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STNOEGIS

Mortguge securitizstion as., %ptad within thig research report.
ig & process which me» fp piitnes ~"\e flow of institutiona) funds
from Insurers and pensm ?una PR R Mgh the traditional banking
and wortgage lending sysiy la.:'_pi tne financing of housing,
particularly to.the lower incale sector of the ccexmnity, and in
the process may lower the"'sf;ﬂféctive cost of borrowing to .the home
buyar.

Tbe objective of this report’ is to investigute certain structural
intniances in the South African financizl system to assess il the
technique of''mortgage secyritization m, serve to alleviate
-deficiencies in the provision of housing finance £8 well as pre-
requis. s in cresting a secukiary morigage merket in -Sputh
Africa. S .-
As 8 background to understanding the rativeale behind mortguge
securitization several related topics are discussed. Flrstly;
the dilemma in the South African finsncial smystem of the
simltaroous existence of lasdequate savings in woks/bullding
aocieties to finance housing aﬂoulably. coupled with the maasive
rlmoffmdainmmnd!ofpemimmmmmce
Compenies in inmtipted. Secondly;: & literature survey of
. different housing finance systess used worldwide was conductsd to
gain an understanding of the pre~requisite for the efficient
prx. don of housing fipance to individuais. Thirdly; a brief
literature msurvey dealing with factors in the United States
lewding to the formation and development of secondary mortgage
markets which are alac currently pressat in South Africa is
undartaken. Fourthly; an overview of the nmoet important
principies and constituents of socondary mortgage mRrkets was
presentod.

Towarde sttaiomamt of ide m'uw, intawie-ﬁ were conducted
with, senior mansgement in banking institutions, building
gocieties, Insurance Compenies, Pension Funds, discovnt houses
andt the South African Resorve Bank. More detailed research
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utilizing foreign texts, sections of South African publdeations,
and existing reseerch on related topics waz also undertaken.
Stenming from their fiodings a standardized questionnaire was
consiructed and distributed amorgst a mamber of individuals, who
would be involved should a secondary mortgage market be developed
in Sr::uth Africa. The outcome of this research was then presented
to show the possible applilcations’ apd bhenefits of secondary
mortage markets. ;

Resuliing from the research done the following cbservations can
be drawn:

Ooatractual saving in South Africa have grown at a much faster
rate than depoeits with beoks and building societies, znd now
account for most of South Africa's household savinga This fact,
combined with cyclical ligquidity presrures have severely limited
the ability of South African Benks &nd Brilding Societies to
provide home financing. Securitized mortgagcs mey provide a
vehicle for Institutioual investors to enhance their quasi-)*qu.d
fmdreturnsmdatthemtimlmrthecostofm
financing to the consumer. Additiooelly the refturns oa Share~
holders' fumis for deposit-taking instituticons can be substan~
tially improved by the more efficient asset structure afforded to
benks and buildiog eocieties by securitization.

: N
mmmuty‘otlrgdilymle. securitived wortgage is
sean by intarviesoos ag having soversl adwmantages, namely:

a) The gucilitation of using the Gradumted Payment
Mortgage {(G.P.M) 10 lower the entry level of
prospeetive home buyers.

,b) Mortgage issuing institutions, ususlly "bold back™
between 15% anc 20% of their funds to mddress short
term liquidity pressures caused by the cyclical
nature of the 5.A. econoamy,
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These funde are invested in liquid instruments
which can be mada.ly "cashed in" if the necessity
arises. If a mortgage bond wes equally ligoid the
necessity of holding other instruments would be
alleviated, thereby allowing the institutions’
mrtgage portfolio to be incressed in size. This
‘saue is addressed in- temms of current monetary
policy issuea vis~i-vis the Reserve Bank.

Securitized mortgages would provide an ideal

instrusent to allow Pension Funds and Life Assurers
to invest in housing finance, without the normmlly
assoclated compiications of rusning =2 oDortgage

portfolio.- The mortgege bonds would be aarviews by
the primary issuers {tenks or h.tilding societies} for

& asmall percentage fee. The provigicos relatisg to
Prudential investment guidelines are examined in this

light, tvogether with a comparative amalymis of
wortgage yields “and  formerly prascribad assets,

indidating ihe viability, under certain conditicus
for ipstitutiomal investments in morigage portfolips
of a securitized nature. Statements made by
representative partiee in Pension Funds and Assurance

 Compsnies are examined in this regard.

The United Kingdom bas very recently 'met up a
Secondary Market in-home mortgagee. Simce S.A.
legisiation and institutions have a lot in cramon
with the United Kingdom, a brief exsmingtion is made
of the underlying trends in the United Kingdom to
foresee the markets' possiblﬁ development in South
Africa. :

¥

e
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Other issues of imporiance are examined to complement this
study. A brief discussion of the following is attempted:

1) Geographuic finance availability problems.

1i) Secondsry markets mey reduce overhead
expenses to primary issuers,

iii} Securitized morigages as 2 possir bhedr.
against inflation.

iv) The hedging of interest visk with a fizaneial
Tutures market in residential mortgages,

7) A Reserve Bank view of securitization.

Possible cbetacles tomurds a Secondery Market are briefly
outlined:

Interviews were conducted with participents in Scuth Africa's
first issue of securltized mortgages. The explanation of the
mechanics of the issue is followed by sulient poinrs arisiog
fron the interviews. t

In sddition, the structure of a possible future South Afrdcun
Nortgage Associaticn (5.A.M.A) and possible implementation is
briefly outlined. X ! '
A questiommire wis clienlated to a nuber of senlor mi“nfeers
in the South African Banking, Investment and Financisl
Consultancy Industries to ascertain their opinions regarding
_this topic. A breakdown of results of this survey are
presented herein. B

From the interviews conducted, together with the questionnaire
results certain conclusions mey be drawn. There are a mumber of
pre-requisite conditions For the development of a large scale
Secoodary Morigage ¥arket. These are:
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These funds are invested in liquic instnxn_aﬁts
which can be readily "cashed in” if the necgssity
arises. If a mortgage bond was equally liqfiid the
nedéssity of halding other instruments would be
allevinted, thereby allowing the institutions'
mortgage portfolic to be increased in size. This
issue is addressed in terms of "c_u:_'rezﬁ: m':>n¢’3‘.:s.z.t';i,'=r
policy iesues vis~a~vis the Reserve -Bark.

Securitized tortgeges would provide an  ideal
ingtrument to allow Pension Funds and ldfe Assurers

to invest in housing finance, without the pormally

associated camplications of running a morigage
porttolic;. The mortgage bouds would be services by

the prm.ry isgyers (banks or uilding saciefties) for -

a @11 percentige foe. '.l'he provisions relatins to

Prudential -investiment guidelinea are examined in this
_light,_ together with - & comparative mlyag.s

mortgage yields and formerly brescribad
indics.ting the viability, under certain condit.{

for inatitut coal investments in mortgage portrolios;
of = ‘seewritized mture. Statements made by -
' repmtativa parties in Pension Funds and Assurance

Omniasmemiaadin this regard.  ©

"Ihelh:l.ted Kingdom has very rvecently set up &

Secondary Market in home mortgages. Since 8.4,
legislation and institutions bave a lot in coemon

with the United Kingdom, a hrief examination is mede -

of the underlying trends in the United Kingdom to
foresee -the markets' possibie developsent in South
Africs,
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Other issues of irportance are esamined to complement this
siudy. A brief discussion of the following is zttempted:

=z i) fGeographic finance availability problems,

it) Secondary markeis may redpce overbead
ext:enses tOo primary issuers. a J

iii} Securltized mortgages as a posgible hedge
ageinst mﬂ;ation.

i¥) The hedging of jhterest risk with & fingncial

fntumu mrkst in residential m;tgagea

v) A Rese:\ e Bank view of sacumtizatim.

Yossible obstacles towards a Secondary Market are briefly
owtlined:
{

Interviess were cooducted with participants in South Africa's
- first issve of mitimd mortgages. The explmtion of the
wechanics of the issue is followed by salient points a.rising
Arem the intenim i

L

In addition, the structure of a possible future Sowth African
. Mortgege Amsocistion (S.A.MA) and poaible wlmmtation i
briefly outlined.

A quostionoaire was circulated to & nnber of senior managers
ir the South Africsan Banking, Iuvesiment and Financial
Consuliancy Industides to asceriain their opinions regarding

.. this topic. A breekdown of results of this survey.are
presented Lerein.

From the interviews conducterd, together with the guestionnaire
_resultsr_\_,_gfmin conkblueiong may be drawn. There are a nunber of
pre-requisite conditions for the development of a large scale

Secondary Morigage Market. These are:
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. Government or other gusrantees against defralt are
necessary to secure’investors returns.

n'r

K Markef related returns are necessary if large scale

investment is to be browght in from institutional
investors. )

The instruments should ve saleable at sy time and this
initially necessitates the operation: of a "Market Maker".

Fram a combination of the refcrence meterial studied, interviews
and questimirea as weli as studylng existing and proposed
%cu:ritized Morigage pa.per 1831185, I believe the aecm-itiatim
vehicle g;lli become an important aspect of the South A:I.’rican
Housing finence system in the fuiure.

Obatacleab encountered:

The mature of such a proposal is still very new in South

Africa's financial enviromsent. In addition several of the _

country's lardast financial Institations are in asome way
investigating this form of market, and would like to be the

" First and most effective participanis in toe merket, thus a very

competitive and secretive enviromment on all related topics has

" made my investigation all the more difficult.

In addition such a market encompasses a large pmber of sectors, |

namzly: R

. Legal and Legislative. )
{

. Macro -~ Economic, 2

.  Micro - Economic. :

. Fipsneclal.

#
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. toversmeotal.
. Boctal.

« Fiscal.

£

1t is thus a very large aren to cover and ixﬁi:pssible to detail
in a research report. I!mé 'l}" study say be seen s an overviow
of th oples involved, 1 have g0 hesitation io reconmending
detailed investigations regacding feasibility and desirability
in each of the abuementiouned sectors. Such studies are likely

- to require extensive resources and know-bow, however.

G
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Note oa Appendicee:

A part of this study is devoted to analyzing the Seccmt&nry
Mortgage market in the United States, where the world’s largest,
most sophisticated and efficient system of thig kind exists, A
detailed understanding cf fhese markets, prerequisites and
financial structures is useful to'understand the background for
this study, and to explain its posstble workings and

shortoomings as experienced in the United Stetes. (Appendix 24 -

andzB).

)

Appendixyl, costitutes a glokemry of berms useful for the full

:.mdarstanding of this study.

- Readers unfamiliar with the teminology of the United States and .
~ other secondary merkets in mortgages are adiised to peruse this
secticn before tr?.minbodyottheteztismd '

-4ppendix 2, (A and B), is an overvies of ibe U.S. Secondary
Mortgege curkets and is useful in. understanding this proposel

and associated finencial mt!wdolcgies.

1

e
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INTHODUCTTION

The South african Capital Market 1is presently undergoing an
anprecedented expansicn phase leading to the introduction of new
financizl instrumentsl. Futures tmciing and the expansion of
the options market has given private aud mstitutional investors
new scope for investment. In the light of these cha.ngt- and the:
reiaxztion 7 preccribed asset structures for fingncis’
institutions, it is now prudent to investigate the possib..

-ovelopment of a secondary homé mortgage market in South Africa.

This topic is of interest a8 hane mortgage availability,

particularly in {the low income and sub-econanic sector, in ay

opinion 1s & central pillar of social and economic well-belng of
this country. Piomncial and leading institutions stand to
benefit fram the more eofficlent merkeis’ and an’ iocreese in
lending potential, that the implementation of such a proposal
cay bring. The initiation of research in this aree . .mmy well
prompt such financial 1nstitut s, the Goveroment sectors
involved and other organisations . .ch as the Urben Fouadation to
coatinve study in this aree and prepare a . poseibie
m;ment?x}m plau. '

- P _
(During the course of my resedich one sach issue was implemented
amd details thg:mf are covemd on Page 11%),

'The general public can only benefit Im such & plan, through &
more efficient amd conseguently cheapar ‘mortgage market.
Several scademics aud market operators? heve concurred witk
the need for reseerch lnto this area. )

‘The South African financial system ms 3 dilemme ifi the

simultaneous exlstence of 1nn.deqmte savings to finsnce housing
on the one hand, a.ndmaaivaﬂmo:rﬂmdsinthehmdsof
1nstitutions.1 lnvestors and pensim funde: oe the other.
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The compcind annuai\gmwth rate in contractusl savings by South
African households fiom 1977 to 1987 was 26,4% per anoum (page
12), while other gross discretionary savings - mainly deposits
with baniks and building societies ~ have only grown hy 8,7% pei
annum over the same B iriod.

A significant proportion of this flow of funds from househalds
to the contractual savings industry was indirectly financed by
growing use of bauk credit. The contractusl savings industry,
in turn hecame a rapidly growing source of funds to the banks
and building socleties, as the flow, from household~ stagnated
(vages 16/17). However, wholesale immding is, by its nature,
ghort term and as such attracts bigh cash reserve and liquid
asset mquiranants T™his ralses the effective cost of funding
for "the banks and building socioties; and obviously impacts
negatively on profitability. As this short term funding becomes
igscressingly important ss s percentage of a bank/building
wociety liabilities, 50 it becomes more difficult to' provide
residential mortgage loane to individumls, since these imply

lunger term funding commiti-nts. 438 & result the eflfective

interest - rates at which individual household® can borrow to
finance tuylog » housé are higher gud thus more expensive.

Since mortgage loans usually involve substantial amcawts of
money Miative io total fam "y incame, borrowers need long time
period over which to repay losn principal and interest
obligations, :

Originators of loans, such &8 building societies, establish the

terme ©f mortgage 1oansinthept'1mrymrtmmfhet
Econonic conditions,™ infhmced by monetary and fiscal policy
actic@;ls, often resuit iff periods of liquidity prassurea or cash
needs that may require the liguidation of some mwortgage holdings
by their primary issuers. Deckuse no secondary market exists at

[



present Building Societies must have sufficient cash or
tradeable instrument reserves *o meet these liquidity
requirements. ' :

These funds, constituting up to 2()% of a Building Soclety's

total assets are thus not available for mortgsge lending. It is

probeble that if mortgages were themselves liguid and readily
tradeable through a secondary merket, Bullding Societies would
be ia a position to increase thelr ‘have loan' portfolio as a
percentage of total assots, thus supplying additional funds to
the market.  In & market characiecrized by excess demaud3 in the

home-loan sectar, is it not desirable to meximise available

funda? {Covered in detsil on Pages 489-523.

Additlomally, Institutions such as Pension Fucds 'aud Life
I ce Companies bave repeatedly expressed their interest iu
enter the property de?elc ant sector as a resuit of, and. AS
a4 motivation feor, the relaration or prescribed ajfset
requirements. However, very few Instituticr~l investors are
interested in -mnme ceollectious and loau .sorvicing, whice
have very high starting up costs, Thus, in securitizra.
Mortgages there may be s vehicle for Institutioask funds to be
invested in home :ti.nancins without the atmcbed problems and
risk /rlditiomlly attributed thereto. ((bvered in detril on
Pages: 54-58). '

The objective of this report is @& investigate the afore-
mentioned structural imbelsnces in the South African financit.l
‘system and whether the technique of mortgage securitization mey
serve to alleviate the . .ficiencies in the provivion uf housing
finance as well as possible benefits of and pre~roquisites for
the creutim of a secondary market iv securitized mrtg% in
South Africa. _ j

&

The Nethodology of Besoarch and rewiew of existing literature

follows on Page 10.
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"The housing issue brings togetber a number of the most critical
questions concerning the future. Public policy issues such as
how to effeetively deal with urbanisation; what bousing
standards should apply; and where bhousing should be provided are
miked with the more overtly political questions such as the rle
of legislation and the allocation of resources and finance.
Above all these issues, magis like, lie the economic lesues, the
answers to which will really detemmine the pace of progreas."4

¢ \ 1)

The economic issues that relate to housing are almost as diverse
as those relating to the total econcmy iteelf. Ouly insofar as
one is able to predict the progress of the overall ecosomy will
one be able to determine what resources will be available to
mest the variety of demands in the years ahaad

The already daunting tesk of predicting the econcwic future of

Scuth Africa becomes even more daunting when we parrow the focus
' down to housing. ¥e must first predict!|the movement of
veriables within the “ overall economy before being able to
determinz what share of resources will be available for the
provision of housing. ¥inally we must then gauge to what extont
thé housing needs will be satistied.
Housing develogment oo the scale that is so Jdesperately need
in South Africa over the next twenty yeavs requires th.. a
significant proportion of naticnal resources be devoted to it.
Investment 1in housing is, by its very nature, a long term
operaticn and at least in the short term, the 'noml criteria of
ratum o invesiment and payback would tend to make housing
:anestnm" perticul.arly on the low housing groups not a very
- attractive option £ aay investor.

o
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Tis is particularly troe in South Africa at the moment where we
find curseives in the situation that capital has become s searce
resource.  As a developing country, we should be net importers
of foregign capital as the rate of infrastructural, industrial
and commercial development quickens. In fact, we have had in
recent yemrs to be net exporters of capital.?

South Africa's rate of savings is low by world standards, and
sti-mtlu'allyf- such savings as there sare, are h'4 mainly by
campanies and pai'ticulany the inswrarce industry. To  the
“rtent that they do save, individuai South Africans seem to do
.t mainly in the fomm of retirement investment.S

f
Tae g for this iow level of savings are complex, one of
the major economic issues that must continue {¢ receive great 4
attention is that of inflation. It is there high levels of //
inflation and their related pheocmena, negative real interest
rates and decressing exchange rates that are, in Mr. Cooper's
view, s,'.:m,jor reason for the low ievels of savingsﬁ . /) .

A}

High leveis of inflation Fenerste the expectation of cohtimy:é
inflation which in turn promotes conswmer rather than saying
behaviour in individuals. Rather than save to purchase an item,
the consumer, knowing that its incresse in price will excaeed the
intereat rate on his savings accoimi after tax rather purchases
it now on HP snd pays the premiums. Negative after tax intersit,
rates continue to exist, an. show no signs of changing in the
foreseeable future.

"Until inflation has been reduced substantially and tberé’ are
real, positive interest rates, individuals will not be likely to
save, ‘and our dilemma will not be resolved."S

Bringing this point tu beer on the subject of ﬁou:aing, in
economic terms, capital is a scarce resource, and unloss the
econamy can provide a reasonazble mmouat of domestic capital, the



financial resources required for housing developnent are going
1o becane increasingly scarce,

Of course one cannot address just one aspect of our aconony as
if it was one of a series of watertight caspertments. nflacion
iz the consequence of a wide variety of chuses, and it in turn
has an even wider range of effects, The related issues of
aducation, productivity, over amd de-regulation, state
- participation in the econony, govermment spending, money supply
control and a variety of others are all critically important {or
the }Yconmy in the future.
/. .

In; \a PV area alone, a 1987 survey by the Urban Foundation
fom.a’ between 1,6 million and 2,4 million people liviag in
sp;mtaneous shack settisments or backyard shaeins.s

___Oountry wide, including the hameland areas such as Xwa-Zulu
a.romd furben, the :ngure w3 pbout 7 million people living in

shgcks. . Of course this figure does not take into account the

massive: avercrmunns that takes place in both the formal and
infumal housing arees. Two and three families siaring a two
roomed howe are typical and this factor prohably doubles the
tigures quoted sbove. 3

# p
.I't is estimated? thut the shortfall, coumntry wide, of low cost
amntt sub-economic housing is in excess of 800,000 units and that
mora than 130,000 units a year are needed t¢ meet the demend and
eliminate the shortfall by the year 2010. In 198 tems, this
will regquire upwards of two billion Rand a4 yenr to be spent on
the building of houses alone, let alone the development of land
- and towmship infrastructures. At the prewent rate we will never
even get close to this scale of delivery, and the more we fall
hehind, the worse things get. In addition the question of
.&ffordability of housing 1s crucisl. Of these ushoused people,
the vast majority cannot afford to purchase a house with their
existing income.6,




; '
F - 10 -
#
il

_/ff’
=

_{;%};Jresent the public sector is active in one way or snother in

all areas of housing policy. Clearer definition between the
roles of the private and public éector must lead to a
concentration of effort by all comcerned and avoid the
dissipation of resources.5"

South Africa has built wp o sophisticated infrastructure and
hurea.uéracy to deal with the administrative needs of a growing
nation., However, figures tell us thai we are no longer dealing
with & miid deviation from the normal pattern of first world
urten development. 'We have z full scale, third world housing
crigis on our hanide, and maybe our structures and procedures are
Just oot fiexible encugh tc deal with the cballenges that this
represents, 6 “

Towrds the attaimmont of the ohjectives stated o Page 6,
toterviews were conducted to sssess whether further research
into wortgage securitization was warranted. Senior management
at several mmjor {financial institutioos including banks,
iiding socleties, Insurance companies and discount houses were
asked on their specific perspective on how securitization could
improve the efficiency (i1 at =ail) of their merkets and
operations. Detalled research using foreign texts, sections of
South African publications and existing research on related

~ topics (both academic snd commercial) was also undertaken. My

. initial research uncovered the fuct that there is no
.. cougrebensive literatame on the specific topic) of "Mortgsge

‘“Securitization"ss applicable to South Africai  Utilizing
previous work on related subjects, specifically the study done
by Dr. Charles Martin (BIFSA) and essays by Dr. Rudolph Gouwe
(Hand Merchant Bsnk) I was mble to study some background issues
48 a preamble to my direct resewrch through questionnsires and
exsmination of officisl statistics as published in the Heserve
Bank Quarterly Bulletin. 'The results of the questionmaire
allowed me together with previoysly undertaken research to
formulate oconclusions and meke recommendations relating to the
initial research objectives.



AR- EOONGMIC BACEGROIUND TC THE SECIRITISATION OF MORTGAGE
BONDS IN SOUTH AFRICA. (6A)

The following section sarves o introduce the factors
cortributing  to South Africa having the dileme of the
simul taneous existence of inadequate savings -to finance housing
on the one hand, and massive [flows of fur";is in the hands of
institutional investors ., and pension funds mz -qe other. It is
this dilemma that has made the securitisation of morigage bonds
and their sale to institutional investors appear to be such an
attrective option. “Econauic policy appears to have recently
charged to such an extent that we already have passed an historic
turaing point in the way in whieh saviogs flow in this
comtry."{64)

The housing shifrtage and the large flow of funds to the
institutional investors are remlities of the present South
African situntion. In Mr. Gouws' opinion(6A} two imperatives
tollow from this:

1. The financial merkets should prove that they are
*  capable of providing market-based answers (such as
the successful securitisstion of s=mell mortgage

bonds) for problems that some believe cmn only be :

solved by the State. ' [‘

I

2. The suthorities should reawove the legal and other
. impediments standing in the way of the development of
warket~tased solutions without, of conrse, abdicating
their supervisory role or ignoring issues such as the
finencial soundness of the institutions involved.,

#

<
k)
»
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Table 1, adapted from the MNational Financial Accounts as

published by the Scuth African Reserve Bank, shows that

houssholds' contractual savings (or 'members' .aterest in life
asfurance and pension funds') rose st a very rapid compound
anpual rate of 26,4 per cent between 1977 and 1987 (iine 2). By
stark contrast, the total amount of all other financial assets
acquired (which we can call gross discretionary savings and which

consist m:l.nly of savings with banks and building societies) rose

' by only 8,7 per cent a year over the same period. In 1977, these
discretionary sevings were still about eqml to contractunl

. savings, but by 1987 they had shrunk to less than one qus.rter the

annual fiew of contractual savings. 0000 7 o

I <,._/
TABLE1: UAL FINANCIAL FLOWS OF SOUTH AFRICAN
SEHOLDS {Rm)
:I)" I ) - . :Illlﬂﬂ“ll

_ 7 .y grow (%)
1. mmm : m U2 x4
2 : Comeacuml sniogs 18 1995 284
1! mmamwﬁu 1872 31t &

! S CIOCreNTrEey SRUNGR + MpinY g

[ DS SIKT VIR with Denks pe
+. Loas: Totat besrowinge 188 BT 1 T 1
5 | Mosgegascers oo 87T s
& ' All caher crack ] 13 8%y s
7. Eguales : Net Saecial imentnent b § - s 23
8. Commenss rios inciax (1908 w 100} »i 1327 142




Part of the reason for the enomous rise in contractual . sav_ima
by households is, no doubt, institutional investors' new product
innovation and excellent marketing skills. But the fact that the
industry was, by its nature, in a position to offer savers

. protection against the crosive effects of inflation and taxation
. iz more fundamental. The ability to channel household savings
into share investmeats during;’;i,kf}atlanary times gave these
institutions a major edge over other intermediaries - the tanks
and the buildiog "ﬂdeieties - who could offer savers only negarive
real interest rates, which were, moreover, taxgble. Against ‘s
background, the poor performance of banking Sector shares in
relation to the insurance sector, as illustrated in Graph 1,
overleaf, is not surprising. The building societies' position
‘became particularly invidious in recent years, a point made aiso
by Dr. Chris Stals in an analysis of moneiary policy problems in

. the 1980s in the first Gerhard de Fock Memorial lecture on 14
y Februasy 1980, |

O

“In dig besinder is die radisionsie bouversnigings, wat Var VESIS-reaCrasnde Japosite’s vie
hulle befonasing arhankiik is. en wat hulie DaIes in dis voitT van "Aste-7emiedraends vessangian-
iNgs hou, erg benadeel. Terasildenyd is langtermyn versekarails wat meer sospeihexts vir oig
beiegging van hulle londse hat s wat deur miKidel van DORUSES aan hulle DOIShousrs 'n maw van
vergoaaing vir inflasie kan bied, in die prosas BIWVOOIGee,
. 1f

“Die bawverenigings het hisie sie posisis in die omstandigheds verdediy dew si meer oo dis
I8IT8in van dis nOIMRie DINKWESE (& Deweeg 6 VRIwed Jis Sosisis belangnkheid ven nenuising,
hat dis owarhede masr loegeiast dat huisverogndfinensisering op ‘n losnsmence sksal met
kormermyn bankfondse gelinansier word.”

The building societies not only finded thanaalveék\,_ by borrowing

froa the banks, but they, along with the banks, borrowed heavily
from the institutional investors.
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By keeping interest rates artificzally Jlow monetary policy
contributed to all these problems in two ways: it helped fo
create an inflaciomary enviromment that benefited the growtk of
the life insurance and pension fund industry, while at the same
-time eroding the ability of banks and bullding socizties to
atiract househclds' savings.

Craghi 2 overleaf shows the representative bullding society
~ deposit rate in rel__?.tion to the inflation rate. The real return
 on discreticnary savings was not only negative in real terms, but
was zlso taxable, which meant that the achual real return to the
saver wag even lower.

NUER Casurengs ngec 7 ol 3hgre ; .
:nzuu 03 | ngaw ] o / ]
: : r - |

P ; [T T 'l‘ noary g V
n n o8 oW OE Y H
Rand Merchant Bank (Jata bank)

Heistive under-performance of hanking shares op the
J.S.E. compared to relative over-perimmance of
Lpgurance Campany shares.
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Rard Merchant Bank (data bank)

. Building Society rates mious the prevailing inflation
rate, i.e, real interest rates (negative or positive;

The situation becomes even nore interesting (and worrisome) shen

the rapui rise in household borrowings is also brought into the
picture. Total financial assets acquired by households (line 1

of table 1) rose hy 20.4 per cent a year bztween 1977 and 1987.
Against this, total borrowings (line 4, Table 1) rose by 28,0 per
cent per aanum. This difference in growth rates, while serious
enough in itself, does aot tell us enough about the thue
deterioration in the financial position of households. Low rzal
interest rates, which had undemined discretionsry savings, of
course encouraged the uge of credit and other loan funds. The
growth in morigage lending {at 24,8 per cent a year) and other
types of lendings o households (at 20,5 per ceat a year) far
exceeded the 8,7 ‘per cent growth in lbuseholds’ gross
discretionary savings {which takes place mainly with banks and
buiiding societies).




et

Subtracting ﬂ[?)tal bmmwings {line 4, Tablc 1) from the ‘other
figaneial assets s.equzwﬂ' or gross discreti- ~ary savings (line
3, Table 1) poovides us with a figure of the 1. "t use of credit
by ‘households to finance cohtractual savings. ‘. is is showm 1in
Tible 2. Ia 1977 households liad still borrowed'R304 millicn less
than the ar“ ‘5 of ‘their coutrsctual savings, but by 1987 were
usiug credi\t totalling R14 228 millich tc finance contractual
mko.ms - f . v

o

weh

ol

TABLE 2: &l’% USE OF CHEU:*}T TO FIMANCE CONTRACTUAL SAVINGS

Vi

i v B Compound

o - U
.- | 1977 1987 prowss (%)
1. Anaoengs 158 . s us
2. Lese: other tinancal assms acquren 142 S &30 87
3, Equsis: net use of crear to finance :
COMMICIUR! NG - 904 14228
; - i
- ; L
.-
& Ret. 8.A. Beserve Bank ~ 1989 | : | -
\‘\'_{_\ = ' .

While tunk credit indirectiy finsnced much of the flow of funds
- fram households to the ipstitutions) investors, the institutional
investors in their turn became a rapidly growing source of funds
to the benks and building societies, es the flow from households

stegiated. Wholessle funding is, by its nature, short—term, snd
“hs such attracts bigh cash reserve and liquid aseet require- -
meats,” This raises the effective cost of funding for the banks

and building socletiee, gulte apart from the fact that the
institutional investors have to earn a mergin for their role as a
conduit for channeling these fumnds fo the banks and i lding
societies.

z
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Table 3 shows the ecormous extent to which the insurers and
pension ‘funds served tc récycle households' contractual savings

back to tenks and building societies. Insurers' and pension

funds' cash plus all deposity -ith other finaucisl institu f.‘:icns

‘rose from R48 million to RE 734 million (or by 83,9 per csit per
annum) hetweea 1977 and 1987. while that of homseholds rose from

Rl 265 million to omly R3 4ud million {or by 10,4 per cent a
year) over the same periad,

TABLE 3: CAS” : PLUS ALL DEPQSITS WITH FINANCIAL INSTITUTIONS

(A
Lompouna
L oo
o 1987 e, %)
Inorease in RGXNGS of: _ B
f.  Insurereand penmon funds a8 S74 | <K
2. Houmehoics 1205 J 408 0.4

1 Tow 1ha 19138 2

Ref. S.A. Reserve Bank - 1960

Table 4 overienf suggests that the sharp fall in personsi savings
is at least partly aleo the result of the sharp rise in the ratio

- of direct perscnwl tax to current income. At 17.2 per cert -
' pm.vate consunption expepditure did grow more mpidly than

current income (18,8 per cent), and this was certainly part of

_the reason for the poover nett personsl Savings. But the rising

direct tux burden made the largest proportiomal contribution,
increasing by over 19 per cent u yesr, and households seemed to
suve less; largely in ordep to pay more tax. Higber tax aflected
saving. in at ieast two ways. It eroded incomes and hence the

ability to save, and it also affected the after .ax yield om .

interest-bearing savi 3, as was noted eariler.
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TABLE 4 : NET PERSONAL SAVINGS {AS DERIVED FROM NATIONAL
INCOME AND EXPENDITURE ACCOUNTS) (Rm)

! Campating
anrusi

1Y 1987 grawti{s)
L Curenes meame 2432% 111 742 i B
2 Lesy Dirscttaves 2124 1220 19.1
S 1 Equuia prisonsi drapasebis intomg LqLI0m 99532 L 15.2
3 Lass AINBIE CORSUMBON expendaure ¢ 19 510 93 - 172
5. Ecums net asfsonat saving 2190 4133 44

Ref. S.A. Reserve Baogk ~ 1969

E

By way of swmmery, Table 5 and Graph 3 overleaf perhaps
iliustrates the detevicration and the skewed pature of the
personal savings situstion in SouthsAfrics best.

TASLE 3 : HET DISCRETIONARY SAVINGS {Rm)

Compound-
stnuel
wrr "y grown (5§
1. NI parecnel sevng " 2t%0 4132 e

2. Leas: Conmracisd seving BERT T 1Y) 84

3. Ecusis: m diacTebonary saving ™m 45;21

Ref- s-A. Rﬂm mﬂk - 1m

Qutlook

“Because of the fuddmnental changes currentlﬁr - seeurring %li.
mmetary as well as fidcal policy, I sense that we are at
turning point in the trends in ssvings and the use of credit,"
r. Stals made 1t clear in his first major speech as Governoi: of
the Reserve Bank, on 29 August 1989 that interest rates were to |

A
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remin high in-resl terms and that it was the firm intention of
the Bamk to oring infiation down. During bhis speech at the
opening of Parliament on 2 February 1990 the State President gave
his hecking to the new monetary policy approach ind committed the
government o the ‘gradual reduction of inflation to levels
camparable to those of our prieccipal trading periners”. "There
ohwiously is a long way ito go ~ S0 borrowers, severs and
fipancial intermediaries had better get used to the new mopetary

policy tallgmre.™ (GA).

Grapn 3

G, Tol0r nef Sefsonal taving {

ZCaniraasen savusgy Wil WAPStermy MEATEDES

| CAMESIES & yenmee luast, : |
Ak Cioar agl sertnnes 1evnet tSscratmaaer) {1 Mgy 13

1] ’ /

-k " o \

35

nCn o on @ woon o
HAang Marcnant Bank

"The govermment's rethink of its role in the economy has aélaa
mede poesible a commitment to o lowering of the direct perscnal

tax burden. It is the governmeni's intention to reduce the

mximm”msl tax rate to 40 per cent over the pnext f{ive
years. 1 also expect that interest income received by liouseholds
will be taxed lgss heavily in the new fiscal year 1991". (84)

i

:_-_"._'ﬂ)‘::" Y
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A

The reasons for the auamalies in the patterd of savings flows are
to be found largely in the combination of low real 1m.erest
rat:es the rising inflation, and the rising direct pe'*sonal tax -
burden experienced by South Africa since the start of the 1970s.
There is now a very real prospect of these trends being reversed,
with the following results:
N

A
1. The rising trend in the ratio of the household borrowings
" to household expenditure should be reversed.
2. shﬁsmolds wil.. be less encoursged to put all their nest
e egys in oae e basket, 1.e. they should save proport:ionawlv
', more *han in the past in inte sat-bearing deposits.  '*

3, m}m aad bu;mm soffieties should gradumlly beccme 1eas
-~ reliant upon the ma{“itutional investors as a soutce of
demsit funds,

"The trmfoml.tion cn all three scqres will, however, be & slow
ons, ami tha implication therefore s pot that there will be no °
role for the securitisation of moi.gage bonds in future. If
securitisation can ligrome a cost-effective and practical way of
bridging part of the gap betweea the huge needs for housing frnds

on the one hand, and whac will etill rewein a large fiow of
bousehold savings to institutiomal investors on the other, it
will have an economic role to play." (84)

Tebie 6, which i3 wn expauded version of table i, shows hov the
net personal savirgs, as calculated from the Nationsl Iovome and
Expenditure Accounts (as shown In Table 4), can be reconciled
with the figures drawn from the Natiomal Financial Accounts.

;.: b o
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iv TABLE 8 : NET PERSONAL SAVINGS {AS DEHI‘FED FROM HATIONAL
FINANCIAL ACCOUNTS) '
) : - Compound
H ) . .‘i-’ . ) i
_ 1y / 147 growh (%}
1. Financial sessis scquired ' imoe 24264 0.4
2 Comraciual savings 1) !! 19954 24
Othver Srancisl sasecs scquirad 192 a3 Y A
{QrOsS cHaCrationery SAVIFQS « s ;
with banks & buiding socistes) i ;
. [
4 Less: Total bosrowings © 561 . 18#3{{“’ mo
- Mongege Kane r [ __5 fr =) s
A othe crede ) sq?t 1283 25
7. Equsis .mmu investmant " , z:ﬂll sT20 e
0. 7R groes st investment 18l 4218 108
- 1 .
9 Eausls: 1ol Ewasmens Or Orose saving 3728 043 103
10. Last : Provasion M gepracigtion 1 030 snn 83
11.Equale, it peryard saving FL 413 a¢

A
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Ref. S.A. Reserve Bank - 1989




GENERAL, PRINCIFLES OF HOME FPINANCING SYSTEMS

e Chjectives 7

A housing financing system has same or ail of the following
aims: ‘ '

a) Mobilize household savings into the-home improvement -
and mortgage loan markets,

b) Provide maximunm incentives for increasing the volume
of financial savings lnto the econcmy for use in
“housing finance. : '

¢ Stimdate efficlent methods in planning  and

constroction of residential areas.

d) Extend, or be instrumental in extealing the fivancial
services to all segments of the poputation,
particularly in the self employed and lower incone
groups. '

e) Encoursge and facilitate the flow of domestic and
international resources into the priority areas in
the comtry dealing with (inter alia) the low imcome
groups.,

Sourves of Punds 8

An economy can be divided intc fouwr sectors: the corporate

sector, the govermment wéctor, the overseas sector and the

personl sector, -

Twe corporate sector iz genergily a net bhorrower and to the
extent that individus)l institutions within a secior have surplus
funds, then these are likely t0 be deposited elsewbere in the

vl
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corporate sector. The govermment sector is invariably a net

borrower. Hosever, governments do provide swme funds for
liouse-purchase, either in the. form of loans or subsidies. The

overseas sector is the counterpert of the balance of payments.

1f there is a balance of payment$ surplus, then there is an
inflow of runds from the cc;uﬂi;r_s%, and if there is a balance of
payments deficit it follows that there must be a correspouding
outflow of funds. The persouai gactor is thé major net supplier
of funds to the other seciors, but far mere important is the
extent of what can be called intermediation within the personal
sector. That ig, at any one time, =n Iarge pmportim of the

'pérsonai sector will be net investors and a large proportion

w11l be net borrowers.

Life insurance companiee and pension funds accoumt for a
considerable proportion of the savings of the personal sector
(as shown on Dage 12). Oftes such saving is forced by
goverment regulation or legislation and is contractusl. Both
penaidn funds and insurance companies have - substantial mms of
money at their dispoeal rhich they can invest in a. variety of
ways, obe of vhich could be to provide funds for the housing
market, through investment in securitized mortgages. "

Typea of Housing Pingnce Systom &

It has been established that to work effectively any houeilg
Tinance system has t0 raise money from those who do not intend
to borrow and be able to land it over extended periods of time.
There are just four routes by which this can be achieved, two of
which can be only partiaily successful and which do not make
£41l use of the intermediation process,

N

0
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The direct route, by which those who need funds to
acquire a hame obtain these directly from individuals
with surplus financial assets, either because of a
personal relationship or because of a business
relationship, for example, 2 vendor may supply funds
to a purchaser. Typically, older people will lend
money to their children to ensble ther to purchase
homes .

The direct ioute is one which is used in less
advanced economies by those who are not able to use
established financial mechanisms,

A contractusl route by shich rart, but not all, of
the funds which a home buyer requires are raised from
the savings of other poténtial home buyers, or from
other coniractual savings schamse. Formal
contractual systems exist in a mmber of comtries -
1.e. West Germany through special institutions, the

Bausparkassen and, in France through the housing
savings system, which can be operated by a large

pumber of financial institutions. The essence of any
contractual spsten is that regular savings are made
over & period of years and receive an interest rate
at below the market level, following which the
investor becomes entitled to a loen at an interest
rate below a market level.

Govermment bonuses are avallsble to those who take

-part in coutractusl savings schemes and, it is the

bonuses which make the schemes atiractive. These
scheames are best suited to those countries where
people do not purchase their 2irst houses imtil a
relatively late age. Fowewver it is used, the
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sontractual system can still not pmvidé more than a
proportioc of funds which a home buyer requirss. Tis
system, therefore, has tn be used in tandem with one
of the other systons.

The deposit financing ronte by which the short term
savings of individuals are channelled into long term
loans by intermmediaries, The deposit taking
institutions can be sub-divided inte commercial banks
- which offer the couplete range of banking
facilitieq, savings benks - which deal largely with
the personal sector and, building societies cor
savings and loan assoclations ~ which deal aimost
entirely with the personal sector and which generally

differ t;frc:ml savings banks by providing s savings:..

gervice rather than a money transmission service.

411 of these lnstitutions operate by raising deposits
and then lending these deposits in a variety of
ways. The important point is that the deposit taking
canee first and then the institution has to decide
whet to do with the funds. (This has been the system

prevsleat in South Africe eo far). Today, it may be

difficult to specificslly pinpoint the usage and
deposii of funqs, as the proceasses often overlap.

The mortgage benk route, by which institutions making
mortgage loans iuni ihese by bond issues, which are
parchased by inetitutiosal investors and, to a muwch -
lesser extent, by individuals. This type of housing
finsnce system can be described as the mortgage bank
system. Through this system an institution will make
loens to house buyers, and it will seek to fwr: these
loans by selling bonds on the capital markets ¢t the
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going market rate.  Almost by definition, such 2
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 Systam
can, of course ,' vKiTK efféctiv-ely only wher2 there is
‘an  active bond z;&iﬂcet in which private sectdr
instituytions can participate (this system is
nesically the participatior bond system in use for
cumnercial~type developnents in S.3).

The morigage bank syster does not entail the raising
of any retail deposits, and it follows that ‘the

institutions waich use this system do not have the

bragch n2vworks that the banks have.
/ |

Typically, bonds issued by mortgage banks are
purchased by financial intermediaries, such .as
insurance companies and pension funds, and also
bhanks. Indeed, in some countries, for oxanple
Sweden, fiméncial institutions are required to
purchase a certain quantity of mortgzage bomis. It is
aldy possible that bonds will be parchased directly
by individual investors.

TYPES OF FIiv X STSTERS

(See cverleat)
rr“"=h-.u
Sunk Rownp Moaradiry
e e e
Canroruat . ]
l Bae _ pomeseminy
Tt iy S ']"‘%,4]— i
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g Cnar
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Dicets hote i
Hpee 1.1

Source: M. Boleat, 1888,
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There is a refinement of this system, one which nagzef?
rapidly developed in the United States. A rew
institution, {not shown on Figure 1.1) hasiappeared |
onthe scene. That institution in the United States

is callad a mortgage bank, which is an inappropriate
angte, as the institution is not a hank in any ¥oge

of the word. An American mortgage bank makes a.nd
services loans, but immediately sells them to an
institutional  investor i, having previously insured
them or obtained a ébbermmt guarantee, This ;-
refinavent cap be regarded merely as one variation of
the mort:gage- bank route, except that the bank itself
chazes a mere servicing organisation, selling losns

to investors rather than valsing funds from
investors. Alternatively, it can be regarded as a
very sophisticaced direst route between investors and
house lmyers. the improvement on the simple direct
routs . being that the investor has a marketable
gsecurity which he is sble to sell at any time. This
process is called morigage trading and has a pre--
quisite mortgage securitimation and a secondary
warkst in mortgages. ‘This study deels with the
latter type of Tostitytions and Marketis,
mvestignl\in; their a,pplicabﬂity on the S.A. fin-
ancial scene.

Typee of Haxing Pinance stitutions 10 )
¥ith reierence to Tabie 7, there are flve basic types of housing
finance institutions, two of which are gemeral fimancial
institutions which meie house purchase loans, the other three of
which are specialist. In & number of countries, one or perhape
two types of institutione predominste, the United Kingdom being
a good example. In other countries, such as the USA and West’
Germany, most of the types of institutions exist. It should
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Private Institutional Non Lending Periods |Government Source Operating Becm-i ty
Housing Fimance *§ Profit * Years  iGuavantee i. of Funds y - 4

Duilding Socicties No O |75% - 95% 10-25 | Mo Vepostts a% Property and person;
Savings and 1oan Association(S&L)| No 75% -- 10 - 15 Yes  |Deposits * |1% - 5% |property and pereon

- i+ - ) \._ i ) . -
Mortgage Banks Ko 8% - 100% | 10 - 30 Yea Bearer ‘bords 0, 5%
Savings Bunks N o[58 3-15 | N  |Deposits i% - 3%
Corporations: . : o X
. Banks No 75% | Vartable No varions
. Insurance Companies Yo | 75% -3 Yariahie Ho Yarious®

Pension Funds: No 75% Varigshle - ) No . arious : Property
Non-Institutionzl Housing Finance z ﬂ ‘i = :
» Ss.ings and (redit Unions Yes 0% 5-15 s {liamhera Minimal |Property and perdon

Stockfels ) . . _ R :
. Housing Oo-ops Yes 60% ] 58-15 I i‘a&hbel’ﬁ contractiMinimal [Property and person
- Traditionral =nd Infoimal Self help Type schemesy Barter . tclmbera G .
Public Housing Finance origin of i) Tax and ii) loca! iii) Grants . o
. Funds: Revenue Canlital and loans

. Moxloe (s from abroad
Publicly Financed Housing Financed by Dublic Sector; lst out and sold off (e.g. Soweto)
Subsidies, Incentives and Subsidies sre the opposite of taxes. Dublic outlay to reduce
Disencentives the price of a dwelling. R . ,
Inturnational. Punds Private funds, aid, soff loens ~ low rates of interest - éttended
_ pay-back period.
_ . .

Public Bilateral and Multi- Indirect support by Govermment or (ffshore Utility Companies.

lateral Punds _
Yable 7 Source: Penny P. 1986.
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a4lso be ncted that in many coontries there are substantial
Zovernment agencies in the housing finance market, New Zealand
and Ndrmy being good e;mnples. However, a goverimeni owued
institution ‘s merely a type of institution sad does not make
the institution itself any different. Typi:cally, the govermant
institutions are mortgage hanks.

There is 2 perception of high risk in lendirg to low incune
groupell which results in most financial institutions targeting
the upper and middle income groups when providing wortgage
finance., Unless some conto.ament of this perceived risk is
achieved it woula seem unlikely that fisancial institutious
would sig”riifichntly penetrate the iow income market. - It is
possible that a mor tgage market, even without goverment
gurantees, will contain and spresd this risk. Providing
returns are commensurate with the level of frisk, institutions
chould e wifling to trade in these securities. In addition, it
is probable that this will result in an expansion of the
financial base available tor hous:ng with significant mul tiplier

"eﬁecta .

A mjor oﬁjéctivn o a mortgage market is to raise momey for
sociaily desirable but risky property develc:pne'm In the v.S.
’Gide' for example, represent pools of mortgsges. A
sq’ﬁmnt 32:-1'3:1 mortgsage aseociation grarantees payment of the
m.piul and interest of these securitiss, making them safe and
attractive financing. This results in fhe generation of an

intlow of Nunds.

The 1;.S. bas the oldest, best established, biggest and most

. sophisticated mortgage markets in the world, =o, for better

understanding of tae working of the secondary merkets, and the
factors whichh made them necessary wud desirabie it is useful to
stidy these markets iu detail. (See: Appendis 24 and 2B).
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The first stage of the mnalysis deals with the factors in the
U.8. economy, which were similar to S.A'S cvrrent situstion, and
really prampted the development of sermdary mor tgage markets
arcd aame loan securitization. -

The "New" Financial Enviroomat of the United Stavesi? .

Factors leading o deveilopment of the fina.'ac:‘.ai‘ markets:

Volatile Inflation:

TO

bl

4l

illustrate cause and effect, consider the impact of the

charged annual inflation rate from the o 3% of 1950~-1965 and
the avorage 7% of 1965~-1973, to fho 9 to 10% of 1974-1981 with =2
widened variability spread of 6 to 16% per year.!?  These

higher, more wolatile \ﬂtas? of infiation required the lifting of

interest rate ceiling reguiations that prevailed in banking and
mortgage markets; it also led to major chenge in nationai

mnetary nplioy which had . failed to hold down inflation, and

this shift to oontrol vis quantitative limits on' the money-
supply further incresssd interest rate volatility. (4 sx*mtion :
all to famillar in the South Africau fi. m.ncial envirommenti).

