them while FNMA pur-
chases loans on the secondary market. At the end of 1983 FNMA’s loan
portfolio was $78,256 million making it one of the two largest holders of mort-
gage loans in the world and nearly four times the size of the largest S&L.
In 1982, it purchased loans to the value of $17,554 million.

FNMA was created by Congress in 1938 as a wholly owned government
corporation. In 1968 its functions were separated into GNMA and a new
FNMA owned by private shareholders. Initially FNMA purchased FHA and
VA mortgage loans only but since 1970 it has also been authorized to pur-
chase conventional (ie privately insured and uninsured) mortgage loans, and
these now account for half of its activity.

FNMA purchases loans from authorized institutions such as S&Ls and
mortgage banks at rates set daily by reference to money market conditions.
FNMA obtains its own funds through issues of debentures and short term
discount notes. More recently it has begun to sell mortgage backed securi-
ties, backed by its own portfolio of loans. In this way the beneficial ownership
of the loans it purchases is sold. In effect, FNMA is a huge S&L, except that
it raises funds and purchases loans on a wholesale basis. Accordingly, it has
also suffered an earnings crisis and it recorded a loss of $105 million in 1982.

Federal Home Loan Mortgage Corporation

The Federal Home Loan Mortgage Corporation (also known as FHLMC,
the Mortage Corporation, and, most commonly, ‘Freddie Mac’) was created
by Congress in 1970 with the function of developing and maintaining a nation-
wide secondary market for residential conventional mortgages. The
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Corporation purchases loans, traditionally at fixed rates, but now also at
adjustable rates, predominantly from S&Ls but also from other thrift insti-
tutions and mortgage and commercial banks. It then resells the loans largely
by means of Mortgage Participation Certificates (PCs) representing undivided
interests in specified mortgage pools. It also offers a Guarantor programme,
by which it purchases loans from a lender and then sells PCs, based on these
loans, to the same lender, effectively transforming a loan into a marketable
instrument. This arrangement is often called a ‘swap’. In August 1982, S&Ls
held 45% of PCs, pension funds 18% and insurance companies 10%. The
Corporation guarantees the timely payment of interest and ultimate collec-
tion of principal to investors purchasing its securities. It obtains its income
from the difference between the interest earned on the mortgages purchased
and the interest payments it makes to investors in its securities, largely PCs.
By buying and selling loans at a positive spread, rather than holding them
in its own portfolio, Freddie Mac has avoided interest rate risks.

The Corporation has grown massively in importance in the last few years
as the secondary market has become more significant. Table 4.16 shows its
activity in 1981, 1982 and 1983.

Table 4.16 Federal Home Loan Mortgage Corporation Activity, 1981-83

1981 1982 1983

$m $m $m
Purchases of mortgages 3,744 23,671 22,952
Sales of mortgages 3,529 24,169 19,691
Loan portfolio at end-year 5,170 4,670 7,576
Total assets at end-year 6,321 8,029 8,964

Source: Federal Home Loan Mortgage Corporation, 1983 Annual Report.
Note: At end-1983 there were $1.44 to the pound.

It will be seen that the volume of activity rose some six fold between 1981
and 1982 and in 1983 the Corporation was the largest single purchaser of mort-
gages and seller of mortgage securities. However, the table shows also that
the Corporation maintains only a modest loan portfolio which contrasts it
sharply with FNMA.

The Corporation has played an important role in securing uniform lend-
ing standards and documentation. It has increased in significance partly
because of its willingness to purchase both fixed rate loans and also adjusta-
ble rate loans, and to provide a market for securities based on these
instruments. Thus while it has become increasingly difficult for S&Ls to make
and hold fixed rate loans because of the risk of borrowing short and lending
long, Freddie Mac can effectively enable an S&L to transfer the interest risk
from itself to institutional investors generally who are willing to hold mar-
ketable fixed rate securities.
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Crisis and Reform

Introduction

What has been described so far in this chapter is a complicated and confus-
ing housing finance system. To understand how the present situation has been
reached and likely future developments, it is necessary to analyse in detail,
and almost as a separate subject, the massive crisis with which the S&L indus-
try has been faced in the recent past. It is that crisis which has precipitated
major changes in statute, regulation and attitudes.

The Crisis

In the 1960s and 1970s S&Ls operated fairly comfortably by raising money
on passbook accounts and onlending those funds to home-buyers. Govern-
ment regulations have been such that loans have had to be at fixed rates of
interest. However, this did not pose any problems as the long term rate at
which mortgage loans could be made was comfortably above the short term
rate on savings.

A significant step was taken in 1966 when the Interest Rate Adjustment
Act gave the Federal Home Loan Bank Board power to fix the maximum rate
that could be paid on different types of savings account. Previously, such
a power had applied to commercial banks only. By custom, the maximum
rate fixed for S&Ls, and also for mutual savings banks, was allowed to exceed
the rates which could be paid by the commercial banks. In 1975 Congress
gave statutory authority to this differential(originally 0.5%, but later 0.25%)
and prohibited the regulatory agencies from eliminating the differential on
existing types of account without Congressional consent. The well-meaning
intention of this differential was to enable housing finance institutions to raise
substantial funds for house-purchase in competition with the commercial
banks and to protect against inordinate increases in the cost of funds.

However, the regulated rates lagged behind market rates of interest and
changed very little. Between 1970 and 1980 the rate of interest which could
be paid on passbook accounts was increased just twice, and then only to 5.5%.
As interest rates began to rise and became more volatile so passbook accounts
became less attractive to the investor and increasingly funds were placed in
longer term accounts, albeit with fixed rate ceilings.

By the late 1970s it had become clear that S&Ls could no longer continue
to raise an adequate volume of funds to finance their lending activities with
the regulated rates of interest. The growth of money market mutual funds
(MMMFs) exemplified the problem. Because banks, savings banks and S&Ls
were prohibited from paying a market rate of interest on call money, inves-
tors sought other means of obtain market rates that, at one stage, were three
times regulated rates. The MMMFs allowed small investors to participate in
money market rates through a concept similar to a unit trust. They attracted
money by post, invested the proceeds in short term instruments and allowed
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instant withdrawals including, in many cases, through a cheque book. In Janu-
ary 1980, these funds held assets of $55,000 million; by July 1981 the figure
had increased to $142,000 million.

The first response was in May 1978 when S&Ls were authorized to issue
a new short term flexible certificate known as the Money Market Certificate
(MMC). This was a short term instrument with a minimum deposit of $10,000
and a fixed maturity of six months. The rate of interest was fixed but at issu-
ance was tied to the going rate for six month Treasury bills. S&Ls were
permitted to pay 0.25% more than the banks on this account. The account
proved remarkably attractive and accounted for 10% of balances by the end
of 1978, 27% by the end of 1979, and 37% by the end of 1980.

The rise in market interest rates together with the popularity of the MMC
led to demands for a market related certificate for the small investor. After
an abortive attempt with a four year certificate, in 1980 a 30 month certifi-
cate was introduced, known as the Small Saver Certificate. The minimum
balance was $1,000 and thrifts could pay 0.5% below the average yield on
30 month US Treasury securities, while the maximum rate for commercial
banks was 0.75% below.

The six month and 30 month certificates were therefore at market related,
albeit regulated, rates of interest. S&Ls were also able to raise funds through
what were known as Jumbo CDs with a $100,000 minimum denomination.
The rate on these certificates was completely unregulated.

The overall effect of the change of regulations was to transform the liabil-
ity distribution from one comprising largely passbook accounts at regulated
rates to one where the bulk of funds were held at market interest rates. This
trend up to the end of 1981 is shown in Table 4.17.

Table 4.17 Distribution of S&L Savings Balances, USA, 1966-81

Date Regulated Interest Rate Accounts Market Interest Rate Accounts

Passbook and Fixed Rate 6 Month 30 Month Jumbo CDs

Lower Yielding Ceilings

Accounts
% % % % %

31.10.66 88 12
31.12.70 59 41
31.12.75 44 56
31.12.717 38 62
31.12.78 32 58 10
31.12.79 25 40 27 1 6
31.12.80 21 24 37 10 8
31.12.81 19 13 43 16 9

Source: United States League of Savings Associations.

The table shows that from the end of 1977 to the end of 1981 the propor-
tion of savings balances at money market rates rose from 0 to 65% while
the proportion at regulated rates fell from 100% to just 32%.
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This liberalization of the liability side of the balance sheet of S&Ls was
not, however, accompanied by any liberalization on the asset side. Although
mortgage loans could be made at unregulated rates of interest the loans were
at fixed rates, and the average yield could therefore rise only as new loans
replaced existing loans. The problem was accentuated because holders of exist-
ing low interest loans obviously had no wish to repay them and it was often
possible for such loans to be sold together with a house, the borrower being
able to increase the selling price accordingly. The overall effect was a sharp
rise in the yield on new loans but only a modest rise in the yield on the whole
loan portfolio, and not nearly sufficient to counterbalance the rise in the cost
of funds. The result was a substantial deficit in 1981 with a significant decline
in the ratio of net worth to total assets. The trend is illustrated in Table 4.18.

Table 4.18 The S&L Earnings Crisis, USA, 1977-81

Year Average Average Average Average Net Net Worth at
Return on Return on Cost of Interest Surplus Year-End
New Loans All loans Funds Spread in Year % of
% % % % $m $m  Assets
1977 8.82 8.26 6.44 1.82 1,442 25,184 5.7
1978 10.59 8.50 6.67 1.87 1,835 29,057 5.6
1979 12.46 8.86 7.47 1.39 1,608 32,638 5.6
1980 14.39 9.34 8.94 0.40 417 33,391 5.3
1981 14.73 9.91 10.92 (1.01) (1,546) 28,395 4.3

Source: United States League of Savings Institutions.

The table shows that while the average return on new loans rose from 8.82%
in 1977 to 14.73% in 1981, the average return on all loans rose much more
modestly from 8.26% to 9.91%, and a substantial negative interest spread
resulted.

The Depository Institutions Deregulation and Monetary Control Act
1980

The earnings crisis made it apparent that the S&Ls were unable to compete
within the prevailing legislative framework. Liabilities were at a market rate
of interest and were short term while the institutions had little choice but
to lend long term and had a large portfolio of long term low interest loans.
The first response was the Depository Institutions Deregulation and Mone-
tary Control Act (DIDMCA) of 1980. This sought to address the basic
problems of the thrift industry. The DIDMCA had two major features. The
first was the planned phase out of the interest rate ceilings imposed for cer-
tain categories of deposit; this would automatically entail the ending of the
thrifts’ differential over the commercial banks. This was to be achieved over
a maximum period of six years. Combined with this was a significant increase
in the powers of S&Ls. The Act -
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(a) Authorized the issuance of interest bearing chequing accounts.