L3

-_ Volatility in the Securities Markets:

Interest rates rose roughly to parallel j:rice rises as Ilepders
required a stable “"real” return cu loans. This had four mjor

14

Ao

' finwocial impacts - two unfavourable and tm offsetting:

Holders of outstanding fixed interest boods -

experienced large capitzl losses, wheress iesusrs of
sucit debt had to lock thewselves into hiatorically
‘high mg-tam rates to ra.ise Tresh funds.

Both borrowers and lenders at long tem thus
experienced ‘incressed risk sand uncertainty in this
tinancial markst. "

%

-



Indeed, there was talk of the impending demise of
. the bond mariet.

. - Although it was not surprising that lenders were hurt

by inflation, equities too turned out to be a poor~

inflation hedge from 1965 to 1880.13  Indeed/ new
bonds could be iesued so long as they carried thi
higher interest rates; new stock was difficul
issue and “real" stock prices fell even as con"sf
prices were rising. ‘The prokable cause of
decline in equity prices was the lower realized
expected 'real returm on investment for .S,
'cfmpanies. L '

_ It turns out that during an wanticipated, rapid, and

 errstic period of inflation, business is unable” to -
adjust 1ta prices to it.s costs fast cuough to avoid .

~ profit erosion. Thus ggm given stable prlcef earnlng
(P/E) ratio, etock prloaa lag, ard the yleld
-cagpetition” in the ca.pitu mariet which requires
dividends yizlds to rise (though absolute dividends

-lag) requires that ¢tock prices 'fall'. And in -

" addition, P/E ratios fall as unpredictable inflation
increnses business risk. DPut ss business leams to
adjuwmt to prices more rapidly, and as the mflation

‘stabilizes ever, at higher rates, stock prices can

revive. Indwed there was a revival of sorts in

equity prices in the; 0.8, 1a .the first half of
©1960.i% But for mph '6f the pefiod 1965-1560, totil

“ poturns tncm squities inchuled little or uo capital

gum*s dividend yilelds roee to parallel ‘bond interest.

“rates, with capitc.l losmes to thqm who hnd to
liquidateshares

[
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Intreased Financial and Business Risk:

Tn addition to the obvious increase in risk implied by the
performance of the bond and stock markets as they adjusted to
new higher average rates of inflation, there 1is the
gdditional risk of fluctuations of returns even as average

_expected rates become stable. Investors in the capital markets

uow require bigher returns for tem investment because tingnceial
risk of security price vofatility has increased, Financial
risks to issuers and users’ of funds have also risen. This is
the result of the rise ui‘business riek during inflationary
periods ¢ d\‘{vmg o incressed swings in sales and costs) and the
rise in Fluedial visk implied in’ rigsing debi~equity ratios,
rising rati \\of shor.r-tem w long-term debt, and especially
the fall in the earnings mﬂ\um ratios that are typical of

.“‘\

From f:Ll}.ing the: role of farilitating agent in the innovation
process, techmology asuuied & more centrsl role. By making the
securities markets 9o eﬂmiant in bandling transactions and in
pmssing and dissemisating information, technology shifted the
belance of fimcia.ll; leadership away from .the financial
institution to the financial mariket - from finagéial inter-
medistion o trading in eecurities and contingent claims to
these secirities.  And the  development of new financial
ingtrments - especially tradeable instruments - incressed at
aneven Jagter pace. 'Npica]. of this current wave were
inventions ot custan-made * but trada.bla stocks, bonds, ot

nowvel mpnchgmg of old aeruritiee, sweps, and the iike. \.\.

These continuins develomauis. ) despite_ the subsidence of
inflation, assure continuing chenge. Beeldes, the process is
not reversible; cnce learned and installed, new techniques and
procedures and mkats are not discarded, although they will be
sub.jectad to varying use depending on customers' needs.

0



1. 'Te riso of the financial mriets
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Although the peece of change in the finsncial enviromment seeme:d

a5 breathtaking in the mid-1380s as it was in the 1970s, the
triggering factors were no longer the same, and the nature of the
changes 1in finsncial iastrunents, markets, and ianstitutions
currently in proceas were quite different.

Toe driving forces today are tochoology and 1otermationmlization

where the rate of change is even faster than in the 1970s, whero~
85 both inflation and ldereguiation have lost their propulsive

force in the financial world. As a consequence the key changes

are:

Y\ &, The incressed direct particijation of the fund

- ralger (o.§., the corporute borr*».ar) in the
B ﬁmnc'utl mrkai"plu 2.
b. The simultknenus decline bik- the banking system
88 the pass through for funds ‘from depositor -
to final user, and the anks' rise as a
bercier of tunds for a fee.

c:  The kpywm'd to describe this process 'is’
“mitdapﬁm‘ Business increasingly raise\$
fonds vis issws of commercial paper, floating
rate notes, snd boads rather than via negot-  °
isted benk lwins. And changes over time are
arranged by "swpw* directly with  other
borrowers rather than ‘hy re-negotiation of
bank losns.
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Increasad financial mariet volatility.

Much of the urge for borrowers to finance directly
and of lenders to awoid the comitments of inter-
niiéﬁiate finance stems from the unrelenting high level
and volatility of financial risks.

a. Security mrkét- prices are more volatile and
play a more important role than previously;
 thus interest rate risk is high. And credit
risks are naturally high in new, deregulated,
impersonal financlal markets.

b. ‘The prototype financial "instrument" for this

' new world is the “omap" - an exchange of cash .
flows (typically of fixed and variable rate
stresms) between borrowers 1o adjast to their
evolving needs and fears.

Y

Volatility of interest rates (and security prices) is .
, 25 gleat as ever although the lewel of rates has

\\'\ dropped in the wake of dis-inflation. .As. %
consequence, the use of new tinancially flexible

inatruments cortinues to soar, especially that for

opﬁ_pns, financial futures, and a varjety of

innovative "flosting" or hedging clavses in bond.

. Indentures or contracts.

o the other hand, ccwmodity futures market trading

is inhibited by the low, stable rate of commodity
- pride inflation, wherons the fimancixl futures market
Cwontisves to expend.
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3. Technological advances:

a. ‘te instantaneous or real time repor{ing bf
transactions and their transmission provide
both information znd rapld price flexibility
in a\‘ll financial marketplaces.

b. Arbitrage activili:;:é_a keep prices in all re-
lated markets moving in close correspondence
{e.g. stock prices and option prices) thus
providing for risk transfer aperations at low
cost., '

HO¥ BROKVRN , DEALERS AND OONDUXTS WOBK IN THE U.9*

Buyers amd sellers of mortgages face several difliculties, and
the matching of participants in the secondary markets can help
them solve thoee difficulties.

Buyers are concerned with getting the lowesti price, as well as
heins concerned with legalities, risk, documentation, and under-

- writing Sellers are concerned with getting the highest price,

whether the lcans can be sold quickly without loss of value, and
the cost of brokerageé. Brokers, 'deslers, and conduits all
attanpt to solve the problans of burers and gellers. They do =0, .
however, in diﬂereut wmys.

E : ) =

* Note that thrifts are not fowd in S.A. and the following

diagrams are for illustrative purposea on the U.S. system only.
Tey are, however, uwdeful to explain <the wmechanics of
securitization. ”

W
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The Roie Of Secondary Markets
In Financing New Mortgage Originations
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In.éiitutional .Mismatch

Correcting Institutional Mismaich
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The Broker Punction
Mortgage brokers function iike stockbrokers:

They bring buyers and sellé" "\‘ together, but they do npet purchase
or sell the sepurities for &ymselves. Morigage binkers formed
the original secondary mortgage market:, facilitating irgies
between lenders in markets with excess demand and buyers in
markets with oxcess funds (or hetween lenders and capital market
investors; . “

Mortgage brokerage was once a very active business. 'ﬂhe basie
ool of the trede was the telephone, which crossed locar as well .
-as regional boundaries cheaply and efficiently, ?brtgage
brokerage began to wither in the 1950s and 1960s, but the recent
rebirth of the private mortgage insurance indusg)%ry has revived
it. Mortgage insvrance representatives deal with many financial
ingtitutions and are in an idesl pozition to identify potential
buyers and sellers.

The Dealer Punction

Dealers purchase qecurities and hold them m laventory until
buyers are found. The lepgth of time they actually om an
ingtrument varies widely, depending on the type of instrument
aud its marketebility. .Dealers face greater risks than brokers
hecause the value of the security may change while in inventory,
g#nd the carrying cosis may be different from the yield on the
gecurity.

Fannie Mae (Federal Natioonl Morigage Assoclation) wus
_ established in the U.§. to create & dealer murket, partly to
“addresz. the problems inheremt in brokerage. Famnie Mae Cealer

activity reduced yield differentials between local lending

markets for loans insured by the Federal Housing Administration

TN
I L
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(FHA} and guaranteed by the Veterans Administration (VA) during
the 19;9- 19508, and 1960s.: The FHA insurance and VA guarantee

pva fneeded uniformity ‘hrough federally  insured

undertiting, unifomm documontation, and solutions to the legal
problans of trading across municipsl, state, and regiomal
jl&isdictions. The market for conventional mrtgage Irans was
lett to the mortgage brokerage industiry un 11 the 197Cs, when
Freddie Mac (FEMC) was created to develop a £ae::om:na.rzr matket for
conventional morigages and wsall Street invesiment houses
astablished dealer departments with substantial eitpertise in the
purchase and sale of morrages. ' )

he Conduit Pumction

(e wmortgage condult role developed from the dealer o
rtgage loans were sunetimeo dgifficult to seil and the mrkets
were relatively th..,n the sale of securitles b&ched by morigages
cepanded the m_.rhe‘.s. Coixiuils standardize morigage investments
in a variety of ways, and staod behind the security in the eveat

of a loan default. This standardization greatly enha.ncea the .

tability of the fu.nnl sacurity.

For .severul reasons the comduit’'s role ‘is more efficient than

the broker's or dealer's in many cffcumstances.  Fifst,’

investors’ nea:!s can be satisfisd inexpensively by mnodifying the
cashh flows gmemted by mortgage peols. Second, the purchase of

whcle mortgmge loans can entail expensive local underwritisg .7

charges, legal fees, and accownting snd other coste, all of
shich a comiuit mey be able'ito ranage more c};euply thap ‘an
investor can. Third, active markets for tza.dins mrbgase-hachad
securities devempec‘ and operate. 'more afﬂcientlv than did the
markets for trading whole ;oms,_ reflecting the relative

Jhanogeneity of the securities. s

il
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long-term insurers; 4n the long-teminsurers’ case, however,
the maximum percentégé ‘ratios concerned apply to total assets
raquired to' cover an  insurer's liabilities. ' Short-term’
insurers are pemitted to iuvest in fixed property, company
shares, ":mortgage homis =nd specified other (minory asset
tategories atounts uwp to an aggregate pmpdrtion of 70 per cent
of their iiabilities. - Sub-maxima of 10 per cent, 40 per cent
and 25 per cent of their liabilities apply to their holdings of
fized property, company shares and mortgage bonds respetively.
Swort~-term  insurers have, thersfore, . ffectively been pemitted
to veduce their holdings of the fomer "prescribed" assets {¢ a
minimum of 30 per cent of thoip iiabilities, ( 'ﬂ} o

-t A
The net effects of- ';he changes are that therCiQre more funds
liquid today tha.n m are ‘izwe ever besn in the market before and
thus & potentisl foi m‘jb-axﬁn.ﬁsim of mortgage lending base in
South Africa. B

On the point of considerable short-term fluctuations in supply
of mortgage funds, it 13 evident frue the preceding anslysis
that not only does this problem exist, but it will be
considerably addressed by the intraduetion of aortgage
securitization, since in times of liguidity shortages any part
of the total mortgage lomn portfolio of the primery lending
iastitution (e.g. Building Scciety} can be iemporarily or
peraunently sold off to investors (Insurance companies, Pension
funds) etc. for cash that can then in turn be re-lent as
morigages ¢ further home loan advances, . »
. Maturally one of the primary csuses of funds flow fluctuations
within primery lending institutions is the interest rate, which
in South Africa is primarily controlled by the Reserve Bank in
its monetary policies of comtrol. It is beyond the scope of
this study to examiie mmpero-economic monetary policy, and it
suffices to say that it van be regarded as the primary
mecro-econanid’ control in the South African econamy.
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" Improved protitabllsty
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Smmary of the benefits of securitization dgi':iving 1"1'::- the
previous asalysis:

The effective use of scarce capital

Coostreined balance sheets

For wevery asset that a2 bank originates 3 it must hoid a
proportionate percentage of capital against it. ‘This systen,
although developed to protsct the public depositor, sonstrains
the raie at which a bank may grow, <Ompital is both scarcer and
more expensive than debt fundingz. However, some compensation is
available in **rms of the South African Banks Act. A bank may

‘raise A% of its capita.i requirament by long term debt funding in

the forme- saf debentures. A further problem is that for each’
deposit taken on- by a benk it must hold a proportionate per—
centage of "}muid assets". '

: Liquld rssets geue:n\e [ ueglisibie retum to 2 bank. 'Ihese
. capital assets and liquid aaaet requirements imposed on banks for

fepository protection make it very expensive for a hmk t.o gmw

regulations set out by the Bank of Intemtional Set'clenm* (BIS)
likely to Bp implemented by most countries lncluding Soutk
Africa, f further conetrain the potential for grgath and
;:vx:'ofi.ta.bﬁ.?fb of many hlmkiﬁg institutions.

.-';‘.;'

ne of the most evident bemefits of securitization is that it
allows & bank to increuse its alient base without cartying the
resulting assets oan balance &aeet. The bunk origisrting the
asses is generally appointed servicer ‘over the securitimtion
asset pocl - for which it is reimtursed a service fee, Some-
timee other fees, e.g. origination fees, are also mayable by

_borrowers to banks. ‘These fees memsured @ dnst an unchanged

Rl
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The t::amluj.t role began when Fannie Mas { 'FM) issued debt to
" fingace its mortgage inventory. When the sgency was converted
te & grivate compeny in 1968, it began gradually. to issue debt
to finance a permanent portfolic., The itaginning of ihe '1970s
saw the start of the Ginnié_: Mag (Goverrinenth Naticna.i Mortgage
Association) pass-through security program for FHA-insured and
‘Vi-guaranteed mortgages, and the creation of Preddie Mac (I‘PM’:)
to make a secondary market in conventional Toans.
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SHOURDARY mm}}i\mmxaa IN ;;0UTH AFRICA

After discussiqg))how the U.3. secondars, morigage markets Operate
it is necessary \o relate this information to the South African

" financial and ecdanomic sce'ne.

We have mid tha.ﬁl & secondary Home Mortgage Market proposal has
as an. objective the redmtmn of a nawher of:problems inherent Lo
hare loan svailabiltty. certain of the points to be addressed

are:

b

- AN

I ST &condary Mortgage mrkeis a.nd securitized mmtgage

bands tend to alleviate ahort tetm liguidity problans of
. the primary lending . Institutions, e.g. (Building
J Socleties and Comercial Banks) by providing the means
of selling off any part of a mortgage portfolic held by -
- thege Institutions intp the secondary merket for g:ﬂ:

. The additmml flexibility created through the secur-
itized mrtcamss' quidity, in iteelf is sn advantage
apd in additinn creates the. poaaibility far ration-
alization nnd expnnsion of financial services pr,pa&ntlyh
ntfered.. me of.. the most immedinte impncts would be in
“the. area ot Gradmted payment mortgage feasibi, lity

AG.P.M},

]

3

- The G.P.M. ur progressive annulty as it is slso known is
a mortgage tnstrmt ‘extengively uaéd in the U.S..
vherehy the man redemption rate is lmer thar the

 combined interast plus capital rad-:;ption factor iu i} |

initinl stages of the repayment neriod, ) |

Y
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REPAYHENT AHOUNT iﬂzﬁ?vm Yearl

&

The fa.te of r_edeqption of the cloan is progressively
increased “over the “life of the loan by either a

percentage rate or a fixed rate or some combination

thereof, with the result that the loan repayments are
greater than a fixed annuity would be towards the snd of
the redemptiocn period.

The tet result for a primary lending  institution, is

that for the first few Qears of a 20 year bond {approx-

tely B years\ it is . necessary to add to the’

re;nmemts frcm the borrower to repay 4 f£ixed aanuity to

: ttae Investors through the secondary market,

PAYMENT BY HOME OWNER |
PREARY NOATGASE ISSUER

-.ns_.f;_;;." 4

REPAYMER? SURPLUS
PAIG TG PRMARY LENOIR ..

STANDARD FXED ANMATY
- REPAYMENT DY PRMARY
oF mﬁmr DEAGT - . MSTITUTION TO INVESTURS

t!lhpﬁhb}pﬁﬂrﬁtm ™ A SECOMDARY MARKET
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. ment ‘of this topic is beyond the scppe of this

market..
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Figure 2 indicates that after a certain number of
years the repayment from the nome owner exceeds the
fixed annuity paid by the primary issuer (also
servicing the debt) to the Investor in the secondary

[&]

resold in the secondary market to be diversifisd in

regpect to mu.turr.ty dstes, so that the thE‘SS caasz
flow from the ‘older bonds is ussd t~:= 3gF off” the
deficit payments in respect ur, the newer bonds. Thus

.““,

the cash Ilow si the- Institution is matched in

L

regard w0, .!:Efim and outflows. A detailed tremt-

study, but its impact is important Efn considering .

the desirabllity of mortgage securitiziticn in South
Africa, sines G.P.M's have been seen by some(S) as

facilitators in lowering the eatry ievel for low- -

incame house borrowers and as such may be useful if

- this is & goal of the lending institutions.

"It is the !act that a aacuritimd mortgzge should be
eamily guleabla that resders the G.P.M. system of
rape.mt feagible, in thet any cash flow deficit

, IRy b mutely addressed by tqnmnruy salling

a portion of the securitimed mnrtzagu inte the
mllrlmt, which can then be rerpurchased wien them is
a cash surplus. The fact thet the ‘G.P.M. ‘s &
desirable iastrument in temms of. lowering the
entrance bDarrier for first time home buyers by
capitalizing on & high 1nilation mte furthey
enbances the desirability  of home mrtcas_e

securitizmtion.
d

As a result it is possible for the mortigage mckage ‘
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b. Another purely micro—ecqp&ie-— factor which hecomes
wident shen cossidering the effect of the entire
_ ” mgxtgad@ portfolio becaning a readily tradable
O 7" garies of instruments of a liquid nature is that of
"Invegtments and other assets” held by Building
Socivties and other primary lenders. {Appendi:& [
. III). :

From Appendix III,* it is evident that ine “advances
gecured by mortgages’ (R10 234,5 milllon) are the
‘greater majority of "total advances (R10 683,2
million).
p » * L . .
| However, there ‘is additional Tinvestment' in
. Goverment ~stock, Debentures and loan stock,
~ Ordinary and Prefersuce Shares etc. (See Appendix '
II1, pg.°25) totallizg an sggregate macket value of
R1695,0 million (appraximutely: 16,8% of "advances
« - secured by wortgages”). = Thess “Luvestmente” are
mainiy Liduid Amts ~+escribed by Reserve Bank
requirements of liqmm*r.y due to short tem
“flpctuations in deposits. L

L

We can sie that if the United Group could securitiz their
mortgage portfolio there would be @ case for the Reserve
Bank to redice roquirements for the holding of liquid
assots to address short-term fluctuations in funds avail~
‘ability. ‘The total funds presently held by the United
Group (and oatarally other bullding societies in a

. * 'The Inited Bnnk/mildins Ebciety group was choeen in
this analysis bacs.use its financial structure is fairly
typical of the Institulions whose primary function 1s in-
bome louns. in addition the U.B.S. Growp issued
seciritized mortgage tanksecurities for 150 million in
early 1980 and as such were the first to do 80 in 8.A.

]
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responses. v

similar manner) m liquid assets may he partla,uv
mvested in further Wirtgage secured advances, increas-
ing the Total "advances secured. by morigages" au the
halancn sheet by up to 16,1 per- cent.
{
Thie aspect deserves closer attention au this point)’
before wd conclude how secondary morigage ‘kety will
serve to address the issue of primary tender liquidity.

&
Stability and availability of fumds for housing in

Primery lending Institutions: 17 >

In the following section it is shown that housing finance
wvailability ae well as its demand by households is
extramely cyclical, it therefore follows that if mortgages

. were gecuritized and, tradable, the pr:lmary isguers (mainly

banks and by ‘ding socleties as shown in Figure 5, Page 47)
would be in a far better ‘posttion to match their assets
(morigage bonds granted) with their 1iabilities (depoeits
made byaindividmla, other: institutions etc). The m*i.mry
iesuers would be able to sall off & part of their mortgags
assets to investors such as pemidn funds and - {asurence
companies in timés of » liquidi ty crunch {e.g. late 1981

and late 1985, In Fisura 4, Pege 45). The growth in WB"

granted would them be jess emt;fl_:.c and sulject to cyclical
depogits with primsry issuers. As related by my question-
neire resuits in the final Chapier, this supposition way

 contirmed by several senior personnei of Stmdard fank,

First fmtional Bank and United Building Society 'in thei:\|

al ’

A
W

'ma o prim.r} avpects which canprise the availabiuty of
ﬁunda for housing loane are: '

X ’
\‘.-[ .
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i. The short temm stability of funds inflow into the
primary institutions, e.g. Building Societies and
* Banks (fdeplcted*’“by the short-term fluctuations in
Figure 3).
1. The sufficiency of “’ ‘in the longer term (de-
' picted by the 1ong-ta?§j*:_ irand lines in Figure 3).
5-.13:1m 3 : The Stability and Availability of Housing Fiusnce
Increas” ' pag : Decreasing loag
- . ‘
 term avi.  oility  tenn availability
| .- Short-tarm
- Short-tem X : R Tunds flow

Tine o | Time

(Source 17) g L

i.

o

a

Historically, as seen fram Figwe 4 overieaf, - the
ﬁj:ort-tem inflow and outflow of funds intd mottgage-laan
fosuing institutions has been a great source of instability
due ko its cyglical nature.: !

For example, in 1984 the "influyx of funds" swiden decline
stunter! the ovi\ ") growth of mortgage loans granted, and
soon causer] the number of granted loans to decline sharply.
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B Millicos

Of late, mortgage loans paid out by building societies declined
to B1,9 biilion in the first guarter of 1989 from R2,3 billion in
the fourth quarter of 1988. The quarterly increase in building
societies' holdings of mortgage loans in the first quarter of
1989 (amounting io RU,2 biilion, after adjusment for the effect
of a building society's merger with a banking institution in
February) showed almost no change from the increase recorded in
the preceding three months. In contrast, the rise in beniing
institutions' holdings of 'mor"tgage loans (after similar -
adjisment) ghrank further to Rl,1 biilion in the first quarter
of 1989 fram R1,3 billion in the fourth quarter of 1988. The
value of real estate transactions contracted giightly from B5,0
billion in the fourth quarter of 1088 to R4,8 billion in the
first quarter of 1989.(20)

¥ =

Pigure 4 : S.A. Building Societies : Funds Infiow N
and New Loans Granteci REe _ TN
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Sourze of Data: "S.A. Ressrve Bank, Pretoria.




However, as may be seen from Figxire 5 overleaf, the real
(inflation - ljusted) figures relating to all housing Iinance
sourges are static, This may be simply calculated by discounting
the 1988 figures by the current inflation rate (currently 16,E%)
resulting ia a 1387 eguivalent Cfigure lotal of finance
availability of R43 451 million representing a mere &,58%
increase over 1987 figures.

MNew limitations on the holdings of insurers, pension funds and
friendly societies of investment assefs in various categories’
were laid dosn by the Minister of Finance, in legigslation that
became effective on 5 May 1988, to take the place of the former
_presmrihed investment requirements. In terms of these new
limitations, pension funds and friendly societiea are allowed to
invest in fixed pi'Qperty, canpany shares, moritgage bonds and
certain other asset categories of minor importance, amounts up o
 an aggregate proportion of 80 per cent of their total assets
‘holdings. Sub~maxime of 30 per cent, 65 per cent and 25 per cent
of t.heir total assets apply, howevar, to their holdings of fixed
property, campany shares and mortgage bonds and certain other
a88et categories of minor importance. investments ‘of up to 100
per coent of total assets may_be made in the previously
"prescribed” assets (i.e. in money on hand; deﬁoaita with banks
and. building socisties, bllils, bonds and artoéks iseued by, and
loans: to or guaranteed by, centrsl, prwim;a!. and  local
government, certain public utilities and é“e\vtaxd' public
vorporations; debt issues of other approved mstitutions
and"approved” institutions. and individmlly “approved” debt
issues). In practice, the new limitations mean that pension
funds and friendly societies bave been allowed to reduce their
holdings of the famar ’!preacribed' assets to a minimm of 10
per cent of their total assets.(<0)
The same perceatage restrictions as for peusion :Emis and
friendly societies were imposexi on the portiolio cmpositions of
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Pigwre 5 : Howsing Pinance Sources : 1960 to 1988

R Hlliions (N{.\"" mﬂatmn adjmteﬂ}

£ S Y S o —— . . e e e

Institutions

— e e+ 3 e

i. Building societies

As at 3t Decenher

""'1'930,1931 1982 1963 1084 1985 1988 1967 1988

A pp—_k  a Ee o an

95941}.08512124148331670618895221922611629581

‘2. Participating bond Schanes' 200 196 183 225 268 297 42 283 2?7|

3. Banksl)

4. land Bank?

5. Private penston funds2

6. Insurerg?

7. FPFinance companies

8. Public enterprises

9. tocal authorities? :

. Directly in housing
Loans

10. Mational Housing Fund?

11. SA Housing Trust Ltd

12. Trust ccnpenies

Total:

1, Fxcluding the land Bank.

P . . i .« 1796 1913 4 386 10 389
| 8 10 119 138 221 202 201 204 310
[ 26 26 28 o 2 28 24 22
| 32 34 43 94 & 52 58 a8
{ 82 54 50 26 7 4 7 7}
| 1434 1697 1861 2145 2213 3497 3 714 4 800 4 835]
I
I
|
|
l

B & 8

I

13501__602 26@6 12 2217 2452 2 744 2 819 3 087]
€08 690 787 7619 1055 1172 1495 1777 1 835}
30 3% 40 45 17 57 65 . 83 ac|
- - - - - . - 30 130!

3 23 4 5 7 11 7 i1 13{

_]34501'354917285205522283028522mmm'fﬂﬁﬁﬂm

nly the nine major morigage financing tnnks.

2. Honsing component estimated at o nomioal 10% of total morigages.
3. Funds obtain from the National Housing Fund, (tmnmity Development Fund md a neglible

ammmt of own funds.

4. Only direct lending to homeowners as at¥ 31 March of the following year.

Source: S.A. Reserve Bank (1989). SR
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or reduced balance sheet mean a higher return on capital and

return: o6 asseis for a beak. A, further benefit is that the
service fee i3 not susceptible to the same fluctuations inherent
in an interest rate dependent activity like traditionn! banking.

“Thus the réturn of the bhauk is more stable and certain,

Mihﬁlity managanent

Ancrther feature of sec.xrittsation ig itz lo-huilt asset-liability
!y'.d interest rate mansgamer-. fMany banks are faced withd the

im;b)an of funding long term lending with short term borrowlngs.
" This leads to “arious mismatches, both of duration and interest

pammus.____: . There are also further i'isks associateé__-._ with the
eonﬁinwa".b reftnancing of a long ters book, e.g., ioverse yield
CurEs and shortages of cheap immeliate futids. The Governor of

_ the Resorve Bank, Dr Curis St sfm; , recently stated his concern

nver the apparent use of short-term borrowings beanks to fund
hane loans. Furt.;e*mre, banks may offen mnd vs,ri ible - rate
assets with fixed rate’ borrowings or vice versa. m« problem of

o tmdihg tong term fixed rate debt (nsmely mOTtgages, ﬂtﬁ short
temt variuble rate borrowings has caused ther vtrf:m.l collapes

the USA Thrift ﬁustry (208

¥hen a pool of assets is securitised the negotiable instruments
are structured in such a manner as to match the characteristics
of the pool. 'his does not necessarily mean that the investor
receives s cash flow identicsl to that raid by the burrowers. The
cash flow of all ‘ae instruments isaued taken as a #hole are
structured to matoh the collatersl . i.e., the average duration
and interest -haracteristics of the instruments Iissued and the
collateral are the same, l.e., perfect or “near’ perfect
aseet-1iabiliLy ranagement! } '

[ ) N

i
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Mul ti~class instamts fzm % ..-aple collateral cash flow

" W
Initially most sect ':1.1'.' RE .'I.'a‘.'.’};i insies will only offer a negotiable
instrument with chargaterisiiue vihilar to the collateral. With
time gnd greater sophist s wv—'« .h 1% will become posszible {0 have a
multi-class issue, "cmpms.tng instruments with different
durations and ecash flgw characteristics designred 1o meet the
diverse needs of various investors, fram 2 simple collateral casn
flow. The inability to issue multi-class instruments from the
start is nol gencrally dde to an insbility on the part of the
msu::r but rather due to the conservative nature of most
investors. || The range of potential characteristics are almost
limitless ~ from slow to fast paying, zero coupon to interest
only nstrumeats. '

Segregation of fumctions in the lending procees

' Traditionnlly; & bank will originate, service, manuge and fund its

omi financiazl asxets. Due to economiee of scale associated with
performing all of thoee functions, large local monopolistic banks
have r‘aveloped Wihin theae structures it becores Olfficult to
detemiine a bank's efﬁci.ency in performming any single function.
By meens of securitigation the traditiomal functions mentioned
above can nll be carried on by separate entities. Entities can
s specialise on certain functions to which they are best
suited. Furthermore, with a reduced need for size, for its om
saks the entry barriers for competition are reduced leading to a
more zfficient market. DBenks will thus be able to determine
whera they bave a campetitive advantsge and concentrate on that
function without the neceseary loss oOf market share or
profitability.

Hedired intersmodiation coats

The capital asset and liguid asset requiraments imposed on benks
mern that it must place an additional buffer (murgin) between

AT
i



lender and borrower. This separation of ultimate borrower from
ultimate lender means that borrowers pey high iaterest rates
while lenders receive relatively low returss. Securitisation
leads to the disintemediation of banking institutions and the
ultimate reduction in borrowing costs without a conecamitant
reduction in returns to lenders. In fact due to the quality of
agsets often securitised and more particularly due to credit
snhancement lenders will often receive an investment at an sbove
average return. fanks at the same time benefit fram originating
ad servicing the colliateral leading to i.ricmsed profitgbility
due to a higher return on assets ami capital.

Liquidity in fondiog and in the fiowncinl merket

By creating a negotiable hinding instrument, securitisation adds
liquidity to the funding of finanéial assets and to the fivancial
markets in general.. This liquidity reduced the -risk to the
investor such that borrowings may be raised more cheaply and
easily. Ultimetely iu the long.run both the lerder and the
borrower bet%ﬂfit. 'E"l.u'thermre,' the market - tenefits from an
incresse ih diverse - instruments orferins good queliﬁ:y and
attractive réturns.,

[

. R -

A1 important sdvantage of sscuritisation overseas is that it
allows & lower cated entity to ralse finance at & higher rating
and thus at a lower cost., This is achieved because the risk of
the collateral is itotally separated from the risk of the
originator.  The risk in the collateral 1s then clearly
del soated and credit enhancement provided such that it bas the
higbest poesible rating. This feature of differentisted
borrowing costs in relaticn to credit rating is not s formal in
South Africs. However, with markets becoming more global it is
foesible thet structured rating of caupanies will take place in
South Africa. Even without rating it may be cheaper to finance z
securitiged asset pool off balance sheet thay ou balance sheet.
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IiI. Te second nmajor aspect of secondary morigage market

ramiﬁca.tions is that of channelling funds from Pension,

Funds axl Insurance Companies into housing ’chrough primary
iasvers, conduits or mortgage bankars. -

u At tiis point it :s useful tc examine the views of another

= major participant in the morigage market in South Africa at

- presont naﬁely the Dbanking sector. P.A. Lamont
stated: (19 - '

"A possibility exists that other participants in

T | the financial sector, ummely the Insurance

oo Companies misbt decide to enter the Home
7 " . Mortgage market, however, due to the sigaiiicant
barriers to entry that _exis‘.,-\ it soenz unlikely
in the short-tem unless » major amalgemation O
~ ware to veouwr', "

\\llt is my conjecture for this stuly, that. e sdcondary
morigage market provides the mechanism for  investment ' in
home mortgages by the fastest growlog sector of the
_financial commucity, namely Insuranoe cavpanies and Penstion
‘Punds. At the end of 1988, the assets controlled by the
8.A. Insurance Industry rose to RBS3,255 Billiom, mwhly
two thirds of the couniry's G.N.P. Needless to say that &
mechanigm to utilize even a ammil percentage of thous mnds
for housing finance 1s hishly duinble. for socio-
political ressons at lesst, '

Al

¢ *The rerm "billion” 1ig the American ove, i.s. 109
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The Bffects of Disintersiadistion:

Financial institutions act as intermediaries between savers
(1nve SEOPS) ‘and borrowers, fiunnelling the savings or surplus
funds of individuals into mortgages or other foms of
crs:!if. The ability of financial wnslitutions to maintain or
increase their level of investmen! - "»;;anqz_'s directly upon the

 flow of savimgs or surplus funds niw. hese institutions,

e process of individuals placing thei: funds with banks,

‘E‘I

Ty

building sociebies and other savings institutions for re~-
investment by these institutions is termed “intermediation”.
Thus, the greater the intermediz®, im, the more fumds there
are wailablp for mortgages and similar invesﬁnents.
!bwver, whes' individmls decide not to plme thetr funds
with these financie) institutions, but invest thgn directly, _
the opposite . .pracess known as "disintermediation” -ocours,

Msintermadintion Is associated with reel est}te recessions
“and more specifically involves a net ‘outflow or funds from
Panks, Bullding Societjes etc. In a:mtb Africa thie
y:enm has been quite prevalent recently, as shown by the
April - aﬁ m\ﬂ of 'Wortgage advances” as R22,884 Million
min.@t the lhmh '89 Pigure of R29,804 Milliom. - Note “also
thig is the first such decresse gioce 1962.2%0  gowe historic
dnta in ttlis regard is shown in (,Flg'ure '8 Qi‘ﬂ '

%

\-!1

Interviews with Reserve Bank omcis.m.am have confirmed that
such decreases in "mortgage advme";’im due meinly to die-

inteMmadiation fm i ldi.na Societies 1into Penusgion and
tProvident Funds as well as long temm insurers. Dr. Charles,

2,
Martin, Chief saénamt 2t B.I.F.8.4. sm:es 22

““an pmyazé' of tinancial ingtitutions who handle savirgs

funds ir’ South Africa showed that (these funds) are
j.ncremj,nsly being concentrated in th& hands: o£ iong tem
10811}'61‘3 and private pension funds, This concentration of

N
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savings funds occurred inter alia at the expense of building
societies, who have traditionally been the largest private
sector providers of housing finance in South Afvica, and these
funds are mainly not utilized again specifically for the

financing of housing and infrastructure”.

Increase in meorigage haklings

1ops  MLmEons
3 Sanks
= Suiding soclaties

&

Figwe 6 |
Source: HReserve Bank, Fretoria {1988).

i

Some of the primary reasons for this shift in
preferences, are: {(5) and (17)].

&

savings



" {e) Pension funds themselves are untaxed and Life

(a) Insti cutional {fumds and assurers) savings are con-
tryeturl in that they lock invastors into & monthly

sa.vings comuitment, whue the banking sector v

usua.}.ly only berefits from discretionary savings,

* that households don't wmnt to spend, after bond

/ repayments and other contractusi aavings payments
: / are made. \'

yb) Scme pension wfund payments are tax deductable from
" sn individusl investor's point of vie: and thus are
far r:pe desirable. o

N Inamrgrs are ﬁa_l_atively" low tax peyers, so tbat they
can, therefore, offer fuster investment growth.

47
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Figures 7 and 8 overlesf, show the quantitative extent of
Pension Fund and long~term Insurers ssseia, By the end of

. 1688, the combuned asmets invested of pension A provident

funds were over R110 Billion. If just 10% of those funds were
invested in mecuritised mortgsges, at ar average house pt“""-!

of @000, 1t would allow the construction of 440 Q00 houses!

EA A=)

Mr. D. Wharton-Hood, (Life Offices ZAssociation Chairmen)

estimates that by December 1990 these assets amount to nearly

R200 Billion (10% of funds at R25 O0C per house wouid aliow

the coustruction o 200 000 new houses).

A somdury dortgage merket wonld zilow those iavestiors
(amoogst others) to purchase packages of liome mortgages from
theprimary issuvers (Buildins Societies and Cxmercisi Banks)
without the dssocisted administration and collection costs
thus exprading the mortgage fund base and poesibly reducing
the itterest rate payable by hume purchasers in respect of
their loan. :

Y



’;;,. ';.Ir

‘in 1988, of k3K,

- B7 =

¥We can see frore Figure 7 (overleaf thai by the fourth quarter
.ilion, only R222 Million was invested in
mortgages; this i.s{a;ound 0,5% of assets of pension funds.

In the case of iife assurers (Figure 8) this figure (s less
than 0,3%. '

In countrzes where securitisation of mortgages has ot.curred

- guccessfully, this ficlre has often risan to 10-15%. We can

thus see the enormous potential expansion of mortgage boud
holdings by iife assurers and Pensibn Punds.

I

=y,

W ti‘*!\:

N



i . | . w . (e
J Te 7 : Peasion and Provident Pund Aseets |

e
A

(% Millions) \

il

)

DL
L : i

by .
Pris thm Ar 8 Tva K DRIV fyrnelt « Atytrg

o, IMmmmrmmqu' : Lurmwpe/.ar fonow
I , _ -
" e | b _ A i
\dwnuu L] Gwons [ Viue | Anter tonmy amy
\ icsain wee’ | vebens | st | oae [ oromm ke | sent | st
. . W-T Ugrigage ts: Owar Swoe O Towt Funog
Lot s [N A Epabeny e orun
WOy e’ | ! \ -~ i
o 1 3 ! : ey’
an WA | OB | ENN ] 20 | N0 | o | oun | gne
851 191 w0| s 821 i 20t | 10y
a9 24 2, 355 g | g MHE{ 13w | oty
997 1043 FILS B 1T W e sy | oam
son Iw 5% 94 w2 v Wy md o
110 Asi8 24 B 0] zvs i Mo Z3ams ) Imae .
1223 _ 4984 e m B 252 e | 2rsa) | oeneg
5009 9080 m o B0 zem b s | nas Tl seen
1118 | w0t m -0 M} 351 638 ] s ! 9peg
H " 1
Ligf | 1 'zrr' 041 W0 2M06] nrfawzi oson
1482 : l so12 m L1 adE 1wy 75 3 {isags
1057 _ 8458 27 &1 UL M3 | ne i e
10m | srg;nJ 16 vl X X W N sy
.: I- . i . " ‘\-\'-' " : )
106 | 4200 ) 19mitensi 2 vl 20! o | v {uen | e
PO L 43 1188 emet: ) s 20} jooe| e wiw reu
oroas | oans orm.omoes ] oz sl oz 3ol e k W | e
I e um unr m L 3 sl st ey sl oy

Source (SicA. Heserve Bank,.1989),




Source {S.A. Beserve Pank, 1980).

i

L+
' g
- B -
i
‘ Pigure 8 : Long Term Insurers' Assets ‘
| )
(R Miilions)
! Y
Batas Astais
R mdioene R millions
Moss, Vastt iees seroe er.ekwwﬂ mm v M LB/l By i R
Shfimey ~ \ : . - B 3 ¢
LI " Bifekie vin- I‘Iennm' Ml : T ke Fome | hoow Tar
Ermen Steumos.  SGMN- C SuIas  openhere | Lo et it coeneern | }ownson i ower’ ¢ dwer
ST v | amwde ¢ ondemee | Aeded’ D vemans i sowsst ' st L oAvw | o ‘
Erng ot - G, : oeepr - “:” St : P ofend 1 Qe Toust
mw Lo Pusht - Dwwr’ TMongugs . Mteri . T Ge b pomeny o aned’ dyaen
., wa oMk | paRomy ¢ pemaess ¢ ¢ D opoees | puske i i
T gevewm e TR . i P oot ]
£ . RN aNm o gen - @R MG ans t uee o QHD e G aem ) G o
- 1 . . . . . . . 1
Hagt 2342 ¢ 673 A 12 33 2% e e 48] 06 o3t 5an
P08 3sN 81 24 . H206 . 43¢ I 2 I 17 zew ) 13 . e
1466 , 4488 Boa - %0 s :l?:l‘ W 4TS S0BL 3635 1978 2083
250 . 5140 D 0. 137 TS . 380 S 487 sist anstq 1925, 208
zsm ©OSEM S W2 A3 ME T3S G et TSIZe ST M0 SEIS) 2350 sses ¢
CEIMF OIS . 545 28 R 578 B MG ToME Z8H 31N
S HAR - - - P 55 riskt 71| 2883 . 6285
R A T { . | $4M 228 MR e N7 WM W M- quf uu: 15%  rrsn
. . v : H " }:y’ (A
i EN—— T R TSR BT MY - . R sm:
0w ... 2990 . S04 - 232 - 3WS2 1873 RMMT . U383 M0 assr 7 san ) '
0O e J0S6 . SOM T MO 2RI G NBST 3 SO SR MY 0wt
O e 295 398 R 43 N34 . WL N2 T O ms; 2330 588
. " R .. '1_. I + . l
RO s 3100 "‘sm%, 100 . 4% 190 2em . M M s w9 eaz)
02 e — 3005 S50% LT N 5386 . 2B . HIN S M1 3D 4N :& TN
0o 37 620 -7 5555 23 NIND - A S N0 et
Woayreneeme SP3 - 5208 VIS 345 2M9 W2 M6 3 ) mﬁ% TOM . ZW0 - 85NN
Py . . “ “q i . o . ' ) . ‘ - N
YOO e — M1 EX9 1496 IBA IS 272 AN ER M2y YOR ) TP A% T $S M0
W i mmmee. TSR 7052 1323 415 MR NIOE T 95 842 UL T2t 4801 N0W
D3 e TS28 AR 109G GMT G44r DN B2 MG RO} 1282 recs ) wosEt mie
W oreee ST 7R VE G0N 316 N0 . AN BS0C S8D 116 mcl 3883 ¢ Guse
B . ' : t !
TEROY s JEOB! P2 G TMS SOZ NI NINGT . 304, TO 6 TG0 Mt 38 5707
- S s, 13188 BOMS G 1937 SMT I8 2200 M3 I SR 1RY TISU) M9l wrw
03 i 12733 ASET IQI0 . 4430 497 20333 S0 WL M2 70 1mS) e hm
O e MWBY . B1B4 C 2208 A A3 2587, M2 w0 s ! emyg esse mr;,'\
s ‘ - L. e, . T
g o .



Posgible reasons for the relative acceleration in the growth of’
‘long-term Tnsurers and Ponsion Funds:

The excessive lag in the relative imgortance of building
societies and the greater concentration of long-tem funds in the

hands of Insurers and private pension fun: - can be attributed,

amongst others, to the following factors:(5)

a)

b)

© Yields: -‘;,"- §

The sharp incresse in inflation ratses have givem life-

assurers a relative advantage mi'.*-%he sgctor of personal
savings. A typical example thereof are the tax-free
premiun policies which change the Life Inst_a'_ers’ tra.d-
ttionel role of family protection in case of death to
savings medim for middie and .umer incane groups. The
attractivenees of Insurers’ pmducts are heightened by
the fact that they fre able to imvest at long-temm rates

in vurious projects wh;.é)h Are hishar vlelding. Building .

socleties on the other pud are aensitive to the
political manipulations ‘py the ‘Roserve Bank of interest

rates. . The other adwantage of insurers is- jz:he;i.:--

relas; vively lower inccme tax rate allowing them oy pay
higher divideﬁn or procure fo.ster growth with iovestors
funds.

o

Tax-advantages:

e

Over the past decade, tax receipts 48 ‘& percentage of

G.D.P., bave risen sherply (S.A. aauawe Bank, 1988),

<

-
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Trends in A&aét,;,%tnicturgs:{l?')

5 .
"5 ’ = ¥

e
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Thus, tax relief has b{*ime a foremost consideration in
, ~ the investrment planaing of individuals. It is beyond °
the scope of this study o analyse the tax concessiong
1\ allowed in this regard, suffice 1t to say that the
investor in ILife Assurance or Pension Funds has a cop-
) siderable tax advantage over ihe “investor in Buiiding
- Societies savings accounts. ©

o

Y I !
=

™e fozlrlowim tig sbaw }*:e historical make-up of asset
- stractuwres of In ce ﬂ@:umies gnd Pension -;_“‘hnds in
South Africa.

_ The graphs shown Yverieaf reflect scme important trends in
-~ - the asset structures of Life Assurers and Pension Funds.

There are :,lear trends evident. ‘Tie most importani factor

for this amxly. is the décrsase in the relative mmrtama
of mrtgage bonds mer the period 19651760,

_ﬁ similar trend is visible in tke caee 0f Pension funds,
showing the totdl lack of pmticmtion by those two
essentinl sectors to the field ot mortgage inanca.

W Fa -HIt ves highlighted by my Industry survey in the fiasd
LA Gg\lpi:u', that both Peneion Funds and life assureérs would hg
willins to invest in securitised mortgages if the yield was

: better than sgimilar money and capitel market instrugents,
and if the loans were default protected by Coveroment
Guarantees amd were easily saleable.
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in samary, fram the previous facts, the following may be
conclled:
iyl
i) ‘The banking sector, state savings schemes,
and pri{r'ate pension funds have grown con—
stantly over the period studied.

ii) 'The percentage nmarket share of building
societies has steadily declinet = <@ the
beginniag of the 18980's.

111} Lomg-term insurers have grown exceptionally
rapidiy in market ghere as well as in
,abeolute_ money ‘terms, (almost 20 per cent
growth per year). As a simple comparison, in
1970 building socleties received R1,07 in.
deposits for every R1,00 invested in life
assurances. By 1985 wmly R0O,34 was deposited
per R1,00 invested.Z3 Today the situation is
aven ¢ - extrenme.

At o suwdt meoting oo the financing oOf residential
“ gecommodation of the South African Property Owners
Association (1983) Johan Amnandale stated the followiog on
behall of the Aasociation of Pension Punde:*®

"Optimum funding is related to the maximization of the
return on investments coarvensurate with the securit of the
investments," e

Y

* The statements made here are quoted verbatim from r.
Annandsle’s spesch.



i ) _
: / “The ‘direct' involvement in the provision of housing can

| { therefore only te on a limited scale.

a) wnere specirl circumstances of a pension "fund
require the provision of housing to its
members,

by the developnem of flats, cluster houses,
town-houses tbm shere the return on
investmeat mlér the longer term is fairly
secyre and nof‘ speculative.
0

s

c) on a possible partnership tesis with building
socipties 1n sound development projects.

- |
d) in do-operation with building sccieties by
the lpossible provision of bridging finance

over|a limited period."