(b) Authorized investment of up to 20% of assets in consumer loans, cor-
porate debt securities and commercial paper.

(c) Eased or removed lending restrictions.

(d) Expanded authority to invest in service corporations from 1% to 3%
of assets.

(¢) Granted authority to invest in mutual funds, to issue credit cards and
to engage in trust operations.

The Act also increased the ceiling for accounts which could be insured from
$40,000 to $100,000 and sought to pre-empt usury ceilings on mortgage loans
applied in certain states.

This legislation was considered to be radical at the time but it soon became
apparent that it was not adequate to deal with the acute problems with which
S&Ls were faced.

Adjustable Rate Loans

Throughout the 1970s informed commentators were expressing concern at
the risks which S&Ls were running by borrowing short and lending long. The
S&L industry pressed for greater authority to issue variable rate loans but
Congress was unimpressed, regarding the traditional 30 year fixed rate mort-
gage as being part of the American heritage. Significantly, the successful way
in which the variable rate loan had been used in other countries, notably the
United Kingdom, and the Canadian experience, much closer to home, with
rollover loans, did not have a significant effect on the debate. By early 1981
all that was permitted for federally chartered institutions was a loan on which
the rate of interest could rise by no more than 0.5% a year. However, in some
states, notably California, the state chartered S&Ls had greater authority to
issue variable rate loans.

In April 1981 the Federal Home Loan Bank Board authorized S&Ls to offer
adjustable mortgage loans (AMLs) on terms far more liberal than anyone
had expected. Basically, institutions were freed to decide their own loan terms,
save for the important condition that changes in interest rates must be governed
by the movement of an interest rate index which is not under the control of
the lender.

This was a significant measure because it enabled S&Ls to resume lending
again with safety, but it did nothing to overcome the basic problem of port-
folios still heavily weighted with low interest fixed rate loans. The mortgage
market also experienced a sudden shock and borrowers faced a bewildering
array of choice of loans instead of the one traditional fixed rate loan to which
they had been accustomed. Secondary market institutions had to adapt so
as to provide a market in new types of instrument. However, somewhat para-
doxically, the secondary market assumed even greater importance, partly
because many consumers prefer the fixed rate loan and this can be offered
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now with safety only through the secondary market, as thrift institutions are
no longer in a position to hold a large portfolio of fixed rate loans.

The Industry and the Housing Market, 1981-83

Table 4.18 showed how the industry moved into crisis from 1977 to 1981. The
worst effects of the crisis were felt in 1981 and 1982 with the recovering begin-
ning to show through in 1982. Table 4.19 shows the key figures for the industry
from 1980 to 1983.

Table 4.19 The S&L Industry, USA, 1980-83

1980 1981 1982 1983
Net receipts of new savings $42,094m $14,339m $38,002m $108,922m
Mortgage loans closed $72,537m $53,283m $54,298m $132,356m
Net income after taxes $798m -$4,725m -$4,264m $6,086m
Net worth at end of year $33,391m $28,395m $26,157m $30,758m
Total assets at end-year $629,829m $664,167m $706,045m $769,316m
Net worth ratio at end-year 5.3% 4.3% 3.7% 4.0%

Source: ‘83 Savings and Loan Sourcebook, United States League of Savings Institutions, 1983;
Federal Home Loan Bank Board.
Note: At end-1983 there were $1.44 to the pound.

It will be seen that the net worth ratio declined by a third in 1981 and 1982
as a result of the substantial operating losses incurred in those two years. How-
ever, there was a significant recovery in 1983.

Bearing in mind the scale of the problem, the S&L industry came through
the crisis in better shape than might have been expected. However, this was
achieved only at considerable cost. Of the 4,002 S&Ls in existence at the end
of 1980, 843 had disappeared by the end of 1982. 88 associations actually
failed in 1981 and a further 254 failed in 1982. The rate of voluntary mergers
doubled and there were 437 supervisory and assisted mergers between the
beginning of 1980 and mid-1983. The cost to the Federal Government insur-
ing agencies alone in 1982 was $2,000 million. This assistance was generally
given by compensating the institution taking over a weak S&L to take account
of the fact that the market value of the mortgages being taken over was sub-
stantially less than the book value.

More than 80% of S&Ls recorded losses in 1982 and it is estimated that
if all mortgage loans at below market rates of interest had to be revalued to
the market level, then S&Ls would have had negative net worth of some
$40,000 million at the end of 1982, although this figure represents a marked
improvement in the end-1981 figure of $57,000 million.

The improvement began to become apparent towards the end of 1982, as
interest rates fell. The three month Treasury bill rate, which had averaged
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14.03% in 1981, fell to under 8% by the end of 1982 and the cost of S&Ls’
liabilities was moderated accordingly. The S&L industry returned to profitab-
lility in 1983.

However, some S&Ls will not be restored to health and the number of
mergers will continue to run at a high level, with government assistance being
required in many cases. By the end of 1984 it is anticipated that there will
be fewer than 3,000 S&Ls. Moreover, if interest rates rise substantially, the
crisis could re-emerge. It is also estimated that over 800 associations will
qualify for capital assistance (described subsequently) totalling some $1,200
million in 1983 and perhaps another $250 million will be required in 1984.