TN ) The co—openLtipn with building socleties on the above tasis
: g is at this| stage not a gemeral concepl and may require
turther/sxploration but renemberivg that the Trustees of &
penaton fufd act in a fiduciery capacity in respect of
trust monies, and thism is whete the expertise of the
building sopieties would he of great value to the pension

funde, o '

"he igsue 01' marietable notes or debentures would certzinly

attract intéprest from pension funds,” ' . 5
1| o

R
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"ne structursl shorteoming appears to be that the building

societies do not have available a debt instrument that is
negotiable, prefersbly on 1 recognised formal fisancial/
capital murket such as the Johannesburg Stock Exchange.
Sych’ negotieble investments could conceivably include
equity capital shares and debentures."”

"1 beliave ‘Liat such a debt instrument could be created by
discomting of the major part of existing mortgsge
portfolios of a butlding society with 2 wholesule mortgage
discounting institution. The diébomter will obtain his
capital resources locally und possibly 2is0 on overseas
markets, by means of negotiabie capital market debt
instrusents.’” ' ' '

In

sumoary, the pension funds' involvament with bullding

societies 13 seen in mainly four categories, namely: 7 -

1)

2)

3

)

figed period deposits, : ) ‘,f

taking up of debentuios, at a latw stage
poasibly investment in equittaﬂ, o |
i' .‘.l
poexible joint ventures in t'.m (hmlomnt. of
l I ]

"mriicipation in a mm bood

mariat."

/

T greceding e&oarpt ghowe. *hat Poasion rtmds a.!"e nble and
wviiling ‘to provide fundg for the provision of housing in

Sogth Africa, if such investments bad emﬂtnble risk[mtm'

profiles.

\
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s&tanents mgde by

The following -is a. verbatim list of

B.R.

Bradford ~ Assistant General Manager -~ S.A., Mutual

Life Assurance Society;24

1)

3)

4)

5)

"Life assurers have a prisary obhligation to their

. poi.icyholders to ea.rn a meximum return, comensurate

with rish, on its inveam ts. The amounts irwested _
by Life Assurers represents the aggregate of the
funds entrusted to the industry by policyholders.
Such tunds are beld in trust for the golicyholder.”
"the problem of housing is in the main limited to
lower income. groups, since the upper and ,middle

inceme groups havae access bo finance,"

"Lite aséuram, ace Sﬂﬁyetrs ago, lovested a large
portion of- their funds in morigages. With the
pomapti::g)n of the riek 'ot inflation a substaantial
ghift into equity and property took place." E

’ &

"Vith the emception Of atatutorily required fixed
interest investments (gilts. and semi-gilts), life
assurers terd to im{bst insignificant wsounts in
fixed or varissle interest investments. Property and

' ¢quities have substantially out-performed other

Anvesiment avenues as these tend to be a better

vl

hedge sgainat inflation."” -

'"Tife assurers are iz a position to  .veet Hla.rge )

mounts in gilts and semi-gilts. .0 invest the

squivalent of, say, RS0 million per week in
norigeges at an aversge of R10 OO0 per mortgsge (a
typical lower income mortgage smount) sould require
the processing of 5000 mortgsges. Life assurers do



I

1
f
A

pot have the extensive bianch network and specialised
staff to bendle large mmber of mall investments.
The Bullding Socioty industry hag as its prime
ohjective the granting of wortgages and bas

--eaublimed the infra-structure to kandle large

mmbers of individml mortgages.”

“Furthermore, the provision of such an infra-
structure by the life assurance 1industry would
recplt in  the net return on cortgages being further
reduced by relatively high ndministrative expenses
in can;n.ri.mnﬂ to other investment avenuss.”

"he Life Assurance industry has recently lnvestes

large smounts of money in housing via the Natiomal

Housing Conmisston. Providoed the rate of return on

" suct” loans provide a positive resl interast rate

" towards houwing.”

7

'8)

turther 1-.:-&\ amounts wuld pruh-.bly be dimtad

> )
"Divect investments with building societies are mot .
normally attractive because of reletively . low
dspaait rates. Moreover, these monies \lould not
muy bs directed towrds lowsr income -

1
L1
heosing .

"Mme 'ife Assurance industry is brohubly in »a
position to indirectly invest large smounts {a

bowsing provided markst related returns are earned

for their policy holders.” \



1) related retwrws were sufficiest and

Bedirection of savings in the poal market(29)

e to the South African savings pattem control over the
_Iion s share of the country's savings 'is mainta.ined by large

| \\imcial inst!tutions other than benks, like life offices and
psion funds., This distoition has been created becatiss’ of

the real returns and tax bénefiis obtained fram iife offices
apd petgion funds versus the vocempetitive (after tax) returns
obtainsbié from bank retail deposits. 'This distortion had
led tc banks having limited access to cheap retail deposits
and at the same time being held to ransom by the large
financizl institutions. = By means of securitisation the
savisgs maintained by financial institutions cari be redirected

~ ioto the market from which savers borrow. This will alleviate

d)e m’e&m on banks for funding. and indirectly restore the
tmditienal money mipply ﬂow.

The ;recedins poi.nu show that life esburery would be sble and
wil.!:i.ng to ,n'widp t\mdl for hounlng i

-"'\ : : . o

o
4

11) ' sdministration of edch boad could be undertales
. by others with the nedpasary infrastructure, e.g.
Building Societies. _. ¢

"It is poseibis that a secondary morigage market would address
both. these tssued and would allow for the expansion of housing
finance in South Africm. ' '
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In I-‘igure 11 the yields of mrtgages shown by interest

rates - were compared to vields on Iong—tem Goyernment
stock, and while more.volatile in fature, the mortgage rate

" (yield) compared favourabiy to the Ilatter, and grew

substantially faster during 1989; thus as the situation

presently stands, the yields should be sufficient to eatice

corporate and Institutional investors into nousing finance.
towever, it is precisely these high interest rates that

were inatrumental 1in precipitating the crisis situation(3)

whereby the Government had tn freeze interest rates for the

more interest sensitive home owners (thereby 1ntrodming_‘_

a fom of fixsd rate mortgage) .
Figure 11

Capitsi markat intarset ratus and yisids
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The present situation may be a crude form of the idaal
equilibrun situstion where: .

1) Middle and upper incene home buyers pay market
related® interest rates (19.75 per cent at November
19&) »

ii) Lower income buyers paét:a lower rate (presently
17,00 per cent) through™ ‘ssme fom of Govermment
intervention.

Datails of the Gowermnent's reiief measures for assisting
homeownars were annoucced on 8 June 1989 and augmented the
folloving day. As stated by the Acting Minister of Public
~VWorks and land Affairs on 9 June, assistance would be
" available to bondholders who owed less than 90 000 on a
' . house curremily valued et lese than R120 000, provided the
loan concerned wmag granted before May 1989. Monthiy
instalments for haweomners taking part in this schame would
. be calculated at an interest rate of 17 per ceat, The
difference betwecn 17 per cent and the stendard mortgage
bood rate would be capitalised. Repayment of this deferred
portion of the interest charge would be gumranteed by the .
Govermaent., The bondholders concerned would, however,
continue to pay interest at 17 per cent - even if the
gtandard mortgage bond rate were subsequently to fall below
* thig level - until the deferred purtion of their interest
" cherges had been repaid. ‘e Govermeant baa thus shom its
williognens to provide a default gmarantes on haws lowns in
specific sectors, similar to those ueed in the Dhited
States. " :

(-
* The term "market related” is not strictly true as th
Regerve Penk, through various mechanisms which are beyow
the scope of thia stuly, mauipslates interest rates, and
thus they are not truly market determined rates.



 Thus, by rasolv:lﬁf:g or addressing these

- L

It is iateresting to note that the present suhsidmed rate .
of . 17 per cent is close to the yield on Govermment long
boud (November 83) so it may be inferred that the prasent
situation is not a form of cash cadsidy but a Govermment
guarantee against default whefe the risk of default is
borne by Covermment and thus the market interest rate is
lower than the nomial 19,75 per cent (where no guarantee
against default ax.sts) It is not being suggested that in
the present sitmtion such a guarantee exists, but ouly
‘that if smh & gua.rmwe were to be supplied for the lower
incape hme buyyers then their markst related interest rate
payable would be 17 per cent {88 1s the case ot gmranteed
Govemnent stock). Thus, the Goveriwent wouls {‘uwe 1o cash

input requirement on A yearly basis, e-fy.—mﬁe ‘re]fi.ted

thereto would b relatively erall, buc sub:}ect 0 a dei}au__lt'

In the sections on I’J 8. samdary' mnrhts {pp.31 -39} i/l: mqs
shom that the pmmmammememmm;
adminigtration at ;;11 rmrdim; thene individual mor ;gagea
and that all ashinistmtion s handled by the primary
isguer (e.g. Buildiim Societtes). I tha fﬁmc!:.tm on the
- 1980 U.B.S. sam[)ritiued mortgage - Lasme /(me 115) the
mechanics of a S,IA. issue are shomn, and jn that .case the
D.B.8, continued i,hdninister:ug_ the bond poitfolio. ., .

major aress a
to _channel
ix 4 shows

secondary mmrkét mmy be the meckanige
, Instituticoal funds into home morigsges.

" an exsmple of tna sceonting for these trs.nmctima
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mmmm (24B)

- Before w»e move on te a further analysis of the South African -

situztion it is desirable to look at develomments in the United
dingdom and other European cowntries where a secondary market was

established very recently and is now developing far beyend the .

expectations ¢f the early eritics.

Traditionally, in the _alted Kingdom as in South Africa, the same
ingtitutions have made, serviced and held mrtgage loans. For
example, a building sceiety will make 3 loan to A bouse buyer,
handling all of the administrative.mrrangesents, it will coliect
the regular repayments, deal with arrears difficulties, and hold
the loan in its own portfoiio. ‘he sane applies in most
countries. In sape countries, where & lending institution is not
a doposit taking body, it may not have the branch network and
custaner contact with which to obtain new business directly. It

miy obtain business through introductions, perbaps from banks or

fram brokers., In some cases the introducing agent may actually
do of the initial work in setting up the lomn, but normally
the servicirg of a loan, once it exists, will be undertaken by
the lendar.

Theoreticslly, however, there is 1o resaon why the processes of

making loans, servicing them and holding them should be
integrated. The qualities needed for each type of activity are
not identical. In owmder to imke and, to a lesaer extent, service
icans one needs regular contact with consumers and this is likely
to mean street branches and & large number of customers. 70 hold
loans the mein requiremeat is money. Depomit taking iavtitutions
have motey in the course of their business, and are thecefore

ablo both to hold loans and to meke gad service them. & w5y,

there is no guarantee that the funds aﬁ‘hilable on this .. wis will
match the demand for mortgage losns ‘=t A reasonable rate of
interest. Jin the past there have frequently bheen shoriages of
mortgage funds in the United Kingdom and South Africa slthough it
has to be said that these have largely been caused by

holding interest rates at below a market levei rather than by any

inkerent problems in the system itself.



It has been suggested that there :E"Ti.s & need to tap instiituiional
sources of fuuds, such ag insurance canpanies and pension funds,
§0 as to obtain more money for housing. This in turm has led to
suggrestions for a secondary mortgage market.

Here it is necessary to define temms precisely. Tapping
institutional funds does not necessarily imply a secondary
mortgage market. 'There are in fact ,Several vways in which
financial imetituiicns which, in the course of their business,
have capital svaiiable for lending, can fund the housing market:

(a) By direct lending to house buyers, the method us=d pre-
~ dominately’' by banks, but' also by some insurance
companies.

(b) By direct lending to housing finsnce imstitutions.
. - J
| | . o
{¢) By purchasing marketable securities, \(4 ‘ctz as
certificates of deposit (CDe) issued by housitu\ ‘\finance

N
lnstitutions. A

(d) By pm'chuim Ioans or secm'itiea hacked by morigages
{the true secondary mmrket).

. (
|
It is increasingly unattractive for institutions, other thn}:

deposit taking institutions, to service and hold house purchese
loans, Tt is a somewhat messy business, Tairly lahom' intensive
with huge econcmies of acale, and ideally it -equires a branch
network. It is partly for this resson that insurance companies
throughout the world have been taking & declining share of the
residential morigage market. However, many insurance companies,
pension funds and foreign banks would wdoubtedly like residen-
tial mortgages in their loan portfolios. Such ingtitutions do
not want {0 set up mﬁrtgage holdirgy and servicing operatiouns.

\.
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Yhat they might ocosider doing i.s' asking other " institunions,
who specialise in iiis area, to make and service loans on thelr
behalf, This srocese has already begun in a small way in
Britian., Buildisg socisties are, of course, best placed o offer
this sort of fueotion, bhecause their capacity t¢ service and
originate loans is far in excéés of their capecity to hold them.
The primary issuer passes on interest and capital payments sach
month and takes complete responsibility for handling the lcans,
including arrears problems.

The sacond system for tapping 4nstitutional funds is simply by
direct lomns from institutional investors to housing finance
institptioas. This achleves the same end rest’t as. direct
léndi9g, the main difference beirg that funds flow through two
institutions rather than one. The system is alrealy used in many
countries, particularly between linked ° institutions, For
exsmple, in France'the biggest specialist lender, the Union de
Credit pour le Bhtiment iz part of the Compagnie Bancaire Group.
The Compegnie Pancaire mekes direct loang to OB waich in turn
landg to house bayers. A similar type of arrangement exists
between the Rabonank in the Netherlands and its subsidikry
wirtgage bank.. Jater-group fimancial transactions are, of

H

course very common apd ars not specific to housing finance,

Thirdly, there is the more attractive proposition of the
inatitetional investors purchasing marketable upsecured
securities issued by housing finznce institutions. These give
liguidity to the institutiomal investor shile giving e steady-
courea of funds to the lender for house purchase. This method is
now uged in the United Kingdom with building societies issuing
bonds snd, more importantly, certificates of deposit. These
instrunents are bought by other financial institutions which are
therefore indirectly providing losns for house purchase., ‘'The
systan i3 used to a greater extent in oiher comtrics.
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‘}weden provides a partiﬂularl good exampie and here here s
élmie olemert oif compulsion on 1 .ancizl institutions 1o parchase

: ser'urltios 1asued v the speci. ist mortgage leaders, The

"\

specialist lenders obtain their nds  throuwgh the zale of
securities r*a.ther than by raisiug Eposits. For many house

gumhase transa.t.*ions priority noazsmg loans are applicable.

48% have rates of interest regulated by the State, amxi which.

' are at a beiow market rate o; inteum ’Ihe? are matched by
! prierity bonds on c.i.mila.r tenﬁﬁ'- The banks insurance cr,mpanies

and national pension funds are required to buy certa amounts of
thase bonds and normally they are held to maturity, zithough they
can be - ‘traded. a}?!?ae muin purchassrs of. Londs are in fact the
pmsmn Iv.nds and inSurance caupa.niea.. '

A similar situation applies in Italy wiore there m;:ﬁn attanpt 0o
aapn‘am shorter term and long tpm cradit institutiom All of
the banks therefore own ldng term credit 1m1tutiunﬁ hich issue
bonds, which, in some cases, are bought by the parent: banks.

Finnlly, me ccmas ‘to the secm.r;g wortgage market whers the
mmtian ﬁ:h makes the loan seils it o snother instit-

ution; In prmtlce it is puckages oi loens, or securities tecked

" by a packege ot losns, uhieh are sold. 'The lending iss itution,

”will normally continue to gervice the loans - ha.ndi/.ng over’

pﬂmipul a.nti intarest peyments t& the bemﬂcia.l owner gnd
taking a tee *'or 1t& work.

le that we bwe considered secondary meriata in other comﬁriaa,,
ani the two primeary motivators for morigage securitizrntion in
South Africe it im desirable to mention other factors xelevmt iz
this analysis. _ I
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Geograghic finy: e availabliity problems:

~ fne of the most important reasony for mitia;;;;.g sec.oudary

markets in the U.5. was, as wnviousiy dia‘ussed { pages;
21-29) the correction of geograp: 1 and r@gianal problems
of finance avsilability.

In South Africa, no such problem exis's as the avallable

housing finasce is nationally distributed by the hranches
af Banks/miiding Societies acting sz primary issuers.
Howewer, some of the so-called independent and self-
governing states do suffer from a morigage lending shortage
(ref. 17, page 119) because of unwillingness on the part of
sectory tt _get involved in those commmities. Tis
proglm may be ndq ssed by allowlng iozal primary issuers,
o) the Developmént Benk, to sell off ropurchased sactions
of the martgage lé}u.n portfolio, thus increasing their funds
avna'.la.ble for mor;sage lendiog. =

*t

Moo o mqumw murkete(29)
nrbm-ue snd cnvw tion

Sscuritisation cdh redirect surplua funds in one market to -
yother zarket leh surplus demand., Securitisation started
iin the USA due to the distortions created through regional

lanicing - some States had surplus funds while others bad
!mpm demand,

i

'}rbitnge can also be made between markets with different

Setwen less and more regulated murkets. This lea.ds to
}odmed borrowing: cost in the more regulated market (i.e.
:ankms) and enhmnoed returns in the less ragulated matiket
»i.e. bond or cs.pi.tal market).

\

post structures. . Securitisation allows for the arbiirage -

H



Vorldwide, securitisation makes use of the opportunities
crented by inefficlencies in investor preferences and
Jomestic markets, At the same Tine through arbitrage it
can asyist to alleviate these inefficiencies. Cross border
securitisation allows an investor to spread his risk
grposure over a number of different assets in differeni
econamic eaviromments while at the same time enhencing his
- return.

Baduction of fixed overheud coets to primery issuers:

M close examination of the Income Statement for the United
Group, (Appendix III) it was determinedl® that a large
proportion of expeaditure is operwiing coets asecciated
vith the fixed. costs of having =0 many regionally
distributed branches. ‘The operating expenditure of R396,6
million represents cver 31% of the expendiiure for Interest
on deposit and current accounts (R12687, miliion). (The
United wes used as its situetion is fairly typical of thé
sector 1n general). |

The resson for 4 regiofnily distributed mortgage
portfolio is the geograghical diversificatioe lesds to
a spresd of risk aud ite reduction. Thus, it is desirmble
~ for sikh portfolios to have mortgages from all over the
country.  However, the only way for an institution
 presently to issué wortgages in a specific arsa is to have
" gn office (with associated costs and overheade) in that
region. Cortain branches may be unprofitable because swch
" a small ares camnot warrant five or gix institutions
 coupeting to provide hane buyers with mortgage finance.
The ability and wilur_;;naaa of Hanks amd Bullding Socleiles
to ratiomliss their servricee cffered by umilfying & syaten
of gservices aud to tske advantage of accnowdes of scele has
‘been shown by the success of a single, nation-wide auto-

ﬁ'!
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matic teller machine (ATM) systi: It may be possible for
primary mortgage issuing instiiurions to substantially

decrease their fixed costs by unifying their moritgage
issuing function, For example, a single office vwhose
expetise is shared by the institutions who may provide a
copplete mortgage ‘ssue snd administration service by
representing all the institutions and their current tems
{e.g. interest rates) while stiil smintaining the
compey. tive enviromment desivable In an open Iinancial
system. A detailed analysis of such a proposal is beyoand

_the scope of this study but is an area worth considering

for future investigation.

mly with ihe existence “of a sacondary market for

residential m*tzases can suwch a proposal be fl.eairable as

ingtitutions m; then diversify zeogra;hicau? simpiy by
purchasing mortgugss in a certain arq; from the exlisting
primary issuer in that area.

mmmuawminﬂaﬂm

It may be poaaible in *his highly icflationary environment
to use the i_ncremed liquidity givem by a secari tized

_ mortgage portfolio to intvoduce shared ape-cimtion
_mortgages  (S.A.N) or fized price buy back mortgages

(F.P.B.M). The former being an agreeneni where the
institutions share in the appreciation oOf a home in return
for lower interest rates, the latter belug a contract where
the institution has the option to re-purchRse the home at
the end of s flxed periud for n fixed price, thus
baneﬁting from an incresse in price. Both of these
systens drastically reduce bond repeyments aa the financing

. regquirements are raduced by the amount for which the

institution participates in the appreciation of the housc
value over time.
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Both of these systeams prwi.&e' an institutional hedge against
inflation, and vreduce entry level income for home purchase.
Again, as discussed previously for Graduated TPayment
merigages, (Pa.geé 40-42) to use these instruments it is useful
to have the iigquidity afforded by morigage securitization.

The officieat mgmt and abmrptim of lending-related
risks (29)

"Mebundiing” lending-related risks

Secyritisatior gives rige to the "mhtindling"” of risks
' Wiated with lending.  These risks, which include
meatmut interest rate, ligquidity and credit risk, cap be
clearly separsted in the process and allocated to the parties
‘begt suited to absorb them. This feature is considered by
 many to be the prime lnnovation brought about by ‘securiti-
sation.

Explicit seasureamt and s1loeation of risks

In securitisation the varioua lending-related risks menticned
above are moagured as accurstely as posaible and _their

financial effect extrapolatsd for the parties comcerned. For -

- exsmple, the credit enhancer bears the credit risks, the
servicer the operating risk, the investor the interest rate
risk and the liquidity provider the . liguidity - risk.
Therefore, & securitisition programme manages all of the
lexding-related risks more expilcity and thus more efficiently
than  cooventional  lending. It elloss for an
informatiop-efficient market and a more defined allocation of
scarce resources to aress best suited for their. application.
This. gives g financial instituti.. the ability to fipe tune
its portfolic of risk expooures by selecting its role and

degree of involvement #ith securitisation.
. T
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Interest rate risk and fioencial futires mmrkets in
residential mortgages: '

The adjustabie nature of mortgage - ioterest rates are a -

consiiderable risk to the horrower of funds oftes resulting in
excesgive Toreclosures oo repuyment default. It is possible
with morigage eecuritisation to allocate that risk to market
playetfg able and willing to bear it so as t¢ make speculative
pmfité on interest rate pogitions.

=

fr

Thé effoct of risk on interest on mortgage borrowersg can be

analyzed through the stasdard micro-economic model where
coosuners/borrowers are assumed to maximise the expected
utility of lizéti_me congumption subject to certain income or
vealth comgtraints., Borrosers have portfoiios of assets (ona
of waich is a mortgage) producing returns (both positive and
oegutive) with some or all of the rate of return being

va.riublu The fundamental. decision facing 2 borrower or the

igsnvers mlmt is selecting the mortgage ingtrment which
when ccain.ned with other portiolio aseets rwulte in an
optimai mmmim path.
m;dmmwmnmiorkmdormrwntymmxm
axiel can be stuted formmily as:

g .
Mex E t&nl AL+ PTE(D) (e

1
subject to ct = 3un(1 + "i)"i't W+l

1 Q i
Sum wp = 1
iw=1 ®
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where p = the degree of iime bias (borrower's rate of

discount); Y '
. {

E = expected utility of a 1ife times nm"sm-

U(t) = concave utility function;

"ﬁﬂ ¢y = copsumption in pericd t (t= 0 ....T)

h
§

1wy = portfolio proportion of asset 1;
iW = borrower's wealth in period t.

i ry = rate of retwrn on asset L (L= 1 .,..0)

I&ource: (25).

'the ficwe are generally denominated in ree.i a8 opposed to
m:minal val: w.”

With diminx.a'ung margingl utility C}f mnsmption. it has
been showd that the optimal ftion path for the risk

' averse ixmlividml is }oth as to flmmnting.

/ 7’ 7’“’“"
mm;om, Qortgage -1
in monthly

7-: tha.t allow for large
/ wqgld not be mreferred by
unless the vari/ations in peymonts can be offast

heagad ‘alwewhere their port:unos The primary
M in most houselold portfollos are storks of humen

_fmimmmru}mumumwingthem

P

Ifthschm Y the returna and cash flowo:tﬁ:aae
assets are cm-a} associated with interest mﬁé novenents,
‘then thé intereyt rate risk inherent iz variable-vate types
of moritgages / d be effasctively hedged in borrowers’
portfolios. j
" / | .
Since real estate vaiuves and employment income tens
ic move i with inflation, fluctustions in mortgege
ratea Wting from changes j.n inflation premiums could
be offhst to wome extent in mny portfolics by movementy
in rowers' revwrs on their primary assels. Veriationg
in/real rates, however, could not e lquced in most

mmebold portfolios. ®

,J'
;
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Increases in real estate rates reduce the value of both
human capital and real estate because the flow of future
real incame or housing services is then discounted at
higher rates. Further, uany households lack the liquid

" fundg or debt capacity to quickiy generate sufficient cash

flows ‘to meet significant incresses in their debt service
obligations that result from rapidly*\ rising naninal
rortgage rates. For these bhorrowers f’\ ing cash flow
constraints fixed-rate morigages are still preferrad ower
variable-rate instruments ever when they are hedged on a
long-run return basis against risiog interest rates.

) b -{} ‘ )

from the preceding anslysis there appesrs to be
theoretical ressons tmeed on consumer choice theory to
believe that many borrowers in the residential morigage
market do oot wish to abeorb high' levels of interest rate

. risk,- Thess borrowers may be willing to pay a risk

premiud to mortgnge lesders for longer temw, fixed-rate

. mortgages.  Por institutiooal lenders the level of

interest rate risk ioherent in a particular mortgege
desigt is s fupoction ‘'of the .aversge life or tem to
mturity of their lisbilities (deposits).  Morigage
IMmm1mdtsunatdmmsmmhtmmmt
rates shen the weighted average duration of their asset

streams is aquivnlmt tc that of their liabllity stresns.

Assme A and L sre the asset and liability strems,
respectively, whose present valuse are V; and Vi. The net
worth of an intermediary ig: W "

¥ = V,-V

Sourrce (25)

5!
It dg and d; are the durations of these stresms, then the
change in net worth in response to lncramta.l change
in interest rates (r} from a parallel shift of the market
vield curve is:




o= r(dyVy -~ d4i¥y)

Wen d, and dy are selected so that dg¥, = diVy, the net
worth of an institution is irmunized or 'hedged 'agai“.s"
sbxch movements of interest rates,

Mortgage lenders would therefore require a risk premium (in
the form of higher ioterest rates) on those mortgage
instruments having durations that do not correspond to
thelr deposits. Suwch a premiun, however, may noi be
sufficlient to encourage financial intemmadiary with
short-tern deposits to offer fized-rate mortgages in
periods of significant interest rate risk. Even witb risk
pmitma correctly priced for a given level of interest
rate volatility, unhedged institutions are exposed to the
pctentially catastrophic pf/z"ﬂ of market rates rising to
“the high ead of the interest rate dlstrﬂgutlon for an .
extended time, causing the institution to face periods of
- negative earnings, declinlig net worth and possibly cash
outfloma, The coucerns of ortgige Iendem over the
likelibood of that contingency are haighmad by rezulatcnry
authorities who aa pn:_t of an owversight function with,
respect to deposit ineurance may require that mortgage
income and deposit expense coincide jn each ermminetion .
period., Financial intermediaries with ehort~temn depceits
facing suwch constraints are unable to originate fited-rate
“mortgages even when they could charge & high risk
mnm(ﬂﬁ . o .

It appoars from the 'preceding afalva.s thul inierest rate
riek has not beet managed in an effective monner frow the
Joint perspective of mortgage borrosers and lenders.
Neither party io wmost mortgeges wishes to asbeorb
signiticant levels of risk, and the burden is on the
househcld through the widespread use of variable-rate
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instruments. As a result, what is oeeded is a mechanism
t‘o. shifting this risk to other parties outside of the
market,

One possible vehicle for shifting interest rate risk is the
sxisting futures market for ({inancial instruents,
Participants in these markets can take positions in
contracts which allow them to hedge against the effect
adverse interest rate changes would have on pogitions in
the spot financial merkets. While morigage borrowers could
not possibly utilize futures positions to haxdge the risks
of wvarigble ingtruments, becanse of their lack of
sophisticated knowledge, it would be possible for mortgage
lenders to consider the hedging through futures markefs of
the risk inherent in fjixed-rate instruments, (such as the
17 per cent fized rate bonds provided by Govermenmt to
needy hope omers), given the greater opportunity for most
lenders .to smortize the initial information and start-up
costs of mlch hedging over a large mmber of residential
mortgages. However, the oumber of finmancisl ingtruments
nthmﬂwﬁmmmlmudatunpmt

- time, The outatand&{z tion i3 whether finmancial

intersmediaries can efzegt ly croa ne&e utilize the

.existing futures markets to hedge agrinst the inter=st rate

risk of fixed rate positions in residential morigag.:.

Hedging through Financial Futures Markets: (25)

To hedge the interest rate risk of a spot financial
poeition through the futures markets, a hedger buys or
sells one or nire commdities (i.e. financisl instruments)
for subsequeni delivery upon the pre-specified (by the
futires exchange) maturity of a standardized contract. To
cover spot losses resulting from unanticipated increases in
lnterest rates, the trader undertakes a short hedge by



selling futures contracts. In sitmations where losses are

suffered (if spot rates fall, the trader creates a long
hedge by ,.buying futures contracts. ®hen the maturity of
the spot "_,position is less than the remaining torm of the
futures c¢ontract or if the trader prefers toa avoid
delivery, .the Futures position can be closed at any time
prior to contract maturity by reversing the original
traagaction in the same exchange contract.

’I‘D(ﬁ.“!gtect against ':mnnticipa‘ted movenen of intereet
rates, financial intermediaries lending in ‘the residential

mortgage market could lock in. %the future cost of theitf'
deposits by acqgairing short positions in flnancial futures:

. contracts. The optimal futures posttions would be ia

. iastruments whoae ylelds are cloaely correlated with
depoeit rates and with hedge mturities equivalent in
jongth to the dmtim ot than; mortgages IT the market
yieid curve then shifted upsard, any additional deposit
cost would be offeet by 'gaing in the vaiue of the futures
position. Such an approsch, bowever, would limit lewlers

to offering worigage with rates fixed for up to on].y about

three years,  currently the Ilongest maturity of any
financial futures coatract. Alternatively, mortgage
lenders could take short positions in futures instruments
whoss yields gre closely relfted.to mortgage rates (such as

futuces in Goverrment Mational Mortgsge Association (GNMA)

nortgage-bucked securities  or their South - Afvican
equivalent (still to be Zo'med) with hedge tems squivalent
to the average duration of their deposits. If the yleld
curve rises, any decline in the murket value of the

fixed-rate mortgage iz offset by gaing in the value of the

futuraﬂ poaitions. In this case finsncial intemmediaries
would probably be interested in the eﬂactivanem of hedges
having tems of one yegr or lese.

b

v

-
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A Reserve Bank View of Securitisation:
Reserve Bank's response to securitisation as 3 financixl
merket develomment (28

"Te the extent that =securitisation bmadéﬁs the funding ase

of participating flnancial institutions, improves the

profitabllity uf such institutions, and enhances liguidity

through the creation of new nego?g;able asset-backed instru~ -
,} ments, it should be seen as a desirable financial market

" development. Given the growing scphisticatior of the South
African financial markets, the securitisation of existing debt
is accepted by the Reserve Bank as an inevitabie new develop-

_ 0
mesit,”

“fhwever, it is essential that the unbundling and reallocation

of risks associated with securitisation should be clearly
imderstood by the parties involved. In .uddition, logn

transfurs should be app&ﬁpriately baciked by precise legal

agreements. In s0 far ‘as institutions mnder its supervision™
(1.e. banke and building societies) are involved, the Bank is

concerned thet newly assamed risks or retained risks should be

properly mmgad and adaqmtely recognisaed in prudentizl

requirmts "

"The Reserve Bank cannot support securitisation schemes shich
are devised merely to circusvent prudeniisl requirements.
Under such schames, assets may be shifted off belance shicet

“ without a proper transfer of risks. There is & daoger that
the institutions may indeed incur unrecognised addiiional

risks in the fona of implled guarantees tc entities acting ag
securitisation vehicles or their investors. In sawh csaes,
the Bank will have no option buk to insist on & comsolidation

‘of the assets of the schame with these »f the institutions

involved for the purpose of detemmining prudential

* requirenen

3
c.‘a{
l
|
|
|
|
|
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Inpect of new banking legialati.&n on securitisation schemes

New legisiation which regziates the operations of
deposittaking institutions : .. "%ich repeals’ the sxisting
fanks Act and Buliding Societies Act, has been submitted
for approval to Parliament. The institutions to be regulated
in terms .of the new legislatioa are distinguished in tems of

two basic functions, namely thut of a  transacting

depogitetaking business and that of acting as a financial
o
intemediary.

A COMpPRny establlshed a8 a schfitJ.sa.t ion® vehicle muld e
atfected by the new legislation i¥ it rEre ;g acceprt money ,

[y

As a regular feature of business, thro:.ght wr issue of debt .

4
A mstzumts and if it were to act as a fina.nciai mr,emadiartr

by channelling such funds into an asset portfelic, even tirough
such agsets might consist only of secopdary. debt ilnstemelts,
In such & roumatances, the comphay would beecme sub,jecf to the
raquirmants of the new legislation, ineiudms prudential
requirmts. in turn this would complicale the achievement
of one of the basic gims of aacuritimtigr,, : mnly that of

/

redi.recting funds fram 3 leea razulatad o e mre regw ated

envimmant D
. _
1 r}

The vay in which the operations of o aacm-itisa.'i:ion-- vehicfé im
struotured, will detersine whether it will tali” with:l.n the

" ambit of the proposed legislstion or not. This is a grey area __
which will have to be addressed on a cagi-by-case haais Asa

genmm guldeline, it may be stated that, in order to aualiry
for exemptim fron the new legislation, a campeny establ mexl
as a’ sncm*itisgt* ) yehicle will be required to*

a) © fu itself on a wholesale’ hnai.s by istming, io
" accordance wits the providisna of the Companies Act, .
debt tnstraments in sufficiently large blacks to
irstitutional and corporate iavegtors cmg pnc!

e,
ot

SN
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h) anguire in uaiform parcels a suitable portfolio of
assets  (loans) to sewve as  backing for the
socurities inenod, proferably without toppingr-up'
the porifalin as and when loan principul is
redecmed .

ra
L

Securitisw ion wehiclas which do not qualify for exelusion
froe the logisiation, will be regulated either directly as a
depods ttaking tinancial inteemediary or iz:direﬁtls- through
I1ts monsolidation with # Jdeposit~-taking institution ncoting as
a selier gr originator it a securitisation scheme.

Principe) aims of regulatory remiirements for secwitisation
"ie Reserve Bank finds the Bank of England's regulatory
approach; t sacur'i tisaticn well suited %o South African
circlmstimces and has mojelled several of its securitisation
Tequirements on those of the Bank of Fogland."* 23) The
orincipel alms of these requirements aré to ensuve that:

& the seliing of assets In terms of s securitisation
scheie achieves it , intended effect of transferring
rights and obligations from the seller to the buyer;

by all the participants in the scheme understand the
resprasibilities and risks assumed or retained by
them! and

er  risks assumed or retained by institutions under the
~ supervision of the "Reserve Bank f’tre subject to

appropriste prucential requirements. f/{

i

J N

4 .

Mnk of Wigland, Losn Transfers and Securitisstion, Buaking
Mvigion Consultative Peper, February 1989. '



In trying to achieve thase aime, it should he recognised that
standard rules do not apply to the securitisation f existing
deht., Fach schere will have to bhe sindied in order to
determine what risks have been assumed by the different
participants, The allocation of risks and ultimate pradential
requirements for the iastitutions nvolved will larpgely depend
on the hethod of loan transfer fram the geiler to the buyer.

The ideal iz to achieve a "clean” tranzfer of rights and
obligations from the seller to the huyer, leaving no residunt
risks with the seller. This can best he achieved hy meang of
transfer throvgh novation, whereby the ezigting loan agreement
between the seller and the borrower is cancellsd and "replaced
by a new agreement which transfers all the seller's rights and
ohligations fo the buver. Trausfer through novatiqn Ay,
however, not he available as a practical option in South
Afric Pd transfer ig more likely to be effected through the
1@&11

seller, with or without sotification to the borrower.

"Transfer "through an' aseigoment, duly notified to the
horrower, oould be regerded as & clean tranafer, protvided thet
the luyer's rights under the trangfor are not impeired by an

- intervening right, such as the right of set-off agreed upon by

the Selle-and the borroser. A transfer throwgh & silent
asgizmment , - i.e. without notification ol the borrower, could
introduce additional risks for the buyer to the extent that
the aksence of anotice to the borrower removes swme legal
protection which the buyer otherwise would have enjoyed. At
the same time, the seller is left with the risks associated
with the lander of record, such as the resehedul:lng or re-
negotta.tion of the lomn. Only when these risks are properly
adkiressed in the legal agreement between the buyer and seller
or in mmrnal contrel and risk mansgasuent gystems, _ceuld the
transfer through silent assigment be considered to danstitute
a clean transfer."(24)

i3

] uigment of rights and obligations to the buyer by the



Conditions to be met in respect of loan transfers(28)

From a regulatory point of view, a inan or debt transfer from

a seller 1o 2 buyer as part of a securitization scheme can

only be regarded as a :,lnan trangfer if the
gsupported hy an appropriate legal
specifically, if the following comditions are satisfied:

)

The transfer does not contravene the tems ami
comditmns of the onderlving loan agreement hetween
the seller and the borrower, and all the necessary
consents have been obtained.

Ay,

b)

)

d)

e)

by ‘the buyer.

The saeller has no beneficisl interest in  the
principal of -the loan and the buyer has no formal
recourse to the seller for losses incerred.

The seller has no obligation 0 m—;nircl.m the loan -

ar Rhy part of 1t, ar to sumort any iomss suflfored

The docuzented terms of the sgreament are sueh that,

“if the loen is re-scheduled or re-pegotisted, the

buyer and not the seclier would be subject to the
re~schexhiled or re-negotiated terms.

1t nameutshythebarmerm muta! through tne'

sener, he is wader no obligation to vemit funds to

the buyer unless and until they are received from,

the horrower.

Lransfer is
agreement apd, oore

o
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Risks associsted with the servicing of a securiiised losn
portfolio 28)

The Reserve Bank supports the Bank of England's view that a
selier of loans who continues to administer or service such

loans as a secwritised jortfoiio, with a view to maintaining

borrower relationships or earning fees, can run specific
risks. In addition to operational riskr associated with the
administration of the portfolie, the soller's contluued
identification with the loans mav oreate r "moral" risk, even
though rights and objigations way have been traasferred
effectively. The sq-l’ilr m?,y ~ome uynder. preasm-g 0 support
iosses incurred by the b&vﬂr or :anestor@ in the seeuritl-
getion scheme and may be tnmtnad » do so w5 order to protect
his name. o !
Ir\_-’. .

for ine purpose of detem.ning appmpriara pridential
requiremencs for institutions act*gy, 63 adsianistrators or

ssrvﬁcera of securitised por: Zolios, operational or moral

rigsks will vearrant special actentiu:.  Nommally, capital
requirements to cover credit risk will help to protect an

institution ageingt other risks as 'wel.. However, if risks

are unbundled and credit risk is transferred to the buyer, the
operations]l and morel risk remaining with the seller will have
to be gpecifically add_raaaad in cepital requirements.

mmmmmmmtormmmofa
securitissd lomn portrolio

From a regulatory point of view, additional conditions over
and above those applying to loan transfers wili have to be met
by institutions scting as administrators-or servicers of loan
portfolios in onder to limit their responsibilities to the
ful filinent of these fmct\iéna Thess conditions are the-
following: ‘-

o

: [
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a)

o)

c)

d)

)

The documented temms of the servicing agreement
should protect the servicing agent fIrcm any
lisbility to the securitisation stheme or the
investors in the scheine. In particular, the
agreement should make it explicitly clear that the
sarvicing agent:

.1)  has no obligation to support any loss suffered

by the schewe or investors in it; amd
2
ii) does not stand behind the company acting as
& securitisation vehicle and will not make
good any loss in the loan portfolio.

W _..-1::%‘ .
‘The servicing agent or any of- its dlose associates may

not own any share capital (ordinary as well ag prefer-
ances chare capital) in a compeny used as 2 vehicle for
the =schems, or hold a proprietary interest in, or
em-ciuq direet or mdirac} control over, swh a

Canpany. S e

The board of directors of a company ussd &S a aacuriti;-
sl___:tion vehicle must be ixiependent of the icing
sgent. ' '

The name of the company used as 2 securitisation vehicle
may not include the neme of the smervicing ageat or imply
any connection with 1it.

2o R ' 0

The servicing agent may not bear any recurring expenses

of the acheme or provide tenpormy finance to a scheme

_to cover cash shortfalls uri.cing from delayed pumtq
"or the non-performance of loans sdninistered by him.



f) It is acceptgble that a seller who also ac%/s as
‘serviciag aggé‘nt may make a one~time ccntributiory/ to the
defrayal oﬁ the expenses of & venhicle in ,afrder to
enhance i creditworthiness. He may also //iend on a
loﬁg*tem sub-ordinated basis to the vehicXé:, prow ided
that the loan is only repavable upon mmfdng_-up of the

g) The/ servicing agent may not bear any Nogs acising from
the effect of lnterest changee on th,te scheme, but he may -
/énter into interest rate swap efgreements at market

; prices with the vehicle. /
/
/B) A servicing agent may not :7&:1:: an option to re-
/

purchase loans.

1) ‘A servicing agent may uhderwrite the isme,of
' asset-vacked securities Ny the vehicle, or partici~ |
pute in ‘making s f:e_t in awch securities, or
iovest in such sacuri/ ies,

if the above-mentioned conditions are not satisfied, the loan
portfelio adnini ! By the servicing agent will nced to be
consolidated with Ats own balance sbeet for the purpose of
mesting prudentit!!i requirenents.

£

i

Coaclusion ,;f _ N

Securitisetion is & new development in the South African
financial markets. The indications ere that, at least
initially, the focus will be oo the indirect securitisation of
mortgages through the isaue of mortgsge-hacked securities. In
view of the chronic housing shortage in South Africa, tals
fomm of securitismtion chould be seen as & desirvable
development because it will lmoadm the funding ese for home
firancing.



el

However, the Heserve Bask feels quite strongly(®8) that
securitisatich schemes should develop in an orderly say and
function within a framework of sosund priaciples. As with any
new develoment, it is not possible to devise immediately hard
and fast rules - a flexible approach is required. Nevertheless
sme flmwjguldelines are necessary to ensure that the risks
involvedare properly identified, allocated and mansged in
order td safegimrd the interests of» the investors and

participants involved. )

=
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I:F‘m'ther Impeylimenits to the Developpent of a mry lbrtgwe
Marget:

Several

wortgage Market in the comtry exist, i.e:

: a.:)

b)

(d)

(1) -

those associated with the characteristics of the
mortgeges originated by the major tousing financiers,
and

those associnted with goverment; taxation of financial

transactions sad/or regulation of financisl institutions

and other complexities/uncertainties.

A

Characteristice of Mortgages:

Variability ot Interest Rates:

It s been seid that ths variability of intorest rates
_on hounnz morigeges has tended to  inhibit the

develoment ¢f & S8 becnuse investors tave been
uncertain a8 t the incoms stream which wuld be

modued. However, the certainty attaching to lncome |

from tixed-—mbamst securities is, in save reapacts

&

iliwory. It ﬂlbuld be noted that:

C :
although at may obeé time a precise present
value can be calewatel for fixed-interest
sscurities by discomting their expected
future  cish flows by some . appzopriate
dimcownt rate, tbaldimmt rate will chenge
As interest rates change

. E{ / with mhubm future rates ot inflation, a -
1v:'.aa::"l:ain nominal retwrn represents an
mca'ta.in mll retory, and

\. .

types of impediment to the development of a Secondary

W
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the tendency for instivutions to adjust their
vortfolios in the light of changing market
{nditions means that securities are often not
neld to maturity; certainty of incame counts tor
littie if securities can only be sold at a
dapital loss,

It has been suggested that mstimtional _ihvestors such
ag life offices and supersnmmtion funds may aot be

interested in tolding variable rate morigages or mort— -
gage-backed certificates. This refiects concern about -

sho would review the rates on such mortgages cor
certificates, how often the réwilews would be undertaken
and what repaymedt rights or opinions rest with
borrowers, e.g. early repayment.

- The. sy polnt regarding the acceptability of variable

ratée mortgages for investors is that the intercst rate
must be determined by the mariet mﬂ:erﬂmnat the

diacretico of -goverment. So long as poteqtial buyers’

of moritgages feal thut goveroments may intervene to
hold down interest rates on their morigages at a time

of gemsrally incressing rates, an active warket in .

varizble rate mortgages is unlikely to develop. 29)

It is worth noting that variable rate mortgages have
begun to be marketed successfully in the United States,
where there 1is an index which moves in line with trends
in financial markets, to shich ssleable morigages are
tied. The 1990 United Building Society issue. (see

0 Pnsm 115-135) was successfully placed even though the
) tmmts wore variable rate and mey show ‘the

’b&pinninn of mstitutioqa.l_ wcepunce of varisble rate



(i1)

Ma.rketability:_f(m)

Unlike other securities mrlgets, the primary morigage
market is in effect a series of overlapping sub-markets

characterised by 'one of a kind' deals involving
special  considerations and [local crientation.
ortgages vary in respect of f_ﬁ :

. glze

. term to maturity

. method: of repayment

the locstion, type, age E.nd quality of the
security oftered

. the creuhtwrthineas of the borrower

barrier to a SSM,

The gmllis.lzs of most individuel nortgages may bhe seen
to iphibit institutional investment® in mortgages
bacause of the transuction coets involved and the
exigtence of sconomies of scale in originating and
servicing bhousing mortgeges. That mstitutiomg

iovestora’ preference for larpe acale investments is, o

however, no real impediment to the establishment of 2

S in mortgsgebacked securities, which lavolves a

‘ooling' of mortgages. Similarly, variations in
the teem to m:ltydmﬂd not be s provlas as it
ghould be pxweible mumbleapool of mortgages with

. stmilar mtm-itieq) (ag was done in tha U.R.S. lasue,

~ Appendix 5) !

The method  of regupmant of mortgages vavies from
interagt-only loans with repmment of principel at
maturity to the straight line system ss tound in South
Africa of equal repayreats over the lite of 8 mortgage

§
.

g T T

Tois diversity is seen as comstiiuting an effectivé”

¥
3
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as long as interest rates remain constant (ambodying a
changing probortion- of interest and princiml)”.? thile
the former lends itsel! well to a secondary market, the
straight Line system mey present problems because of
the need to reinvest principal repa;ments as and when
they occur. This probler ses overcome in the U.B.S.
issue (Apperdix 5) by reinvesting principal paments.

Institutional investors may not be interested in

buying a pool of wmortgages characterised by

individual repayments of principal. On the other hand
savings baus and brilding societies are not likely to
mako interest-only loans unless they are remmounable
anﬁrad of being able to eell the resulting
mrtgagm AL present, they rely on the credit
fonciar method of repaymont to ensure & - Strean of

repaywents woich are often avelilable for relending or

to met withdranls.

Rarly repayment 1n an assoclated problem. Mortgages,

wheher credit foncier or interest~caly, are subject to
the poesibility of repayment or early redemption. This
means that the purchaser is faced with the possibility

of baving to reinvest funds at o inauspisious time.

‘A further impadiment to a broadly based SMd arises out

of the distinct characteristics of mortgages and the
properties they cover. If the price-setting function
of a S\ were to be perfomed efficiently, it is

espentinl that thers should be standardisation of the 3

fnstrunents” to be traded. Thia .,mplies a need
eliminate differences between mortgages, whether
arising from lega. comsiderations, local peculiarities
or the different views cf lenders, 'he issue of
mortgage hecked securities is one way of achieving
standardised, marketsble ingtrupents even though the
mortgugds becking them may not be standardised.

N



Finally, thern is the matter of the cradit worthiness
of the hmmwer and the faet that the purchaser of a
mortgage in the @M must always lock to the property
against shich it ls written as the ultimate security
for his {:apitai Yor this veason, insuwred mortgages
are genemny‘, “\efnrred for trading or s tecking for
secwrities - tn1>e par*icularly those 1nsured with =
govermrnt-owned Insurance Ccmpany. This is sfenerah s
the case also in tha United Statesg, vwhere there is a

__./,‘darket in mrtgaass witich ave insured either privately

or hy gcve'-mmt agencies.

E
<0

An alternative wmy of ensuring security 44 through the
issue of wortgage-backed securities witﬁ\ signifidsm
over-eallstemtisation (i.e. backed by a mol of

‘mortgages with & much smter face valus than’ thdjt of

the security). Thia mmy be see!‘r\;ga cxupmmising the
security of ordinary depositors, bu% could nevertheless

- ‘b& acceptable iﬁt the volume ot mortgage-tacked boods

(b)

(1)

A

isgued were sgmll  in rela.tion 0 a mima_

bank' g/tad 1ding society 8 torsl porttalio of mortzages,

I
1

h "ihlﬂ is an afiL «.,ive method for daa.linz with high risk,

low mem harzmrs. _

Government Regulation:

¥

Interest Rate Regulatiom:(29)

A secondary mortgage markst is likely to. develop only

woere mortgages or nortgage-tacked securities yleld a
(risk-adjusted) retitrn which isg compatitive with other
foras of investneni.
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Rurther restrictive legislation includes:

| Buiiding Swcieties Lt M. 82, 1985 (as
amended) . o

Mutual Building Societies Act (gs amended).

Uswry Act (as amended). _

. Fension Funds Act {as ammc!ed}-‘f e
Life Asgurance Act (as amended).

p-

The complexities of structured finance:

Securitismtion is perhaps one of the most canplei
methods of ralsing Pisance for a bank. it involves

setting up a soparate special purpose vehicle to -

hold the collateral amd detemmining the types amd
characteristics of instruments to be issued.
Furthemore, there are legai, regulatory, accounting

- and tax hurdles to cover. Various parties are also

relied upon to provide different types of vital ip-
formation from investors' needs ihrowh to
borrowers’ regquirements and oxpected behzwio“r.

(111) ¥odelling and’imonitoring the cash ﬂm{%):

PN

Modelling the cash flows and detemining the various

stress scenarios is perhaps the most vital and com—

plex camponents of (he process. From this the fea-
sibility of the va:tta'es is determined. A integral
art of'modeiling is detemmining how meny classes of
lastrosentsire to be issued and in what proportioa.
A system will aiso be neeied t0 determine how mueh

" each class is to be "mid down" on the coupon date’

based on the collateral cash flow “aceivea'-. l"tatn-
i zml to the entire process ol securitizmtion gt tmt
the issuer must have o systen or have sccass to ond,

i
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Credit anod liquidity supports

I'ib comier the problem of Luicer'minty about the cash flow
characteristics of the coilateral, credit and llguidity
supports are provided and the structure is stressed to ensure
its ability to handie near catastrophlc cvents suweh that a
vehicle can he rated (or be rateable as) triple A -~ "as good
as the goverment". Lven so, the measurament amd control of
prepayments is still considered to be a universal problem. In
the U.XK. many struwtes make provision for substitution of
assets in early years to extend the life of ihe issue.

The wccomting issues (29)

Ther originator

A general accomting principle with regard to securitisition
ig that the collateral will be accounted for where the risks
and rewards of ownersihlp reside. Thus the originator will
need to ensure that sufficient risks cf owership have been
transferred to the isswer =0 that the assets can be removed
from the balamce shest. Forthemwre, it the origioator
controls the isemer it may frusirate an attempt to move the
assets off-balance sheet as they will reappear on consol-
idation. To svoid this the issuer will need to be owned by
another entity. In the LK. "orphan trust‘t structures (page
109) ave developed for this very remson. In this structure
the ismn:“._. wsually a company, is owied by & charitable
trost. Te effect achieved is that the issuer is not
ca;trﬁll%d or owned by any particular "person’* or "caupany”.

e issuer

¥ith rogard to the issuer, the necomting treatment of
securitised aseets in the U.5.A. awd the U.K. can be somewhat
different. In the U.K., the i{ssuer tremts the collateral,
regardless of its form {morigages or otherwise), as an asset
on balance sheet and the instrments issued as liabilities.
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Other uncertainties surromding Secuditisation in South
Africa (59) -

With any major new develddent there are slwys mcertzinities
in many arees. Theertaintles in mxritia.t;on generally
revolive arowmnd: _

. the ‘'real" «cash flow characteristics of the
collateral; “

»  the accomiing issues;

the .taxation impact on the originstvr, idsusr and.

investor; : N

the regulatory issues; ' .
>, the legal constraints and costs; and,

.. the ability to withstand competition from other
aurees of Jinami’ng.

"The "real" cugh flow: "
Propiyments rind defaul ts

Although the interest payabie snd capital duwe of a financial
fsset is initlally quantifiable, prepayments end defaults
_alter the simple cash flow into a infinite number of
posuibilities.  ‘Overseas, .historic data is-reviewed fo
*determine the potential belaviowr of the asset pocl given
“cortain econaric occurrences. 7o mxdel these charscteristics
the originator l¢ required to provide sufficient historical
data on the collateral. (btaining detuiled historic dats on
on .the collateral may preve 1o be var.y difficuvit- in éb,u':-h
Africa rs originators do not necessarily have the systang_ or
the data avallable for such a purpose.

#o
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In the {.S.A, the issuer of asset-backad securities meeting
certain criteria can treat the issue a3 a sale of the
underiyirg collateral to the igvestor, i.e. the issuer does
not carry the coliateral or the securities on-balonce sheet!

For asset-backed securities not meeting the sp@ciﬂeti'criteria '

the issuer must carry both the collateral and the securities
omr-balance sheet,

The Invegtor

At the least. the investor ‘showld be sble to treat thr
asset-backed secwities as cappany-~issued marketsble debt,
eg. listed commny debentures. However, asset-hacied
gecurities are nobt as exposed fto the individual event, or
bmlness rigk of a nommal company thus the risk of loss 1§
greatly redwed. Furthemore, dus to credit antnncﬂmt

quelity of asset-ltmcked paper iz generally far better ﬁ
canpany-issued marketable debt. ‘Thus there 1s argument for
treating ssset-backed securitiss as being similar <o public

: utility or goverment stock.

.\qv_ﬂ___,_-:‘g-_m Ty {

The :grime m consideratton iz tc ensure that the scheme 13

not bweptible to -double tamution. Purtheraore , the

inatrmts 1ssuad cceuld be considered by the hévenue to be
equity ‘ani 'this would create a tremendous tax burden on the

issuer.® The instrunents issued may be construed to be eguity

" because Gf their strong limk to 'the collateral. 'Mis could be

enhsnced in the case of ap "orphan itrust" strictare (mge
108} shere there are no real owners of the issuing company and
thus of the collateral.

g
B
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Lt

legal constraints and costs arise from the transfer 'of the .
collateral and the documents needéd to specify the obligations

of the various parties involved. A typical issue in the (( K.
may cost more than £100 000 in legal fees, Twever, as more

5

issues are made, the legal uncertazinities will be clarified 7

and specizlisations will reoduce legal costs.

.

A major Scuith African issue is the legal costs of transferriog

registerable finrncial assets like mortgage bowds. The stamp
duties payable on a legal cession to transfer mortgages to
acother party are inhibiting. In the U.S8.A., there are no
stamp duties payable on the transfer of such assets. * In the
U.K.,, the concept of equitable transfers has eliminated the
coatly problen of legal transfers.

Mtltion ﬂuamwmotﬂmm&e)
Sucuritisation must be ab'.la to campete with other foms of

" bank fundiog. The major ether foxm of deht funding for a bank
ie depoeit taking. When considering the difi‘eren* forus of

finencing the bank must consider ali of the qmntitati.ve.a.s

well as gulitative factors.” The ‘scid test is the form of
financing which is likely to  improve the 1ong tem
profitability of the bank.

A further polnt to be considzred is that wscuritiétion is not
a "one-off" venture. Tiere are substantial stRrt up costs
~both in time and mopey involved in the pmceas 'Bzese costs
can only be recovered if a munirgfui and continmus

aacwitimtim programe is maintained. Overall, sacm'iti-

ﬁ{‘*ti’m mould be cmuiderad w;thin the long te'm plans of the
MG.‘.: *

L
s
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This type of structure is termed ~an "orphan trust” because it

. is not omed or controlled by azzy' particular person.

The role of the issuer can be viewsd as r;iérely : conduit. In
this regard it is not expected to make a profit or incur any
logses. After making provision for certain contipgensies the
excess profit is usually stripped out and prid to the

‘origtnatar or to & residual holder who has purchused the right

thereto.

Oertain restiictive covepants and negative pledges are pla@'

on the issuer such that it can oanly act as = sSecuritisation
vebhicle. These requirements are butlt~in to protect the

. lovestors from the issuer becoping materially 1ndebted to
.. another prty who might threaten their security, i.e. the

aacuritisa! collateral.

The investor purchanes and trades the asset-backed paper,
The tems 1nvesqpr saad the lssuer should not be confused. The

type of mmﬁ‘* 1.5 depsndmt oo the nature and dencmination
of the inatrument issued and where it is traded. .However, in
the mature U.4.A. and U.K. markets, the majority of the
investors are still large ' corporates sand finuncisl
institutions. In South Africe, life offices and pension
funds sre expected to be the mejor suitor for abeet-becied
peper. However, the peper may also became atiractive to local

banks for asset-lisbility managevent as it hew overseax., This °©

is because a bank can buy and sell "mortgages”, "credit card
receivables', ete. epsily and cheaply.

The investor is concerped with a number of factors that must
be adequately addressed bafore an issue is mede. Thege
include the quality of the issue, the cheracteristics, the
liquidity of the merket snd the return relative to the risk

[
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that ean r&éenitor, control and measure toe collateral
ad the instruments issued efficiently throwghout

the 1ife of the schane.

Pricing the issue: fﬂ"l

A furthes problem facing issuers in Suth Africa .
the pricing of the ingt.:ments. A formal camercial

‘paper market has yet o develop in Soath Africa,

thus b is difficult to detemine the wdex to swhich
the issusx] paper is to be priced, Furthnmore ,
worldw de there is a problam of mepsuring -tential
sollateral prepawents makine it difficult to
determine the pool's expected average 1ife with any
vertainty ard thus cunplicating the pricing of the
1sguc fu.rther

Oversess, problens of camplexity and pricing -are
handleq by means of rating the issue rating agencies
provide assurance to the 'westor as to the quality
of the iastrument. The price jZ the issve is dlso
more easily detemined by compsring iis rating to
other similarly rated debt .iseues. “he-requiranents
of roting asgencies have also le;l t'o .certain
standaraisations’ wi thin securitisetion, inoluiihg
such areas as stress saceuax'ios strustures and Iesal
{osues. o o &
3 . ) S

Most of the complexities associated with securiti~
setion are merely part of the lemrning curve.. With
time and experience most conplexities und costs can
He ironed oub As more and mory issues are made the
process bacones more Leaulined and ufﬂciw}v\t. Fbr
the orig rmtor t:bvlrms economies of seale exist tha

. wore often secur"timtim is uaed ty finance a pfol



- fee charged by the servicer. The praples of VAT has alr

of tesues in the U.K.

)
Ramidy

| An attempt should aleo be made to maintain the ta,z p)si.tl Z

the issuer st a negligible lavel, i.e., the timing of
flows should not give rise’ to an unnecessary tax liability or
tax ioss. In the U.8.A., issuers of nortgage=tacked

spc:mities can apply for RRMIC status. Simply statej, REMIC

{Resxl Fstate Mortgage Investment Condult) status allows the
iSQuer to becone tra.nsp&réﬁt {invisible) for tax purposes.

_ The orignator should only be taxable on any service and

origination fees arising from the sacuitismtion isswe. The'
sale of the asuets to the jeguer, shethes at 2 loss, at par or
for a profit, should at least initially be considered
capital. Hosever, should specialist criginatore, who merely
opiginate, packsge and Sell assets, develop, them the Revenue

" may taks the view that such entitier are trading in financial

asoets and are tarable as such. A factor that should also be
conglderad is the impact of the Walue Added Tx on the service

aifected the »ethod in which residuml p‘oﬁ.t{ re stripped ¢

o

£

“the tax position of the investor may be a major determinant in

the typs of mstruuunts isgued.  bwever, the factors
mantioned above with regard to the isgwor will alm limit the

‘instruments issued to "interest/debt Wpe’" t.0. to

matceh the intorest charac zf_:l.stics n? the colla.teﬂ.l.

- -

—
o

o




Securitisation may also be able td asslst in the fimarcing of
low iacome housing and other less profitable “social
anding”. Ia the YU.S.4, student locans, wunowiwred consumér
L:ns and nou-perfoming loans have all it iveuritised. A
fur:er consideration is the “poiftical W iragtiveness” to
overse:s bankers and govarnrents in providihg" such facilities
RS crec.* enhancemedt ¢o° the securitistion of low income
housing ioans. :
[

U.B.8. Secret1sed Mortgage Issue ~ 1990:

o7
Dyring the course of thig research, a securitised mortgage

. bond lssue was created \mn 't:_.he U.B.3. Group . mortgage
portfolio., I have interviewsd the main perticipants to this
isll.B as an additidnal ingight into the markets actual per-
cepti:ms and mquirmts for. this new instrupent.
. Y
Appendix o  the prospectus to imvestors for the issue of
thess debéu..xe. :
gL
The intervicws were conducted with:
. - ) .
.. Julian ¥nopt - Discownt House Riak Mansgement Ltd., woo
undervrote the issue together with George Huysomer end
. Tartoers , Ins. " o

. !bbin Marsden - Plm Goldby, who was a- mnior Congultent on

. cuve Brummer -‘ U.B.S. (Dewty Genenl Manager) - m-igml“
mortgage lend

As a3 result of these interviews and from a paper ou the

subject by R. Marsden (29) 1;’ .following features wers
H

diaclomd (.107-127). Mo

PP
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:!he mjor participents in securitisation are the following:

the originator
+ the issuer

the investor

» the trustee o,

. the servicer

B o

e originstor

The origioator, usually a bank or building society, is the
party who sells the collateral to the issuer. The originator\
i ummlly clogest to the hqrmwer and wi%l canvas and
-advertise for lending business, Ouce appll.ca.tima are made
the originator will evaluate the risk of the candidate aod
decide shether or not to groat the .loan. Ia this regard the
orisinnmr piays an mporta.nt role in euamp‘rqg ﬂm initial
quaiity of the collateral. .

-

. Although tha originator may sell the mll&s{bml he i -

* gemerazlly responsible to take buck asssts not. maeting the

spacificaums cuntainad wr'L*hin the mie asraana:t.

‘\)

=1 o I\\
M issoer . o) . . =
The issuer is the party who ws the collateral using the
funding obtained from issuing the® asset-backed securities.

" ‘The 1ssuer is ususlly a sﬁecinl ‘furpose vehicle (SWV) formed

for the sole purpose of securitisation. Although the issuer
may take on any form, from & compmny 1o R pn.rtuarﬂaip, it is
sn important m'erequisite tha’ it 13 protected fm the risk
of bankruptcy on the part of its omer {.e. the issuer must
be a' baskruptey remote estity. In’ the U.K, dus to benking
regulrtions the SV is usuully « 1ed by a charitable trust.

N
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assumed., Multi~class issues can ‘be made to cater for a
variety of investor risk/return prefersnces. However, swch
issues involve a great deal more complications in structuring
and in on-going operations. 'his should be measured against
the benefli obtained fram it.

The trustee

For every asset-backed issue a trusteé must be appointed.
The trustee's role is to protect the interesis of the
iovestors. In this regard the trustee must be indepeadsnt of
the issuer, originator and servicer. The trustee ensures that
"the servicer and the isguer act ir good faith. His
responsibilities in this regard are ciearly set out in a trust
deed. His powers include the ability to dismiss one servicer
and appoint amother, or to take control of the issuer and -
entorce repagment of the instruments by liquidating the
‘collatsral. All of the assets sgad liabilities of the issuer
mwnuychmadtothe trustes to ensure that he can
enforce the investors' rights against third ‘parties in the
case of legal action. "

The trustee perfoms his role by monitoring the covenants
given to the issuer in the trust deed. To acsist him in {his
‘regard, the issuer mmt timeously stbmit certain docuvents as’
specifiedi in the trust deed. Such documents iaclude an'ears
reports, monthly management accouats, annual audited accmmtﬁ,
liquidity reports, portfolioc profiles, repgrts or further
advances and substitutions, expense and liability forecasts,
and sny other details on chenges in aminiqtmtiva procedures
or menagement.

in important feature of the trustee’'s role is the discretion
given to him in protecting the lavestors' interests. However,
in certain circumstanros, like s change in the monetary **ﬂps
of an issue or when the imvestom acting in concert di.wct
otherwise, the discretior qu the trustee carries no binding
authority. o

g



l'.“-l;i

The trustee should be able to 23sume the role of the servicer
or the issuer temporarily shoald they became wable to do so
thense lves. However, a servicer of last wesort is often
appointed at the time of the issue to take on the role of tne
sepvicer in his abw.ce}f'resimiim, |

Trustees are uswlly appointed from members of the financial
community or entities linked fthereto,

The servicer

The servicer provides the on-going adminigtration of the
collateral., The servicer or administrator is responsible for
the day-to~day monitoring of the collateral, ccliecting and
passing on ! 1L‘-:he cagh received, following up arrears,
foreclosing ¢1 bad debts and specifying to the issuer the
amount of capital and interest received fram the borrowers.

Most servftcers are the originators of the ccllateral. This is
because ticy usmally have the systems anxd staff to administer

‘the pool efficieantly. However, as the local secwritisation
market develops, specialist servicers miy arise as they have

oversens,

fn administration oF servicing agreament is drawn up between
the issuer, the servicer amd the trustee. The duties and
fonctions of the servicer ars get ot in this agreement,
There are cartain important issues that the agreement should
address. Fi.rstly. cecause the role of the servicer i¢
critical to the scheme, he should not be allowed to resign
mtil =’ =swcessor has been appointed. Secondly, the
servicer's fee should be set at a level gemerally accepiable
t5 all partvies snd sufficient to ensure the willingneas of any

substitut> servicer. The gcervicer's fee 1is usumlly

egtablished as a pemqﬁuge of the outatapdihg ao}.la.t:eml.
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“Thirdly, to ;xt '“‘*‘gc't sgaianst aﬁ}ﬂoyee fraud and erroe, the

-.erncer ‘should havs an. indemnity policy to cover such.risks.
0\rerms due to tha imporrsnce placed on a servicer, & rating
agency will carry out o review of the originator before giviug
an issue a rating. A less detailed review is followed up at
least annualiy.

Others

T

Other material entities and roles involved ih 'the
securitisation process include the following:

[

_ __ \k

auditors \\
+ lesd manaar#' or structuring advigor 23\\
. undmitm una g’w‘het maker _ A -‘-\;}

credit enhancer !
. ratil;g agencies
.« regulators

'mém:l‘pnrs

Ideally, the suditors should be responsible for ensuring that
the collateral meets the characteristics specified in the sale

agreement. Murthermore, they mey be required to perform

certain tests to eusure thet the issusr can mest ins
. cbligations on the varsoug coupon dates. ‘These tests will
include checking threshold rates and cash flows nesr coupon
dats. The auditor mey be gequir X "o provide affectsd
parties with a comfort letter on thé sstracteristics of the
collaterel. An sudit opinion on the state of the issuer may
“also be required in the asset~backed offering menorandus.

The awditor wiil usually provide advice os the accouuting and
tax implicatitas of the structures as well as perfoming the
anausl audit of the special purpose vehicle. The auditor may

£

vy
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provide the issuer with assistance on manual and canputerised
syStems necessary to control the asaet-hauked secuy L‘Eiﬁ'&! and
collateral. : -

The lead ranager oo ctruciuring advisor

The lead manager Or structuring advisor ;.s rasponsible for the
design and implementation of the securitisation scheme. fe
models the cash flcws and determines the viability of the
strpcture based on  certain  criteria  and “worst-case”
scenarios. ‘The iead menager will draft the prospectus in
comurrrice with various other parties like the issuer,

. trustee, audltors snd lawpers. He is also responcible for

,Q;idt‘dil_;a‘t_._ing 21l of the parties concernad to ensure that the
scheme is timeously and properly completed. ‘The lead manuger
should know or bhave rem;f "access to all the material
information and concerns - such 3as accounting, taxation,
regulatory, "urkeg ﬂ.nd valmtim issues. Lead managers are
the pivot . -pround uhmh aacmitzation projects rev..:we and
thus their selection by an issuer or or:gma.t.or dm;ld be
carefully cdhsidemd o : T A

The mlmMan

The underwriter perfoms the sme function as he would in the
issue of ordinery marketalle securities. Fowewver, he may alsn”
utdertike to quote two-way prices to provide limudity for the

t-backed instrumpnts in the early stages of the issue, Tn
t{;ia respect he is both ,;fl.acing agent and merket meker. An
undersriter may syndicate the issue and the market makicg to
other umdersriters but the  igsuer will generally cnly deal

: with one inderwriter.

" Other than the lead manager, the lawyers probinly spend the

st time on the issue. . ‘There aye lawyers advising the
trustee, the originator, Tue issuer and the Jend mnager.
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The lawyers of the respective partiss will draft the varlous
agreasents which are part of a standard securitisation deal.
lawyers with kmwledge of the different areas covered in the
securitisation deal will be needed and reliance mll often be
placed on their expert opinion in s:_tuations of legal
uncertainty. |

The eredit erhancar

Depending on the structure and cost, crédi‘t enhancement #ky be
provided by a third party (refer to Page 116).. In this case
the credut enhancer will be involved with the scheme frcm the
- beginning.

‘he ratiag sgencies

Rating apencies have been developed overseas r"to provide a
service to debt investors. Urobably due to tlie fact that
South Africa does not yet ave & corporite u.mctal peper
mrket, rating has not yet developed harv. Rating provides
the investor with an assurasis as to the cvedit risk of the
jesuer, i.e. rating meagues the degres to which in?eh
and/or pri.mipu.l will be vald timsously. Ihting doeq

into mcoourt interest raté or foreign exchange rate m

is uot & Wy or sell recammendation. As the debt issues and
structures have become more canplicated rating hes become s |
vital component of overseas debt marmets. FRarthermore, the
r:riteria specified by the rating agencies bsve imposed
beneficial conservative standardisations cn securitisation.

Although there is no rating locally, the requirements of the
' raters. should be borne in mind to ensure that sequritisation
develops in a memner compatible with oversess merkets.
Furtbemre, following the comservative requirements o:l! the
mters will ensure the quelity of asset-backed Tasos.
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The regulat s

R s mo regdators bave not yet stated their fomal policies
"lih .dgmd Yo securitisation, it is advisable that all
' -.’.‘.éh.l.-:.nﬁ*;i;:_:f‘ 2 —jmitted to the supervisory authorities for their
opinien polor to concluding the transaction. A submission
wiil generally ke made by the originator in conjunction with
- the lead managsr (refer to Page 86).

The sted irsolved in Securitisation:

There ure hmially tive stops i.nvolved m the process of
secrritisation: i

. origination

. structuring

. credit enhancemest

+  underwritiog aond trading
. gewic;mg :

o

The collateral may have been originated by the seller 'for the
specific purpose of sscuritisation or may be an existim asset.
The originstor will need to individually identify the ‘agsets to
_ be securitised. Usuelly a pool of assets la.rger than the
 proposed issue will be selected based on the criteria qkreed upan
by the various parties. The originator will choose 'Be parties
he wishegs involved either on a personal basis or vn"l & tender
method. U

The first companent of structuring is to determine the type and
gquantity of instrupents to be issued. This is deci_fded upon in
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conjunction with the underwriter and other market advisors,
Oonsideration should also be given at this stage to the type
of credit enhancement to be used. From here the feasgibility
of the venture is determined by modelling the various cash
flows. The preliminary structure is developed and strassed
with the "worst-case" scenarios.

{nce the mathematical and financisl issues have been ironed
out the accounting, taxation and legdl issmes are addressed,
Decision on the status amd owership of the special purpose
vehicle is also mede. |

Operational matters are then addressed and draft documeats
prepared for review and consideratiom. Throughout the process
the truziee and the credit enhancer (if any) are kept informed
of developments aod my wigh to dimuas any mtters on which
thay are not satistied. '

Gnc2 all material matters have been addressed the collateral
ix:reviewed by the auditors and individusl assets flaggd as
approgriate for the securitisation desl.

| Crodii sohancement

Credit ecohancemait is added 1o a secwritisation structure to
provide the iavestcrs with protection from the credit risk of
the collatersl. Credit enhancement is also termed credit
support. DBy meaps of credit enbancement the issue can be
structured to be as secure as goverment stock, i.e. triple A
rated, even though the nsture of the collateral is sqmewhat
riskier, e.g. credit card receivables.-
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Credit risk exposure

In securitisation there are thres levels of credit risk
exposure, The first level is the owdinary exposure on the
asset pool, i.e. the average loss under nomal circumstances.
Depending on the type of structuz;e this loss will be borne by
the issuer, the cradit enbhancer or the servicer. The second
level is the abnomal exposure. This is borne by the credit
enhancer. The third level, the d atasirophic Ioss level, is
borne by the investor. The poéantia}. for losses at this level
are exiremely remcte because the structure must be able to
protect the investor under the “worst-case” scesariosg .
mentioned earlier, Oversess these "worst-case" scenarios,
wsually developsd by rating agencies, are extremely
coneervative. To be wiple or ‘double 4 ratable, a structure
must be a.bl.e to pass these "worst-case" scemarios wit:h
relative snse. Mrthermore, an iuue, 8 rating is alsc limited
to the rating of its credit enhancer should pool insurance cor
lettsrg of credit be used.

Methods of credit enhanceseat

There are four tusic methods of credit embancement:

. pool iunsurance _

« over-collateralisation

. latters of cradit .
»  senjor/subordinated structures

ool inamrasce

ortgage-backed securities gumranieed by the USA govermment
were the first type of credit eshancement sod the first type
of pool insurance for sscuritisetion - these securities were
also the first structwred fom of securitisation. This

gvermment gwrantee besrs no cost for the issusr. However,

T S
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the guarantee was, and still is, only available to government
gponsored lssuers. For octher issuers private pool insurance

was developed. Private pool insurance is still popular for

standard issuwes and is even more popular for ianovative
ventures. Howevwr, ocuce sentor/subordinated structures had
besi invented, peivote pol insurance became considersd by
many to be too axensiu, Recently, growth ia monoline

financial iaosurers and ‘nereasing interest amongst other

.general insurers, has mad: private pool insurance competitive

once agai_n in the United States.

f}wwl}.atenlimﬂm

O\reh-mlla.tcra.limtion is the most. basic method of credit
enharcement, it is often used in the early years of

 securitisstion due to the wavailakility or cost of other

foms of credif enhancement. Inﬁ this method the collateral is

- & certain percetzta;ge 1grgar then the ingtrunents issued, As

the cash flow on the collateral ariees it is used to satisfy
the needs of the issuer snd the investors first, the residuml
is then directed bsck to the origioatee, In effect the
originator bears most of the credit risk and can be couzidered
to be the credit emhancer. Dis to this problem very few
current issues row make use of over-collataralisation ss: it
"negates the wislies of many originators to move the assets
off-balance sheet.

istters of credit

Letters of credit hava also been wsed to, provide cradit
dupport:a to securitisation issues. However, the oumber of
avalilsble providers of lettera of credit is restricted and
thus letters of credit are genemlly an expensive method of
credit enhancement. A further problem is finding a letter of
eredit provider with a sufficievtly high credit rating.
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Senjor/abordinated strctures

In senior/subordinated structures a olzass of instrument is
issued which is subordinated to ali other classes. This
class, calied the B clags, provides a bhuifer agamst which
second and even flrst level losses are applied. The B cluss
holder (the crsdit enhancer) is reimbursed for this increased
risk by belng paid a promium over the other classes. 10% of
an issue is usually subordinated in this fom of cradit
enhancement. As the collateral decreases, due to principsi
amortisations and prepayments, the B class is paid dom to
maintain its 10% lievel against the other classes.
Sanior,-’jmior structures is an gltermative name given to
senior/subordinated structures. '

A bybrid -of the -senior/subordinated and over-collatenplised
structures 1is also  available, Here: all principal

“tisations and prepayments are first applied sgeinst the
other classes until they are totally paid dowm. This then
leaves behind the original B class at its face value {luas any
logees). & version of this credit anhancmnt 15 becoming
popular in the American pase-through markst. Here it is imowm
as the "shifting intereat” structure. - '

Credit echancement / liquidity support S

Credit enhancement omly protects the investor sguinst losses
in principal and interest. Howewer if dues not engure that
such principal and interest 1is paid timeously.  Such
protection 1is iem.ilable in the fomm of tiquidity support.
Liquidity aupport can be included within a pool inﬁMe
policy or as a oquirenent i g Iatter of credit agreement.
Other methods inciude subordinated lomns from other entities
{often the originator), maintenance of a cash reserve by the
ismier (called s contingency fund) or specific Iliquidity
insjirance. A& shortfall  fund is usmily set up to cover the

i
i
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issuer where there is a temporary shortfail between the rate

of return on the collateral apd the amount needed to my

instrument holders and other fees. To cover initial expenses

a start-up loan is often made Ly a disinterested third party.
Underwriting and trading

Once the credit enhuncement has been finalised the entire
;?cheme is submitted tc the regulatory authoritiegs (where no

formal directives have been given by them or in the case of |

innvative structures) and/or to the rating écemw’ ies (wheres
such sgencies exist)., When the regulatory and rating agency

- requirenénts have been matisfied the collateral is reviewed by

auditors a finsl time., They may then bq required tn issue
a comfort letter to various affected pnrties. From here the

collatersl is sold to the' issuer and the instruments are \
lesusd to tie underwriter who’ places t‘.lem either publicily or

priv;tely ia the market.

Tesues to South Africa wil] probebly vary betwees RIOO million
and B500 millien. Thus with a few issues the market for these
securities should btetome reascnnbly liquid. Farthermore, by

quoting two-wiy prices, market makers will ensure that the -
-gecuritins can be traded eaﬁin. Denaminations are expected

to be between R10 000 and RI00 000, Selection of dendmin-
ations is a trade~off between Iliouidity and administrative
inconvaenience. :

- Servicing involves mmitoring, controlling and collecting cash

fran borrowers uxderlying the collateral. Servicing of the
collateral may alao include relnvesting the funds wmtil they
are required by the issuer. Altermatively the cash flow from
the collateral may be reinvested by a separate investment
entity. To provide further certninty with regard to the
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ifaer's wltimate cosh flow, iavestment contrasts sty be
entered into guaranteeing a fixed return on the reinvestment

f
of cdllateral cash flows. .

Other areas of servicing inclide the responsibili
payment agent.

date. =

)

Paynemts on coupol date

')n each coupon date the following peyments and pmvisions are

usually made, in the tollowing o"der of priority:

[

servicing and- » fees in  tems n~f  the
respective sgreemants; : s
intevest due or overdue/on the A clasw instruments;

mpunts doe to third partles arisim fron Obliﬂt-_

iona imcurred b the issuer in the otdins.ry courqe
of busineas, including the provision for taxation;
Wmmofmmmmcmmmu
of the issuer;

replenishment pﬁ';;!:'e_ contingency fund to its maximue -

lavel; .

interest dus or oveidue on the B class instruments;
replenishment of the shortfall fuxi to its maximem
level;

interest due on the start-up loan;

"epl.mt ot princip!.l to investors basad on a:})orti-
sitions or mymmts of the collatersl; _,"";
principel due an \interest overdus co start-up losa;
interest and principnl doe and overdue on sul-
ordinated loan; snd. }} i

v dividends to the owners or residual holder.

i . o

ties of tha
The mying agent ansures that anch imves tor is
pa,id the correct amount of interest and prlnm;nl on coupoen

C

et
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Documents

it

At the eud of the securitisation process the following

.:imxﬁibnt.': will usmmily have been generated: o
£ : S ©
ﬁffering rencrandim or prospectus
{Jrust dewd

llaterzl tratnsfer certificate

Gollateral sale agradent

o

~» Serviciug agreement i

Trustee's charge over - agsets and kiabi.littes of
iasuer > .
. Credit support agreanent
. liquidity eupport agreemeat
. ‘Various insurance policies related o the muntpml _
. Schedule of issuer-related fees, trustee ‘im and .

Cleap-up e-.n

" iy

' Aa the wime of the colixtera] reduces the cost of aarvicinpf it'

will med the wervicé fes income. Yor this reason,

’ m include a 10% cless-up call which allows the isguer

redoen all mitstandinog instruments when the oollnte-al reachea

- 10% of 1ts original value.

i ) .
Figure 18 (overlesf) indicates the process empioyed in the
U.B.S. issus rnh the prinoipal roles beinz '

¥

"EriEinator :
United Building Society Limited. .
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"Issyer':

Yortgage Securities 101 (Pty) Limited, being jointly owned by

"Trustee

ntl:stactorily.

U.B.S.  Holdings Limited, a registerad Building Sogiety
Controlling Company and Discount House Risk Management
Limited, a registerad Portfolio Mansger and Sécurities Trading
Organization,

"Sarvicer':

" Discount House Risk Management Limited invests and manages

the interest amd capital flows. UaiY, iﬁ?‘f‘gim Society shall
be responsitle for the collect ol honies ngef from
mortgagors and }it;ment ithereof 1y lortgage Securities 101

(rty) Limi.tad and generally for administration of the.

R

mortgages in terms of an admivistration agreement.

Volka}m.amnkﬁmitadbnsbeanappoinmdmtemsofadee&of
trust. The Trustee is enpowored +to replace either the
Mministrator or the lmuager  sbould they f&u to perform

“b

Some inveresting festures of the issue iﬁcluied:

1) Two classes of debentures were issued, with
class B paper representing 10% of the issue
baing subordingted to the class 4 repiosenting
80% of the issue, in order of preference of
paymest of cql.pitq.} and interest.

R
i1) Clzsg A : R225 000 000 imsued,
Class B : R 25 000 000 issued.
tnit size: R100 000.
Intersst payable: Quarteriy ia srrears on 15
Pebrunry, Mey, August and Novewber of exch
year comencing 15 Februsry 1990.

+o
i

%
f

Y
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v} The mortgages backingthe issue have very °
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9

1i13 Ihterest Rate pavable (floating):

Class A : Standard U.B.5. rate at which
reducing baldnce loens secured by first
mortgage bonds over urbah residential property
less 1,6%.

‘Class B : 0,65% ahoves2iass A rate.

First interest rate — Class A 19,15%

First interest rate - Class B 19,80%.

Final redemption date —~ 15 November 2009. -

specific risk profiles and loan-to-value
ratios (see Page 8 of Appendix 5). [
v) Negotiable certificates can be 2ssignable and
tracgferrable, Securities of thi_s type are
traded in the mosey markef and no investor
nedd hold the securitiea until meturity.
Forther considerations-on the ;reun:ln-ry ilplmutim
of a Socemdary Mortgage arist:

let us atart with a recommendation by a 1982 commission of

enguiry into bousing finance;28

"he conditions tet would favox the developaent of &
Sscondary Morigage Market in Sonth Africa should be
@pmwymwmuhm.umw

| piwsible”.

It is submitted that an orgsn of goverament or private
institution, similar to the Aserican GMMA, is required

¥4
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in South Africa. The Govermment is anxious to finance viable
developuents of the type contempiated out is coastrained by
Limited resaurces. It is anticipated that the South Afriecan
Govermm; would be prepared to  essist in  procuring
’ institutional funds on similar lines to the  'Gimnie Mae'
approach, as long as the guidelines set by the Reserve. sank

are adhered to.

For purposes of iilustration, assume a privately owed or
Govermment corporation is crested called, sy, South Africaxn
Mortgage Association (SAMA), and special purpose companies

. are famed by the private sector with the sole purpose of

providing loans on projects approved by SiAM&; on the analogy
by /Glooie Hae these companies would be ‘mori;=

benkers” . 9y will themselves have the required expertise

or will bave acr:eaa to thst expertise through their

shareholders., . B L
S | AP

The “mortgage benker” is essentially a middlemin #ho
specialises 1u( origim.tins *oal ‘estate loans for sale 1o
-SAMA, The mortgage banker will typically carry out the
wllowim taslos; o

. Arvange mortgages with developers;

. Group mortgages into a pool or package;

« Obtain advance commitment from dealers or investors %o
huy speciﬂed amnmts of morigage backed .éurities at
set prices and virlds; ¥ )

. Obtaln a comitment to guarantee fron SAMA;

» ‘Transfer mortgage documents to a trustee;

. AcquiTe morigege backed certificates from SAMA;

. Deliver certilicates to purchasers (desmiers and
investors) .

+ Receive payment from purchesers;
Collect all morigage payments from real astates deve-
lopers/owers.

L

:1.,\‘\\\..

&
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. Remit monthiy pawment of principal ao0d interest to
investors in the pool and provide each jpdividual
certificate holder with & monthly statement;

&
Possible ad<ifitages steming from the establishment of SZAMA
might be: e

. The involvement of SAMA in the manher contemplated
will mmke the expertise of private er  prise
avallable for develogments congidered appropriante by
SAMA and will enable SAMA to dictate priorities in
developients: ' '

. SAMA wculd not be required to disburse available
capital on an approved project as irs liability only

nmaterizlises 1f the project is not successful; <
s

. Institutionsl capital 1is _d‘irei:ted Anto ‘gocially
desirable dev-"opments through thenJJ purchase of
securitised ox  isges.

FD
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INDUSTRY - WIDE SURVEY ON.SECURITIZATION

A gqusstionmaire was cimulaied to twenty-four setior personnel n
the South Afrlcan TFinsncial Industry. ‘The criterda in selecting
these individuals was that they are in a position to mxke an
informedt comment on the Lssues involved and that they would be of
crucial impovtance in ensuring thé viability of such z marke® i

. South Africa.

\ )
it

Since so few peopie are in this f‘apsition, I pre-empted the
questionnaire with a telephone call a.rii& made sure that they were
willing to respond. As a result 1 received most of the
questionnaire: thay were circulated, of which, all were
satisfactorily caapleted. The follming:"\\_ list shows the people
questicned and their positions in the Campay.

i

\}1
W

Name | Position i Company
Dr. Charles ¥artin = [Senior Econcmist Building Industries
o {Mera.tion of S.A.
Julian Enopf Sentor General Manager|D :cmmt House of
C. Brummer Genarel Manager Bﬂ‘,ited Bullding
L Sdfiety
B, Addler o 1Assistant General St%udard Bank
_ Naneger i \
R. Marsden  |General Memsger = |Pim|Golby/Delloits
J. Rain Financial Econveist UAL\‘..
P. Steyn faneral Manager Sanlwm
G. Van Niekerk Chief Operating Old liw_tual
: Ofticer _ '
D, Mkan?/an Financial Analyst S.A. Howring Trust
D.J. Uys Senior Economist S.A. Reserve Bank
S.J. Van Der Walt  |Senior Bconomist S.A. Reserve Pank
A. mmiter Deputy Genevel MaoageriFirst Netional Bank




|

M.
Je

A.

R.
P.
B.
G.

.

D.
Lis

J

Name

Macalpine
Herduran
Harworth
Hatchwell

Yates

Harman

Gouws/L.P. Collett
rias .
Sait

Heimstra

Spale

Martonr-Hood
Kirkinis

Kitshoff
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Position
Chairman
Investment Analyst
Investment Analyst
General Manager
Manzager
General Manager )
General Munager
Senior Bconomist(s)

Director

Anslstant General
Manager

[ Director

Analyst

Managing  rector

. |Asgistant General

Menager .

Financial Director

Company

Liberty Asset
Management

-|Allan Grey Invest-

ment Consul.
Investec Bank
Securities Discount
House

Finansbank Limited °
Board of Executors
Rand }!erchant Bank
Anderson coﬁsulmnts

Yolkskas Merchant
Bank 4

Ed Tern, Ruui;h
flecd Asset
anngenant

Liiarty life

b.4.0.

Indeﬁendent_ Develop-
ment Trust (1.D.T)

The results of the surver were =xtranely revealing in that most
responges hizhlighted certain key issues.

Several r or points wore also ralsed. Since the guastionngire waa

very ope: in terms of possible " :sponses, it wes actually quite

gratifying to learn that virtually all the respondents understood
the topic and most were aware of the key issues involved.
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STAMARY OF SURVEY RESULTS

1.

Hisk of Default:

90% of respondents emphasized the nead for "default-free”
securitization issves.,

Different technigues for ensuring the integrity of issues’
repayuents were preferred. The chart overleaf shows the
replies in relative importance. Under the classification of
"Govermpent Guarantees'” thers were several proposals regarci;
ing the specific organization(s) providing the guarantees.
Twenty percent of r:éspondents indicated thai the newly
formed "Independent Develorment Trumt" should be ultimate
besrer of defauit risk, thile another tweaty percent
proyoged the Urbun Foundation ‘in this regard.

'Credit enhazcement” was also seen as a viable technique to

reduce rizk. Twenty percent of respondents thought that
international gukrantees by otganizations such as  the
"International Mometary Rud" are the best route. Naturally
this aseuwss the willingness of the international banking
and fingnciat fraternity intervene constructively in a
post, apartheid South Africa. Ten perceat of respoadents
indicaced that a start in the right direction could be mede
by legislating that employers should be campelled by law to

parchass their etiployees securitized mortgsagen. J

it sffems fram the strong-worded content o*  -gponses, that
de:{;g rigk is probably the most imporiint impediment to
resol if morigage securitization is. to be n viable
proposition. On ages 117 to 119 of this study; existing

methodologles 1o coatain or remove risk from morigage
securitization are described.

~
r
L
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Govermient Guarantees:

The Govermment has showe its willingness to intervene in
fecilitaring and (partially) -financing low~igcome housing
projects by initiating the Independent Dlevelomment Trust
{IDT) and supplying funds fo it. It is the contention of
certain respondents of this survey that the .D.T'S role in
bousing finance can best e served by its providing
gmmrantess against default, so the institutional investors
would feel cumfortuble in supplying funds to purchase
securitized mortgage bonds. This technique multiplies the

. gvailable funds, for example if the risk assessors establish

that the worst case scenario for default is ten.percent of
the mortgage issue, then with the 1.D.T's role in guirantee-
ing the issue, institutions should feel comforiable in

supplying fen times the I.D.T's avallable funds fn securit-

1md morigeges.

L

. . . \
International Guirantees: __ v

The extemsion of gumrantees by ilaternational bodies such as

the International lonetary Fund (IN.F) or the Worid Bank
wis suggested by twenty percent of respondents. This is in
addition to, or lostosd of cash contributions/loens that
these organimtions customarily grant (o developing third
world cownt. =%. This provision of guarantees can be sceen
tc have (according to respondents) two advantages, nemely:

. The political perception of low income camunities
that their bond repaynunts are mot being made to
Govarmment, Quagi~Govermmer = of "big business" in-
stitutions that have traditionally been ashociated
wit!_: apartheid and thus have a higher risk of a

i
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layge-scale bond repayment boycott.  Instead the

perception of gwmrantees being furnished inter-
nationally may in fact encourage politically active
bodies such as the A.N.C. to convince individuals
and comwities to meet repayment coumitments time-
ouslty. L ’

If organlzations such as the I.M.¥, provide guaran-
tees instead of cash, largoer suns may he comnited,
respordents say, a3 the probability thet the full
guarantee sun will be drawn upon is less than 100%
and at the same time those funds can be commited to *
projects -that need direct cash igjections® to

Standardization of Instrusmt:

The consefigus opinion was tl;at it securitizd - mortgege
instrugents are to be traded in a viaple secomdsry merket, a
standardiged instrusent is deeirable initisily. The diver-
sity of the individuml cash-flows should be administered by

‘the primery issuer of the securitized mortgsge instrument

and passed on to the investor (minus an adminiktration fee)
either monthly, quarterly or semi-annuelly depending on
lavestor preferences. -  As the mmrket incrmeses in
sophistication and wize; there can be new instruments (e.g.
2210 coypon) introdueed. -

Betun of Invaestesat :

All respondents sgreed that the investors should retain = .
market~relasted return. Forty five percent of respondents
indicated that no amomt of additionsl return is sufficjent
to canpensate for risk if there is not & guaranteeing body
in case of mortgagor default on payment {particularly as the
bond repayment issue hs of late been highly politicizsd).
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Of the balance of the respondents, fifteen perceat indicated

that 1f no payment gmranice is made (by Govermment or
other), then the return expected should be camensurate with
the defaultrisk on the vwhole pa.cka.ge of mortgages,
calculated with historical default records. This approach
implies that the very sector that can least afford housing,
the low incame groups, will be penalized with higher bond
interest rates to compensate {nvestors for higher risk
(assuning this sector has the highest default ratio) and
investors would have to scrutinize each securitization issue
iudividmlly to detemine the expected retwumn. The
altermtive 1z that a rating agmcy is devsloped “that
maintaing historical default pat:terns, 80 that over a pericd
of timé, securitized instrunenta could be rated individmlly
according to their work profile (e.g. A4A, AA or AB rated).

‘The table overleaf indicates what regpondents considersd as

tair market retwns' for & securitlized issue where a ten
percait default rate was possible,

Other expectations of returt varied fram Eecus stock ylelds

- +2,5% to goveroment stock yields + 1,55. The complexities

of linking sorigage rates t a volatile gilt merket ylald
are cbvious; so respondents suggested that an average yearly

yield be mlculated and that returns to mvemrs be lmkad_

to it, -

Pinally, tweaty percent of respondents suggested simply
liaking the variable yields to an agreed average hame loan
rate as offered by hlmktns institutions and peseing o 2
percentage (e.g. 96%) to the securitized mortgsge investor.
Recause of its stmplicity this was the yreferred system in
the Inited Kingdom securitized market. '

,".rrr’j

13
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Potentinl Inveators in Securitized origages:

_Because the most important factor in determining the
viability of this instrument i{s the interest by potential
investors, the questiomnaire asked respondents to indicate
if they would be willing to invest in securitized morigage,
and mder what conditions they would do so.
N &

Ot the fund managers qmstioﬁed severty percent indicated
that they would be willing to invest only if :

1) ' The risk of repayment default is norexistant.
and

¢11) . The instrumeat yielded & "parlet related" returf

ili) The instruuent, coce purchased, ws readily tradesble.

The issoae in (1) and (1i) are described in preceding points
wder (1) “Risk of Dsfault” and (3) "Beturn on Imvestment".
Begarding tradeability of mortgsge issues, the only wy to
eamre this aspact is to heve an active "mariet miing”
function in the initial stages of the market, The "market

maker” would constantly quote a “"double” (a bid and an

“offer} in the securitized iostrusent. In this wy @

‘potential investor would kvow that at any polnt in time the
fostrupat can be purchassd by him at the "market makers’
offer price and that he cap siwmys sell a certain quantity
of the mme securitized insiriment at the 'markst makers”
bid price. This market meking finction 18 usumlly under-
mken by 4 merchant benk or other institutions interested
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- in the instrusents vidbility. Is the case of securitized
. martgages the respondents proposals for market maldong

entities varied fram.the Urbgr. Foundation to the Discount
Bouses tc the Development Bank of South Africa.

The hidem:ity of the marlket makers is wot 90 important,
however, s the recognition of the neéd of the market making
fwnction! As the secondsry market in Secwritized Mortgages
becames rrofitable, this profitability will draw institut-
lons intp being instmmmt market makers.