The housing market was, of course, affected by the crisis in the housing
finance industry, as well as more directly by the rise in interest rates which
has a direct effect on the profitability of housebuilding. Mortgage lending
by S&Ls fell from $101,000 million in 1979 to $73,000 million in 1980 and
to $53,000 million in 1981 and, although there was some increase in secon-
dary market activity, in general the availability of housing finance loans fell
and the cost rose.

Borrowers were particularly reluctant to take on long term loans at what
were perceived to be high rates of interest, and adjustable rate loans were either
not available or were viewed with suspicion. This led to what was euphemisti-
cally called ‘creative financing’. In over half of all house transactions, part
of the funds were provided by the vendor, in effect by deferring part of the
purchase price. The funds were made available at a comparatively low rate
of interest but only for a short term, generally under five years. It was the
hope that these sort of arrangements could be refinanced when interest rates
returned to more normal levels.

Table 4.2 shows that starts of private housing units fell from 2,020,000 in
1978 to 1,745,000 in 1979, 1,292,000 in 1980, 1,084,000 in 1981, and to 1,062,000
in 1982. In 1982 confidence returned to the housing market with the fall in
interest rates. By the beginning of 1983 this was beginning to feed through
to housing starts and starts in the year of 1,713,000 marked a 60% increase
on the 1982 level.

The Garn/St Germain Act

The DIDMCA had been hailed as the most significant legislation for the hous-
ing finance industry since the 1930s. However, in 1982 came the more far
reaching Garn/St Germain Depository Institutions Act (the Act, in common
with many other Acts of Congress, is named after its sponsors). The Act
included the following provisions -

(a) The authorization of a new savings account, directly competitive with
money market funds.

(b) The pre-emption or severe limitation of state imposed restrictions on
the ability of S&Ls to enforce due-on-sale clauses in loan contracts.
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(c) The completion of the phasing out of the interest differential by the
beginning of 1984, and of all controls by 1986.

(d) Capital assistance for institutions with deficient net worth.

() An easing of the requirements for conversions from state to federal
charter and vice versa and also from S&Ls into savings banks.

(f) Expanded authority to invest in consumer, commercial and agricul-
tural loans and other investments.

(g) Removal of loan to valuation ratio limits and the restriction to lend-
ing on first mortgage.

(h) The permitting of investment in tangible personal property for lease
or sale up to 10% of total assets.

The Act has had a major effect on the S&L industry and on the housing
finance market and some of its effects have already been noted. In particu-
lar, the money market deposit account grew to represent 17.9% of liabilities
by June 1983, futher confirming the almost total integration of S&Ls with
the rest of the financial system.

Many institutions have taken advantage of the easier criteria which have
to be met in order to change charter or even form of organisation. In 1983
72 S&Ls converted from mutual to stock ownership, raising $2,700 million
of additional capital. There have been several subsequent conversions and
indeed some of the amounts being raised by S&Ls match any previous rais-
ing of capital by private industry. In view of the precarious state of health
of the S&L industry, this has been a remarkable achievement.

A major development has been the conversion of S&Ls into federal sav-
ings banks. In the first quarter of 1983, there were no fewer than 50
applications for such conversion. One reason why S&Ls wish to convert is
that existing tax laws are such that an S&L must have 82% of its assets in
mortgages and Treasury securities if it is to minimize its tax burden. For sav-
ings banks, the proportion is 72%. More philosophically, some institutions
consider that it is better to trade under the name of a savings bank rather
than an S&L. The federal savings bank is a new type of institution, different
from mutual savingsbanks in terms of ownership and nearer to the S&L in
terms of operations.

A New Housing Finance Market

A new type of housing finance market has emerged and it is one that is very
different from the traditional market. In little more than five years, housing
finance in the USA has changed from a system based on specialist housing
finance intermediaries to a system wholly integrated into the financial markets.

As far as the consumer is concerned he has a range of types of loan from-
which to choose. Fixed rate loans are still very popular and there are a variety
of adjustable rate loans on the market. Most of them provide for some limi-
tation on the extent to which the rate can be increased and on the intervals
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between changes. It is said that there are over 100 types of loan and it seems
fairly certain that there will be pressures for standardization in the next few
years. The consumer is still prepared to pay a premium for fixed rate loans;
at the beginning of 1984 adjustable rate loans were on offer, typically, at two
percentage points below the rate on fixed interest loans. During the course
of 1983 the proportion of loans made by S&Ls on an adjustable rate basis
by S&Ls rose from 23% to 55% and this new mortgage instrument is there-
fore readily accepted, particularly by lenders, although the premium that has
to be paid for fixed rate loans remains large. It may reflect expectations about
future interest rates.

Mortgage loans are made available by a wide variety of institutions and
nearly half of loans which are originated are sold. The process of originating
and servicing loans has been partially divorced from that of holding loans
and a number of new institutions are entering the market in addition to the
traditional mortgage bankers. Retailers, housebuilders and realtors (estate
agents) have all found it profitable to be able to offer to their customers mort-
gage loans which can immediately be financed on the secondary market.

S&Ls have seen their traditional role move away from them very rapidly
but they have not been slow to react. The traditional S&L, that is, an institu-
tion which makes and holds long term fixed rate loans, financed by short
term liabilities, is regarded as being dead. The complete integration of the
liabilities of S&Ls into the financial markets generally means that the cost
of liabilities is now far too volatile to risk holding large amounts of fixed
rate loans. S&Ls therefore have to adapt in one of a number of ways.

If an S&L wishes to make fixed rate loans then, increasingly, it must do
this acting as a mortgage banker, selling the loans on the secondary market
and deriving its income from fees rather than interest. The S&L servicing the
largest amount of loans for others is Commonwealth Savings of Houston,
which, at 30 June 1983, serviced loans of $4,384 million while having assets
of only $417 million. However, this is an exceptional ratio. If an S&L intends
to remain as an institution raising savings to make mortgage loans then it
must do this largely on a variable rate basis so that assets and liabilities are
matched. Such an S&L may also find it necessary to make fixed rate loans
to those who want them and then to sell those on the secondary market. S&Ls
are not likely to regain the share of loan originations that they had in the
1970s, but their expertise in this area combined with the new instruments
available to them means that they will probably continue to have 40-50% of
the market for originations, although their share of holdings of loans is likely
to be smaller, and a significant proportion of their mortgage portfolio will
be in the form of securities backed by mortgages.

Larger S&Ls with substantial branch networks and which wish to continue
to grow are likely to develop into full service retail financial institutions and
many will convert to the savings bank charter or, at the least, will refer to
themselves as savings associations rather than S&Ls. Among the services
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already offered by many large S&Ls are -

(a) A telephone bill paying service.

(b) A money market chequing account.

(c) Trust services.

(d) Brokerage services.

(¢) Home equity loans, which are being marketed aggressively at present.
() Insurance services.

(g) Lease financing.

Although the S&L industry is gradually returning to a healthy position,
thanks largely to a decline in the general level of interest rates, many more
S&Ls will be merged. If interest rates turn upwards again then the critical
problems which confronted the industry in 1981 and 1982 may re-appear,
because many S&Ls still have a large volume of low interest fixed rate loans.

The secondary market is likely to continue growing in importance with the
majority of loans being traded. Government involvement in the secondary
market is expected to diminish, with the Federal Home Loan Mortgage Cor-
poration moving to private ownership and the Government National Mortgage
Association being gradually run down. The Mortgage Corporation will, how-
ever, continue to grow in importance as the mortgage instrument is increasingly
‘securitized’, and loans are transferred from the originator/servicer to the
investment institution.

Assessment
The United States experience shows the inherent dangers of -

(a) Imposing controls on interest rates, for however good intentions, when
controlled rates are likely to be way out of line with market rates.
(b) Borrowing short and lending long.

It is a sad commentary on the way that financial institutions in the USA
are regulated that it took a major earnings crisis to force change in the situa-
tion. The housing finance market in the USA has changed more significantly
in the last five years than it would normally be reasonable to expect change
in a period of 30 years—because of the crisis which developed in the late
1970s and early 1980s.

Effectively, the USA is moving away from almost total reliance on the
deposit taking system to a system which includes use of the mortgage bank-
ing principle, with the further refinement that the process of originating and
servicing loans has been separated from that of holding loans.

These developments merit careful consideration in other countries with simi-
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lar financial systems, in particular, the United Kingdom, Australia, South
Africa and New Zealand, because experience suggests that trends in the USA
can be used to forecast trends in those countries. However, the special cir-
cumstances that affected the USA, that is borrowing short and lending long
and restrictions of interstate banking, do not apply in those countries, and
therefore while the direction of change may well be the same the magnitude
and timing are likely to be very different.
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CHAPTER 5
CANADA

Canada has a tradition of owner-occupation and for many years the majority
of households have been owner-occupiers. The level of owner-occupation is
lower in the major centres of population than in the rural areas.

Housing finance is provided largely, but not entirely, by the savings bank
system, but, unlike in the other English-speaking countries, general financial
institutions are responsible for most mortgage loans. No less than six differ-
ent types of institution each have between 10 and 21% of the mortgage market.

Changes in market shares have resulted largely from changes in govern-
ment regulations, particularly with respect to involvement of the banks. Also,
there is a limited secondary market and this has been used in particular by
the government to divest itself of public sector holdings of mortgages.

The distinguishing feature of mortgage finance in Canada until recently
was the five-year mortgage rollover; that is loans were provided on the basis
that the rate of interest would be changed in line with market rates every five
years. This system worked well until interest rates began to fluctuate more
frequently over the last few years, and as a consequence shorter mortgage
terms have been introduced.

Introduction

Canada is the second largest country in the world with a land area of 9,976,000
sq kilometres. The population at the end of 1982 was 24,453,000 and unlike
in some other advanced industrial countries the rate of population growth
has been fairly rapid in recent years, about 1% per year. About 75% of Cana-
dians live in urban areas and the main centres are Montreal, Toronto,
Vancouver and Ottawa (the capital). Canada retains the status of .adominion
with the British monarch as Head of State. The country is a federation and
the individual provinces have considerable powers. The federal government,
based in Ottawa, has a two chamber parliament. The major political parties
are the Liberals and Conservatives. The Liberals have held power for most
of the post-war period.