The fund managers questioned, indicated tmﬁif the vields
offered by securitized mortgage issues r /_,1 swer:,or to
other cotargable instrunents (mmmz 9. derat.lt-i'rae
inetriment) the investment size ws anything ' to 105 o!

e . @

i- Mte or Floating Mte Sonds:
Bocause moat mortgege bonds in existence ars based oo &

~ floatizg interest rate to detemine monthly repamsents, {he'.i
.. insoming cash-flow in & mortgage portfolic will also be of &
" flomting nw nature. “ 3

When asked it they (pomﬁwlel mvestbrs) not;ld be prepared
to imvest in & floating-rate instrument, thirty five percent

of respondents indicated thmt they would, tem rercent
indicated that would not amt the balance were undecided.
Then saked to explain why not, the respondents indicated

that their obligations 1a tems of cash outflows vere

determinable up 10 a year in advance, and thus they needed
to be able to predict cash luflows for the utchirg of their
cssh outflow obiigations

it



There is an existing facility to exchaﬁge an uncertain
 future cash flow for a (lower yielding) certain future cash
flow. This is the interest rate SWAP market, in which Rand
'Merchant Bank is an active participant.. 'Thus, if the yields
of securitized mortgage instruments were sufficisntly
attractive, (i.e. % 1% over the one year Fixed Deposits
Bate) it would ge possible for investors, where necessary.
to exchange thP"rf Lting one year forward prospective income
on securitized mortgages for & certain incame at a certain
ﬁ:xed future date {at a price, of course). 1::
N
This festure of securitlzed ;;'tgazes. therefore, does not

seem to pose & mrobdlem.

Pre-ayment Blok:

Cnly fifteen mrcent -of the renmhdmts were concerned with .

the risk that car‘ta.in buome owmars, whme bonds fell within g
securitizption issue would me-my their bhonds, thie
reducing the proapective mirzs of the lesue. Respondents sho
were concerned with this pesibility suggested two poszible
raiedias: *
i) The primary mortgsge ismuer shoind wderteke to
repisce ali pre-peid bonds with similar bomds. The
replacenent bonds would mve 0 be’of similar size

and duration tc the pre-paid bonds.

i) Two (or more) iranches of bowds are issued, whereby
the first tranche is purchased (at & slightly co'yer
yield) by investors not averde tp prepawment. T.o
second tranche is purchused (by investors wh . aw :
averse to pre-paymeant (this &:y!nnn ia deuilad in
the explanation of the U.B.S. securitized issue
pages 122~124). |
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AB moi"lgages pre-my %mir outstanding lishilities
to the primary issuers, honds are removed irom the
first tranche to replace pre-paid seoorxi tranche
bonds .

Mvantages and Dissdventeges for Primary Issuers Selling Off
Mortgege Ponds for Securitiztion: |

The respondents exp-essad both positive and nsgative views
regarding the tiilingness of primary issuers (minly Bankers
or Buildlng BSocieties) o sell off mortgage boxds in a

securitized fo'dn.

ascribed by respondat_tfs these were:

AMvmiages:

Selling off tranches of the mortg
reduces ligquid aswet requirasents sod)
additlonal fwds to be re-lemt, tnuu“‘\

benking earnings (forty percent of respondents).

At times of rights iseuss, the banking shares could
- uoticeably strengthen balance sheets by redu ing

their sxpostre 'ip the mortgage book andthus imtr-ax-n
their finspcial position in the usrketto ensure s
swcessful take~up of rights ismas {fifteen percant
of mpondmts) .

m order of descending Inrortance as

The flexibility afforded to Benks and Building’

Societies throwgh the tradeability of their morigsge
portfolic would allow them to use sdvanced and
innovative prodets swh as Gradmted Fayrent
ibrigages (fifteen percent of respordents).
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The reducea capital ‘vequiresents for Banks and

d.
Building Sccieties mey serve to bring down the cost
of borr.wing for the heme buyer by 0,5% to 1,0%
 fifteea percent of respondents). '

Di sadvsntages:

a. Mortgages carry low capital co-efficients (mo-

b.

percent of respondents).

portion of Sharebolders’ . fumds and reserves

" necessury as a percentage of :hori;gage loens) and

thus are not the most likely candidates for seécur-
itization. . From the prinary issuers perspistive it
wuld he more profitable, in tems of freeing aseets
for re-investwent to securitize leases or install-
ment sales as they carry higher capital require~
ments. (Pifteen percent of respondents).

For many primary issvers (Benks or Building
Socleties) "Blg 1is Beautiful”, in that size of
merket shere is wopatimes wore mmportant to then
thar retwrn on sesets employed. For these people,

. securitizaticn . is not & priority option. (Fifteen

percent of respondents). &

Oreut care would have to be taken in securitizing

losns, in that if primary issuers sell off mortgsges
of better quality, the remining portfolic of
mortgages would be higher risk and thus of less
value, thereby penalizing Sbareholders (fifieen

Y
£y

[N

i
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7<r mangers of Govermment Guars wes:
:lllrl é’“'.'i B

in the‘dvent of dovermment or =ra-statal default gwrantees

being issued, there is a dange. wointed out by thirty per

cent of re fnndents. Primaryk.- suers, lmowing that there

will be a gm%rmmt guaraitee on securitized issues, may

,_m

A Tepouritize tHe worst (or highest risk) portion of the .

Cportfolin. The imvestor wilf not be precccupied with the
risk of the wderlaying Pdtfolio, as he mas the ssewrity of
the guarantees. The net result being, that the guaranteeing
_body may find itself with a higher rate of default than
previously ex[r/ected because of this anuna.ly. E‘!tectiveiy
toe primary issuers vill be strm.,,tlmning their po .folio aﬁ.
% the exponseof ,the goverment (ard  consequently -
tax-payer). : @

—

8. "Prmﬂhad’_‘ormml Ivestment Statos: i"’

[

Ekeamndants were ovu'ﬂzelmingly againgt the re-instatem:at _

of mrihed sgeats (ninety ﬁvu mmmt ol respnndmts;
. -; &

_ L -
Five permt ot req:ondants amid, However, thet-1in the
politically mw .South Africa it might be dasinble to
incide Hmm’itiaad mortgages as 2 "wzﬂmml** mvwf&Qt

PR

8. Withholdizg Mx:

' Thirty percemt of resyondents said that if a. flat

withholding tax on interest incane (miy 10%) were to
materializg, this could give securitized morigages s boost
in tems of individual imvestor demand as imdividuals wo

sre currently being fully tsred on interest incame mey see o

gecuritized inmtrugents as a sefe invesiment with Teal
(after tax and inflation) retirns.

B
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10. Accesshond & Complication:

Ten percent of respondents poiated ocut that Banks that offer

facilities such as access bond would find it difficult to
sscuritize mortgages as the in .ows of cash wouid be highly
erratic shd unprediotable, and thus the "flow through”
principle of cash coming *rom morigage payments going
straight (loss intermediary costs) to investors may be less
attractive thaa definite cush flows.

11i Few Punds for Houmir

All respondants agree that Mortgage Securitization is, in
principle, an effective and marketable method for incressing
_the funding wvaliability in the housing sector, by allowing
" Insurance Companies, Pension Funds and Unit Trusts (where
the bulk of the nutions saving are) to invest indirvectly and
at market related returns in mortgage bopds.

Commant ot Responoes:

It seems that in the final amalysis the survey points out that
the single most crucial item that determines the viability of
lsyge scale mortgage securitization is the issue of defsult
gumrantess. ¥ithout some sort of guaranteeing body or other
cradit enhancing technigue the investors will probebly not
voluntarily enter this market, Tbe possible gusranteeing bodies
or techniques can be the topic of another research report, such
is the spectmm of possibillties and techniques. 1In the final

analysis, At appesrs that both ilostitutid.ul investors in-

sec_uritw? mortgages and benking groupe selling off existing or
newly eablished mortgage portfolics stand to benefit from

secondary o kets.
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(XMIISI(X*B AND RECOMMENDATIONS

,_,,./
-\_"‘?

the following are the key i..idiags:

&)

)

d)

&)

T,
o

)

2)

The insurance and pension J‘vnd ssctors have girown much
faster thun Banking and Building Society Groups since
1577 (pp. 11-21 and pp. 84~54).

The largest pooi of imestment funds in the country is
primarily in the bhands of iastitutiomai insurers and
pension funds (pp. 11-21 and pp. $4-64). 4

Only 2 small proportion of the assets of pension Dinds
and iastitutional insurers ig invester in wmortgage
bonds (less than 1%) (ip. 58~59). L

Banks and Building Societies are the primary suppliers
of housing fimance to South African house purchasers,

‘and "liquidity cruoches” or non-availability of

short~term deposits mey result in Taoking groups having
i0 reduce the amount of new morigage lcans granted

: (pp. 42~52).

Mortgage securitization and secondary mortgage markets
could assist pension funds and iasurerg to invest in
mortgage instruments without kLaving 0 create a
speciglized mortgage issuing and rdministrative
infrastructure. This administration would continue to
be undertakern by the origisal primry issuer of the
mortgage bonds (typically a bank or building society),
who would secure a fee for this function. This fee may
bo deducted froam the monthly payments made to the
investors (pension funds and ineurerg) thus slightly
reducing this return on capital provided (pp. 63~67).

Thz interest rate charged for porigage bonds by banks
or buildi.g socleties has historically been (with a few
exceptions) significantly higher than the prevailing
capital market rates on Government or Quasi-Govermment
debt instruments (pr.. 68-71) p

Institutional fund managers bave \J.ndicatetl in question—
naire responses that there are thiee pre~-requisites to
be fulfilled before they would be prepnred to iovest in
securitized mortgage instruvents, nam*ely

£

the topic of Mortgage Securitization
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. There mist be some form of guarantee against
defauit,

. Returns must be campensurate with comparable
debt instruments.

« The instrumenvs should be easily tradesble

Although the primary emphasis of the rationale behind
mortgage securitization mey be seen as the channelling
of institutional investment funds into housing finance,
there could be additional tertiary advanteges for the
organizations and parties involved in securitizations,
namely:

For the Primmry Yimsuers (banks and Iaiilding
gocletias) the freeing up of scarce caplital
afforded by securitization mmy aliow the
organization to re-lend the cash released in
seiling mortgages into higher margin and thus
more profitable loan aress such  as motor
vehicle finance (pp. 49~53).

. For the Iovowiting Instltution, avising from
point (2) previously, it is possible that the
higher vield on securitized wmortgages mey
gcmaethemtmmmmtomfunds(pp.

-71). A

P | /thelww(nrhmmr) it may be
“passible to lower the effective cost of
borrowing by improving the efficiency of the
market place in mortgages (pp. 49~53). Also,
gecuritizatics could facilitate the use of
Graduated Puyment Morigages (although G.P.M.S
could be used even without securitieation) by
creating more flexibility in the tems, nature
~and size of the primgry issuers morigege
portiolio.

There have been %o date 2 smll aumber of securitized
mortgage instrument issuers in South Africa, but there
iz the Iintention amongst issuvers to greatly increese
the use of tkig vehicle in the future. Senior staff of
financial institutions are both aware of, and investi-
gating the future issue/purchase of oecuritized
ingtruments.
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. \\ !
The Authorities, particilar the Heserve Bank are aware
of, and have extensively regulated and monitored the
deveiopment of mortgagse securitization.

Based on the previnug findings 1 would make the follcm.ng
recamendations:

a)

b)

&

¢)

d)

@)

The research om‘aucted during the course of this report
has highlighted the intense technical pature of the
vopic, and I would thus recommeund furtker research intc
each specialist topie which is covered in this overview
report. Such research is likely to require extensive
specialist know-how and rewurce, however,

4. speciaiist body, be it the I.D.T. (Independent
Levelopment. Trust), the Urban Foundation, or an
independent, specially constituted South African
¥ortgage Association (as suggeste) on pages 125-127)
could examine the issue of guaranrees agiinst default.
The muacsnlesing. bouy may induce a multiplier effect in
the provision of. mortgagi finance. As a simplified
illugtrative exanple, i ‘1 independent risk assessor
{equivalent 30 Moody's or Standard and Poor's ia the
1.5.A} such as the recently congtituted private
company: "Republic Ratings", were to attach a worst
case scenario of default as say 10% of the securitized
issue, and the guaranteeling oody were to earmari RI10
Million in tne provision of housing, then a total issue
size of RIQ Nillion could be sold - ‘o institutional
investors without the guaranteeing body injecting any
cash, but oaly providing R10 Milliocn it guarantees.

Sreller, lower risk issues nny utilize credit enhance-

" ment techniques (as detailed pgs. 116-~119) as was the

case with the United Buildiog Sovlety's securitized
issue {(pp. 107-125), to decrease risk of default.

The guaranteeing body caa nominate official consuitants
and underwriters, who in exchenge for their fees at the
instriments issue, provide a marker meking function by
gquoting a buying and selling "sp " for a time to
ensue the instrument retains its saleability until the
murket gathers momentum and grows in size.

An official risk assessor (such as Moody's or Standard
and Poor in the U.5.4) could be appointed to measure
the risk profile of issuers and to meintain s default
history on each issued irstrument.
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If investors are initislly uncomfortable with a
finating rate note, a fixed rate issue can he created
by using the ianterest rate SWAP market.

The major political perties in the country, including
the A.N.C., P.A.C. and I.F.P., my, by being educated
in, and giving their apprcval to (if possible}, the

ingtrmments, discuss with their supporters the wn~

tenability of bond/mortgege neyment boycotis and thus
give extra credence to the loug  term future of
Institutional Investment iv these forms of inastmments.

o
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Finoncial Mail : May 1988, pp. 91-88.

Mr. Solomen, University of Witwatersrand (Business
Economics Department) .

Dr. Mavtin, B.I.F.S5.A. (Head Econamist}.
M. Prenner, U.B.3. Holdlngs Limited.

These experts in their respective fields were each inter-
viewed by myself during 1989, durinog which interviews this
question was affirmatively answered. '
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Mr. Schosman, _Déwty-Diracmr General of the

Department of National Jealth and Population
Develogmant: (S.A. Builder, July 1988).

Mr. Oooper, Barlow Rand Group, Deputy Chairmmn -

Director, 3.A. Housing Trust - Excerpt from an

address at the 8.A.A.H.B. 1988 conference.

- Dr. Martin, B.I.F.S.A. (Head Economist) - During

interviews.

Urban Foundation - 1887 "Survey on Urbanization in

tm.. pl'd 0"0 . ) ,;I:

Excerts from a paper presented by Budolf Gouws,
Group Economist Hend Merchant Bank Limited. KRG
Aitken & Peat - conferemce on Securitization,
Pretoriz, i sarch 1980,
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Dr. Martin C. - M D Thesis on "Home loan
Finance"(Stellenbosch University 1988).

Grant Brewer iz a senior financial mansger of the
United Group, whan 1 interviewed in August 1G89.

Fxcerpt from the peper presented at the 1989
N.A.H.B. Ooniference by P.A. Lamont (Chief Manager -
Home lLoans <« First Netiopal Bank of S.A.).

SiA. Reserve Pank¥ Quarterly Bulletin (June 1969).
Securitization in South Africa -~ Pin Goldby,
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1988.
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Time Magazine "The lemige of U.8. Thriftw?” July
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UREUEA Journsl, Vol. II, No. 4, 1983 (pp. 445-9).

Conmission of enquiry into housing finaoce in South
Africa, State Printer, Pretoris, No. RP37/1962,

“Ibusing under the new dispensation”. The
froperty Development Industry". '
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Journal of Property (Oct. 1088).
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ri
I
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: (IQO) M. Maraten ws alao parmlly intér-
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GLOSSARY

The following terms are defined as they most% often apply o
activities in the secondary mortgage market:

Acceleration Clause:

4 clanse that's commonly inciwded in mortguges and bonds,
which gives the holder the right to demuand the entire out-
standing balance be paid in the event of defamlt.

Acerved Interest:

L

Interest egrmed (but which hus pot heen paid) for the period
of time that has elapsed since interest was last paid.

Adjustable Rate Mortgage (ARK):

A loan in which the interest rate is adjusted periodicaily
according to movements in a preselected index, such as
Treasury bill rates. Also used to refer 20 any movigage loan
ottier than the standard fixed-rate mortgags. B

Aardnistration:
An 2lternative term used to degcribe servicing.

]

Mministrator:

An alternative ters used to describe the servicer,

" Amortizxtion:

A method of loan peyment celculated to pay off principal by
the end of a fixed period in monthly installments, which
include principal and interest. Home loans commonly amope
tize over 30 years. PR
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annual percentage rate (APR):

A term used to represent the percentage relationship of the
total finance c¢hange to the amount of the lcan nhote interest
rate. This reflects the cost of credit expressed as a yearly
rate, taking into account ftotal finance charges.

Appraisal:

4 report nade by a qualified appraiser to estimate the valuye
of property.

Arbitrage:

The process of buying 2 commodiiy or security at ome place or
tine or frum cne person, and seiliag it at another place op
time or to some other person fo take advantage of any

difference in the purchase and sales prices. Arbitrage tends
to elbminate any difference in prices.

Aspet-backed securitica:

. A generic term for ‘the marketable debt instrments arising
fras the process of asset securitisatic.

. Asmet securitieation:

The process of taking the cash {low from a segregated pool of
homogeneous financial assets gnd structuring it is such 2 way
a8 to support the issuance of marketable debt instruments.

. In this document the reference to sssets is really fimancial
assets. .

Assoeption Pee:

The fee pald to a lender ~ ususlly by the purchaser of a
property - upon the assumpiion of a morigage.
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Average Rate of Return:

The return on an invesitment calculated by averaging the totail
casi flow over ihe years during, which cash i& received by the
investor.

Ballooa Morigage:

A mri;gage on which the principal balance (which is in excess
of tré mom.hly payment} is due in a lump sum before the end of
the ALOT ;mtion perio&. '

Banlruptcy Rotaote:

4 temn _ nséd to desvibe an issuer which is protected,
structurally and legelly, from bankriptey.

Busis Mnt GiP):

1/100thvof 1 percent. For example, 3 basis points equal .03
parcanq*" or .0003. This term is used to describe the amount of
chnnme in yield on & security. It iz also used to describe a
foe dun to Freddie Mac calculated on the coomi tient

Buaaiine:

Program under which Freddie Mac purchases mortgages for cash
Now ref.'erred 0 a8 "standard” or "cash" program.

bl
kY

Belov-tarket mui-hst; Rate:

An Interest rate l_:elbi the current rate for conventionsl
Tinancing in a given erea, Frograms with beiow-market rates
may be used to assist low-or moderate-income Huyers.

Boud: S 0

AR interest-bearing certificate of debt with a fixed maturity
date.
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Borrowee:

Individual or iddividuals who receive funds in the form of a
loan .aad any obligated to repay the loan in full with
~ interest. Also called the “mortgager' when the loan is
secured by real egtate.

Bresk~-Even Roint:

In residential or comeercial property, the figﬁi‘e at which
secupancy is saqual to all required expenses.

Buydown : :
Money advanced by a builder, relative or other party io reduce

the borrower's monthly payment in the early years of a
morigage, helow the level required for sormal amortization. '

Cull Protection: : S _ *

-y .

A fexture of mortgage-backed sscurities designed ‘to minimize
the risk of prepayment. Examples would b2 including pre—
payment pensities and lock-in pariocds in mortgages that bteck
séeurities, or structuring an issue = that if loans are
prepaid, the funds are not pessed through immediutely to thy
invegtor.

Investors desire call protection because it provides a more
consistent cash fiow and keeps them from having to look for
reinvesiment ‘opportunities. |

i

Call H‘m:l.si({n

A clause in a mortgege giving the lender the right to demnd
payment of the loan in full under certain conditions. S.milar
to acceleration ¢lause, . g

Oapdtnl:
Money used 10 cremte inccme.



Cash Flow:

The c¢agh from a project paid to investors.

Certifios’e Rate:

The rate of interest specified on the participation

cercificate, ®hlch Freddie Mac pays to investors.

Ciean-up all:

An option given to the issuer to redeem 3ll of the outstanding
asset~backad securities once the collateral reaches a certain
percentage.

Closed-End Mortgsge:

A fixed amount mortgage where the principal caumnot be

increased.

Closed Pariod:

© The portion of the term of a mortgage durins which the loan

cannot be prepaid. .

Closing:

The consuwmption of a transaction. In mortgage lenuing this
meens the delivery of a deed, the signing of notes, mortguges
aad other loan documents, sud the disbussement of the loan

m: _

The standard abbrevisiion for a Oolluteralized Nortgage
Obligation | | ! N
Gollaternl:

Property pledgod an aecurity" for a debt.
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Collateralized Mortgege Cbligation (CMD):

A type of bond first issued by Freddie Mac in June of 1983.
The securities issue was divided into three maturity terms.
The OMO provides a type of call protection and pays principal
and interest semiannually rather than monthly like a BC.

y
i

Comrercisl Bank:

A hank those main functions are the ncceptanie/of demnd
deposits and the lending of short~temm funds. =

Commercinl Hapar:

The evidence of short-temm msecured obligationa such as
promissory notes sold by corporations that want *o raise.cash.

Oal-i.tnult-

In the primery market, 4 pmnise from a lendexr to.a borrower

to loagwmoney at & futwre date. In the secondary market, a
fee pald by lenders for a secondary market participant's
promise to buy a lcan at a later date.

¢ Comsitment Pee:

In the primary narket, a fee paid by & borrower to = lender
for the lemier's promise to loan money at & future date. 1In
the secondary market, a fee paid by lenders for a seaondary
mha‘-:t: participant's promise to buy a loan at 4 later date.

Gmmd interest: .
Intamast omputad on both the principai and accrued interest.

Oc;ptmlhr of the Qurrency:
Office created by Congress in 1863 as & part of the mational

banking system. The Comptroller of the Currepcy regulates
natiqml banks.,
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Oondomini va: _

4 form of real estate ownership in which the purchaser
receives title to a particular unit in a larger structure and
2 proporticnate interest in comon areas.  (Similar o
sectional titie).

Condui t: | !

The intermediary between the londer and the investor.

Conduit Iseuer:

Private companies that buy or originate loans and issue
mortgage pass-through securifies ia thelr own name, without an
agency guarantee,

Consolidated (bligationa:

Bonds issued by the Pedersl Home Loan Bank System.

Oumnﬂmllmn ]
&mrtpamichismtinmdbythefedmifbuﬁng

Advinistration (FHA) or guranteed by the Veterans
Mministration (VA).  °

muvmtimll!rw Securitiss (CMSS):

Securities whose underlying pool of | mortgages has ro federal
guaruntee or insurance.

Coavertihle Ad.jmtlhle Rate w

A type of ARI( intwdlmed by Freddie &c that allm borrauam
to take wi ARM at a lower initial rate than & fixed-rate loan
with the opts.on of emvertins to & fixed-rate mrmge at the
then curreat mmrket rate st the time of the first sclwduled
adjustment.
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 Another term for credit enhmomnt
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Co-Operative:

A form of real estate mershii: in which a eorpora:':ion holds
title to a property and conveys units to individuals by

- issuing shares of gtock and ocoupancy agrear. nts,

Coupon Bate:

The annual interest rate on a bond or the contract interest
rate on a mrtgage uote.

)

Credit Euhancement:

The process of reducing the credit risk of s debt issie so
that it can obtain the highest possible quality (rating) and
thus be issued at the lowest possible. interest rate.

th

'l'ba party pmvmmg the credit enhancmt.

Credit &mt: : _ o “ 0

o

v

Credit Uoion:
A mmtive aspociation that makes smmll lo-.ni to “its
meebers. :

i

§

Dealer: | | " L

A fim in the biainess of tuying and mlli::s mrtyse-h\:;\xkad
securities.

) . . \I
An unsecured debt instrument backed only by the general credit "'\\\“-*m;y
standing axi earning capacity of the issuer. \'\\;ﬁ

Dotaul t:
Amnhoithemotamtngmmct.



nit mortgage.,

Delivery:

Fhysical itransfer of loan documents Lo Freddie Mac.

Delinguency:
Failure to make timely payments ¢f principal and interest in
accordance with the terms of the debt instrument. -

DeMinimiz POD:

2

A pianned unit development in which the coumon property has

little effect upon the vaiue of the property securing the FUD

Dopressed Mortgage Market:

When the market value of a mortgage is legs than its face
value. Thig generally occurs in inflationary times when

interest rates on exisfisg mortgages ave below cuwrrent murket
rates, '

B Y .l
Discount:
- u i

| A price that is lower than the unpald principal amount and

results in iscresging the eifective intereat rate or yleld.

Discowmt Foint:

The amounht. peyable to increase the loan's effective yield. '

One pointfyis to one percent of the loan smount.
i

Discount Bata:

The rate that the Federal Remerve charge to member banks that
bormmnayfrunﬂ;f

Disintermadintion:

The flow of funds out of savings institutious into investments
with higker interest retes. This shift can result in a
decrease in the amount &f Iunde availible for long=term real
estate 7inancing.



v
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' Down Payment:

The difference between the sale price of real estate and the

mortgage amount paid by the purchaser.

Due—-ce-Sale:

A clause in a mortgage providing that if the borrower sells or
transfers any interest in the property, the lender has the
right to demand payment ta full,

oA
[

‘Btfective iield:

When a mortgage or bond is brought at a discount or premium, ;j
the effective yield is the annual”’ return expressed as the
interest rate specitied on the security divided by the mmount
invested.

Bquity: __
The dixff’eemce between current fair market value and current

indebtnoss, usmlly referred to as the owaer's interest.

Becrow Fapmant: o
BN
The portion of & monthly payment held by the lender or

micertopnyrmleshﬁetamandimprmimﬁ

Brent Rtlak:

The specific business risk of an entity, espocially with
rqa.rd u: the enﬂ.tr's sonsitivity to0 changss 1in its

'annrpgmmt. e.8. ecmcmia changes, changes in leg:lslution,
ete.

T

Face Value: _ __
Yar velue; the principal value of a bond, ‘mote, mor
ete., the amount of principsl the issuer contracts to repay.
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Fair Marget Value:
The price at which property is transierred betweea a willing
buy1 \aad a willing saller,zach of whom has a reasonable

knowléJge of all pertinent facts and neither bemg under any
caspulsion to buy or sell. i .

Falliog darxet:

A market in which interest rates are moving in an overall

Jownward directim. . o

Farmers Home Adxinistration (M): _
A govermment agency within the mm#m of Agriculture that
operates wnder the Conadjidated Farm and Rural Developuent Act

" of 1923 and Title V of the Housing Act of 1949. "This agency
provides financiog to farmers and other qualified horrowers.
- . . 3

Pederal Depostt hmm(b!mﬂm (ebIC)

Orig i1y established by the Banicing Act of 1933 in the U.S.
o issue the depoaits of banks.

..

MMMMMCM&):

ssavings institutions. It oversees the operations of the
Federal Savings and Loan Insurance Corporation and Fraddie
Mac. - .

Federal fome Loan Mortgage Corpstion (Freddis Mac):

A congressionally chartered corporation und purchases
morigages in the sscomdary mortgage mrhét from savings and
loans, banks and mortgage bankers.  We sell lMortgege
Participation Certificates (PCs) secured by pools of
conventions)l mortgage loans as one means of ralsiog funds to
finance the purchasc of mrtéases.

A reguiatory and supervisory agencyy for federally charteéred:

&

e
\\.\

DR S b= S,
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Fedérnl Matioml Morigage Association (Fanmie ike):

- A congressionally chartered corporaticn with privnte stock~

hoiders that purchases residentia.l mr'i.ﬁges insured by FHA -or
gusranfeed by V.A, as well as conventional hoox mztgages.
its primary source of funds is dept issues, but it also sells
some mortgage-backed sqmurities.

|’.l

Federal Reserve Systam:

The ceuti'al banking sysvem of the United States, consisting of
‘th. Federal Reserve Boardr The twelve F'ederal Reserve Bauks
Federal tousing Administration (FHA) :

A division of the Departwent of Housing and [vkan
Development. Its main gctivity is the irsuring of residc.;:-ﬁ_al

merigage loans made by privete lenderc. It sets svandurds of-

soustruction and underwriting. FHA does not lend money or
soustruct housing.

Fedéul &.ﬂm and 1osn Insurance Corp. (FELIC): -
: corporation established in 1034, Ly the Mitional Housing

" Act, -which ipsures savings sccounts in- minss and lcan

association. e

oo )

Finmcm Aggoeta:

v

Interest producing assets like mortgages, credit card

receivables and car loans. o

A lender! ) agreement 30 meke a loan to a speciflic borrower on

' a specific property.

ﬂmm:

A mortgage thit creaves a iiep ! éxainst real property having

first priority. Also :_pa.lled serior mortgage.
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Mortyage Discount:

The amount paid to increase the actual yleld of a mortgage.
Sometimes called points, loan brokerage fee or new loan fee.

The discount is computed on the amount of the loan, not the
sales price.

Mortgage lnsurence Comgpmay (MIC):

A company which writés insurance that protects z mortgage
lender sgninst loss caused by a borrower's defauft.

mmm:

Bonds issued by pub.l.ic entity payable from revanues derived

from repeyments of primipal and interemt on mortgage Ioana "

that vere fionanced from the proceeds of the bonds.

r'\.

Norigegee: e e

" The lendar ina mrme t:rasactmn.;/ " T ®
;
Mortgagor: £ /

The borromr or }'mr in & mrésage transsction who pledzes _

pmperty alf a murity Yor a

Ml ti-Class Inmaw:

An asset-backed ilusue t hax at least twb instriments with
different cha.mcteristiqs,\e.g. a long dated and short dated
instriment. By matwre, multi-class issues can only be made

out of pey-through structures. Iote! a senior/subordinated -

" jmsue with only one A class and one B class is not considered

& multi-class issue,
&
Multifamdly Developmnt: =

Development of more ti.un fowr family dlellings Geaerully
associnted with garden apnrmts, tovnhousee add highrise
apartoent complexes. ;

3]
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Participation Certificate (PC):

A modified pass-through security, issued and guaranteed by
Freddie Mac, which represents ownership in residential
mortgages. The underlving mortgages are conventional i
not insured  or guaranteed by the federal government.
Investors are guaranteed nmt)t):ly interest payments awmd a
pro-rate share of the pri_ncipa‘l as paid by morttgagor with
guarantee of full collectlon of pr'incipal. Mortgage
Participation Certificate is the iormmai name of f.d security.

Participation Ioan:

A morigage mde by one lender, known as the lead lender, in
which other lenders or investors, known as pavticipants, own
parf intereat, '

il

Psa-Through Security:

"A security in which principal and interest are “pasged
-"_'_hrmgh" to the holder on the same bazis aa the wnderlying -
_ansets,

Pay-Through:

An asget securitisation struciure that effectively gives the
laves or an equity interest in the collateral. This is
becanse the investor bears all the risks and rewsrds of
actunlly cwning the collateral, i.e. all lending-related risks
and cash flows received are "passed-through' to the dnvestor.

‘Paying Agent:

The entity responsible for peying out the interest due and
principal received to the lnvestors.

¥ensdon Fund:

i institition that holds ssects invested in items such as
long-ters mortgages and high-grade stocks and bouds having
acceptable yields and security. The purpose of & pension fund
is to accumlate fuads to hold and invest in such & memer
that it will provide retirement income to individuals on an

agroed upon pimn.
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Fiscal Year: |

Any 12 month pericd used for financial reporting and
preparation of balance shests, profit and loss statements, and
othor fipanoisl summations, B

Fixed“ﬂa.t‘.e Vorigage:;

A mrtgage on which the mmres*' rate ie set for the tem of
the: loan.

Foreclosure:

f legal procedure in whiich property aortgaged as security for
a loan is sold to pay the defaulting borrower's debt.

Formrd mmmt.

A commitment made by a lentizr to nnks a mnn t0 & hodeouyer or

* purchese § lmn from ancther lender or sell a loan A0 a

secondary merket participsat in the future.

* Forward Delivery:

The delivery of mortgages or mortgdge-backed securities to
satisty cash or futures parket trensactions of an earlier
date. o "

\ 7
unding: . :
The actual transfer of funds 0’ sel‘m:' when Freddie Mac
purc:nases & lodn, -

Going Inm

A stmteagy in hedsinz where loens m orisinated before an

attenpt is m to Hei) them to investors,
&

C)!.ncﬂki-t

A strategy' in hedging where mvestor mmimnt to buy are'

obtained before loaus sre or:.giuated against the commitments. |



. s e

o

Ofthﬂ loan. i

- 163-

i

Goverpment Natiocoal Mortgage Association (GIMA):

On  September ;,{a 1968. Congress enacted legislation to
partition. Faonis Mme into two continuing corporate entities.
GNMA has assuned responsibility for the special assistance
loan program. Also, GNMA administers the mortgage-backed

securitles program that channels new sources of Dluuds into

residential financing through the sale of privately issued
securities carrying a GMMA guaranty. '

Graduated Payment Mortiage (GIM):

A type of flexiblg-repayment mri:gage where the payments
increase for a speci\\uc pev'iod of time aml then ievel off.
Often used by first-time home-buyers ‘who expect their inccmes
to incrégse over the years.

WQ Bquity Mortgage (GEM) :

A type of loan in which anpual incresses in mouthly payments
are used to reduce outstanding principxl and shortsn the terms

&
Gmantee:

Promise of the issuer that principal and interest due to
inveators in mortgage-becked securities will be paid vy 1sauer

Hno&.pnidbybormr.

Glmtm m Certificute (aic):

A bord like instrument issuwed by Freddie Mac that represents

‘swmership in & large pool of residential morigages. Principal

is retursed annually and interest is paid semiznnually.

Guarantor;

Fraddie Mac program under wiich lenders sell ("swap") losns in
exchange for Pariicipation Certificates..
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Hedging:

The matching of assets to liabiiities of a similar nature, the
assumption of one risk calculated to offset another, the
purchase ¢r sale or morigage futures contracts to offset cash
market transactions to be mede at a later date.

Home Improvement foan (HIL):

Mortgage im which the funds advahced are used to improve

enérgy efficiency or upgraded existing property.

A ] ]]' . .;;Zr

i

The U.S. Departitent of Housing and Urban Development
established by the Housing and Urben Development Act of 1965

* to supercede the' Housing and Home Finance Agemcy. It is

¥
H

L

i

: responsible for the implementation and adminisdration of
" government housing and urban development programs including

GNitA.

Income Limits:

3 e

Family income limits established by law for a mission into
I\X-am-mdenw-inm housing projects or to qualify for
r §t supplenent assistance, Based on family size and
geogruphic location. |

%

Heml estute owned or operated to produce income.

S _ . ,

A form of fipancing whereby a mumnicipality or development
corporation issues bopds to  finance revenue-producing
projects. Project revenues ure used to pey the debt service
or the bonds. The full faith and credit of the municipality
or { velopmenl corporation is not pledged to seuure payment of
the bonds. '

=
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_ Property.

-The decimal equivalent for 20 interest rate.

Issuer:

The Entity respeasible for purchazing the cellateral, funded

by issuing asset-backed securities.

Investor:

The entity that purchases and irades asset-backed Securities.

Installiment:

The reguiar periodic paywent that =2 borrower agrees to make to
the lender,

Intereat: - y

Money peid for the use of momey, usually exp(@ssed a8 ap
agnuzl percentsge.  Also, a right, share, or title in

¥
AL &

Inter=st FPactor:

\\ =]

of bringing together borrowers and lenders within
s/loan system.

v

\% . ; :
A lien imposed against property without coosent of an owner.
Exa;-nplaa imluwie taxes, specinal sssessuents and juwigerats,

Jundor ¥ortpege: ;
!
A mortgage that is subordinnte to & prior lien or mortgage.



~ Lien:

late Charge: o ,4’/

An additional charge that a horrower is required to pay as a
penmaity for failing to pay a regular instsilment when dua,

lead Mapsger:
The "Lent_f_ty respotisible for structuring the entire issue.. The

lead manmger must also co-ordinate all the other parties
inwolved in the process of securitisation.

Level Mymeot Mortgage:

A mortgage that provides for a .constant, fixzed payment at
périoa‘ic intervals during its tem. Part of each payment is
credirnd to interest mth the alance of the payment used to
reduce the princi.pa.l

The use of borrowsd momey to incresse the return on a cash
investment. For leversge to be profitable, the rate of return
on the investment must be higher than the cost of the momey
bovrowed, P

.4

K leganl clmﬂfmemmmmamwertyotmutberas
security for a debt. -

Liquidity: a - AU

Cash position based on ASSetE tiat can readily be converted to
cash; the ability of the market in & particular security to
aksorhk a reasonable smount of buyins or ealliug &% resxsonable
price changes. _H

Loan:

The renting of a sum of monuy, by & lender to & lborrower, io
be repaid with or without interest.

Q::. s
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_ loan-tui‘hlue_, lhtio:

Ce . . “
The relationship of the principal amount of 2 mortgage to the

" appraised value 0f a security. This ra.}ia is expressed to a

potential purchaser of property in terms- ot the o percentage of

the value a lending institution is willing to fillpuce.
- . f’{?

; g
Lock-in Period: '

That portion of the term of a morigage loan during which the
lcan cannot be prepaid.

Mandatory Delivery:

A type of loun purchase program in which delivery of loans by
selier/servicer is mandatory. 0

Factory-built or F-u-fabricated housing, including mobile
homes. ' " )
Mester Coamdtment:

Joint agreement between Freddie Mac asd apother company, Under

which we agree 10 buy a large smount of mortgages frau lenders’

they iinme up through thedir marketing efforts. Exsmples are
our agreements with TIOUR Mortgage Insurance Canpuny and mc
{tha Home Mortgage Access Corporation).

g %)

2

Narmstability: - o <
- N 3

How easy or e';pensive it im to sell & security. One measure
ie the bicdeask spresd between what 2 dewnler will pay to
scquire a security and what is charged to & buyer.

The date on which payment of an obligation is due in full,

indeim Grm Yield:

mesmoftherequueﬁnatyieldmdtmrequimmm
servicing apresd.



i

T " uemt securities representing an undivided interest in a
v o2 loans secured by mortgagea or trust deeds. Principal

7

Freddie Mac.

: Mortgage Wz .. __ _
A fim az 1ndiv{diu.1 vho origlopates loans for mle to other_“"
investors. The mortgage banksr generzlily continues to servica -

_ - 188 -
o
Rinimmpn mrdc:l.ng Sprend

Theé minimunamount ef the interest income to be retained by
seller (or substitute servicer) in order to provide canpen-
sation for servicing of mortgage: yarchased in whole by

'npney Harket:

1.e financial market that brings together investment capical

and é ‘\;t—tem mcnPy mst*unents (those maturing within a'

yes.r, such as 'I'réﬁmry biils, notes. mnercia.l paper, etc.,
"

c Ty

k Jén-e-:

A debt instnment emcuted by an owner of pmperty pledging
toat property as gacurity :ror payment; of the debt

)

2

and interest payments on the underlying mortgages are used to
" pay principal and interest on the securities. Famnie Mac's

Mortgaged-Backed Securities Program is similer to cur

MWM

the losns. T g

i o
W Biraloer-:

A fim or individuxl who brings the borrower and lender

together, receiving a commisslon if = losn results. A

mertgage broker doss q,«“: retain servicing.
. N o’
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Mutusl ﬁvim Bank:

4 state~chartered financial insts’.i:ution that inirests maiply in-

Naticawide Lender:

A seller that has receive Freddie Mac approval to sell and
service loans on properties locatad in stated outside its
normal lending tez'ritory.__ ' _
Mtive Mm'tia.tian

'{:.A loan pa.mnt schedule in which tthe outstanding principal
ibalance goes up, rather than down, becsuse the payments do not
a}covar the full amount of interest due. The unpaid lnterest is

nddeu to the principulﬁ’

m ciutmme between effective gross “income and cipenses,
ineluiins tzxeg and inmrm -

.|f

@n Bate:
The rate of Iloterest remiftad to an inveator sfter [ the
eervicing fee has been deducted from gross rate.

Bt Beturn:

" The remminder left after tottl operational expenses sand

interest payments arc deductad from gross income.

Net Worth:

The value of all assets, losluding casb, lees total
liabillties. It ig ofter used as an underwriting guideline to
indicate creditworthineas snd financial strength.

Hgt Yieid:

That part of groes yleld that remains after the deduwctione of
all costs, such ns servicing and any reserves for iosses,
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Formel iending Territory:

The area located within the state or within a’ radius of 100
riiles of the seller s principal ofﬂ.oe.

Of.rgp Procedure:

The procedure by which lenders place offers to sell mortgages
at s posted yield. '

Optionl Delivery:

A type of loan purchase program in mich the seller/service
has the option of delivartng loans.

Origination Pee:

The fee_cliu‘ced by a lemder to make & new mortgege loan. It
covers tiz credit varification sod property evaluation.

' origlostor: K R

A permon who solicits builders, browers, and others
sppiications far mortgage loans. Oricingtion is the
by which & nortgage tanker ot direct lender brings into ‘eing
» Eortgage secured by ral property. Y

" QrerCollateralisatioe:

A methof of credit enhancement J.nwhich o in7estor hag =
secured interest to the cesh flow from a peol of assets 1arger
than the asset-backed issue.

far:

The face value of the mortgsge (or bond) principal equals its
actual sellirg price -« tmt is, with no cumoutf. or premiun.

I3
\. .- I!
. [
o
Wy

3 /
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 Temivdsed ta expree loan applications in process up wntil

closing . USed when analyzing mortgage loen inventory and
commi {rent rove :tge.

PITI:

principal, interest, taxes and insurance. These elements

generﬁl.l_v mzke up the borrower’s monthly payment. -

. ’ | (i

Plansed Uuit Development (PUD):
A one-to-four family 1ndj.v1dui ¥ owned unit situated upon 2
parcel of land which also confains comon property for ihe
beneiﬂt and use of inaividual l'% owmers. The comwon property
is ¢, ntamed and owned by \a homeowners association,

v corpéara, .Ld;a ‘4 trust, which requires automatic ronseverable

mnbership ‘of each individual unit owner, with mandatory

assessments.

Pledgod Accoumt Morigage (PAE): ;

A graduated payment mortgage in which mt of the buyer 5 dowmn
paymen: is deposited in 4 savings account. (Funds are drawn

from the account to supplement the buyer's ﬁqnthly payments

during the-early yesrs of the iosn.

Point:

An amount equal to 1 parcent of the pripcipsl amount of gm
investment or note. load- i ‘ount points are a one-timg
charge asoessed at closing hy tﬂe lender to increase the mrield
on the mortgage loan to a competitive position with other
types of investments.

A epecific group of mortguges that beck Participation

‘! Qertificates.



Formerly Quick Funding program seilers‘ these sellers provide
! Yess documentation and receive faster delivery of FCs under
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bortfclio:

Lk:rlcungs of secarit:.es by an mdividual or 1;;_‘=t:.tutmn. A
portfolio may contain mortgages Treasury bills, bonds,
preferred or coammon stock or other invesiment securities,

Prepayment Penaity: "
Fee paid to the lender for the prepayment privil.«egé:

Preferred Scllers:

the Cuarantor program and faster funding under the stanﬂarﬁ

pmgram o _ X

Prica:

The - ymouny oftep‘ stated as a percentagg, paid i gddition to
the face val' of 2 note or bond. tlao, the marg? for

¥hen referring to the buying and selling i bonds and
mortgages,  price represents the percentsge relaficmd:ip
between the amount paid for sn instrument and the fuse valie
of that inetrument. If soid for: par, ihe price is 100; a

: pmiun price could bhe 105 for example, and & discount, 95

percent of the face ‘value.

Primary Hariost:

The crestion of an\ original mortgoye by extending funds

dirently to s borrower. mas place in wint is known as the
primary mrket (versus the secondsyry darket, wherse existing
morigeges are bought and sold). ",
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Prime Rate:

The interest rate that banﬁcs charge to their ros: preferred
customers. It tends to be the yardstick for general trends in
ioterast rates.

Principel:

The amount of debt, exclusive of acerved interest, remaining
on 2 lcan. Before any principal has been repaid, the totgsl
loan amount is the pringipal.

Prior A vrowal:

A term currently used in reference to one of Freddie Mac's
multifamily mortgage purchase programs. Under the prior
approval progrdm, 3. seller/servicer may subm:lt a loan to_
Frec'!die" Mac beore niosing. We inaspect the multifannly
property and tell the seller/servicer wt-e-.aer we will buy the
loan amount and at what rate.

Private Mortgage Inswrance (PMI): ' N

Insurance underwritten by & private compapy protecling the '
mortgage lender or investor against loss caused by default.

Private sg-Through Securities:

Securities thg; CRITY 10O agency guarantes., BPank of America
issued the fifmt private pess-through in 1877.

- The coutract be*mau 2 seller an? Freddie Mac covering a
con mmttopm in vhole or in part, a.speciﬂcdonar
amount of mortuages.

Purchase Procedurs:

T™e The procura under which a secondary market corporation
reviews a loan package aud decides to purchise or reject it.
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Purchase-MoLby l\brtgnge:
A mortgage givein to the seller to secure all or part of the

purchase price i ordperty, moust commonly used in  land
purchases. ' " '

Rating:

An  independent cvedit risk evaluation of a debi issue or
issuer by a rating agepcy, A rating is also the symbol used
to convey the rating agency's evaluvation of the crpdit risk.
For example, 'a A%4 or Aaz rating 1s the highest possible
rating and infers that the issue is as relisble as the
" gov jrmment in msmt of ity credit risk, i.e. its capacity to
pay interest and nepay capital is extremely strong.

Rating Agency:

An entity 'wliich carries out an independent evaluation of the
creditworthiness of debt issues or issuers. Twa of the
 largest rating agencies in the fieid of structural finsuce are
Standard anxd Poors Corporation and Moody's Investors Service,

As debt issues have bocome more compiea, investors have come -

to greatly rely on rating agencies' credit evaluationz.

]
M Estate Invextment Trosat (REIT):

‘An investment vehicle esiabvlished for the benefit ol a group
of real estate .avestors and muoaged by one or more trustees
who hold title to the assets for the trust and control of its
acquisitions and investments. REITs are designed to provide

an opportunity fm' 1arge-scale public participaticm. in reel
estate iuvastn'mt.

Real ame Omed (RED):

A temn f#equently used by lemiing insitutions o describe
ownership \ot real propeiiy scquired for investment or as a
result of ﬁ‘;’orac&oma.

o

/
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fecourse :

Refers to loans which the seller/servicer agress to buy back
from Freddie Mac if default and foreclosure occur.

Semmehase:

The repurchase of ICs by Freddie Mac with our intention to
resell the security to another investor or ithe repurchase of g
mortgage by 2 sellec/servicer. |

Beqruired Net Yield:

The percentgage amount of loterest to be received by Freddie
Mac from each mortgrge loen purchased as set forth in the
purchass contract. |

]

Besidential:
Description of bulldings which are dwelliings for people. .

Beficancing:

The repayment of a debt from the proceeds of a new loan using
the same property as security. Borrowers often refinance when
loterest rates drop.

i

*mﬁtmt:
The curicg of all delfaunlits hy ¢ borrower.

Renegotiable Rute Mortgage (REM):

_ A loen in which the intereat rate is adjusted perindicaliy.

Residential Funding Oorporaiion (RFC):

A oprivate company that engages in  secondary market
sotivities., RFC is o subsidiary of Norwest Mortgege Inc. The
company is based in Minneapolls, MN. It specializes in buying
loans which do not conform to Freddie Mec and Fannie Mac
requirements.
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Reverse Annuity Morigsge (RAM):

A type of mortgage in which the lender mekes periodic payments
to the borrower using the borrower's equity in the home as
security.