Canada is now one of the most prosperous countries in the world, although
its economic performance in recent years has tended to lag behind those of
the other advanced countries. Over the period 1960-80 real GDP per capita
grew by 3.1% p a, the same as the OECD average, but over the period 1973-
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80 growth fell a little below the OECD average. Inflation in Canada has been
slightly lower than average over the period 1960-80; consumer prices increased
by an average 5.3% per year compared with the OECD average of 6.1%. Until
the last few years short and long term interest rates tended to be more stable
than in other countries, but in 1981 and 1982 this trend changed markedly.
The Canadian economy is closely integrated with the United States econ-
omy and consequently economic trends in the two countries are similar.

Housing

The Housing Stock and Housing Tenure

There has been a very rapid rate of housebuilding in Canada in the post-war
years with the result that a high proportion of the housing stock is relatively
new. As recently as 1951 Canada had an excess of houses over households
and that excess has continued to grow.

Because Canada is thinly populated houses tend to be large, detached and
fairly well spaced out. The relatively modest price of land means that people
may have the choice of a fairly substantial house outside of a city centre or
an apartment within a town. Over half of all houses in Canada are single
detached dwellings and nearly a third are apartments. 89% of single detached
dwellings are owned and 92% of apartments are rented.

Table 5.1 shows the housing tenure pattern revealed by the 1981 census.

Table 5.1 Housing Tenure, Canada, 1981

Tenure Urban Areas Rural Areas All

No % No % No %o
Owned 3,650,415 56 1,491,520 84 5,141,940 62
Rented 2,855,680 44 283,905 16 3,139,590 38
All 6,506,100 100 1,775,430 100 8,281,535 100

Source: 1981 Census of Canada, Occupied Private Dwellings, Statistics Canada.

The percentage of owner-occupied dwellings has been growing modestly,
from 60.3% in 1971 to 61.8% in 1976 and to 62.1% in 1981. There is a signifi-
cant regional variation in housing tenure. The two large French-speaking cities
of Montreal and Quebec have the lowest rates of owner-occupation of the
metropolitan areas. In Montreal only 41.7% of houses were owner-occupied
in 1981 and in Quebec the figure was 50.5%. These two cities also have a
higher than average proportion of dwellings in the form of apartments.

Housebuilding

The rate of housebuilding has fallen markedly since 1978, largely as a conse-
quence of economic conditions generally. Table 5.2 shows how completions
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fell from a peak of 246,533 in 1978 to 133,942 in 1982, although the figures
for 1983 show a significant increase.

Table 5.2 Dwelling Completions by Type of Dwelling, Canada, 1978-83

Year Type of Dwelling
Single Semi- Row Apartment Total
Detached Detached & Other

1978 106,195 19,155 26,644 94,539 246,533
1979 112,105 18,071 18,860 77,453 226,489
1980 90,720 13,675 13,398 58,375 176,168
1981 98,412 12,831 13,252 50,501 174,996
1982 54,720 8,480 16,082 54,660 133,942
1983 95,230 7,129 9,747 50,812 163,008

Sources: Canadian Housing Statistics 1983, CMHC, 1984, Table 7.

Housing Finance

Trends in the Housing Finance Market

The Canadian housing finance market has been characterised by significant
changes in market shares, resulting partly from legislative changes. The posi-
tion has now been reached where no type of institution has more than a quarter
of the market, and six types of institution have at least 10% each. Table 5.3
shows trends in the distribution of mortgage loans outstanding.

Table 5.3 Distribution of Mortgage Loans Qutstanding, Canada 1940-82

Institution Percentage of Outstanding Loans
1940 1950 1960 1970 1980 1981 1982

Trust companies 9 6 7 12 21 21 21
Chartered banks - - 10 5 15 13 9
Credit unions - - 4 4 12 12 11
Life companies 4 50 36 25 13 13 14
Government agencies 21 26 21 24 11 11 11

Estates, trusts and agency

funds of trust companies - - 6 9 8 8 8
Loan companies 18 15 7 9 10 13 17
Pension funds - - 3 3 5 5 5
Other 8 3 7 8 4 5 4

Source: Canadian Housing Statistics 1983, CMHC, 1984, Table 78.

It is helpful at this stage to describe very briefly the institutions listed in
Table 5.3. The major lenders are described in more detail subsequently.

Trust companies originally conducted estate and trust business. However,
they rapidly developed deposit taking and real estate functions by accepting
trust deposits and offering guaranteed investment certificates.
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The chartered banks are similar to large commercial banks in other coun-
tries. They provide a full retail and wholesale banking service.

Credit unions are larger in Canada than in any other advanced country
and they have been growing rapidly in recent years. They operate in a similar
way to credit unions in other countries, but tend to be more sophisticated,
and have taken the role that in other countries is performed by savings banks.

The life insurance companies operate on a similar basis to those in other
countries. As Table 5.3 shows the life companies were the major lenders in
the mortgage market until 1950, but recently they have been reducing the level
of their activity in the residential housing sector, particularly lending on sin-
gle detached units.

The figures for government agencies largely relate to mortgages being held
by the Canada Mortgage and Housing Corporation, a government owned
crown corporation whose operations are described in detail subsequently.

The estates, trusts and agency funds of trust companies purchase mort-
gage loans including those made by trust companies themselves.

Loan companies are similar in their method of operation to trust compa-
nies in that they accept deposits. Unlike trust companies they also raise money
through debenture issues. Many loan companies are in fact associated with,
and, in some cases, are owned by, trust companies and chartered banks.