Reverse Repurchase Agreement:

. An agreement to purchase morfgage~backed secyrities Irom a

party with a simultaneous agreement to resgll them at a
specified future date and price. N

ollover Mortgage:

A mortgage that provides for renegotiation of the interest
rate and payment terms, typically at each five-year period of

its term. Sometimes referred to as a Canadian roll-over
mor tgage.

&vinga end Toan Association:

A mm.uzl or stock, asaoc.q.tion chartered a.nd regulated by
either the federal gdd'emnant or a state. Their deposita have
beer traditionaliy invested in residential mortsnge loans
although they now have romder lending powers.

Sessoned Loans: __
Loans more than one year old. N

Secondary Mortgsge Market:

A system wherehy lenders and lnvestors buy existing mortgages
or mortgage-based securities and in Joing so pmvide greater
auila.bj.l.tty of funds for additional mortgage lending by

 bhanks, mrtsm bankers, and savings sod loan associatians.

Freddie lp.c serves as a condult in the secondary market by
linking juvestors and leaders.
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Sacond Mortgage:

A mortgage that has rihts sogondary to the first mortgage.
The proceeds from a foreclusure sale must pay the first
mortgage hefore any funds can 5 - 7 recay the second mortgage.

Security:

" The. collateral given, deposited, or pledged to secure the
fulfiliment of an obligation or the payment of a debt. almy,
an instrument that provides e!fidence of debt or of rights to
share in esa.rﬁings or the distribution of property. -

sgner/.‘ie' yicer:

Term for an approved organization that seils and sewiceﬁ
mortgages.

e

Senjor/Junior Structura: o
. A popular alternative term in the UK for seuior/suborﬂimhted
gtructors.

Saniarl&imﬂ:lmtad Stmm,-

A method of credit euhmmm*' which the B class’ i:.‘,fvéstor
bears the credit ri,dt of the culla.teral Yy being mburi,imw
to the A class investor with respect to the peyment of
interest and principel. "

Sarviclnt:, f _ ‘
The collection of payments and mmt of mmtmml
procedures related to a mortgags.

H

Survicing Agrosment: o Y

A written sgrecvent betwesn an 1nvestor snd mortgage servicer
stipularing the righis and obligations of each payty.



f Income derived from servicing.
{

i

Sbared Appreciation Morigsge (Sﬂiii‘}:

A mortgage in which a borrower receives a beldk-market
interest rate in return for which the  lender receives a
portion of the future appreciation in the value of the
propezty. |

ISlngle—Pwily (SF) lognn:

Lerns secured by oue~-to-four family properties.
Iil‘ .

Spetial Purpose ?ehicle: ,
A gi!_ﬂeric term fcr an entity set up for the explicit amd
limited purpose uf issuing aseet-backed securities.
;| |
T ' . .
A nsts{Lhrd, abbreviation for Special Purpoae Vehicle.

!

Spreed:

The difference between the rute at which money can be borrowed

snd the rate at wvhich it can be loaned.

Standard Program:

Freddie Mec program uader which we purchase mortgexes for
casn. Formerly called Laseline. '

Standardized Docimste:

losn applications and eppraissl foms used by all of our
7
seller/servicery in the standard puvchage program.




“Structured Pi.mu_:ce:

ales an sltermative name for the lead mansger.

@

Angther term for ssset securitisation.

Structuring: -

The sntire process of achieving asset securitisation by
designing, molelling and testing the femsibility of 2
securitisation structure from various angles which inclule the
finagd /l, accounting, taxation and legal issues.

Structwring Advisor:

_ LN
An entity who mey assis? in structuring the issue. This is

ot

Sallins morigages i.n exchange for s repmmtinc mtemsts
in those ssme mrtsnm under the umrmmr Program.

Tax-Ecesapt Bosd:

A boad on which the ivtersst.puyments to the investor are mot
subject to taxation. )

Thrift:

& finaocidl institution that encourages savings. Thrifts
include savinge and lcens, mutuel savings banks, crexiit unions
and commercisl banks.

mm ’ \

A company that im md regiasters securities on hehau of
the issuer.

Trusts Jor lovestmeat in uurm (TD):

A type of mortgege~backed security, which hus been proposed in
Congreas, that would allow underiying pools of mortgages to be
aetivaly moaged.
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Trust Deerd: By
A document that specifiies the responsibilities of the rrustee.

Trustee;

The entity responsible for ensuring that the issver and the
servicer act in good -faith. The trust%e represents and
protects the interests of the assez:—-bacxed investors.

Turvaroand Time:

Period from del;very of loans to funding of a contrace.

Dodere-iting:

- The ‘amalysis of a resl estate loan for the purpose of

determining “the wmunt of risk invm.ved in ma.l:.'l.ng tbe lmn

Basically, it involm review of the borrower's t;redit. value
uf the security property, and certzin legal documents,

Taking s rate of intercat graater than that pemi_tted by law.

Varishle Bute Mortgage (VRM):
A mrrtgage nammt that aliows Tfor sadjustment of the
interest rate in keeping with 2 Tluctimting market and tems
agresd upos in the nots, _ =

-,
TN

Veterane Adsinistration (va): .

An independent sgeacy of the federal govérnment created i
1930. The Servicemen's Budjustmant Act of 1944 authorized
the agency to administer a variety of bemefit programs
deaigned to facilitate the adjustment of revurning veterans to
civilian 1life. The VA home guersntee program is designed to
encourage lenders to offer loog-term, low-downpayment
mortgages to 2ligiblie veterans by guaranteeing the lender
againet loms.

o
e
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" 'Without Recourse:

loans that the seller/servicer will not agree to buy back if

théy go into défault. In the secondary market, floans sold
without recourse generally require a higher spread than loans

sold with recourse because they represent a greater r{ak_ 0
the iavestor. |

Norst-case sceparios: _‘ .
An extremely copngservative unssumption Iuaed in wodexling and

r:ﬂng- the Yeasibility of a debt dasue..

mm:

A re*}.mmins tecanique i.nvolvina the craa.tion of a
‘subordinate mtsm that includes the balsoce due on the’
esisting mr!-zlu(s) plus the amount of & nev secondary or.

Junior lim. Payments will be sutficlent to my principal a._nd

Iintorut an hothh loans.

W

Tield:

_:_MMtMnmmMmmtmmimnm :
. Freddie Msc requires certain yields on loans we buy from
' leoders, mmm«m:mmmm
|aecur1tiesmnybwtmm.
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The Sacm-ltia.tim of Housing Finance -
{Selion G.H. znd VanNahmen D. 19883,

Prior to 1970, the system of housing finance in the United States

sui:feregi from a number of deficienci- . A principal concern was

the lack of 2 national secondary narket for morigage loans. The

absence of a secondary market vesulted in geograpnic imbalances
in the flow of mortgage funds anl} preventsd housing from tapping

© into the g+ wing supply of savings managed by institutional

investors, sweh as pension fmcxds, mutual funds, and lif:

insurance companies. These problems were exacerbated by -
regulations on loan and deposit®ates that distorted the flow of -
aur{'ings into the housing imlustry and contributed to boom and

bust cycles in mortgage lending. (A situvation almost 1der-t:ica1 ko

South Africa's currently). “\’ :

Since 1970, however, housing finance has mdergcne & radical
transformation. The securitization of mortgage lowns and
tinancisl deregulation have revoluti mizsd the nature of housing
finance.

The first stage of securitization ocourred in the early 19703 as

“the introduction of goverment-insured mortgage secirities

provided the asis for a natioml gecondary market in mortgage

lending that heiped eliminate geogm;:hic imbalances in mortgage

flows and attract new investors to housing. A secound save of
securitization occurred in the early 19808 as wmprecedented
interest rate volatility and financial deregulation spawned a
variety of new mortgage couteacts . > a plethora of complex
mortgage securities. 5

While transforming housing fimsnce, securitization has also
raisel a number of important public policy issues. Along these
issues are ine proper scope of govermnent involvement in the
securitization process, the future vole of treditional housing
lenders, and the relationship between securitization .and the
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riskiness of the fiaancial sysfem. Questions also raised in

South Africa). ?/ o
y

0.8. Housing finance prior to 1970

Government polizy has pla.yed a lney role ip, the evoiutxon of ﬁie
system of housing finance. Extensive govermment involvement in
housing began in the 1930s as the government atiémpted 0 restore
stabih.ty to a system of housing finance Cthat  fad Yen
dangerously weakened during the Depression. Gcwrmmt eontinued
to have an active rol2 in the postwar period as housing palicy
emphagized the provision of an expanding %“&i:ply of affordable
housing to meet the peeds of a growing population.

The role of government in housing f{inance:

Puring the Depression, the systau of hming finance suffered
considerable dm a3 the flow of funds into houa;ng vag reduced
and fore-ciosures hacame widesprea.d Among .e meny govermment
programs enacted in the 19308 to n..sz:ist housing, four
devemmmts stand out as playing o hay role in the subsequent
evolutionof housing finance. ‘They are the estabns‘ment of the
Mmlﬁmmmmmmmemofswm
deposits, the development of govermment morigage insurance, the
crestion of the Federal Netional Nortgege Association, and the

adoption of the lomg-term, ixed-rate mortgege contract.l

Prior to the 1930s, savings and loan sseoclations were the

primary source of funds to housing, During the Depressica,
govermment progrars to creete the Federal Home Loan Bapk System

.~ and to provide federal insurance on savings depoeits helped

“"'\,

Tiach of this discussion is motivated by Jamus L. Plerce,

- 'Monetary and Finsncial Economics', John Wiler and Sons, New
York, 1984, pp.275~295. B
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‘nousing was financed.d

The programs enacted in the 1930s to strengthen the savings and
loan industry helped S & Ls emerge as the dominant movider of
housing funds in the 1950-70 period. Indeed, as shows in Chart
1, 8 &% s generally gained market share versus alternative

'mortgage lenders, such as comercial bapks, life insurance
- companies, and mutual savings banks.

fovernment rortgage tnsuz:;aﬁce also played a significant part in
postwar honsing finance by effectively creating separate markets
“ur govermmt—inm}z‘ed and conventional mrtgage loans, The

' u:,-:veﬁtional mortgage mariket was essentially a local market with

l¢uding dominated tng_f & Ls This is, conventional mortgage
loana were generally made by S &1ls to borrowers in their local
rﬂ.’rbat using locally genera.ted depoaits."* (Such as $.8. Building
Scncxeti.es do). W

g

Ty

e market for goverbment-insured loauns operated very

diffevently.  'The largest( lenders ' for goverment-insured
mortgages were life insurance companies and mutual’ savings
banks.5 Unlike S & Ls, theee lenders genemuy did not originate
the loans in their portfclios. Instead: they purchased the
loans from morigage beaking companies who originated and serviced

the loens. Alao in contrast to the conventional morigage market,

the govermment-insured market tended to be mational ia scope,

with life insurance companies and mutual savings benks purchasng

logag from around the country. (As I am proposing for 3S.A3.

[
S e ———

3 For a detniled discussion of post~war housing .findnce to 19485,

- gee J.A. Cacy. "Flnancizl Intermedlaries and the Post-Wr

Home Mortgage Market. ‘“Monthly Review, Federal Reserve Bank
of Kansas City, Janmrgj?ebrmry 1967, pp.12-21.

4 Cacy, pp.13-14.
5 (Cacy, pp.12-14.
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stabilize the ilow of fuuds inte housing. Deposit insurance
provided stability to housing by reduzing the risks of fisnancial
loss for depositors in S & Ls. (Szving and [oén Institutions,
gimilar to Building Societios and Morigege lending Banks)., At
the sume time, the Home Loau Bank System prawocted stability by
providivg liguidity 1o 8 & s, allowing them to invest more funds
in home morigages (as I have proposed or S.A,, Ilatery., Thus,
the effect of these prograwms was o reinforce the traditional
rele of 5 & Ls in housing ﬂngr_zcé.

A second important govermment progran was the creation of federasl
morigage insurance under the FHA and, later, VA programs. See
Appendix 1, Glossary of tems for definitions). Direct
governmens insurance of wortgages bad 2 number of consequences
for housihg. First, mortgage insufance allowed investors other
than mvit&gs and loan depositors to commit funds to homsing with
reduced credit risk. Sécami, with the govermint assuning erdit
risk, morigage iovestors wers willing to accept a lower yield on
their invesiment. which translated into reduced <osts for
borrowers. Thi . the govermment mortgage insurance program
required standerdization of the underlying morigage coniract,
Standiardisation is crucial both to the development of a wider

- . primary market for mortgs.ga:' lending and to the creation of a

sacondiry mortguage market.

The third key government housing progras during the 1930s was the
creation of the Federal National Mortgage Assnclation (FNMA) or
"Fannie Mae", A principal function of FIMA was to improve
liguidity in housing fimn:ce by providing secondu.y mrrket
gervices to the howsing iodustry. FNNA was authorized to
pirchaze mortgages from originators, to hold these mortgeges in

its portfolio, and to finance its purchase of mortgsges with debt

issues in the capital merket. Thug, 1o principle, FNMA could
provide stability to hcueing by purchesing rortgages in pericds
of strong eredit domand and selling morigages in periods of #eak
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credit deménd. In practice, bedause 1t was limited to parchasing
goverment~insured loans, FNMA w{ts severely regtricted in its
of strong credit demand and sel il'lng mortgages in veriods of weak
ersdit demand. In practice, ° ~=caase it was limited to purchasing
government-insured loans, FNVA ﬁas severely restricted in iis
sacondarﬁr wortgage market ar*tiv;t\es. Later, however, FNMA and
othel.' similar : federiily created ' ‘housing ageucies became the
vehicle for the”securitization of hd)usmg finance.
The fourth govermment initiative iftroduced in the 1930s vwas
support for a long-tem, fixed-rate' morigage contract as the
standard of the housing industry.Z, P}:ior to the 1930s, mortgage
loans were typipelly short-tem, ‘\ﬂ 5 year, nonamortizing
loans. Duriag the Depraaszon, the chai racteristics of this type
of loan contributed to the houasing or;\ais ag mortgage ‘lenders
g unwilling to roll owvar existing lt@ens and borrowers were
wabld to repay the prtnhipul. To reduoe these problems, the
government required the housing industry i\o adopt the familiar
long~term, fixed-rate mortgage coatract. ' This contract was
attractive to housing lenders because betpou?t\ insurance m-dv/jded
» stable source of mortguge funds. At the sﬁ‘m time, borrowers
found the terms of ihis type of .Efm to b2 m\attordable. This

form of mortgage cuutract had fhpm'tant imp‘?iications later,
A

however, buih for the health of t.‘;)e savings snd loen industry and
for the types of institutions providing funds 0 the bousiog
industry. (We will show that fixed rate loans are totally ..
imprastica! for South Africa). . y \\'-%

The structure of 1sot:§ins finance: \

.-In the postwar ‘period, the .daaand for housing grew r:.}};.dly and
the supply of investment funds flowing into housing ekmnded.
The gowermt prograns enacted in the 1930s helped shaps tbe way

—r

2 Pl.arc.e, p 284,
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The duminance of the S & Ls in the conventional market but uot in
the government-insured market can be traced at least in part o
the insurance guarantee and to the pature of the morrgage
contract. Life insurapce compenies and mutoal savings banks were
atiracted to the government market largely because of the
insurance guarantee and ‘the asscciated standardization of the
loans.

CHART 1 - o
Market share: morigage debt 53 & parcenisgy of tofal residential mortgage debt

Prrceniane

A

35~

-—\N—.—‘

Mutus” . v banke ———

1 Cunimetin baaks

K : ; . oy .
L] L) Tl 983 7o
Sowrce. Board of Guvernaes, Federsi Ruserve Sysiem, Macre Diata Library.

Thus, § & Ls faced significant competition for government-insured
morts s, which tendsd to reduce che profitahility of these
lomns for 5 & La.6 :

6 cacy, p.19.
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In contrast, S & Ls faced less competition in the ccnventim;\_r:zl
market, Partly, this reflected the greater credit risks \é.ad
costs of monitoring 'minsured loans that excluded nonloceal
lenders., In addition, other local lenders suwch as commersial

"anks were not generally attracted to the mortgage market because

of tne long maturity of mortgoge loauns,

The nature of the mortgage contract also posed difficulties for
aother potertial mortgage lenders, such as  pension funds,
Although the standard mortgage cortract had a long stated "
meturity of :30 years, the ability of homeoaners to prapay the
mortgage redméd the etfoctive maturity of these loans.' in
addition, the possibility of prepayment was quite uncertain and

~depended upon a variefjr of factors such as interest rates and

dencgraphic variables. Thus, potentlal housing lenders. with a
preference for 2 debt instrument of a long maturity and/or a
certain maturity teaded to avoid morigage loans.

The final govercnent housing initiative of the 15308, "fanaie .
Mae”, played a limited role in the 1950~70 pericd. Originally
envisaged as a means of promoting a secondary market for morigege
ioans, FMA's lending sotivities were greatly restricted. Until
1970, ‘FMMA was probibited from holding conventional mortgape
loans in its portfolio., : us, its mortgage murket support
activities were confined to the goversment-insured market.
additional restrictions on its ability to purchase older loans or
to sell loans fram its portfolio limited FNMA's efforts in the

govermoent ma.rk_et .

The need for housing finmnce reform: ‘
Degpite the rapid growth of housing in the postmr period,

- policymakers were increasinglv concerned that the supply of

affordable housing wis not keeping pece with society's needs,

y
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CHART 2

onventtonzl vs. governmant-insured mortgage icans
2% 8 percentage af lotai residentiai mortgage debt

Percet we
75

- ﬁ

\/‘w/

bb . —

45fe _ : i

Goversmenemung
38

54 3 I ! 1
1950 - 1933 1560 1965 1910
Source: FHMA Sutisticsl Summary on Howring and Morigage Finante Anvities. 1960-1902,

Academics and policymakers identified 2 number df problems with

the structure of housing finance whowe resolution would require

signiticant reform in the govermment's housing program.”

The principal problems with housing finance stemmed from the fsct
that must of the growth in housing in the postwar period occurred
in the conventionnl mortgage market.3 The relative shares of the

conventiona' and government-insured markets are aown in Chart
2

it e t Mevefis o g A e

7 See, for exsmple, Oliver Jones and leo Grebler, The Secowdary
Worigage Merket: It Purpose, DPerformance, znd potential,
niversity of Californis, Ios Angeles, 198%1; and J.A. Cacy,
"Specialized Martgage Market'ug Facilitles,” Monthly Review,

Federsl RHeserve Penk of XKansas City, July/Sugust 1987, pp.
3"13-

8 The differential growth is the two markets can be traced to
restrictions on eligibility for goverment-insured loans and
to factors sueh as liberalized terms on conventionul mortgages
amd the developpeat of private morigage ingurance,

cwrmF T
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Because conventional mortgage markets were local in ﬁi’gir ‘scope,
the allocation of funds to hilsing was marred by geographic
inefficiezcies. That is, with & eceries of uncomnected local
markets for conventional louns, housing, funds did nét flow from
areag with surplus savings to arens with excess demands for
housing loans, ' : T

In addition to the lack of é_nteémtion of locel housing markets,

thare was a lack of integration of these markets with natiotial

capital merkets. This problem hed twc dimensions. On the one

hand, housing was periodically affected by credit crises when

high m.rhat interest rates lad to an outflow of deposits from
S & Ls. The credj.t crisis in 1968 was a prime exsmple of this
"digintermediation”, and it had an important eifect on the push

tor housim reform. On the other hamt, the Anomm:s gmwth in
mvinau controlled by institutional invesiors, au':u LY | pensim» '
. funds, mutusl funds, andurai.nnmeecmnms WO seen &S &

source of funds that potentislly could be tapped for housing
needs. (Very much as is the case in South Africa).

In  contrsst to the conventiopal market, the markyt for govern-
pent-insured loans did not suffer frog the smme difficuities.
e rols of goveronent losurance was particularly important is
developing & nstional markst for these loans, For example, with
the protection of insurance guarsutees, mutual savings banks in

the Northeast could chanuel surplus savings to ofher parte of the .

comntry. © lMoreover, goverment-insured iocans proved to be
attrective to oational Institutiousl investors, such as life
insurance comtanies. Finslly, the govermment-insured market had
Rocess to capital markets through FINMA debt issues. (In B.A. the

‘Govermwent has shows willingness to intervene in housing finance,

a guerantse method might prove the most efficient method to do
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The developnent of mortgage-tecked securities:

To create an active secondary markst for both conventional and
govermment-insured lcans and to improve the linkages between
mortgage and capital markets, the govermuent made radical changes

in its housing progranm from 1968 10 1870, 'The key features of
tuis new program were a restructuring and expansion of the role
of the federal housing agencies and the creation of a new type of
debt instrument, the morigage-backed security.

Since the early 1970s, the market for mortgage-backed securities
ca®  undergune tremendoys growth aad change. Flowncial
deregulation and interest rate volatility have played un
important part in_ the developuent of the market as new types of*‘;
securities have been created and private financial instituti (
hiive begun to assue a 1imitggi role in the market. -

The role of govermsent agencies

To implement changes in itz housing program, the govermment
changed theg;'ole of FNMA and created two new housing finsnce
agoncies, the Govermmeat Mutional Mortgage Associatico (GNMA) or
"Ginnle Mae', and the Federsl Home Toan Horigage Corporation
(FHLMC) or "Freddie Mac", 'he three agencies differ in their
structure and ownership and in the functions that they perforr in
the mortgage marietS,

In 1968, FNMA ws turned ianto a private corperation with private
‘mansgement and publicly held stock.l0 GNMA wae cremted at the

* ¥ A more detailed discussion of the agencies and their programs

can be found in Kenneth G. Lore, Morigage-Backed Securities:
Developments and Tremds in the Secondary Mortgsge Market,
Clark Boardman Qo. Ltd., New Vork, 1987-88 edition, pp.2-1 to

10 FNMA continues to be subject to a oumber of federal con~
straints and 8o i3 not an entirely private corporation. See
lore, p. 2-19 o 2«20,



same time to assuve FNUA'S credit market support functions and to
administer mortgage guarantee programs. GNMA operates as a -
poverament agency, under the supervision of the Secretary of
Housing and Urban Development. FHLMC was created in 1970 in
order to develcp a secondary market for coaventional morigage
loans., FHLMC is owned by ssvings and lcan associationg and the
Federal Home Loan Banks. o |
A prlnci.pal function of all tm*se agencies ir support of the
housing markst is their provision of a guarantee for mrtxage-»
backed securities. Thus, A guarantees full and timely payment
of intetest and principal oan its securities and its gumrantee iz
backed by the "full faith and credit" of the govermment. FNMA
provides a similay . guRrantse and, while it is 0o longer a
goverment agency, 18 viewed in the capital markets as having

"agincy .status”. FHLMC guarantees full and timely payment of
interest and ultimate payment of princifal and, it too, is viewed
as :b,svlns agency statug. Having agency status allows FNMA and
FHINC to obtaln AdA credit ratings and thus incur lower borrowing
cOFt. 11

GNMA's pribeipsl . Tole 1in the markst for mortgage-imcked
pecurities is to act only as s gmmtor pf securities issued by
thrifts, mortgage bankers, and other mme orismtors. That
is, GMMA doee not 1ssue mortgage-backed sacurifias or purchusy
morigage lomns, In contrast, both FMMA and FHLMC provide
insurance guarantees, issue mrtnge—blckad securities, and huy
md sell mortguge laans Nore receatly, FHIMC and FMA have been
actively involved in the design of new typas ot mr‘bma-backad
securities.

(MA guaranteed securities, backed by FHA and VA losns, were

first issued in 1970, PHLMC first issued securities backed by

117 For a more detailed dimmion of these guarantees, see lore,
pe 9-21 to 9-28.
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conventional loans in 1970, while FRMA~issued mortgage~backed
securitics began in 1981.12

. .
Types of !o-lm:lmd securities: -

In genéric form,\a mortgage-backed security is 2 Jdebt instrument
whose interest and principal payments are ei..ner derived fram the

- cash flows of an wmderlylng pool of mortgaé “;pr are collater-

alized by the mortgage pooi. The market f %r mor tgage-backed

.mscurities has evolved in  several etages of iacreasing

canplexity, Despite astruwcetural differences, however, al}
mortgage-backed securities share a common gwl £0 create a
security. that is similar to and cmpetitf. “with' other debt

ingtruments 1n the capital market. ‘his sub~aection exanines
three  important types of mortgage~backed securities and
sumariz:ge some of the more recent market developments. B

Pase-through secorities; "

. Peea~throughs were tbhe first mortgagebacked security and are

still the most importact type in the market. Their imporiance

' .derives from the fact that they are widely held in invesument

portfolios and are also used as backing or collateral for other,
more complex types of mortgage sddurities,1d

The busic features of & pass-through Security can be seen in a
typical GMA secirity. To create a GMMA pass~through, sn

.Approved  mortgage originator sill assamble a ool of

Ak T i - p—

12 »maA gmrantees are confined o  govermment-insured
mortgsges. FHLUC and FNEA sre not restricted but operate
mainly in the conventional market, Both PHIMC and FNMA have
upper limits on the size of the morigeage that can he included
in their wmortgage pools. This 1imit is linked to housing
prices and so has generally lncreased over tims,

13 aditionsl information of pass-through securities can be
found in Kepneth H., Sullivan, Bruce M. Colline, and David A,
Snilow, "Mortgage Pasa-through Securities” in The Handhook of
Fizxed Income Securities, Frank J. Fabozzi and Irving M.
Follack (eds.), Dow Jones~Irwin, Homewood, III., 1687,
pp.382-403.

(%]
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| payments to the servicer of the mortgage pool.

SHAAT 3 e
Agency pass-throughs outstanging

[ -'1%*

govermment-insured mortgages that conform fo criteriz set Oy
GNMA. The criginator will then issue o security whose laterest
and principal represent an undivided iutserest in the cash <low of
the uaderlying wortgages. Taat is, each {nvestor receives 2
pm—-é;m share of the underlying cash flow. OGNHA warantees

tively ;ayment of iterest and principal for securities backed by

this mortgage pool and charges a fee for this guarantee., The

‘interesr rate on ttzg;_-f.ﬁ‘.ma sscurity is lower than the rate on the

underlying mortgages uue o the (MBIA guarantee fee and

\

"
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Souree: Soart of Gevernors, Freiarst Reterss Syaam, Mocrs Daia ,i.&ui'{r.

The puss-through security has » mumber of charactaristics, both
positive and negative, that influence it acceptatod by
investors. First, because of the govermment guarsatee, the .-
throwgh security is fres cf credit rifk. Second, w’  the
mderliying individml]l mortgages, the wity can be i{ssuad 1in
large denominatione and is highly liguid. Third, its cash flow
is .gonthly, wmitks the cash flowe of corporate or govermomat
debt, Fourth, the pa.ai-thm@ security i3 subject to the seon



prepayment risk as the underlpi!ﬁng mortzages so that the size and
timing of payment is wicertain. Fifith, the sale of a passthrough
i% treated as sale of agsets; that is, ownership of the
underlying mortgages is transferred to  the owner of ths
security. The pass-through market was created by the govermment
houging agencies and continues to be dominated by these
agencies. 'here have been relatively few privately issued and
guaranteed pass-througns.l4 The growth of GMNMA, FHIMC, and FNMA
pasg-throughs is showm in Chart » At the end ¢f 1987,
approximately $627 billion of agency pass~through securities were
outstanding. 0

The development of the pess~through security bas had s number of
beneficial effects on housing finance. Its principal impact has
been to improve the liquidity of the martgase mrlnat, heipmg to
elininate the saographic jnefficiencles that characterized
mortgage markets prior to 1970, JFof example, ‘,fl iender with
surplus funds because of z lack of local hou(ﬁi h demand can
purchase pass-through securities. Altemtively,gw lender with
local mortgage demand oxceeding local fundin, can sell
pess-through securities and upe the funds gemerated to make
additional loans. A second positive effect is the ability to use
pase-throughs as collateral for borrowing. Thus, instituticns
holding pase-through securitles as assets find that .= credit
gumrantees and liquidity make these securities hetter and dle&’)‘.‘:%r
sources of collateral than whole morigage losns. Finally,
pasg-throughs improve the integration of mortgage and.-capital ©
markets becwuse they appeal to imvestors desiring to purchase
securities rather than individuel loans. : 0

. B e et i P k- -

14 por the most part, private pess-throughs have involved
so-cailed “"jumbo" loanm, which exceed agency cellings. In
1987, $1.1 billion of mrivals mmes~through securities were
issued. Generally spesuing, privately guaranteed pass-
through securities have uol heen cost-competitive with
government-guaranteed securities. In sadditicn, the
development of a pr'oate merket has been hindered by
favourable tax 277 regulatory treatment of goverment
securities. See 7. ., pp. 1-37 to 1-48.

H



&

AT

~ 198~

Despite these advanisyes, pass-through securities have not proved
to be the solutici: 0 21l housing finaosce problems. First, while
pess-throughs huve some of the characteristics of traditional
debt securii'es, they also have limitations. The echie*.
limitation i» the presence of prepayfneut rigk and the lack of
certainty about interest and principal payments.

Second, Tecause of their treatment as a sale of assets,
pass~throughs proved t¢ be wpatiractive {0 many theift
institutions whose loan portfolio comsisted of morigages witi
below-market yields. If securitized using 2 pass-through, these
loens would have to be sold at a loss. 4s a result of these
limitations, other typee of wmortgage-backed securities wire
developed by rinancisl institutiong and the fede al agencies.

"o

A second type of, mortgage-becksd gecurity ls the mortgage-backed
boad. Mortgage-baciked n bonds sare debt iostrunonts that arve
collateralized by wmortgage lomms or paas—throtgh securities.
Unlike msa—thrmgh securities, the owners of mortgage-backed
bonds do not have an ownership interest in the underliying
morigage ingtruments and there is no autamatic pase~through of
cash flow from the mortgages to .the bond holder. As & debt
instrument, mortgage-backed bonds are a liability of the issuing
institution and the underlying collaterz) remains on

the balance gheet of the issuer.ld

Nortgage~tacked bonds were developed by thrift institutions and

.investment bankers in the mid-i970s as a ‘wy for thrift

institutions to obtain funds without buving to sell mortgages
with below-market yields from their portfolios. ILike corporate
bonds, the timing of interest and principe]l peymests on
morigage~backed bonds are not directly releted to the cash flow

15 For a detmiled discussion of tax and saccounting 1issues
related o morigage-backed securities, see Lore, pp. 6-1 to



.
i
E e Y

./ -
k)

¥

m-tq-ga»bnckcd bornds iasuance - o
ﬁclim of dollars i

'-c::m:at'

2 4D

L]
R

of the coliaterzl. : a result, the cash ‘mw of the
moripdge~backsd bond are ‘ot subject to prepayment risk, and

‘payments cap be mde qua. “rly or semi-angigally. Thus, in

principle, mortgage—buanked . is solve many of the difficulties '.:_-_-

of pass-ibrough securitiss,

However, mortgage-backed bonds have their own limitations that
have hindered theif igievelopment. The chief probles with
mortgage-tacked bonds is the lack of a gowmment ‘eredit
guarantee. Even though tibhe collateral may have govermment

_ inaurance, the cash flow of the cuilateral is not directly

zonnected to the cash fiow of the ‘bond. Thus, to be competitive
with other securities, mortgage-backesd. ; bonds TS have
substantial credit enhancenent, typicaliy ips the form of a high
degroe of overcollateralizatim. As a cenﬁquence, mortgagebacked
honds can be an expecsive way of *'aiains iuws " In addition, the
absance of goverrment insurance and lack, of stnndardimtiou of

the bonds issues imply that thege bond hwa very little secondary |
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The develomment of thw market for mortgage~bucked bonds is shown
in Chart 4. Initisliy issued in apall amounts in 1977 and 1979,
mortgage-backed tonds ciid not become ropalar again until 1984,
Although issuance has xisen in recen” -2ars, these bonds make up
a very small part of the market for mortgage-backed
securiiies., Thus, the totzl amount of morigage~bachod bonds
outstanding at the end of 1987 was  bout $12 billion, an amownt
that is dwarfed by the 3527 billion of outstanding federally
related ress-throughs. The increase In recent yenrs is partly
due to an ioncreased demund for funds by thrifts and partly due ta |
the . development of new *ypes of bonds with characteristics
appealing to specific inve ..r niches.17

¢ollateralized mortgage obligations. (ollateralized mortgage : .
c:bliga.ticns (M08} represcnt an important advence in the growing
marlmt for mortgage-backed securities. Introduwced in 1983 Ly
!_'{I-II.MC and First Doston Corporation, Qi0s are multi-cluss bonds
tacked by a pool of mortgages or hy pass-through securities.
C!ma share characteristics ox !:a:fa pege~throughs and mortgage~
tackad bonds, ILike rean-throughs, (MQs are backed by collateral
whose cash flows are dediceted:to the bomd. Thus, 40s do not
raquire asg mmh overcollateral izetion as mortgage-backed bonds.
_ lee mortgsge-backed bonds, (MOw sre trented as debt ‘natruments
a.\_nd 30 remain on the telance sne¢t of the iasuer. Moreover,
wiile the mortgeges or pess through sectrities baciking a MO may
be insured » the MO bonds bhave no goverment iasurance
gaarantees, 18 "

mdr - p—————n — o w

17 thus, some . Lesues have besn in the éurcbond mrket and others
. have involved new features such a8 yvields fixed in real
terms.

¥ sqditionsl discussion of (MOs can be fownd in Rlchard Roll,

- "Collater lized lorigsge - Obligations: Characteristics,
History, Analysis,"” in Morgage-Backed Securities: New
Strategizs, Applications aid Research, Frank J. § hozzl
(ed.), Probus Publishing . Chicsge III., 1987, pp. 7-44; and
Gregory J. Parseghien, " llateralized Yertgage Obligations”,
in The K . ibook of Fixed income Securities, pp. 404421,
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The bhasic ob;lective' in the design of a Q0 was to transfomm.
mortgage cash flows into bond classes of different maturities so
48 to reduce the uncertainty about the timing of cash flows
‘caused by prepayment. In this say, ON0s overcame the main
limitations of pasa-'thrwgns. This goal was acéarrp.i.ished by
z2ilocating principal payments cad prepsvments to Jifferent bond
clagses according to a predetermined schedule. = For example, in
its simplest fomm, = CMO might have two vond classes. The
firstelass (s a fast-paying class that receives schedu’ad
interast payronts and all priocipal payments and prepayments
until the clase is paid off. The second or slow-paying class
receives interest payments, but oo priscipal payments, until the
first class is retired. In effect, the cash flows of the
mortgages are transforped iato two bonds, one with a relatively
short maturity and one with a looger maturity.

2

inlike =mss~throughs, which have been the province of the federal
housing --encies, (MO8 have bLesn izsued by federal agencies and
by investwent banks, thrifts, home builders, mortgage banxers,
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insurance companies, and compercial hanks, (MOs have been issued
irn a variety of formais with as few as three classes and as many
as ten classes. As showmn in Chart 5, issuance of (MOs expanded
gradually from 1983 to 1866 and then increased dramatieally in
1966 and 1987. In relative tems, (MOs are much more important -
than morigsge-backed bomds and a1z growing ih relation to the
pags-through market. In 1887, 357 billion of (MOs were issued as
ompareri to $3.5 biilion of morigage-backed bonds and $235
Billion of agency pase-throughs.

QUOs have advantages and disadvantages as caopared with pass-
tarough securities. The chief attraction of QM0s is the creation
of mrtgage—backed securities with distinet maturity classes.
Thus, MOs may attract new invesiors to the nousing market,
investors who did not find pass-through securities attract‘:ive.mﬁ

In fact, there is same limited evidence that OMOs are sccomplish~
ing the-objective of attractive new investors. Ia 1988, thrifts,
comercial beanks, iife insurance companies, and pensicn funds
were the largest purchasers of CMO classes. Dension funds who
have traditionnlly comitted few funds to housing were the
lsrgest purchasers of all of the classes. Moreover, pension
funds and life iasm'mce companies mainiv boght the longer-
meturity ol )-7es while thrifts and comercial banks tended to
purchase thk shorter maturities.20

Qs also have disadvantages which may iimit their appeal. The

chief diaadva.utage is that Q4O classes are relatively illiquid
sacurities. Th sharp contrast to pasg-throwghs, (MO classes are
issued in relatively small amounts, by a variety of issuers, with
litile siapdardization emong isauers.

R

et e mtas v e e

19 with s Clﬂ the timing of the payments can be < :Eferent from
the underlying porigeges. This may meks (MOe attractive to
invegtors sho wat a quarterly or sari~annuel pewmert strean,

20 See lore, p.3-21. Siptlar information 13  provided in
Pargeghinn, pp.420-421.
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- (M0s alsoe lack goverment gurantees. ‘Thus, MO classes do not

have a well-established secondary market amd so are neg hearly as
liguid as pass-throwhs.

Recent developments in mortgsge-backed securities.

The market for aortgage-backed securities hag wndergone
considerable oveiution in recent years. ¥hile the market
w7iginally developed as a govermment initiative, many recent
develoments have heea market-driven in response to financial
deregulation and greater interest rate volatility. Sigaificant

‘changes have been made in the structures of pass-through

securi ties and OWs.
An immrg;_mt develoment in the msa-thrwsh market has been the
prolifaraticn of new types of morfgage ctntracts. The high and

“volatile interest rates in the early 1980s ied to important

changes in the standard mortgage dontract. Some of the importaps- <7

new types of mortgages created are adjustable rate mr*'ages {as
in use in S.A) graduated paiment mrtsasea, Mooe on this later)
shorter tem mortgages, and mortew ‘taut are couvertible fram
varigble to fixed rutes.  Now ‘types of pass-through securities
have heen dwloyd/!w fhe federsl agencies tu conform to the new
moruw;e .«:trncts and to provide secondary warket support for

*"ese mortgages.

A second development is the creation of pass-througn securities
which, like (MOs, transfom the cash flows of the mortgage pool.
An important factor in this development wmas the 1985 change in
tax laws, which created the Real Estate Mortgage Investment
Conduit (REMIC). & HEMIC 1s a legal entity for issuing morigage-
backed securities without the tax and sccounting difficulties
that plagued their eerly development.?l

e E e aas el

21 por an overview of REMICS, see Danos Konstas, "REOMICS: Their .
Role in Mortgage Finsoce and the Securitles Market”, 'Banking
and Feonomic Review', Federsl Dmpomit Insarance Corporation,
May/Jupe 1987, ptp. 11-18. For a more camprehensive treatment
gsee Kenneth G. Lore and Xyllikkl Eusma., ‘Morigage-Backed
Securities - Special Update:' REMICS, Clark Poardman .
Lxd., New York, 1987. ' '
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As a result of these changes, multi-class pauss-through securities
have been developed in the past two years. (me of the more
notable examples is the stripped morigage-lacked security ia
which one class receives only interest payments from the mortgage
pool while a second class receives only principal payments.22

(MOs have also evolved in mure complon  Ways. ne early
development was the creation of s so-called Z-bond. ‘the Z-bond
class of a MO is a . zero-coupon bomd that receives neither
interest or _;;rimiﬁa'l payments until prior classes are paid off.
'I!lg_;s_;,thﬁ" Z—-i:on_d has an extremely long maturity and also has the
"""é}fect of a&mrténing the maturities of the other classes. More
recvnt developpents in (MO stiuctures have Included _floating—i-a.te
. aod inverse floating rate classes.23 *

Treo» recent developments in both the pass-through and (80
ma?‘kati:»s have helped expand the investor pool for mortgage lending
by protecting lavestors fram increased interest rate volatility.
~ihus, for exampie, the interest-only portion of & stripped
pnrtgag:a-bached security can be used as a hedging device for
investors in mortgage-bucked secwrities. Certain (MO classes
also have useful hedging properiies while floating mte classes
" directly protect the investor from interest rate volatility. ' At
the same time, howewer, many of these new securities have mmusual
wice and interest rate behavior as conpered to standard pass-
through securities. Thus, they pose considerable risks for unm~
mophisticated investors.?d (is is shown later in this paper).

22 gtripped securities are discussed in more detail in Sean
Becketti, "The HRole of Strippad Securlties in Portfolio
Management”, 'Econmic review', Federsal Reserve Bank of
Kansas City, May 1988, pp.20-31.

23 see lore, pp.3~40 t« 9-43. For a more technical discussion,
see Gail M. Belonsky and Steven D. Meyer. "Floating Rate
M0s: Toe Floater, the Inverse Floater, and the Aesidual”,
Wortgag>-Backed Securities Besearca’, [Drexel Burnham
Lambert, December 1986. .

24 Tyess dangurs are illustrated by the estimated $275 million
loss suffered by Merrill ILynch in 1987 on s pogition in
strippad securities. See lore, 'Morigage-Backed Securities :
Develoments and Trends, 1p.3-38 to 3-40.



‘Mortguge~backed securities and housing finance'

Evaluating the impact of mortgage-backed securitles on housing
finance involves answering two questions. What is the mgnittrlﬂ-
of mortgage securitization smce 19 and is the trend likely to
continue? Have morigage-backed securities contributed to solving
the problems that plagued housing finance prior to 19707

By most messures, securitization has hed a large and growing
influence on the mortgage market. One gauge of this impact is
the friction of mortgage debt that has been securitized. Chart
8 shows the smount of agency pess-through aecurities outstanding
ag a percent of residential mortgsge debt. By this measure, the
fracticn of wortgage debt securitized hus incremsed stemdily
since 1970, resching 30 percent in 1987.25

An fmportant determinant of the future trend of securitization is
the rate at shich ocew mortgage loans are being securitized.
Chart 7 shows the fraction of new morigsages that have been turned

into egency pess~through securities from 1970 to 1887. Although

vamxble from year to year, the rate of securitizaticn has
remtly approach 80 percent. If this race continues, the stock
of securitized mortgage debt will continue to grow.22

#

25 'I‘his is not 8 perfect mmmaure for & nmlber of ressons. Wile
e (M08 are becked by pess~throughs, others sre backed Ly
mle loans that do not conform 0 agency guidelines. Thoee
M0=s backed by whole loans should be inzluded 1a a measure of
gecuritimtion, but this data iz not ayailsble. Also, this
meagure does not include the more trad. tionsl debt issues by
PMA and FHLMC to finance loans hel.{ in their portfolios.
Adding this debt to pessr-through would- raies the sghare of
mortgage debt asscuritized., The reported measure also does
ot include non-agency pasa~throughs,

28 part of the reason for this variability is that adjustable-
rate pesa-throughs are relatively recent. Before these new -
pss-throughs were cremted, an increase in the market share
of AHUe versuz fixed-rate loa.ns mld reduce the fraction of
originations securitized.
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uormo-hmhad ;lmn-it also v.ppnr to have helpad improve the
,

- geographic e!jticlency r.u " bousing finance and to have strengthonad

the linkage ’%:Lam housing and capital marksts.  Evidence

- suppm-tim this, mnclus..‘a.m caumes from recent studies that point
to reduced mﬁation in mortgage rates across regions and to
inersased avzna,s.tivity c! mortgage inierest ates © changes in
capital market rates.27 Additional evidence is provided by data
showing that institutional investors, such us pension funds and

\ mutual funds have been si:nitimt purchasers of mortgage
Y\ gecurities. -

27 See, for exampie; Howard L. Roth, "Volstile Mortguge Rates -
A New Fact of Life?" "fcononic Heview', Federsl Reserve Bank
of Kansas City, Msrch 1988, pp. 16-28. Alsc, ses Stuart A.
Gabriel, "Housing saod Mortgage Markets : The Ioat-1982
Expansion " 'Federal Reserve Bulletin’, December 1987, pp.

893-903.
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The various types of mortgage-backed securities have mde
different contributions o this process. Pass-through secur ties
have played the most importast roile by creating a liguid,

_mational secondary market for conventional and govermment-insured

loaas., In addition, pass-throughs have appealsd to non
traditional housing investors with a preference for inveswment
securities rather than whole rortgage loans.

Hortgage-backed bonds and CMOs have served & different functicn.
They ovorcame scie of the problems of the traditioral morigage
contract 'by redm’;ine ;the uncertainities of cash flows caused by
mortgage prepn.mants'. Thus, these types of mortgage securitied "
appeal t a wider range of potential investors than do mss-
throughs. At the same time, without the goverrment guarantees or
standardizaticn of pass-throughs, these securities do not have

mach of a secondary mmrkét so that® the investor may sacrifice

conglderable liquidity.

Chart 7
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Securitization and housing finance : policy issues

Degpite its beneficinl effects, the sesuritization of housing
finance has raised a number of questions asbout the proper scope
of government involvement in housing finance and the future
structure and stability of the financiesl system. Thigs section
discusses the implications of secwritimtion for three public
policy issues; the relative roles of govermment and the private
sector in housing, tpe viability of the § & L industry, and the
implications of securitization for financial system risk.

‘Govermment's role in housing fina.nce‘

The expanding role of government in housing finance since the
19305 has led to increasing coocern about the desirability and
econcmic effictency o govermment programs. Tile issue has been
e particularly important topic of debmte during the tem of the
Reagan admiristration. The administration has promoted the
privatization of housing finsnce, that is, the reduction of the
role of goverament in housing. This view runs counter to most of
the housing legislaticn passed since the 1830s, which uses
government programs to expand the availability and ‘sffordability
of housing. \\‘
Proponents of privatization question the cost wnd effectiveness
of federal housing policy. They argue that too many resources
are devoted to housing and that qovernment subsidies crowd out
more productive foms of iovestmen.. .In contrast, opponents of
" privatization argue that, in the sbysnce of federal programs, too
little housing would be produced upd housing would not be
affordable.

The privatization issue directly involves the federal bousing

agencies and their role in the securitization process. Critics

of govermment housing policy point out that the scope of :zency
activities has expanded far beyond their original intent ¢ pro-
viding affordable housing to low income families and supprorting
the development of the secojsiary market. These crities ncte that

(s
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as much as 80 percent of zingle-family mortgages conform to FMA
amd FHIMC gpuidelines amd so are eligible Ior securitiztion by
the agencles. Thus, critics "contend, federal housing subsidies
extend to moderate and uapper incame familles. In addition,
critics argue that rather than supporting the secondary market,
agency activities daminate the market amd prevent the development ..
of a private secondary market. |

Most proponents of privatization focus their dis\ leasure on the
"agency status" of FMMA and FHIMC.  They colitend that the
agencies have a competitive advanmgs: because of the i.rnf‘g{.cit
govermoent guarantee of their activities. This, agency
campetition reduces the profitability of private participents in
housing finance who are without goverment guarantees. QOenerally
speaking mpportagp of privatization advocate turning FNMA and
FHLMC into privete Institutions without govermment guaraniess
supporting their activities.d

In coﬁtrast, supporters of current housing pollcy are zeuera_lly
opposed to 8 major chinge in goverment prograns or a change in
the status of the agencies. They argue that in the absauce of
govermment support, bousing aveilability and affordability muld
suffer. 1In this view, scaling back govermment gueraniecesg would
raime housing costs and might impair ths liquidity of the
secondary merket and the integration of h.ging and ecapital
markets, 29

28 see, for exsmple, Terry R. Mendemhall, “Seiticg New
Boundari, 'Secondary lbrm Markets', FHLKC, Fall 1987,
p. 7-10; and Dennis Jacobe, "Federal Agenciea &re Taking
Over”, m 'Savings Institutions, January 1884, pp. S-41 to
e

29 gee Michael J. Lea, "Dueling Guarsntees,” 'Secomdary Wortgage
Markets', Fall 19886, pp. 22-27,
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'Securitization and the viability of S & Ls'

A policy concern related to the pr:.vatizatim igsue is the fvture
role of § & Ls ia *zousmg finance. As discussed earlier, from
1930 to 1870, goverment housing programs gave S & Ls g central
role in housing finance. Since 197C, however, the govermment-
sponsored securitization of housipg firance has tended to ero”

-the deminant position of S5 & Ls. As securitization bas broken
‘down geographic barriers to the flow of housing funds and linked
heusing and capital markets, § & s have forced increased

canpetition in mortgage lending. This incressed competition has
lowered the returns io morrgage lending. In addition, deposit
rate dersguiation has railsed the cost of funds for S & Is. As a
result of these two forces, the spread or profit that S & Ls can
earn on their mortgage portfolio has declined.3)

The adverse effects on § & L proti%.bility can be seen more
clearly by looking at the variety of functions or services
provided by 8 & L=, Historically, & & Ls have originated
mortgage loans; serviced these lomns; assumed the credit,
interest rate, and prepeyment rish of these loans; and provided
llguid ssvings and transections accounts to depositors.
Securitization and deregulation have combined ic alter the
profitsbility of many of these activities. Thus, for ezample
govermmen't insurance otq\ pass-throvgh securiiies has iransferred
credit risk responsibilities to the govermment, reducing S & L
earnings. Interest rate risk hasg been transferred ic borrovers
through adjustable r.te loens and %o purchasers of portgege-

30 15 put this issue into perspective, it must be recognized
that this issue iz not confined to the thrift industry.
Similar concerns have been raised about the impact of
securitization on the future of comercial benks both in
their damestic and internationzl markets. Thus, the
viability of S & L8 is really part of a broader question
about the implications of securitization for traditional
depogitory intermediaries. See, 'Recent Trends in Commercial
Bank Profitability,' Federal Reserve Bank of New York, 1986,
and 'Recent Imnovations in Inteynational Banking', Bank for
International Settlements, April 189886.
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backed securities. Deposit rate dersgrlavion and the growth of

~Savings alternatives have eroded 'a.ny,r local caapetitive advantage

o

of thrifts in raising funds.

These changes have led some to speculate that the primary
tgnction of S & Ls in the future may he to provide mortgage
banking aciivities such as loan origination and servicing. While
this may be an extreme view of the impact of securiti + . on
8 & Ls, there is no question that the exclusive focus . AN 73
on mortgage lending is diminizhing. '1":1'5 reality is reﬂerted in
recent legislation expanding thrift powers beyond mortgage
lending and reducing the tax incentives for 8 & L5 in morigage
lendingy.

At the sume time, hcw.vei', securitization eas had rositive
effects ou thrifts. Holding mortgage-backed = securities can
provide gecgrophic diversification that makes § & L loan
portfolic less sensitive to local ecopomic comditions.  Im:

addition, holdings of mortgage-tecied secarities cen provide .

liquidity to thrift investment portfoilcs as wall as serving as
an efficient fore of collatersl for borrowing. Finaglly,
We-bmhed saouritias and derivative securities can telp
S & Ls manage mmreat rate rigsk more ef:tectively by providing

.hedging Instruments or by prowiding sources of funds that allow

better matching of asset a.nd lisiility maturitlies. (More on this
later).

,G“.

“Bisks to the financial systes'

A third polisy concern is the impact of hoosing securitization on

the stability <f the fimancial system. Ooe izsus ig the effect
of securitization on thrift institution incentivoes to take risk.
That is, if the returns *o mortgage lending ave reduced, thrifis
may have incentive to underteke more risky investiments with
adverse effects on the deposit ingurance systen. If o,
regulatory policies mmy have to be adjoeted to allow for greater
supervision or to change thrift incentives through risk-based
deposit insurance or capital requirements. %
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A broader question congerns the relationship between inteves-
rate risk and financi=? ability. In the past, 8 & is held much |
of the outstanding mrtgage debt and absorbed a good dezl of the
assoclated iaterest rate risk. This provided to be disastmus '
for many thrifts in the volatile interest rate envimrrneng,oi thq--
early 19805. With a part of the potential interest rote rxsk ¥

portgage lending transferred o borrowers and to other lerders,

S & Ls may have less risk exposure but the impact of interest
rate volatility on the health of the ofinancial system ig
unclesr., 4 particular ‘concern policym.,aers is iwvestors' .
understandmg of the beba.vior of the move exotic derivative
morigage sscurities -in sn advarse ﬁ: st fate emimnnent.31

A ﬂx}al aspact of risk related o mortgsge secmhvaés is

counterperty risk or fraud. There’ have beeg _),wll»-publ‘icf“

instances in recent years in goverment sacurities terkets ﬁxere"--"
collateral turned out %o be inadequate or mnmstmt In
addition to sizabie’ financial loés for mdividun.l Ainvestors, .
theae evakta DRy cause dis:mptions,;l the normal ‘n;'mct!,onim of-
financial . mkets or the pumts system. Since unrtzage
sscurities are fmmtly layered in e&apiex mys, the presence '
and Qdequacy of collateral may be difﬂcult W damrmina in mery
situatim,. This p-oblm could Dde munded by .investors

“lulled into ccmmacmcy by the amﬁb ioa of a gmermmt

guarantee where none exists. _ '

:t'?:r

31 Fadera.l Regulators of Banks and thrifts aave recently
quess. neﬂ" the appropriateness of Invesuments by theae
ingtk htions in derivatj.va mortgage securities.

Y
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REAL ESTATE ¥INANCE AMD ANA.YSIS

(William H. Shenkel. 1988, fGzorgia University).

™he Workings of Secondary Narket

This seciion will:

i. “Explair the operation of thg smc_lary mortgage
' market in the .4,

2. List chzracteristics of secomdarv mortgrge market
a.genciaé in the U.5. &

3. Deseribe: hw secoadary mkaet functions have revised
mortsaga'fi& «ce in the U.S. )

4   Analyze uecondary mrtgage mr!net operu'lions in the
J.8. |

As the“larges! single source of morq;age credit, in the U.S., the
secondary mxgket consists of' lnvestors. and goverment agencvies
that buy mortgsges from the origimating lenders.

Py buyiag ikl selling loans to lenders and other investiog
" inktituticus, the secondary market promotes the orderly operation
of wmortgage markets. The aecordary market serves several
important furctions: )

1. To encouyrage the geographic mobllity of mortgage
_ : - N,
_ 4

%. To eombla mortgage lenders to convert wmortgages to

3. To level off extrame variatioons in the supply of and
deand for mortgage funds.
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4. To ariract rdditional funds to mortgage parkets.

Secondary mortgage lenders tend 10 allocate mortgage funds 1o
arens whove mortgages are more urgently needed:
shortage of mortgage funds sell mortgages; lenders with surplus

funds purchase mortgages on the secoundary market.

Lenders with

By allowing

origination lenders to convert mortgages to cash during temporary

credit shortages,
degres of liguidity,

mortgages;

ordinarily
require won \m \r gervice and edminigtration.

- In addition, secoudary market agenc;‘.{

the senondary market gives morigages 2 high
Moreover, a seoopdary agency may level off
- the peaks znd valleys in the supply ind demand of loanable funds.
By selectively eatering the market,
minimize undersirable cycles in the mortgage merket.

secondary market agencies

issue securitiss backed by

such securities are’ rm'cha.sed by i.nvestors who
tlld pnot invest divectly in morfgages because Yoans
Issuing interest-
bearing sucurities backed by a pool of mortgages is called
mrtgage mecuritization, More than cne half of all residential
mortgages have been placed 'into mecurities for sale through
secondary markets; this pemits the secondary market to atfract
funds which would not ordinarily flow into mortgages.

 Secondary MOTtgRgc Market Agencies

Fadersi Natorat Lspariment o Fadara Homa 0 of
Morigage Haugrg and Lihan Loiin Samm
Aznazmmon DHO0m - Doant Agreuaias
[To -y Morgags Laankinrigage mm
Ivemors Assotunon Corp e . Adzemraton
St V I .
Morgrge Senys R
Daitkeny SacanNe/ Clrac:
vz [ree— Lanciery kana
Figue 1
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Figure 1, illustrates the msin divisions of the .secondary
mortgage market. The Federal National Mortgage Msuciatmn
{FNA) was originally a government agency; in 1968 f«’annie Mae
coaverted to g private corporation o buy morigages .Erol} approved
mortgage originators sad sell them to investors,

T Government Nationzl Mortgage Association (GNMA) is a division
of HED (Housing and Urban Develoment); it primarily buys and
sells FPHA-inswred or VA~guaranteed mortgages. The packaging of

securities iS5 one of Ginpie Mae's more igportant functions.

The Federal Home Loan Mortgage Oofporaticn (f‘iit.HC) funetions in
the secondary mortgage merket under the Federal Home Loan Bank

Bo_a_rd. Member associstions snd banks use FHIMC secondary mn.r!saerJ
 facilities much as other lenders use FNMA and GNMA. 1'1

{ .
The: Farmers Home Administration (MmHA) is a division of the.!
Departnent of Agriculture it not oaly mekres direct losos for“
rural housing, but also insures snd guersatees rural mortgages|
intc pools and sells Oertifi.ca.tas of Beneficial Owne}'ship. {'

i
ah
"

Mortgage nnmms of Secondary Market igeucies ($ millions)

Ay 1978 1979 1980 1981 1982 1983 19 1983 1988 :'nr
Eytornt 33212 1081 387237 301412 £71.914 STNZE8 SO0 SOB2MZ 307.405 $95.340
Marigage
ANDUTAON
Gavasrenant 1300 4852 4z 4788 LW 3485 2 LEL b B B34l
..ul“ .y L
ARStcAOn A . . _
o Hederw 38me a00K Covam e : .
_ - s.oe 3.3::' 473 m KINE 14022 11.53; 00
m" ’ i ’
] M 1,474 _a.l_ﬂ 28 190 218} 1278 T a2 42
m v t

First Quarter 1987.
Source: ‘'Federal Reserve Bulletin, various issues.

Figure 2

- below-market interest ~rate mortgages for morrgage-backed
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mrmseﬂaoldin@ |

Figares 1 and 2, show how the secondary mevket has changed over
the last 10 years. Mortgage holdings listed in Figure

indicate that ‘the Federzl Natiopal Mortgage Association has
continued its progran of purchasing mortgage holdiogs which
totalled $85.140 billion in 1987.  This agency's morigage
hoidings have increased over the last 10 }ﬂéars.

Since 1982, the Federzl Home Ivan Corporation hag added sube
stantially to its mortgeage porifolio. Over the same period, the
Farmers Home Administra.tion{ hes varied sortgage holdings by a
nominal amouat. In contrest o vther seconds.; marker. &gencies,
the Government Nationsl Hovtwe Aasociatim lus decreased its
morcgage portiolio.

}

_mmm

: )
Figure 3, shows that the Govermment Natioril ivrtgage Association
kes increased its support for mo:gage pools or trusts from
$34.047 million in 1978 to $277.38C million in 1967.
Purtbermore, mortgege pools or trusts held by each of the
secondary -market agencies have Iincrexbed comsiderably since
1978. These trends have led some investigators to predict that
75 percent of residentisl mortgages will be held in mortgage
pools or trusts by 1890.

Mortgages Outstanding in Mortgage Rools or Trusts ($ millions)

Apancy 17 189 15 198 L 12 1984 1983 1§88 raar
- Govermam 4
" $50.047 $78.400 392,474 108,750 $118.940 $130.850 3179.951 512,145 $280.064 $227.088
son .
Horgags .
Fodecat \ '
' 10852 15,180 10854 10883 42064 STMMS 70822 Y00SY 171372 12857
Morigage '
Fanens T3 75T 380 JAEM0 40000 42207 45000 4788 11 Y asy
Fadorsi NA  NA m\ TIT 14480 25131 NS S4M7 98791 10eD6a
L

l\“:.. /  pirst quarter 1987.
E s Source: ‘Faderal Reserve Bulletin, various 168ues’ .

// Figure 3



FRUERAL NATTORAL MOETCGACE ASSOCTATION

Fannie Mpe's assets of $98. 130 killion consist mostly of mortgage
loans; to finance morigage purchases, the agency has issued
bonds, loans, snd debentures totalling $91.039 billion. These
data are shown in Figure 3. The staxkholders equity is faiiy
nominal: $2.073 billion. DBefore the popularity of alternative
-mrtggge instrunents, FMMA purchased 30-year, fixed-rate
assumable mortgages at biweekly suctions. Purchases were made
fran qualiified mortgage bankers and other approved lenders.

Rising interest rates in the mid-1970s forced FNMA to pay higher

interegt rates on loans to buy sdditiona]l mortgages. With a
mortgage portfolio consisting of low-interest, {lxed-rate
wortgages, the corporation experienced heavy losses oa their

" mortgsge portfolio in 1984, Yet some of FMMA's operations are

m’oﬁ.ta.ble. Their corporate business falls into three major .
areas: mortgage-tacisd securities, the mortgage portfolio, and
new investments. ' _ “\y\

e :

Mortgage pools permit inexperienced investors to buy mortgages
‘without assuming monthly servicing regponsibilities. To this
erxi, FNMA aseigne morigages to a morigage pool and then sells
gsecurities representing e proportionate interest in  the
designated ..pool.  Mortgage-bucked securities are frequently

“wold W 1n.rge~mle iovestors, such as natioml sscurities

dealm. Yor resale 0 Llavestors wio pumhuse shares (o de-
nminationu of $1,000 r more. FMA not onlymtsasa. rustee
Lo collect oonthly peincipel and interest, but aleo mekes
pyments to holders of m:txuae—m.'pd securities.

1]



FIMA Melance Sheet (§ Millions)

AT : Arrronr
ARSI
Mangage poriahy. el - 191,081
Ihee msamiy Ui ol ]
/ . Yot assers N $58.130
#iaabedas
. Bonds. naley. sna aetwniures
Cun wrmhy onia vasl L3 1)
Cua aner one year 54108
) oﬂl::.u _ 91.039
hateihes 8
Bl Tolst LaDmbas . %
s
Tolal hatukisl ARG SICCARDICOrN SqUIlY iﬁ-‘laﬂ
Soak vaiue per snate § 2503

*Second quarter 1987.
. >

FNIA specializms in conventionsi loans not insured or guarantsed
by goveriment agencies. The agency purchsses only a 1 imi ted
mmber of FEA aad VA losns that are ineligible for other
-goverment sgency-spoasored mortgage pdols. For example, FHA and
VA loans for & GNMA zool/must not be more than one yoar old at
the time the pool is fomed. FUNA Lssues mortgage~becied
sacuritien for FHA-insured or Vi-gwranteed loans which are more
than one yesr old i the morigages do not =xeeed the maximum
dollar limits imposed by the agency. Maximim limits vary by
' pmperty typami location. ' '
'Ihe mrtgasa-mm aacu:ritiaa are igsned under fund agreements
that prowide mthmtch cartiﬁmm Thase m'emu

. Establish the trust for tha mnt of the certifi-
cate holders. ‘.. . -

Dutline servicing requirements.
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Describe the issuance and transfer of pass-through
certificates. .

Identify duties ﬁ the trus*&e (the issuar of the
mor tgage-backed sec'\{ity) / m\ﬁ .

s
S '“x.:,‘_.os'

Provide (f;"ﬂieedies in the casc of mortgsge default.
[ ' .

I
Allow teminztion of the trust,
x[g'% ’
T
mme reallized ﬁg‘m defaults on the mderlying mm*::ases are

shared by certificale holders who are degned to be owners I the

- underlying mortgeges ifor income tax purposes.

&

1)

g
m loat $138 million on i ts mortgage portfolic in 1984; the
lces resulted from the prwiously mentioned low-interest-rate

.1mmmmmmem This mmt:egnradmedemh{&

year ay the re_lltively low-interest~rate Wortgsges are repaid or

. refinanced. Current investment policies redice the spresd

between the yield rate on the mrwace portfolio and the
borrowing cost.

W

New Investemnts

. 9
New investments are selected to balance the need for
diversification and yield. “They sre currently allocated in the
followiag proportiocns: '

0

One third to adjustable-mte and second mortgsges; one third to

intemedizte-term loans, and the balance to long-tem, fixed-rate
lcana. ) . '

£
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By closely matching the duration of the debt to the expected life

of new morigages, "MMA minimize the risk of holding morigages

with yields lower than the cost of borrowing.
T ‘ i\ :

In pix-*ng Dmds in new mortgages, FMMA earns cammitment feos
and net ylell: from the spread between the higher yield on dewly
purchased mortgages and the interest rate on debts created to
purchase new mortgages. FNUA receives commitment fees for its
written pramise to make or insure a loan for a specified amount.

In sun, lenders and borrowers bemefit from FNMA's secondary .

mortgage activity of purchasing a variety of specialimed
mortgages. The main buying and selling activities of FNMA are
concentrated smong nuierous financing plans:

. Mjustable~rate mortgages (&8 available in S5.4).
: 4 )

e -G.‘admted;;mt nm’}xqu (_not ot p\!alicly

availabie in 8.4).

.+ C(ooventiooal fixed-rate home mortgages (maximus loat-
“ s toevalue ratio for oder_oocqﬂ.od honws : 88 percent)
. (not swailadble in 3.4).

£
ar

FHA/VA home mortgages.

Conventional sscood mortgages oo one~to~four family
. hemes (30-year repsyoent schedule with & maximm tem
of 15 years). - :

= i

. Mrigages secured by condamind ums .

.+  Guardctesd sscwrities backed by pools of conventional

hane mortgages.

. Mortgages on mrnufsctured houses to a maximum of
. .- s
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[omns . 1ssued by home sellerss for first or mond
nor tgages.

£
[

loans for commnity develoment.
By buying mortgages cn multiple-family projects in addition i

. single-famlly dwellings, the agency adds to the stability of trn
nortgage nm'ket. '

GOVERMAENT RATIONAL MRIGAGE ASSOCIATION

This agency, organized as a divigior of the [hited States
Depy 'msent of Bousing and Urben Develoment, wes initially formed
to purclnse H-Ia-insured or VA—gmrnntesd loans. This function is
now less important than GNA's worigage-backed securities
program; since 1970 the agency has gumranteed privately issued

securities backad by pools of mortgeges insured or guaranteed by

the goverment.. Because the GNMA gwrantee is becked by the fuil
faith ad credit of the federal goveruoent , tham mets
lnve virtumlly 10 risk, '

mmm-

' Qﬂ.liﬁ.ad 1@0@3 ori,gmm (WA mortgage poolu approved for PHA,
*vi, FoHA, and a few couventional losns. Thess lenders must meet
certatn get worth requiresats _md' operate a8 mortgage
originators and service agencies. Figure 11lystrates the
orgurization of a GMA mortgsge-tacked sicurities program.

[

After a borrower's loan applicition is approved, the lender adda.

tids ioan to a packege of mortghges assigned to GMA. Such
packsges are the besis of securities guarantesd by GNUi. lenders
- bold the mortgsge documents and establish custodial accounts for
rincipal, mtmst, taxes, and insurance. Moanwhile, the

I
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securities are sold to investors or securitiey’ dealers, who
market them in minimwm demoninations of $25.000, and to
investment trusts which market these interests in smaller
denaminations. Even though 'morigages -may be delinquest or
suibject to tate payument, the rchaser <f a morigage~tacked

security receives a monthly payment of intevest and principal,

The originating mortgage banker must aley absorb fore_closurel_

losses.

YWortgage—-acked securities give mortgages considerable liguidity;
these securities may be resdily bought ‘and sold in the open
sarket - a feature not available to the purcheser of o fixed
rate, 30-yenr mortgage. Another advantage to securities
investors iz that someone who eacqguires $10 wmillion in
mortgage-backed securities receives only one check each moath

covering principal and interest. If__ the same funds were invested .
in individual morigages, the imvestor would recgive 250 to 350

mthJ.y checks, requiring a record documenting each loan

payoent, In addition, the investor would have to male monthly

W

“decislons regavding delinquent lomses. ' Mortgege-backed

secwrities allow investors to earn morigsge yields and to avoid

_mortgege adrinistration. Moreover, greater market efficiency is

gained by standardizing morigage processing procedures.

The Taoden Plar  (11.3)

GNMA supports below-market interest rate loans such as Iloans on
properties in disaster areas; Jow-aad-moderate-income housing
under Section 221(d)(3) of the National Housing Act &s smended
and swem\'\indr'ﬁultipl&fanuy”pmperty are other exsmples.

\ /

Becauge mortgages issued for special sssistance programs carry
below-market interest rates, they are discowited in the market.
For exsmple, 1f GiMA purchises $5 million of below-meriet
interest rate morigages, anxi selils the package to an investor
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- f'i ’ Document Escrow
Bsuer Doaler/
. nvesion
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-

Source: (M. Shenkel, 1088)
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for $4.8 million, the net cost is only $400.000 - not $5 million.
Under thig procedure, known ss the Tamdem Plan, developers must
obtain pot oculy a2 GNMA cammitrent, but also FHA insurance on an
eligible projéct; then a Mmatim loan is negotiated with a
private lender. (o project completion, the permanent loan is
sold to GNMA at the purchase commitment price; GNMA in tum,
sells the mortguge at public auction, absorbing the difference
botween the purchase price and the auction price. By absorbing
the discount, GNMA generates additions] fynds tc support similar
loans, The Tsndem Plad, therefore, reduces the cost of
subsidized loans to the amount of the discount (tids is a system .
which could be applied in 3.A, Govermment Hane Puading) .

At the present time, GNUA guarantees construction loaus, issuing
securities in minimm denominations of $25.000; investors receive
payment of inﬁaﬁnt only over the life of the construction loam.
Whea comstruction is campleted, construction loan securities are
exchangsd for long-term mortgage-tacked securities, The agency
also accepts mortgages cn mobile homes and ceriasia altermative

I T T ST T
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FEDERAL FIOME LOAN MORTGAGE CORPORATION

Created in 1970, the Federal Home Loan Mortzage Corporaticn, or
"Freddie Mac", purchases FHA, VA, and conventional morigages on
one~to-four family dwell 3. FIIMC purchases thew from approved
lenders such asz savings associations, savings banks, conrercinl
banks, and mortgage bankers. Governed by three directors vho are
manbers of FALBB, the agenor is financed by the sale of shares to
the 12 paft;cipating regional Federal FHome Loan banks.
Mditionsl funds are obtained by the sale of mortgage-backed
securities and aebt securities.

hii
As origlealiy conceived, FHLM: shifted mortgage tpital from
surplus sreas to deficit areas at a time when morigages of
 savings associatlons were gemerally funded by deposits. Savings
asscelations facing capital shortages oould"-_:;\séil nortgeges for
cash; associations in eapital surplus areas cgdld increase yields
by buying mortgeges from FHUMC.

In today's enriromment, however, deposits nay not be adequate to
satisfy demuads 'for morty ~eges. FHIMC attracts new capital to
housing by purchasing morugeges from participating associations
tnd issuing mortgage~backed securities krown as participation
certificates (PCs). ECs are sold to pension funds and others who
gain mortgsge yields but shift servicing and corigination respon-
sibilities to savings associationy. Issued in denomivations of
$100.000 to 31 million, PCs represent an undivided interest in a
large group of residential mortguges. {A wmimilar system to
mobilize Institutional funds is one of the proposals of this
study). :

FHLNC pemnits savings associations to alter their investment and
portfolio strategies;; with sume restrictions, thrifts may make
shért~tems cousuner and commercial loans to reduce the risk of
hoiding low—interesit-rate loans in pericds of rising iaterest
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‘the FHINC segondary market. i

rates. However, most savings associations will probatly continue

e 1
o ft; shori~term deposits and to originate snd service tong-
A&

tei:‘___ - _AKDS On residen_t__:ial property. At the same Iigwm, the
popularity of money market deposit accounts will make a laige
proportion of their funds interest rate semsitive. Under these

circumstances,  the interest rate risk, wzll be reduced by using

Secondary Mortgage mt Strategy ~

Savings assoclations coriglnate new mortgages and I,reduce the
interest rate risks hy adapting their mortgage portfolics o the
secondary market created by FHIMC. The main strategy involves:

1. Originatiog ad,fusm:ie-mte mortgages
2. Originating and selliing fixed—rate mrtga.ges (FRMs )

e

_ in the secandary market
3. Originsting FRMe for ct)nversi.on to FHI.&C securities

because the secondary market asmmes a new rolé under thege .
strategics, they deserve additiomsl explasatics. '

[ ' . T ir

S

Originatin Adjustable-Rute ortgagea

{48 in use in S.i.).

Adjustable-rate mortgages shift interest rate risks to the
bormrs. Because FHLMC ;teu'chases ARMs that cooform to certain
requirements, /' asaociations mRy 1ncrq;q5e earaings without
sacriticing ~liguddity; conssquently, deposit institutions mey
increase esrnings by couverting part of their pofifolios" to
adjustable-rate mortgages. During perizds of credit shoitages,
these ARMS may be converted to cash for addztlor-g. mortgage
origimiions, To atiract borrowers., however, ARM lnukrest rates
are one or two points below interest rates  on FRMN.
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Short” selling. Short seiling is simply a promise to deliver a
specific contract at a future dat& for a spec1fic price. A short
c‘eller\must purchase conttacts w0 \.anpiete deiivery. .Selling
short is profitable if the selling price is higher than the
amount raid for the purchase of a contract for the required
sale. Conversely, a loss occurs if the amount received for the
short” sell is lower than the amounc paid w0 cover the sale
position. '

For sxzample, a1 savings amcigtioﬁ my want to hedge agains}'t
intersst rate changes to. protect the value of a $5 milliom,
fived cate, conventional mortgage portfolio with a market value
of 90 btesis points o $4.5 millim. (A hasis pﬁint is one -
hundredth of 1 percent in the yield of an inveswmert). O My
1, the asaaci.s.tion agrees to sell 50 September futures contmccs

“at $4.750. 000 that - is, the association sells shor* 5C° GNA

contrects in September. ihanariminmmmtmqyglmtm
value of themrwporttoliotossmais points%r&ézsﬁow

‘ty September 1, the resuiting $2850.000 loss is offset by a
‘correaponding gain earned as contracts are acquired at a lower

price for sxle | i!l to tha short mle contract.
J\ ’

These data are illustnteﬁ 1n Fiﬂi-e 85 In practice, the futures

market and cash market may net chaage by precisely the same
‘amouats, and fees and cam”im reduce the profits on futures
cﬂmmts. While no hedsing opez'ai:ion is perfect, hedging “vends
to protect the hadger from fl&ma.tim thwma.rk_et.

Resl estate developers may hedge to reluce the risk of changing
interest rates during a project's development phsse. - For
example, whufyn rimmtnc 2 $100 million project under a short-temm

- edustruct loan at 2 percent over the prima rate, hedging
. pm‘t;acts a |evelopn- trom “ﬁiw conatruct loms interest

ntm ™ smmd miuxt higher interest r:.tu, the daveloper

1y



Option Contracts

(Alresdy in existence in S.A. for certain standardized
instriments). |

. Option comtracts are standardized comtracts to buy or sell
specified securities at a stated time for a given price called
the striking prica . Option contracts are available for Treasury
hond and security futures including GNMA pass~through securities,
Contracts may bé purcha.éed from the Chicago Board Options Ex-
changs which 1is supervised by the Commodity Futures Trading
Conmmoisaion and Securities and Exchange Conmission.

Developers purchase option contracts to cdnpensate for riging
inzerest rates, and savings sssociations enter the option market
to hedge fixedrate standby conmitments, or loan prepayments.
Intgrest rate options do not pemslize investors as severeiy ag
future contragts when interest rates decline; option contracts
are more costly though the risk of avoidance can be purchased for
a specii:‘,t. known cost.

Participants mey take four basic positions in the options merket:

the long call, mnrt call, loog put, #nd short put. Figure
defines these terms.

long put optioms. As protection againxt rising interest w+ng,
' developers use long put dpﬂ.au. With a long put, a deveioper
my sell & specific security at a specifled strilting price within
8 given pericd of time. The long it purchaser {owner) pays a
fee for the right to sell a security at 2 given price. _
To illugtrate, aseume o developer purcheses a long put with a
strikiug price of $120.000. If {nterest rates increase ind { 3

B

EN
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Originating and Sellirg Fixed-Rate Nortgages
(Not- in use 1in S.A.).
Although some borrowers insist on FRMs, lower FRM yieids my mke

these lrxa.:zs unprofitable for mortgage lenders. FHLMC encourages
fRAMs by purchasicg these mortgages at an agreed rate when the

Cloans are originsted. As a resulf, savings asscciztipons may
originate FRMs with an sgreemenc to s2ll the mortgages to FHIMC

and yet retain origination and monthly mortgage? seiviciog fees,
Because FRIMCC necepts delivery over 30, 80, 20 or 120 &ays, the
association may avoid interest rate risks fron the tine the loan
is originated. h

Originating s for Conversion to FHMC Securities

Savings associations usually msat to hold some portion of their

portfplios in  che higher-yielding ionger-term THMs. 8y
converting these losus to  participation  certificaves,

agsociations ofp - hold PUs that ~an be sold quickly in ths o

portfolios, More_l%.ve!-. by investing in FCs, the dsspeistion may
more readily hedge intermst rates. Investing in FCs has still

~another advantage: Is are usually more marketable than )}the

¥

mortgage itself. Some pension funds, for ea:amﬁle, wousld piiefer
the marketabil..; of a widely traded secut:ty, -»ith a.Strg

guarantc., in preference o & gparticular wortgage. Morigage

backed securities iseued by FHIMC in the secondary- mrket,
therefore, glve portfolio nnnngers grester flexibility in meeting
investment requirements.

FHIMC progians are highly ..andardized; for exardle, lenders
selling conventimal loans must include appraisals prepered on
standardized appraisal turms for gingle-family -resideneéf\a. smyll
regidential incoms propertics (twi ~ snd four-family pm;'ties),



ahd condominiuns. ‘hrtgage toans mast sbeerve maximum loan—to-
value ratio guidelines: namely, 95 percent loan-ftowalue ratios
with maximun maturities of 20 years.

i

Geidelioes for Feriodic Interest Rata Caps

Par Raty Adiustment
Panaa
Maxmurn tivsuative
Maxwmis
Rale
Raie Adwsiment Period  Adjustmant incraate
i%.888 than six maniba 0.0B3% -3 20
Six metung or moes 2ul (4R t9.22
BN AN ane ywsr )
£rie year or more but ] IBAY
R T WG YHars
Twos YERIS OF Pard Gus 20 :k 51
24 1T AN TR YRRre
Thras veurd or Mo LY. 114 hﬂ
bul less Inan our .
yaary _ N
Faur years e maore 15 ) 132,50
™
L

Source: Underwriting Guidelines (Washington, D.C.

’ i-'edar&ln”!htional Home foan Corporation, .
1985). p. 2.

Pigre & |

Similarly, borrowsr information must follow prescribed foms

_ _;repared by FHIMC, i exsmpie, for rental property, FHIKC recog-
nizes 75 perr*ent of the proposed documentated gross r&nml income =

for loan pur;x;aea It the Borrower is self-employed, profit and:
loss and btelance sheet statements for the past two years (o
%ignad federal lncame’ tax iqjtm'ns) are required  for loan
approv;lo : o N

'aanerally, combined 6.hthly housing expenses should not exceed a
rage of 25 peréent “to 28 percent of the borrower's stable
monthly income. Further, totsl monthly debt papments should not
exceed 36 percent of the stable monthly incame of the borrower.

To qualify as an FHIMC purchase, adjustable-rate mortgages must
meet interest vate maxinws based on the minitntm adjusteent .
F.nge &,
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Associations must also chserve mazimim payments :idjusunénts over
the life of the loan; zegative anortizmtion must not axoeed 125
percent of the initial mortgage balance.

Within these coastraineg, FHLIC purchases hame wmorigages iao
rural, urban, and suburban commmnities., FHIMC's standardizsd
forms and prescribed limits give purchesers of morigage-backed
securities confidence that conventional mortZages also Jollow its
underwriting guidelines. "bward this end, FHIMC has published
loan definitlons and other standards ma.hing mortgage-backe?
securities highly marketable. ! o

Cblmwim___:’x Yortgage Security

7

Stated AVeragy
Life
Carbficam (S masong) [y oars} {ysars)

c1 $215 5 22
c2 - 3% 125 ’e
f %) & 35 W0 204

Fgwe 7

SECORDARY MIRTGAGE MBKET OPEHATIONS

1}

Secondary market lenders have created two new concepts tha' have
additional a:pp;e_al'i"to lenders; collateralied mortgage obligations
(G0s) and the trust for investments in mortgages (TIMs). The
secondary market pemits leaders and others to hedge future
commitnemts against interest rate changes.  Originated with
FHIMC, o (MO buses mortgsge-backed seciwrities on losn mttn*ity
- ‘Inder the TIM plan, an association jssues mortgagea to a trust (&
. auhgldiary) that selis mrisage-bwkad trust obligations to
investors.
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Collateralized Mortgage Cbligations

Collateralized morggage obligations ar_)}" mortgage securities
issued according to serial maturitiex%fl To illustrate, for a
mortgage package of $10 miliion with maturities of 20 ypaars,
meveral classes of cash flow bonds may be issued according o the
stated maturities of 5 years, 12.5 years, or 30 years. (See
Figure 73.. "‘

Under . the typica} MO, principal and interest payments are

usually mide semianmumlly rather than monthly. Initially, the
holders of\ C-1 certificates collect semianmml principal and -

intervst payaents in addition to all prepayments fran the 310
million pool. After €-1 certificates are repaid in full,

“‘\prepa)ments ~frem the morigage pool are appliled to O-2
certificates. C-3 holders veceive prepaymﬁ.mts only after C~2 - /

bcmrls hale been repaid. 2 o

With this arrargement, ipveetors mey select certiticates wita
varying maturities. Over 80 percent =f the $10 billion CMOs. sold.

in the most recent year were purchased by non-thrift investors,’

swh as pension fuds and insurence canpanies, Uhat preferred
. investments with predictable maturities. - Since their

introduction in 1984 ‘f:y FHINC, several private lendera, such us

Citibank of New York, have guccesefully merketed (MOs.33 W

.0
' W 4

rast for mvmimté"s,n Mo igagus

TMs function much lilda real estate investment irusts: The

~ lender/developer' fims a wpamte entity or trust that acquires
mortgages to back bonds issued by the trust. Proponents of

it

2 WiITim W, Dartlett, "paradise Lost - and Regained",
'Real Estate Today', Februar:f 1885, p.60.

93 June Fant Neisbn, "Secondary Mortgage Market : Updated
011_:100!:" '8 Bunker, January 19858, pp.li4-17..
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of trosts for invesiments in mortgages claim that tne;y provide -

more flexibility between the morigage and the morigige-beclked
investmenst because the lasuer of__ the bond may manage morigage
assets to closely match specific investor preferences.

The trust instrusent avoids the inherent limitations of *the
underlying mortgage, mahely, the lack of call protection,
inflexible interest, and mpredictable principal payments. With

mortgage maturities varylng due to morigage prepeyments, yields

are dlfficult to predict because prepayments chaoge the effective
yield, ‘The trust, in effect, separates the loan and origination
functions fram the invesmeni function.

Opponents argue thn.t Tms may lead to !m;ruient lending practices
since the trust, simlar to earlier REI'Ih  would face great
pressures for growth and high yvields thet could compromise loan
guality. . Same obgervers svee & conflict of intmmg batween thoee
who benefit from ouse seles and thoee ‘who mrk for h:lgh ioan

tax treatment currently- eanded to REITS. Cbngrem muet enact
special ugzauts.cn 4 : ¢ \
Private - coupnies are also, active in the escondary market;
typically they originate nomconforming lowns, suwch 8
residentizl mortgoges that exceed - the maximun dollar limits of

other secondary markest sgencies. Origimators, such 25 the

Jortgage Guarantes Insurance Corporstiod, iesue mor tgage

\certiﬁum cuatmimd t:o suit ptrticullr tavestor spaciﬁ-

mtions Citicorp and the Fiumcial tbrporutm of Merica are

other financial institutions that have .i\.mm_ rivately
originated mortgage-backed secwrities. Any loans submitted for
securitizmtion must have private morigage insurance.

B

oy

3 Mary Marteil, "Thxation of the Mortgage Pool”, 'The Journal
/ .or Feal Bstete Taxation', Sunmer 1984, pp.347-58.
4 . ) .
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. quality. Ae it stands, ha\xom TIMs have the aae ﬂmibility and
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ﬁaj&t&w Hortgage Investment Conduits

The Tax Reform Act of 1986 Treated a special vehicle called the
Real Estzze Mortgage Investmen) Conduit (REMIC). This vehicle is
for entities thatl 1ssue mltiple clagses of investor offerings
backed by a pool of mortgages. Aay partmership, trust, or
similar entity meeting the gqualifications is granted pass—through
REMIC status, - To qualify for a REMIC,. the entity must meet two
tests regarding assets and the lavestors' interests.

o

RRMIC m&. The required sssets include qualified mortgages

and permitted investments, ualified mortgages are obligations

secursd "tnsy an {nterest in real property; these ms.ir e partici-

pations or certificates of beneficial osnership inverest. -

Permitted investments are cash flow mmamts. qualified
reserved assets, md foreclomd mroperty; these ivestmenty are
received for a temporary period before distribution to holders of
a HEMIC intersst. Such cash flow iavestments are limited to
mtemt payments (pasaive me)

u.

uAlified reserve ssmets are any intangible property “held tor_

_ investment a3 part of s qualified reserve fund; these ressrve
rmdsmusedtomyewmdmpnyholdersof regular
_interest. Pomcloaum property held by the REMIC for mors than

" one year a!ter mquisitiou cearas £o be s pemmitted 1nvesment.

Investors' intaroats. Iamwm are an!::ltlod ta principai and

interest payments as long :as the ipterest pryments are ndt
dispro;ort&onate & the principnl As a tax_ conduit “entity,

" REMIC 1s subject to & pemalty tax equal 1o 100 wment of its net’
_ im fray prohib.[.tad tms&ctionn Such tranmmctions include .

5&111:15\ qualified morigages, mleus the sale is 1o substitute

_replacmen@: . mortguges  for derective mortgages. , Qther

prohibttiona ara that (1) REMIC is not permitted to hold income

from assets such ag income received for services, and (2) REMIC

‘ #
\‘ '

ey

s
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may not =ell any other investments that do not represent a

qualified sale. ‘e effect of a REMIC is to extend the tax
_exemption features of a REIT.to mortgsge puols.d

0

Fytures T: iding

o .

(Already 1. existence in S.A. for certain
instrunents) . ;

Using the secomiary. ma.rhét, investors may heduga long-term
coniracts, corporate | Jbt, and real estate loans with GMA
[\mtures contracts. ‘,}pqglng is aimply 2 market posiviiTsken to
Trade bus providm futures contracts for (NMA, fixed-rate,
30-year mrtgtges - Future’ intesrests may algo be acquired in

Treasury bills, noﬂes hmds, and certain types of ‘ commercial

‘aredit. Financial instiﬂcutiom such as deslers in GI'IA

ooutm:ts, mvings and loan’ amciations and morigage mm

my sell short to gmu‘r' minst rising interest retes. ,;_\

. To 'explain I:haaé dcedwres, it ie helpful to review three .
imporcant aspecis of the comodity futures market: the Mm.’_

short mllint. and huying lovg.
o ) oy

" fhe murpis. The margin consists ‘of s deposit on a future

: Icmimmt to buw or sell & futures contract., For émnple an

waociut:&,m ey buy & GNA futures contract in denanimtions of

$1wmoforazpemmtmin or$2 mOpercmtrwt.

(/.
33 Steven D! Dilley, Jamed . Young, snd Vernon Hoven. * Tax
Befors Act of 1888: Taxation of Real Estate Traneactipns'

‘(Paramue, N.J.: Prentice-Hril Information Services, 1967),

. PP T2-73.

(f‘A E

_:\\'zhsat intmst& L rigks. Sinne 1975, the Cnicaga Board of
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sells short GWMA or Treasury bill contracts. If interest rates
rise, the developer pays more interest on thg construction loan
and recovers his or her short position by pyk-cha.\.mg a [utures
coutract at a- lower price. In other words, profits on the

futures contract offset the higher cost of the deve‘q}oment loan.

i
)fr T
yd
&

Buying lomg:

Buyiag long is an agreement to purchase a contract in the future
at a specific price. Current high rates can be protected bty
‘ouyiqg long. For instance, 2 mortgage banker may believe that
current high interest:rates will decline in the next three months
when the mortgage banker will have $10 million to invest.

A Sevings Associstion Hedges = mmm
Fortfolic {amsme a rise in interest rates) :

' , July 1 -
Objecive: 10 prolact the The sssoociin selle 50 Saglember
prasanl velus ot & 5% millan, ~(3HMA halures Coneacty Mt 35,

o b .

AT g s0.0m . $4.750.000

Supiamber | :
Vel of MONGE0s Burtiolio Thi A180GEbon Yuye 50 (GNAA
cachnmm 1 35, a contracia & 90.

oy T i FoS

Pigure 8

In July the nortgage benker buys $10 milllou of September
contracts at 85 points, which yleld i2.5 percent. In September
as intereat rates drop, prices increase and th® mortgage banker
must buy at o higher price than in July, but the loss is offset
by the profit exmed on ﬂae__,;i’utums-‘comt.mt..
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security price decreases to $115.000, the developer will buy the
bond in the secondary market for 3$115.000 and sell to the maker
of his put for $120.00N. That is, for $115.000 the developer
will buy back the long put that criginally sold for $120.000. If

the converse holds true -~ the interest rate decreases - the price

of the bond inereases over the striking price and the developer
does not exercise the long put. 1The firal result is that the
lotg put gives protection against rising interest rates at the
cost of the option fee.

Opticn Market Deflaitions
o

i
: A an conunct that Wwas tha purchawr e nott 10 drliver (o put) 4
Pt mm'mm%mw‘amnummhmwumamw
neled Al
A . s ah ONON CONITACE ST QYA S SUEChRSEE K IGAL 10 BUY (i cadl &
e mimmmmmuuaspﬁbmmwm;gw-
it g1 )
Long: Mw&mulmummﬂummulnluw
M-mwmnmmnummﬂnwum :

Lo

Source: Adspted from William C, Handorf and Michsel T. McCavthy,
"The Advantages of Hedging Uncertain Borrowing Costs with
Options’’, 'Heal ;tate Review', Full 1983, p.g7.

Figure &

Short  call optioss. A short cokll protects unknown future
horrowing costs by generating income., Suppose the developer
negotistes a construction loan to be exercised in three months at
four points above the prime interest rate. In tnis case, the
developer may sell the right to purchise a security in three
months for « favourable price., For thiy illustiation, assume g
striking price of $120.5%: by agreeing to sell a security for
$120.000 after three months, the developer feceives a fee of
$5.000.. I the interest ravwe declines and the marketr price
incresses above the striking price, <the call option 1is
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k. o
exercised, The fee pa,‘"‘ially offsets the falling interest rate
because the''develcper must sell the bond at a price lower than
the current market. Also, “he ileveloper benefits by meying less
interest on the consiry urtion loan. Should interest rates

" lncrease and bond prices fall, the ecall purchaser does not

exarcise the option; -the fee the developer received offsets, to
sane extent, the higher cénstruction loan interest rate.?

iR}

Savings associations use option contracts to hedge against

fixed rate, standby loan commi tments. For exmnpxe, an -

association may agree to provide construciion fw'ds at 15
percent, for the next 90 days. 7f interest Etw increase above
15 percent, the Fiiilder essrcises the commithent; however, if
rates drop hejm 1.1' “'bemwt. ‘the puilder negotia}\tes n lower rate
fran another lendé

interest when lmu m‘tes bave incressed, the associaticn ray
purchase a put in the options market. If inferest rates rise,
the wvalue of the put contract increases, offsetting the

difference between the below-merket 15 percent loan and the

market rate loan. If inlerest rates drop, the value of the
put decressea; short puts, therefore, hedge the interest rate
risk for standby commitments.

In effect, assciiations face two comon options available to
borrowers; First, the standby, Iixed-rate loan commitment is
taken by builders when rates rise above expected levels; the
associaticn makes no corresponding gain huwwer, if the rates
drop, because the builder will find ot‘ ;funding sources.
Second, associations loss whea borrowers raﬁ.nm loans ag
litevest rates decresse. When interest rates increase, there is
no corresponding refinancing -~ again, to the dimdvanuge ol the
association, By hedging 1in the options market, savinge

- associations may affset interest vaite risk exposure.

LTy ‘nadge against providing 15 percent
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SUMMARY

The 'sepondary mortgage market’ encmxrages *he gm;;mp}}ic
mobility of mortgage mooey, enables lenders to eonverf mortgages
ff to ecash, and smeoths out extreme variztions in the sapply and
demand of mortgage fumds. vore significantly, ’'mortgage
pools’,operating  through the  secondary . merket,  attract
substantial additional funds to mortgage markets. The secondary
mortgage market iz dominated ty the 'Federal National Mortgage -'
Aé’éociation' . & quasipublic corporation thay buys worigages. from
approved mortgage origioators for sale to investors

. .-The 'Govermmi.: Naticmil Mortgage Association' primarily buys and.
selld m—insured or VA—gua,ranteea mrtgagés. This agency le=ads
ia mckﬁging belgw-market interest rate mortgages as collateral
for mortgage-backed securities. The 'Federil Home Loan Mortgage
Corporation’ operates nndér the Federal Home Load. Bank Doard to
buy and sell copventjaral mortgages primerily from savings
associatiooa. Lastly, thé 'Firmers Home Adminisiration’; a unit

‘of the Department of Agriculture, mukes direct loans ‘for rural

" /-\ housing, it also places mortgages iato pools and gells, “awnﬁ\\

" cates of benesicinl omership to lenders, § -

&N
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South Africa is today the commercial,
industrial and technological jeader in
Africa. Its development over the pust
100 years was preceded iy the
discovery of gold on the Witwatersrand
in 1886, This acted as a catalyst in
iriggering the development of the
country's vast resources and the
enterprise of its peoples.

The United has been an invewral part of
thzt development. It bas grawn from 5
terminating building society, providing
housing in the mining camp that was
Johannesburg 100 years ago, to thie
national broad-based financial services

1889 -1989

the growing demands and
sophistication of a wide variety of
clients.