Pension funds are similar to those in other countries, and like the estates,
trusts and agency funds of trust companies they do not originate mortgage
loans, but rather purchase them from the issuing institutions.

The early development of housing finance in Canada was similar to that
in Britain. Building societies developed in the middle of the 19th century and
operated in a way similar to British terminating building societies. The Building
Societies Act 1859 gave legal status to the permanent type of building soci-
ety. By the late 19th century, societies were fairly sophisticated financial
intermediaries. However, by the end of the century they had largely disap-
peared and trust companies had moved in to the mortgage business. In 1897
a Loan Corporations Act removed the legal distinction between building soci-
eties and other loan companies. Significantly the loan companies raised much
of their funds on the British capital market, reinvesting the proceeds in Cana-
dian mortgage loans.

The trust companies were authorized to act as trustees for investments in
1912, and, in 1921, they were authorized to accept deposits for investment,
and could guarantee rates of interest on their deposits for a fixed term. The
mortgage market was an obvious outlet for their funds.

As in the United States the life companies tended to dominate the mort-
gage business in the first half of the 20th century. In fact, before trust
companies developed into major mortgage lenders themselves they acted as
‘correspondents’ for the life companies—selling policies, collecting premiums
and introducing investments. By the early 1940s, the life companies accounted
for over 40% of all mortgage lending but, as already been noted, their mar-
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ket share has declined steadily subsequently.

The first significant legislation on housing finance was The Dominion
Housing Act 1935 which permitted loans to be made for up to 80% of valua-
tion, compared with the previous limit of 60%. In 1944, The National Housing
Act established the Central Mortgage and Housing Corporation (CMHC),
now Canada Mortgage and Housing Corporation, and in 1954 The National
Housing Act (NHA) marked the beginning of the modern era of housing
finance. This provided for loans for 90% of the value of the house with the
top one third of the loans being insured by the government. The rate of interest
under which loans under the Act could be made was stipulated by the govern-
ment, and was changed from time to time to reflect market conditions. At
the same time the chartered banks were permitted to make loans insured under
The National Housing Act, and this marked their entry into the mortgage
market. Their market share rose from 0 in 1948 to 12% in 1958. Although
the banks were permitted to make NHA loans they could not charge more
than 6% interest. As interest rates rose above this level in the late 1950s so
the banks withdrew from the mortgage market, and their share of outstand-
ing loans fell to 4% in 1968. The trust companies increased their lending,
counteracting the decline in lending by the chartered banks and the long term
decline in lending by the insurance companies.

The 1967 Bank Act removed the 6% interest limitation and permitted banks
to make NHA insured loans at the current rate permissible, and also to make,
for the first time, conventional loans; that is uninsured loans which cannot
be for more than 75% of the value of the property. In 1970, the banks were
permitted to make conventional loans for over 75% of valuation on the same
basis as other institutions. In the 1960s the Mortgage Insurance Company
of Canada was formed to provide mortgage insurance, and in 1969 the govern-
ment abolished the maximum rate, thereby allowing NHA loans to be made
at the going market rate of interest. Table 5.3 shows how the banks have greatly
expanded their share of the mortgage market since 1970 and they are now
the largest single type of lender.

The most significant recent change has been in the role of CMHC, which
has been divesting itself of its mortgage portfolio, largely through sales to
other lenders. Market developments are described in detail in the following
section.

It is helpful at this stage to disaggregate the mortgage market a little because
the institutions differ markedly in the type of mortgage lending which they
undertake. Table 5.4 shows mortgage loan approvals by type of institution
and type of loan for 1983.

It should be noted that this table applies to mortgage loans approved, and
not to the net increase in mortgage loans outstanding. Some of the loans
approved will have subsequently been sold to mortgage holders. The table
shows that the life companies still dominate the market for non-residential
mortgages, and they also have a significant share of the market for new
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Table 5.4 Mortgage Loans Approved, Canada, 1983

Institution New Existing Non- Total
Residential Residential Residential

Construction Property Property

$Cm % $Cm % $Cm % $Cm %
Chartered banks 1,900 36 7,459 43 533 14 9,891 38
Life insurance

companies 594 11 863 5 2,260 61 3,717 14

Trust companies 1,251 24 4,962 29 495 13 6,708 26
Loan companies 818 16 3,598 21 416 11 4,832 18
Others 650 12 454 3 - - 1,104 4
Total 5,212 100 17,336 100 3,703 100 26,252 100

Source: Canadian Housing Statistics 1983, CMHC, 1984, Table 35.
Note: At end-1983 there were $C1.25 to the US dollar and $C1.79 to the pound.

residential construction mortgages. The chartered banks and trust compa-
nies are the largest lenders for existing residential property. One point of
interest is that there was a marked increase in lending on existing residential
property in 1983, to $C17,336 million from $C7,582 million the year before.

The Terms of Mortgage Loans

Mortgage loans are available on demand in Canada, and, by definition, the
mortgage rate is therefore set at a market clearing level. Moreover, there is
no tax relief on mortgage interest, although the Conservative government did
announce a scheme for tax relief in the late 1970s which, in the event, was
not implemented.

For new dwellings, loans initially are made to the developer so as to enable
him to finance construction, and, at a later stage, they will be transferred
to the purchasers. This is in contrast to the position, for example, in Britain,
whereby developers normally raise funds from the banking system in order
to finance construction, and the building society enters the picture only when
the house is purchased. The purchasers of secondhand houses can invariably
‘assume’ the loan of the vendor, and it is not necessary for the loan to be
redeemed and a new loan taken out. Generally, further finance will be required,
and if the two loans are to be at different rates of interest then a blended
rate may be calculated.

The main distinguishing feature of the Canadian housing finance system
has been the ‘rollover’. The normal method was for loans to be granted at
the prevailing rate of interest, with a 25 year amortization schedule. How-
ever, the term of the loan was not 25 years, but rather was five years, and
at the end of that period the loan became repayable. The borrower was there-
fore assured of a fixed rate of interest for five years. At the end of the five
year period the borrower could automatically renew his loan at the going rate.
The system worked very well when interest rates were relatively stable, and
the system could even accommodate steadily rising interest rates. However,
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it could not accommodate the wild fluctuations in interest rates that have
been experienced since 1980. Table 5.5 shows quoted mortgage rates on new
loans by institutional lenders by quarter since 1978.

Table 5.5 Mortgage Rates Quoted by Institutional Lenders, Canada, 1978-83

Year Quarter (%) Average
1 2 3 4 %
1978 10.32 10.38 10.43 11.24 10.59
1979 11.21 11.09 11.75 13.85 11.97
1980 13.81 14.62 13.68 15.16 14.32
1981 15.40 17.61 20.55 19.04 18.15
1982 18.66 19.05 18.71 15.00 17.86
1983 12.97 12.56 12.89 12.23 12.66

Source: Canadian Housing Statistics 1983, CMHC, 1984, Table 79.

The problems with the five year rollover are obvious. For example, a bor-
rower taking out a loan in the third quarter of 1975 will have rolled over his
loan in the third quarter of 1980 at a rate of 13.68%. A borrower taking out
his loan a year later would have rolled his loan over at 20.55%, seven per-
centage points more. Besides creating obvious inequities between borrowers,
some borrowers were placed in financial difficulty, and also borrowers gener-
ally became unwilling to commit themselves for five year periods.

The lending institutions reacted by offering loans with three year terms,
two year terms, one year terms and, exceptionally, six month terms. Borrowers
were thus enabled to ‘gamble’ on interest rates. If they believed that rates would
fall then they would take out a short term loan, whereas if they believed that
rates would rise they would take out a longer term loan. As interest rates fell
towards the end of 1982 and in early 1983 so the longer terms became popular
again. However, loans that have an interest rate which varies monthly according
to market interest rates are also available.

To cope with the problem of rolling over loans at higher rates of interest
the Canada Mortgage Renewal Plan (CMRP), announced in 1981, has provided
assistance to home-owners facing financial difficulties on the renewal of their
mortgages. Assistance of up to $C3,000 per year was available for households
renewing mortgages between 1 September 1981 and 12 November 1982. In June
1982 the plan was modified from what had been a deferred interest and grant
formula to a simple nontaxable grant. The plan was extended until the end
of 1983.

The Canadian financial institutions have matched assets and liablilities so
as to avoid the problem of borrowing short and lending long. With the fixed
five year term, guaranteed investment certificates for five year periods were
issued to provide the funding. Borrowers were not permitted to redeem prema-
turely without substantial penalty, something which is essential in a fixed rate
system. As mortgage terms have reduced so shorter term certificates were
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offered, and the institutions have been anxious to continue matching assets
and liabilities in this way.

The role of mortgage insurance merits brief mention. By law loans cannot
be made for more than 75% of valuation without mortgage insurance, and
mortgage insurance is also essential for the smooth operation of the secon-
dary mortgage market. Most mortgage insurance is provided by the Canada
Mortgage and Housing Corporation under the National Housing Act. One
private insurance company, Mortgage Insurance Company of Canada, has
however been rapidly increasing its market share. Mortgages are insured by
a premium being levied on the entire loan amount rather than on the excess
amount above a certain threshold.

The Secondary Mortgage Market

The secondary mortgage market in Canada has developed primarily because
lending institutions developed a capacity to originate, process and service loans
greater than their capacity to hold loans in their own portfolios, and also
because the pattern of savings shifted with more money being held with pen-
sion and other investment funds and insurance companies. The secondary
market has been made possible by NHA insurance, which is, effectively, as
good as a government guarantee.

Investing institutions wishing to purchase NHA insured mortgages nor-
mally do so directly through contacting the lending institution. Normally an
entire package of loans would be purchased. It is not uncommon for separ-
ate parts of particular organisations to trade loans; thus the trust and pension
funds managed by the trust companies purchase loans made by the trust com-
panies, and some of the chartered banks effectively sell loans from their
lending departments to their subsidiary mortgage loan companies. However,
such transactions are always at arm’s length. Mortgage loans have proved to
be a good investment because the rate of interest on them has been in excess
of competing interest rates, for example on corporate bonds and government
bonds.

Table 5.6 shows transactions in the secondary mortgage market in 1983.

The table shows that the major sellers of loans were chartered banks fol-
lowed by trust companies. The major purchasers were loan and other
companies and then other corporate bodies. There was a significant develop-
ment in the secondary market in 1977 when CMHC decided to sell off a
considerable proportion of its loan portfolio. 