Competitive edge hi.: become
important, especially in the field of
service ~often the only way to
differensiate between comperitors in
the industry,

of the other. Aggressive mackering of
competitive and innovative produgcts
and services, supported by advanced
computer technology, has paved the
way for major chianges in the manner in
which the man-in-the-street conducts
his financial afiairs,

In 1986, the Tinited, through a newly
established holding company, became
the first building society to convarttoa
Yisved public company. Within two
years it has become firmly entrenchea
as ore of the country’s top listed
financial institations with broad
inzerests in all aspects of the industry in

giant that it is today. which it operates.
) The fading of the once clear distizetion Az the beginning of its second centary
Along the way there Bave been many hetween the businesses of banks and the United Groap is well placed as one
changes. The financial services huilding societies has led to of the country’s leading providers of
indusiry in South Africa has adapted o encroachment by each in ihe business one-stop financial services. :
Johannasburyg
No. 1 Terminuting
Johanneshury Building Society Jdohannesburg Johainesburg
Ko, 2 Tarminating 1BED No. 2 Tormeaating No. 4 Tenminating
Buiing Society Buitding Saciely Buinting Suciety
b
Bethisfms 1883 i Soctety Quacnaiown
Brilding Sosiaty Building Socisty
1549 1941
St Andraws S5A Trads Linion
g Sociey Baltng oo
i I
s93g Do 1062
Greytown Vrgnoid Soathern Trident
Guiting Society Buikiing Seciety Buliding Socity
1578 1973 188t

Fohannesburg in 1889~ a cluster of dwellings spread 2cross the veld,
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UBSHoidmsan:edmmmrpomwdmtheRepublmmSonth&ﬁmmz
October 1986, Its main objects ate 1 operste as the control company of United
Building Society Limited ar.c Juited Bank Limited, and to carry op business as
an invesiment holding comps:~ "% Gy 31 provides 8 broad specerum of
competitive financial, insuran.: ndpre-i:;e.rlysetﬁces,putimhdyaimede!the'
man in the street. - -

TheGroupummmdto

E:p%ﬂdmgmduaumthmmofmhmpmmquahquwﬂldﬁummn
mmmmmmﬁm:dmmdm
Cim mwmmm -term intexeats of it
holders and the perecit! well-beirg of its stafi, rewarding their
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UBS Holdings Lirited was incorporated in the Republic of South Africeon 2
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Features and statistics

Balance sheet (B, ailfions)

Income stutement (R n;ilinns}

o

Johanneshaurg j}tock Exchange
Mm

i)

—. ) I
the Group resulis ,
3t March 3t Maxch
_ - 1989 1988
Shareholders’ funds,” . '_ 12398 1153,2
"Fotal deposits ol )} 5 r ) 4 740,7
Total advances L. 106832 91337
Total assets . 131214 112458
Net incoms before taxution 15,1 189,0
Net income amibuuhiemshanholdm . ) :
before extraordinaty items 4 150,7 122,2
Dividend . 4,5 €7,2
Pemined current earnings 56,2 68.5
Farnings per share {cents) - 63,1 51,3
Drividend per share (cents) y - 27,8 240
. Dividend cover (times) - ¢ 23 2,1
Net asset value per share (ceats) 518,9 4828
Average sharcholders” funds (R millions) - - 11%,5 1087,7
Return on sversge shareholdere” fands (%) : 12,6 1.6
Average iotal assets (R millions} A3 183,56 10 506,9
Rerurn on aversge total assety (%) 1,04 Li6 ”
" .
“ . 7 Number % Niitfiber |
. 1-10000 s 75765 981 B33l 7eS
10001 ~ 100 500 ) 1353 1,7 2018404
100 001 - 300 000G : 53 0,1 (11416649
Ower 300000 R 0,1 108962418
77203 1000 218545773
- Volkekas favestment Corpnmaou Lirnited i - 23787267
Mipe Officipls’ Penzion Pund ] - 13026 200
Mine Employecs’ Peruion Fund S | w7500
Other corpomte bodies . ' 2176 2:8  12,.521575
Privete irchividusls : 75024 91,2 61749 631 .
o TIP3 . 100,0 23894‘773
¥ 3MMarch 31 March
s " 1963 1948
- Number of thures in issue IMSTIS  23BR4LTN3
- Market price ; {cents per share): E
Closing (test s2le) 435 © 330
High 480 0 835
Low 260 7 280
 Weighted average ; w2 522
7 \oging price/net smset value per share : 0,84 0,68
Cloging price/eatmungs rutio W 6.4
Voiume of shares traded (in'llions) 23,5 333
Naruber of transsctions (thousands) : - 9485 14530
Value of shares traded (R miflions) 87 174,0
Volume teaded to munher in issue (%) r 8,83 13,94
}Ii Market capiralisation (R millions) 1 0304 788.2

Featm‘ea of -
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the hub of commercial and industrial actviyy in South Africa, ..




UBS Holdings Limited

Incorporated in the Republic of

South Afinca under Registration

No. 36/03924/06 andd cegistered as 2
Building Society Control Comparry and 1
Bank Conirolling Company.

Board of directors

H V Hefer (Chairman)

Z?ﬂ:Flom',Umd’lhms
160 Main Street
Johanvesinug

2001
{_PO Box 260595 Excam 2023)

Andinm

Saxn!. Thoowon & Young
Emnst & Whinoey:

Caarered Accountants (8.A.)
Share teaneier sccrectaries
Central Registrars Limited
3rd Flooz, 154 Market Street
Johanneshurg o

2001
(PO Box 484 Johanzesburg 2000}

Group secretary
J R Eaglesham

Directorate, = .

execunve management =
ad:mmstratzon
Dimcm;atns :)f subsidiary Group executive managesent
companies o P J Badenhorst fsz;m
United Building Society Limited B A 3
ggkl}agdealm_m)(@am and J0EG*
LU, o E M de Blanche {51}
TS Baustred Vice-Chiaiman) B.Comm, FCIS. FIBS
Boyd Managing Director of United Building
] F Qarie Sociey Limied
H V Hefar E R Bounan (#4)
A Mentis B, Cam (Homs), MBL, CAIBM
DDM : Direcor of United Bank Limited
Soa 1987%
MTRidley
PE] Swarz A Bronkhorst (49)
G § Thomes BA (Homs)
UBS Insunnce Company Linisd i985*
H V Hefer (Ummg) Dr A P Burger (37)
o LY -
I LB Stuzrock 1979+ R
R G Chester (47) -
. UBS Trust Limited . B.Compt, CA(SA), FIBS
M 1 R van der Berg (Chaimany) Genaral Monager: Seramgic Investments,
R G Cheser Teearion and Andit
A A Nokth 70>
C A Schoitr P J A Kiuger (59
United Bank Limxited
P J Badrnhorst (Chairman) f;';’f“““"w L”““"‘P"‘M”
E R Besinan (lhmwﬂuw) .
Dr D C Croni¢ SPleach 35
E M de Blanche M.Cormm
H YV Hefer General Mancges: Tmzmy
ARy 1988* |
Dr PR Morke! . A Nokth 44 N -
J A Stegrrann . BCam, FIBS K i
J L Jatisen: van Vinren - Gawrol Manager: Finance "
. - 1969 | /Y
mmﬂm / -\‘_\ C A Sclwliz (39)
] : B.Comm, MBA, CAIB(SA)
H V Hefer (Chatrman) General Masager:
PR}G Badenhorst 1987
M. M ]I R van der Berg (49
= M g Blanche B.Com (Hons), MIOM
General Mamager: Morheting
(P;!_A Kruger \\1964* ©
!; R Nesh' 4 Cvan Vet (56}
‘M T Ridley ?:8';?! Manager: United Bank Limised
Directorases of proparty-owning and Py
otber subsdares wo s relecnd, *Year of joining United Growp
Mr J R Eaglesham i .
!heihme mbsndnrj?mnpanxsm - Seated: i V Hefer

3 _ R Sianding: P,?Badmkmst '
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Isi September of 1886, Robert Holliday rode into the camp that
was 10 become Johannesburg —the commercial heart of South
Africa,

In 1889, in response to the need for permanent housing to
replace the rents and temporary dweliings of the burgeoning
populaiion of the area, Hoitiday founded the Jehannesburg
Mo. 1 Terminatine Building Society,

Four vears later the Mo. | Tenninaiing Society merged with
thres others to form the United Building Society. The fisst
meeting took pince in the covrtroom of Captain Carl vox
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Brandis, Johanneshurg’s first mugistrate. Holliday was elected
chairman and the building socisty movement in South Africa
began to gain momentum,

In 1902 a landmark occurred with the opening of 2 savings bank
and Frank Edward Biackwell, a chartered accountant heading
the society, began the task of reshaping the United along
busiress lines,

His efforts, including lobbying the Transvaal Government for
protective legislation for the industry, cominued over many
years. Despite the upheavals of the times and the Grear War
between 1914 and 1918, the United continmed t - grow.

By 1919 the assets of the Society were altmost one million pounds
and the United was poised for further dramatic growth, but its
development was temporarily arrested in 1922, when the
infamous miners’ strike brought business to a shuddering hait
and the chairman and directors found themselves concerned
with preserving assets rather than the growth of business.
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The 1912 Annial Report depicted typicst
kousing of the time,
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1925-1945

During this time, Mx Ruben Raphael succeeded Frank
Blackwell ar the Society expanded beyond the borders of the
Transver®  ‘lude Cape Town (1923), Port Elizabeth (1925)
and Durban (1531),

Qe again prosperity in general was thrown into turmoil by the
refusal of the government to abandon the gold standard, but
motating protest forced the government to do so in 1932, This
decision rendersd mmmediate results and the “drought’ that had
forced business and the financial insritutions into stagnation,
was broken. Funds began to flow back to the United and
lending opererions resumed,

Once the Society had consolidated its position it pursued a path
of expansion. In 1941 it acqnired the Bethiehem and
Quesnstown building societies and in 1944 it absorbed the much
Yavger and popular St Andrews Bujiding Sociery.
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Although the Union of South Africa had been steadily
developing its industrial base, it took the threat of war o trigger
the creation of heavy industry and a supporting infrastructure,
Paradexicatly the United benefited financiaily, az first Ewope
and rhen many other 2ountries of the worid, moved towards
wat., The commencement of hostilities in 1939 also marked the
occasion of the United’s yolden jubilee.

In this 23-vaar period up to the conclusion of the Second World
War, the United’s assets increased to more than thirty-three
miilion pounds and profits topped the one-hundred-thousand
pound level for the first time.,
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UNITED
BUILDING SOCIETY |

IMPDRTANT HOTICE T0 THE SOSIETY'S
BORROWERS ON FULL-TIME
MILITARY SERVICE

‘The Board of Dircctars hins plensure In annommsing that,
m respect of komes boaded to the Sceiety, the oo of
interose will ba reduced to 435% for the pericd during
which the borrover or the priocipal breed-winmer &
on fnll-fimo -iitery service.

“Thds eoneesalon vill b gramted iy the Bozrd af itsdlecretion
to eaicting horrowets, wio will be reyuired to submit a
1 lenlars of the Robate of interest ond applicetion fonma
wo avllpble ot afl of the Socletys Qifices.

3

United’s assistance to miexs
on mifitary seroice in the 19405,
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The United building, St Genrge’s Strcet, United staffon aetive servics during the Second World War.
Cape Yown. _ . o
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3 (_w : . NE of tha bigasst problems faciig Soulh Afica T

iha proviion cf komes which are so urgantly rvquired.
The "Erited” stands rewdy equipped to cawy ot this
work. We heve B rowurere, we hove dhe crgantsation
and, wmost Frpoctant of all, we have the  wxpeelance
accemulated ovar G6 years which will amsbls ve o asdsé
in taciling the howing preblam fn a dedermined and
praciical manror-

We hine produced thl boolfab confalolog soma of
oar slected plars of mndianaized houses, in the fope
that i moy prove of aaidanss Po ihos paopla whia am
deffreus of Ewilding dhalr ows homs. [a addian, 1w
“Uoitad" her of tials #od ceptesanfatives frained In this
speclativnd fiedd - aff conbmx fas Vetwd on Pages 34, 75,

. Zb and 27} wir | w happy fo auki and adviie fu rage 4 '

fothe bulding o+ M.
Yilnlett -;

QCTOFER, 175, Chalrman,

Fromotion of hone ounorship shorlly afier the Sccond World War, ' R : i
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As the recuastruction following the end of the war began and
servicemen reiraed 1 their civiiian ocoupations, there wasa
hnge démand for housing and home loans.

Within five short years of VE-day marking the return of peace,

the assers of the United had risen to seventy million potnds and
clirubed sieadily thereafter,

Technologicat developmeras had begun to accelerate in the war
and the world mwoved ... a second industrial revoiation,
Inevitably, the focus of davelopment fixed firmly on business.

-
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United
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The move towards mechanisagion in the fisancial services
industry began snd formerly tranual routing clecical tasks were
inexorably mechanised, }

In 1956 Mr W ¥ (Frank) Boust-ed became chairman when
assets - ol at one hundred and thirty-cight million pounds,

As the ‘sixties’ dawned, Harold Macmillan, Prime Minister of
Great Britain, addressing the joint houses of Parliament, warned
that “winds of change’ were blowing throughout the African
contivent. Political changes ~wept through Africa, apd the
empives established by European powers began t¢ crombie, In

- Sowh Africa, a Republic was declared in 1961 and the Unired,

despite an unstable political chimare which led to & depression in
the property maiket, posted a net profit of R1,3 million,




W F Bousered
Chairman 19551969,

It orly I were baman,

P& jump at the chance
of *investing with
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We ure the hoys wha know the joys
QF working; for seif-satisaction,
it makes ue feel fine just to gaze av pur sign
And kaow it's a source of attraction,
Three cheers for the sld ULBLS. Y

We are the type who naves gripe
Or are given to recrimination
Wit [oans we submit age consigned o the pit
Eccause of a cue aliocation.
Three cheers for the old LBV, 11

We arz the ladz whe spuen the cads
Whe offer their representation,
We mighe get more cash, bur it surely woukl dast
Our hapes of 1 high sorial station,
Threr cheers for the cid TLR.S 1Y

We are the men who ceach for a pen
Tey weekee for Head Office permisszon
To cellect ull arrears for the nexe twenty vears
Without any thovght of commissiun,
Throe checrs for 1he nHU.B. AN
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In 1964 the United celebrated its dianond jubilea end only 4

year later the horizans of building sociery operations wers lifted
by the amendment of the Buildinz Societies Act to perit the
establishment of wholly-owned insurance compenies. Thiswas
followed in 1969 by a concession permitting the establishment ui
property development subsidiacies.

The United’s developing role as *paymaster to the nation” led o
huge volumes of business threatening to overwhelm rhe existing
business systems. To avert the pending crisis an Organisation

e Rt e A R e i e § g s TR

and Methods team was established 1o investigate the installation
of 4 computer system, Their efforts culmizated in the
installation of the first on-line real-time ¢ putersystembya
building snciety in the world in 1967 whe.: computzrisation of
the flociety’s mithions of accotiuts commenced,

In 1969, Frank Boustred retired as Chairman. ‘The period from
1965 to 1987 miarked the era of Philip Sceales whose foresight
and leadership saw the Soviety grow into a financia! giant
Culminating in its conversion to 2 public company and the listing
of ity holding company o1 The Johannesburg Stock Exchange
on 3 December 1986, This paved the way for the development of
the Group *:to a fully-Aedged fi.ancrel services organisation
under the ieadership o Mr Her: Hefer, Chairmen, and the
Chief Executive, Piat Badenborst,

By 198Y, its centenary year, :hie Pnited Grouy is well on its way
to achieving this objective — one-stop financial services have
become a reality for United clients.

LA

Mr Gordon Collins, My W F Boustred, and Mr M O Evdwards
watch work at the newly installed IEM 360 Compuier. .

]
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&, Parytrmonsion rupted ot The Tohamesby Sick Eschongl o
X3 Dycember 1986 swhen UBS Holdings Limised was ".fl”"




Saptamber 1969,

1378,
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Sceales with g gift on ks vetirement in 1987,
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Uniited Towers— Group headguariers since

To Survive or thrive?” sas the question it 10 wanagers attending & strategic conference in

Automaric teller machines were first

tntroduced by Unfrad in 1977,

19

" The 99-yoan-leasehold scheme
© enconraged Black home-ownership,




It i= gratifying, in 2 period
characterised by intense competition,
0 report a vear of satisfactory growth
in both assets and earnings. Nex
income attributable to shazeholdens
increased by 23,5% to R150,7 million
and earnings per share rose from

51,3 cents 10 63,1 cents. baginding &
final dividend of 16 cents per share, the
total dividend amounts to 27 cents per
snere (1988 24 cents) covered 2.3
times b ings,

Operating environment

In our review last year j; was presaged
that the domestic econsmy would
remain buoyant with contiysed
pressure on the balance of payments
and consequently continuous u
pressure on inter-gt rates.
Notwithstanding the spirailing interest
rates during the vear, prime tising
from 14,0% to 20,0%, real domestic
expendimure and imports did not
respond adequately to themore
stringent monetaiy and fiscal megsures
adopted in stages didring the year and
demand for credir cominued vnabatad.
Coupled with & substantiat reduction in
the dollar price of flold, the country’s
large foreign capital repayment
commitments and a decline in the trade
surplus, the Rand depreciate
markedly. )

The substantial increase in nominal
rates on the one hand and a2 decline in
the rate of inflation on the other,
resuited in real rates of return for mnost
of the year, The level of domestic
savings, however, continued to decline
to an ali-time low and investors were
unwiiling to invest in fixed interesr
securities.

‘The flow of personal suvings to the life
assurance industey continned,
investinent in their tex-advantaged and
inflation-hedged products providing
red! returas on the sevings of private
individuals. Qutflows from tax-
concsssionary investments continued
unabated, the fixed returns on these
investments being unsttractive in
relation t other investment avenues in
the prevailing economic environmens,
The proposed phasing ovt of tax
coucessions on thase fusestments by
the authorities bas be:y postponed
nunril 1930,

Once again therefors, the Grouvp has

Annual review

hat to rely on the corporate sector for
the major portion of it funding
requirements, Expectations that
interest rates and inflation would
continne to rise resulied in both
corporate and private invastors being
reluctant to invest for any but short
periods. Although not nearly adequate
o micet requirements, amendrients to
the nanks and Buil.iing Sucieties Acts
afforded the Grouy greater flexibility
in funding irs activities, particularly in
regard o the building society’s ability
10 accept & larger proportion of funds
on short-terra deposit,

The financial services industry was
characterised during the past year by:
Cifurther broadening of the types of
business conducted by the various
finaroial instivutions;

[Jincreased realisation of the
ivaponance of a réwmil client base and
the generstion of business
opportunities through relationship
Clintense competition for market shate
of retail business;

[highly competitive, and in scme
instances upeconomis, mtes aud
charges for services;

Claggressive and expensive
promotional and advertising campaigns
in marketing new, enhanced and
innovative products and services;

{[Jkeen competition for the servicesnf
the rela . cly limited pool of skilled
personned; and

{Jaccelerared investment in new
technology to facilitate the new
prod s and services,

The major beneficiary of all these
developrents is, of course, the
financial services customer who
received improved service snd an
extended cange of more sophisticated®
praducts amd services at lower costs.

Group activities and investments

‘The Group concentrated its efforts
during the year on maintaining its
position as the lending provider of
finance for homeownership and in
expanding its range of products and
services, maindy through its banking
subsidiary, Further diversification
through new acquisitions was limited

14

to the zequisition a¢ minimu! cost of:
[Ta 100% interest in a trust company,
the name of which has been changed 1o
UBS Teust Limited, and which
specinlises in the drawing and
execarion of wills and the
sdministration of t2stamemary and
inter-vivos trusts; and

£la one-third interest, 1ae other
participats being J H Isaacs Group
Limited and Volkskas Group Linited,
in Corpbined Participation Bonid
Managers (Propriztary} Limited, a
company formed to take overthe
independent prrutipstion bond
busin:sses couducted by those
orgenisations.

These acquisitions have further
fucilitated the Group®s ultimate sim of
providing the fullest range of financial
products snd services,

The moratoriuin on stamp sud transfer
duties incorporated in the Taxation -
Laws Amendisene 4ct, 1988, has
provided the Groupiwith the
Gppertunity to re-otganise and
rationalise {18 structure at minineal
vost, The approval of the Registrar has
been granted and application to Inland
Reverqe has been made to:
[transfer the 100% inverests held by
Urited Building Society Limited in
18S Insurance Company Limited avd
United Development Corporation
(Proprietery) Limited (together with
its subsidiaries) 1o UBS Holdings
Limited; and

[(Ctranster to United Building Society
Limited, the inimovable properiies
owned by its property-owning
subsidia:ies foltuwed by deregistration
of the swbsidiaries concerned.

It is unticipated that these transfers will
be implemented by mid-1989,

Operating results _
In line with its of jective to strategically
reposition itself as 2 provider of &
comprehensive range of financial
services, the Gruup implemented a
management and xegional
infrastracture 1o suppurt this
important phase of its expansion.
Accordingly, a core of experienced and
skilled people has been emrployed,
training has been broadened and
accelerated and the necessary compurer
support systerns have been developed,



all ina very short period, with resultant
cost implications during the current

« ear in particular, A major portion of
the costs eoncerned relaied to the
development and marketing of two
core retail products, viz United Bank’s
on-fine reai-timse chaque sccount, 3
fiest of its kind in South Africa and its
highly competitive range of crecit
cards.

Despite these incressed costs, and the
Very competitive operating
environmentwhich impacted business
marging, the $roup's strong finaucial
position, itgakst-efficien

infrastruef  nid bread-based
diversificax. _sindercaken during
1987, were major faciors in the posting
of ua increese of 23,3% ia artributable
et income which roze from R122,2
milijion 1o R150,7 miliion. The
utilisgtion of cpital in the Gzoup
improved, the return on average <.
sharsholders’ funds incressing to
12,6%, m# ginally lower than the'
average rate of inflation during the
year. The return on Rverage Sgsets, an
important indicaror of overali
performance 4, e financizd services
industry, improved ance sgain,
reaching 1,24%, the bustin the
industry, against 1,16% the previous
year. Net income befire taxation,
including dividends from associates,
increased from ®189,0 million to
R213,1 millior £13,8%) bur, mainly
due to a large: proportion of non-
jaxabie incorae, & lower effective tax
rata of 43% resulted in 12t income after
tax Increasing by 21,4% w R122,9
million. Attrihutable retzined earnings
of associates, including those of
Comawercial Union Assurance
Company of South Africa Limited for
the frst time, rose by 36,3% to R27,5
million,

Earnings per share, based on uet
income (before exiraordinary items) of
R150,7 miflion and the weighted
average number of ordinaty shares in
issye dusing the year (238 879 106;,
increased to 63,1 cents from 32,3 cents
the previous year, an improvement of
33,0%.

Dividends in respect of the financial
year amsunted to 27 cents, covered 2,3
times by carnings, compared with 24
cents covered 2,1 times last year,

Unired Buoikiing Society Limited was

SRR e e oI s s

Annuai reviey:

once again the major contributor o
Group earnings, accaunting for 74,7
mifllion {49,695} of ariribatable net
income, compared with Re5,4 miltion
(54,3% Jast vear, The equity
accounsed earnings refating o the
Group’s investments in associated
companies insluding dividends earned
from these spurces amounted to §%9,1
million, revrescnting 25,9% of
attributabie net income, compuared

. with RZ3,9 million (13,.%) the

previous vear. UBS Holdings
Limited’s contribwtion amounted to
R16,7 mitlion, representing 11,1% of
th. Group’s earnings, while UBS -
Ipsurance Company Limited
sontributed R18.6 million (12,3%).

/A3roup assers grew by R1 876 million to
. R13 121 million, an increase of 16,7%.
The fact that growth in attributable net

income exceeded asset growth by more
than six percentage points, is indicative
of the Group’s sound lending policies
and the quality of asset and labilicy -
management.

UBS Holdings Limited

Apart from the issue of an 8. ftional
100 000 shares to participanes ki the
Compargs Share Incentive Scheme,
there was no other change in the share
capital of the Company, Shareholders’
funds, however, increuzed by the
addition of substantiai retained income
arising principatly from dividends
flowing from wholly-owred

* subsidiaries, the quantum of which is

determined to ensure maximum
investment flexibility from a Group
point of viee,

United Building Society Linzited
Net bitcme after taxation, including
dividends from subsidiary companies,
improved from R76,7 million last year
to R8S,3 million, an increase of 12,5%.
This is considered satisfactory having
regard to the extremely competitive
funding and mortgage lending
environment in which this Company
operated,

Total assets increased by Rl 399
million to R12 078 miifion at 31 March
1989, a growth of 13.19%. Its principal
asset, mortgage advances, grow by

R1 206 milhon, an increase ni'13,3%.
On the other hand aggregate deposits

grew by 14,7% to R11 032 million 22
31 March 1989, enabling the Company
to fznd mortgage growth and incresse
liguidity to desirable levels, Although
rising intetest rates affected overall
demand for morgage loans and
competivon intensified, the Company
remainad competitive and through
aggressive marketing, lent R2 747,8
million during the year.

It is grarifying to repory that the
number of yiysold propertiss in
possession declined substantially from
730 last yearto 581 at 31 March 1989,
The total book value, after sccounting
for & firther write.down of R2,7
ruillion to market value, amounted to
R24,5 million, 2 decrease of R10,4

md:f since 1988,
Lnseld properties represent only. |

0,24% (1988: 0,39% of the total
amount owing on mortgage advances,
which is indicative of both the quatity
of the mortgage poitfolio snd the
Company’s prudeat lending practices.
The further slow-down in the
econmny, coupled with the anticipated

" high level of interest rates, however,

will probably cause this ratio 10
deteriorate during the year ubead.
The Company’s issued share capitai
remaingd unchanged and, after
declating 2 dividend of R75 million
payable to UBS Holdings Limited,
sharehelders’ funds amounted to
R667,1 million which is still
substantially in excess of stantory
rainimum gearing,

United Bank Limited

* The Company, in its first full Snanciai

year, capitalised on the Group’s major
strength - its large retail client base, To
this end the Bank concentrated on the
development and launch of new
products, the appointoent and
teaining of personnel, the promotion of
its name in the market and the
establishinent of an appropriate
infrastructure to supportits |
operations.

Antention therefore focused mainly on
its activities in the reeail marker, but
the Banl: also entered the corporate
market, offering money market
facilities to that sector, While growth
m balances refating 1o existing retail
products, in particular personal and
hire-purchase loans, was satisfactory,




the suceessiol launch of cheque
acconts and credit card facilites
during July 1988 represented the
highlighs in the Company’s activities
in the retail market.

Dersand for ivs highly competitive on-
fine real-time cheque account exceeded
projections and by 31 March 1959 the
pumber of accounts was 43,5% above
target, while growth in credit card
gecounts was satisfactory. Their
successful introduction 1o a market
which is becoming increasingly cost
sensitive, was no doubt inflrenced by
the very competitive interest rates aui
charges relating o these products.,
Growth in assets by R428 miflion
{243,7%) from a small base, is
considered highly satisfactory taking
into gccount that special emphasis was
accorded the quality of business
undertaken. Adequate geseral and

specific pravisions have been made for '

doubtful advances.

‘The Company reflected 2 loss of R2,6
million for the year under review,
which is considered acceprabie having
regard to the very high development
atid prumotional costy ircurred in
respect of cheque and crediy card
gecounts, coupled with the fact that
gconginic businesy volumes in
thersof'were achievad only towards the
end of the year,
Plans and systems development are
well under way to extend e
Company’s product and service range
but in fine with policy these facilities
will gnly be introdnced when expertise
is in place and pe%:m: nnel have been
propetiy trained such product,
the United Garage Card, was
introduced duving April 1989.

UBS Insurance Company Limited
Tt is pleasing 1o repott that the curyent
year was once again a successfis! one for
the Company Afyer tax profit,
including investmeni snd other income
and a transfer from the Life Pund,
amounted to R18,6 million, 14,8%
higher thap in 1988, The short-term
cperation earned a modest
underweiting profit of R0,7 million
after conservative technical reserving
wiiich more then met the
reconunendations of the Melamer
Commission, in comparison with the
paevious year's underwriting loss of
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R1,2 million. The year wvas fortunately
feee of major eatastrophes.

Short-tesm premivm income reached
R51,7 million gross and amounted

10 R40,5 million net after reinsurances,
compared with R47.9 million and
R34,6 million respectively for the
previous yesr, The sred] increase in
gross preminms was indicative of the
extremely competitive insurance
market in South Africa. However, the
Company's excelient claims record
once again afforded a favourable
reinsutance progranune and net
premiums rose by 17,09%.

An improvement in the operating
tresuits of the Company will depend
largely ont the incidence of major -
catastrophes, the extent to which
competitors will undercut premium
rates in a highly volasile marke:, and

_ the benefits 1o be derived from the

abolition of prescribed asser
requitements,

Gross life assurance preminm income
increased by only R0,9 million to
R22.7 million. The major thrust into
the provision of mortgage finance by
other types of financig] institution
oceasion s the imreodueiion of Home
Mortpage Proiection policies with
enhanced benefits. Benefits under the
Company’s policies have accordingly
been improved and, in conjunction
with its competitive premitim rates, it
is expected that turnover will improve,
Investnent incotne increased
substantially and the Life Fund, after
the transfer w the Income Statement,
rose from R94,5 mitlion to R103,0
million at 21 March 1989.

Aftor declaring a dividend of R10,0
miliion ro United Building Society
Limited, the Company’s accumarlated
reserves ncluding retsined income
amonnted to R25,5 million and total
assexs increased by 17% from R186,6
million 10 R218,8 million at 31 March
1989,

United Development Corporation
(Proprietary) Limited

Rmng intersst rates had a neguvive
impact on sales in the latter half of the
year resulting in the Company selling
only §90 housing units compared with
the 879 of 1988. Accordingly, net

. 18

income afier taxation which amouated
to R1,6 millios, was Iess than the
amount recorded last year. No
dividend was declared and rotal
retained fncoms was utilised to increase
avcumulated raserves to R11,3 millicin.
Sales were fairly evenly distributed
across the various population groups,
with the majority of sales occuriing in
the Wirwaterscand and Western Caye
regions,

The Company was pa‘mcv ﬁtly gotive
in the provision of retizement homes
for senior citizens and launched three
highly successful retirement villages
during the year. All feature high
security and provide owners with
comaunal entertainment areas snd
frail.care centres, Mooigeles, the
lazgest of these developrents, situated
in Pretoria, has been sold out while
sales in the La Provence and La
Gratitude developments in the Cape
are progressing well.

The Khutsong developooent in
Mamelodi outside Pretoria offered
purchasers high quality housing on
fuily serviced stands and the facilities
expected of an up-market subueb, This
development has been well received by
the Black community.

‘Whilst the Company has rationgiised
its land holdings and sold land not
considered sppropriate for
development in the near fiture, it has
several projects in various stages of
proclamation, servicing and
development to improve both turnover
and its contribution to Group profits.

Associates

The Group’s share of associated
companies’ profits (including
dividends) before extraordinary items
rose from R23,9 million to R3u1
miilion, an increase ::;:3,6% Egmﬂuty
accounted earmings relate principally to
the Group’s 309 & iwerests in Volkskas
Group Limited in réipect of its
financial year ended‘§i1 March 1989
and, for the first tinx!, Commercial
Umon Assumncetm:npmy of South
Africa Limited in respect of its year
ended 31 December 1988, The increase
reflects satisfaciory growth i the profix
renerated by the Volkskas Group and
steady progress in the life assurance
and short-rerm insurance industries.



Expansion and capital
development
"The planned expansion of the Group*s
activities duriag the year required the
estiblishunent and upgrading of
premises in key areas and the devotion
of substantini resources in the second
phase of npgrading and expanding
computer facitities to meet new

- rechnological demands and atticipated
volumes.
During the year the Group expended
R18.4 million on capital improvements
10 existing buildings, the development
of new premises, the acquisition of
land for immediate and future
expansion of its operations and for
investment purposes.
The coustruction of United Towers
South which wilt house the Group's |
main Computer Centre, is progressing
well and is expected to be
next year. The premises io bouse the
Blackheath {Randburg) branch have
been compieted and the branch
commenced business in April 1989.
A programme Yo dispose of premises
and land no looger required 1o meet
future requirements is well under way,
and during the year fixed property
having an aggregate book value of R5,7
million was realised at & profit to the
Group, _
‘The second phase of the programme
for enhancement of coroputer
resources was cumpleted during the
year and additional equipment was
scquired for strategic reasons 1o
obvitte capacity consiraints in werms of
volume projections and in anticipution
of a weaker Rand exchange rate. The
aggregate cost of additions to and
upgrading of the computer system
amounted to R27,2 million. -
The Group spent R16,8 million on
furniture, equipment and vehicles to
accommodate the increase in staff
regnired to meet increased business
activitias arising from its mejor
progyamme of expansion of products
and services.
Planned capital expenditure on fixed
property and equipment during the

ining year is expected 1o sost

some R111 million. The advancement
of technology in the highly competitive
financial services industry which
demands cost effective and customer-

Aurmat revisw

friendly delivery systemas, is a vitat
consideration in the Group’s strategic
positioning and consequently, R43
miltion of the above amount relates to
expenditure in this regard. An
estimated R46 million is required to
meet the cost of pew and upgraded
premises and completion of burdliy 5
under construction. o

Human resources

The Group jis an equal opportunity
employer and performance, subject to
sppraisal on an on-going basis, is
wppropriately rewarded. _
Despite the volatility of the socio-
political climate, the high premium the
Group accords sound labour relations
provided a siable and positive working
environment dosing the year, and
contributéd in 1o small way o the
successfid recruitment of the highly-
skilled manpower required by the
Group to develop, market and
administer its banking products and
services in pagticular, Neguidations
with the Building Socisty Officials
Associstion of South Africa in regard to
werking conditions and salavies were
concludad to the satisfaction of all ina
spirit of co-operation and mutual
respect.

A well-trained work force remains the
rornerstone of the guality service and
efficiency we offer our clients. The
rapid transition of the organisation into
2 full finannrial services group has
necessitated the acceleration of
training, urilising up-to-date
1echaology, and the development of
new courses to equip mansgement and
staff 10 provide efficient service both
within and outside the Group.

The Group has a proud record of
operating efficiency which culminated
in the overail reduction of staff
complements in absolute terms during
the four-year period up to 31 March
1988. The Group’s major
diversification into the broader
elements of banking business, notably
cheques and credit cards, as well as the
intensified competition in the industey
and incressed husiness volumes,
however, aecessitated an increase in
complements of highly-skilled staffin a
merket which is suffering an acute
shortage of such peopie. At the end of

17

the fipancial year the Group had 7 256
employees. Ratios of assets and profit
to staff continue to compare moge than
favourably with those of comperitors.

Prospects

FEconomic growth in Evrape, Japan
and the United States is expected to
decline somewhat during 1989, whilst
it is expected thay inflationary
pressures will lead to stricter monetary
snd fiscal measures which will impede
international growth rates..
Domestically it has become vital to
slow down the Sonth African economy
to a growth race not exceeding 3%, it
order to ensure an adequate surplus on
the cirrent account so that the country
can meet its debt obligations. In this
regard it is gratifying to note chat there
sre positive signs of a change in
perceptions and sentiments abroad
which could axrse in the negotiation of
a Iess onerous debit repayment,
schedwle. Monetary and fiscal policy is
expected to remain stringent,

‘The rate of export growrh is likely to
decline as a resuit of an expected -
worldwide economic slowdown and
sanctions. It is anticipated that the
Rand exchange rate will remain under
pressure and that the rate of inflation
will accelerate. The abolition of
peereribed investment requirements
for inswiauce companies and pengicn
firnds could serve to underpin The
Johaunesburg Stock Exchange whilse
privaiisation of some large public
corporations is not expected to affect
its performance to any noticeable
extent.

‘The above factors do 0ot augur well for
an improveraent in the alveady
alarmingly low savings ratio. It is
therefore unlikely that retail sector
savings will improve and the Group
will continiie to rely substantially on
the corporate sector for its funding
requirements. Life assurers continue to
enjoy substantial fiscal and regulatory
advantages an the disproportionste
flow of funds to that industry is
expected to continue during the vear
ahead,

Recent changes to the Building
Societies and Banks Acts will afford the
G:nup greater funding Aexibility. Its
enLry into 4 wider spectrurm of banking
businzes is gaining moraentum and



this, coupled with business generated
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through 15s broader interests, should uring
ensure gh_at the (}reup capitalises on its IS)M 2 w”t!;ed?;;‘t'oﬁgd%r E °
competitive position and permit Pavit: red from the Board whick: he
earnings to grow satisfactorily. joined in Becember 1982. To these
Directorate gn-d cmett fe ex tmdtiw'incm thanks for
¢ir contribution to PORLESS

UBS Holdings Limited ooyt 1o the progress of the
Mr L Boyd, a director of Ilnited i L
Building Scciety Limited, was United Bank Limited '
appointed to the Board in November Rejrertably Mr D Pvap Huywsteen
1988, and Mr JA S BN Way passed away on 9 June 1988, His
appointed 10 replace Dr PR Morkel, experience will be missed. Messn HY
who resigned as a director. We Hefer and ] A Stégmann joined the
welcome both these whose Board during the year.
wealth of experience will be invalnable . s
to the affairs of the Group. UBS Insurance Compeny Limited
: and United Development

- Corporation (Propristary) Limited

There were no changes to the boards of
~ these companies during the year under
-af.' » “' I .=
e '_/)
il
e
l{ ¢ +0
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Auditors’ report -

To the members of UBS Holdings Limited

We have enamined the financial statements and Gropp financial statements ser cut
on pages 20 10 30. In our opinion these statements fairly presens the financial
position of the Compaay and of the Group at 31 March 19389 and the resuits of
their operatzo' Yor the year then ended in the manper required by the Companies -

HAict, 1973, — -~
Samt. Thomson & Young E:nst & Whinoey
Chartered Accountants (S3) a‘ mmd Accountanis (SA)
Johanpesburg "
29 May 1939
v
Directors’ approval

~ Thedirectors’ report afid the financial smtements which appear on pages 20 10 30
were approved by the Board of Directors on 29 May 1989 and are signed by:

H V Hefer - . P¥Badenhotst
Chairman ' Chief Executive
Johannesburg "
29 Msy 1989 '
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Your dErsetors have pleasame in
presenting thele report and
gccompanying financial staiements in
respect of the financial vear ended

31 March 1985,

Nature of achivities

As 1 regisrered building society control
company aod a registered bank
coniroliing company, the Cowpany
directs the planning. conrrol and co-
ordination of the acrivites of the
Group which, through its buiiding
society, banking, insurance, propsity
develepient, trust and participation
beond subsidiaries and associates,

provides an extehsive range of
pmdnctsandﬂﬁg;dﬂmvimwﬁw

COrmunity.

Group results

Group net income attribucable ro
shareholders, before

extraordinary
items. amoumnted to R150,7 million
{1988: R122,2 million) and arose from

the followinge activities:

1989 1988

R % BRm %
Buiiding
sociery 7 46 664 543
Propesty
developmient 21 L LE 15
Insurance
including sssociae, 28,0 - 184 162 13,3

. ';“’ -

includingassociate 294 195 240 196

168

15,7 108,90 1222

Cither ny 138 1.3

100,0

A genaral review of the business and
operations of major subsidiaries is given
in the Annual Review set out on pages

. &4 10 18 of this annual report,

Subsiliary and associated
companies

The interests in subsidiaries snd
associated companies, where considercd
material in the Yight of yvour Company’s
financizl pusition and results, are set out
in Annezzures A and B on page 29 of this
anmsal repors.

"The Comapane’s interssts for the past
financial vear in the profiz after taxation

Directors’ report

of its subskdiaries apwunted to R106,8
million {1988: R87,8 million}, The
Gompmw s share of aggregate Insses
incurved by subsidiary companies during
the year amounted 1o R0,3 million
{1988: Nilj. As profits earned by other
subsidiare companjes far exceeded these
Jnsses which are not considered to
amoLnl 1o A pernanent impairment of
the Compecy’s invesasents, no
provision therefor has beer mads i its
financial starernents,

DM’ "

A finat dividedd of 16 cents per share
has been declared in respect of the year
ended 31 March 1989 (i988: 14 vents)
payable g 30 June 1989 which, wgether
with the interim dividend of 11 cents per
share puid on 31 December 1938

{1987; 10 cents), increases the total
dividend for the year 10 27 cents per
slure(l?ﬁs:z-!-ccmgz.

Share capital |

Detgils of the suthorised and issued
share capital are given in Note 2 to the
fingncid seatements, The authorised
shave capital of the Company remained
unchanged but the jssued share capital
was incressod during the year by the
fssue of a further 100 000 ordinary
shares to participanes in the UBS
Holdings Limited Share Incentive
Scheme. :

Interests of divectors

The wtal direct and indirect beneficial
and non-beneficial interests of the
directors in tha issued share capital of

the Corapany at 31 March 1989 weve a3
* Tollows:

Beseficial 1989 1988
Direc 25 262 22 962
Tudirect 26 000 20 0

Nown-besaficial - -

Between 31 Maych 1989 and the date of

this report there were no material

changes in the number of shaves held

directly or indirectiy by directors.

Acquisitions

During the year under review the
Company acquired the following
investments:

3 100% of the issued share capital of
Die Sentrate Bkselntevrskamer Beperk
fora consideration of R46 214, The
name of this Compagy, which is engaged
in the business of drafiing and executing
wills and the formation and
administration of trusts, has been
changed to UBS Trus: Limited; and
I3 33,33% of the issued share capital in
Combined Participasion Bond Managers
(Proprietary) Limited, fora
consideravion ofk?m'l‘h%‘;
Conspany was astablished on 23 June
1588, in joint venture and in equst
shares with J H Isaacs Group L imived
and Volkskas Group Limited, to sgquire
and expend the

bumoonduf by those

‘ L
Shareholders”.
smmMmofm Trust Lirnited

Directorate and sectetav |
Dmdsotdmdmmtemdm

of ti:c Company and its principal
subsidiaries are given on page 4.

Mr J A Stegmann was appoiated
director v 10 August 1988 1o fill the
casual vacancy arising on the resignation
asa director of Dr P R Morkel.
MtLBoydwasappointedasan
additional director on 1 November 1988,
In accordance with the Company's
Articles of Association:

Messes R A Edwards, H V Hefer,
%1 8 Thoiras and Dr D € Cronjé retire
by rotation and being eligible offer
themselves for re-eleciion at the

ing annual general mesting;

the appointments of Messss L, Boyd
and § A Stegruann as directors are to be
confiemed at the forthcoming annual
general meeting.



‘The financial statements are prepared
on the historical cost basis and
incorporate the foliuwing principal
accounting policies which are
consistent with those of the previous
year. The Group svails itself of certain
of the exemptions available to building
societies, banks and insurance
companies under Part V of Schedule 4
of the Companies Act, 1973,
Basis of consolidation <
The consolidated financial statements
include those of the holding company
and its sabsidiaties. The results of
subsidiaries acquired or disposed of
during the year are included i¥'_he
consolidated income sutement frin
the date of their acquisition or up to the
daze of their disposal.

Associated companies.

Associmted compasies sre those in
which the Group owns noi less than
20% and not more thad 50% of the
issued equity capital ae 8 long-term
investment. The investments are stated
at cost and ho sccount is taken of
fluzruations in market vaines. Where
there is connidered to b2 2 permanent
diminution in the value of en :
investment i an associated company,
the investment is written dovn. The
Chcupnha:cofmﬁmofmed
companies is inclnded in the
consolidated income statement, and
the Group’s share of post-acquisiion -
retained income and reserves is added
to the cost of the investoents in the
consalidated balance sheet.

Investments

Tavestments in stocks are stated st the
lower of cost or market value. Should
market value of stocks eppreciate
subsequent to the year in‘which they .
were written down, they are written up

Accounting policies

in value only to the Jower of original
vost or market value. Investmentsin
stocks beld by the insurance subsidiary
are stated at the lower of cost or
redemption value, All ather
invesiments are stared at cost and ao
aecount is taken of flucinations in
market values, Where a permanent loss
is incurred the investment is

written owa.

Fized asseis

Freenold property iz held a5

inyestment property and is not
. Lensehold property is

&

'lmnmsedom'zhepmdofthtfme

Furniture, plant, equipment, vehicles
and computer equipment are
deprecisted on 2 scraight line basis aver

_ﬂm:expectcduneﬁ:lhves

l‘mpu‘thshsidfutuqk
Pmpamsheldfoxrualemmtedat
the lower of cust or net realisable velue,

Properties in posoession

Unaold propesties in possession are
stated at the lower of cost or net
‘\renliablenlu;. ‘

1

Donbﬁd advaaces

Advances are stated after deduciionof
amounts which, in the opinion of the
directors, are required both as specific
and gene:al pravisions. Specific
provisions are made against identified
doubrful adyances. In addition, geaeral
prov;smns,haaed onperiodic - :
evajuations of advances and teking
account of past lost experience,
etonosaic conditicns and changes in
the nature and levels of risk exposuse,
are maintained 1o cover poteatial iosses
which, althongh not specifically
:deuuﬁ s map-e presentinany
partfolin of advances. Changes in the

. levels of these provisions are included
" in operating expenditere. 4

l‘nstahnent:mdiummem
Itstalment credit agreemesits soe
regarded as fuancing transactions and
instalments receivable thereunder, kiss
unearyied fizance charges, are included
in advances. Finance charges are
credxtedtmnmmempmpormnto
bahnceammundmg

Provision s made, at the curresit rate of
taxation, for deferred taxetion arising,
from tithing differences ip the
socounting snd tax treatment of items
in the finaniig} statements, nsing the
ligbility method, Wherethe effect of
timing differences resulis in a deferred
1ax debit, the amonnt of such debit is
brought 1o sccount enly when recavery
.srcasonablvcermn

Pam:panonmhtstl
Whercgmupcompmmm
participants in financizl leases or
invtalment sale contracts of trases, the

. pardcipeting companizs’ tux lsbilities

are reduced. The amounts of the
reduction are paid over to the trists net
of fees. Such payments sxe treated as
tex charges, for which they are a
substitute,



at 31 March 1989 N . ' Group o Company |
S : Note T 1988 )98 1938
~ Rm - R Ry Pm

Fuonds gmployed e 5 e . :
Sharecapitst -~ 7. ‘ 2 4m9 AT 4778 47757
Share prei:ium 3 fe20 1618 1620 16,F
Reserves™ , " g 5099  513,7 w7 615
Shareholders’ funds | - ) 1298 11532 746,6 707,4
© Ougside sharebolders’ intereats : '_ 23 23,1 e
Insurance funds ) ' 5y s © 1235 12,7 _
Life \f' 93, 943 . )
Short term 20,5 182 «. o+

Deposit aad currest accounts S5, nsms  emg ¥

Otheclsbilies = - S ;|3 Nel . S5E - 410

Credxmrsngd provmm T s o | : 168{ 1723 <8y - 50
Taxation L e T e | e 9,8 81 861
Shareholders for dividend R - 389 | 334 3895 3341

Vom e o
T,

| . - - BELE 2458 024 - T4
. Bmplovmaent of funds. ‘ S o
Advances 106832 91537
_ 16096 1385405 61 159 -
Subidiary companies - 533 527,0
" Associated companjes | o o 61 2267 2040 02,1
Fixed astets . 10 300,2 2782 ol 61
Other assets . ' 11 22,3 201,3 13,1 . 9

Innitmts
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Income statements

foi the year ended 31 March 1959 Group Company
Note 8 1988 1989 1988
Rm Rm Rm Rm
Income . :
Interest on advances 15735 1193,7
Net income on investments _ 188,2 128,% 176 = 49
Other operating income 117,4 86,0 W46 103,
o 1819,0  14082 1222 1K0
Expenditare ' _ 16640 1219, L7 14
Interest on depoeit and current accounis _ = lZi?,-lI L AR YR _
Operating expenditure ' o 3954 | 20761 ) 17 1,4
Netincome before tasation ff 12 251 1890 1205 1066
Tuxation ': 13 92,2 378 17,2 14,2
Netincome after tazstion : 122,9 101,2 1933 92,4
Share of associated companies’ Mwmmﬁam ;
items 9 21,5 21,1
' ; _ N, 1504 122,3 103,3 924
Amsbmumammm : ) 0,1 -
Netincome before ettﬂmdhary tems 150,7 122,2 w3 . 924
Share of associated companies’ sxtraordianzy items 9 3
. Netincome sttributable to shareholders 1507 125,7 1033 92,4
Dividends =~ E 64,5 57,2 “.5 57,2
Ritained income for year - a?s,z 68,5 B/ 352
Rewined income at beginning of yoar %‘ﬁgg!mﬂzg,o 37
: 196,6 1350 1067 67,9
Transter to nea-distributabie raserve 4 27,5 24.6
Retained income at end of year ) ’ - -169,1 104 \\ 1047 67,9
Earnings per share (wl;hﬁd) . - 14 63,1 cents 51,3 centéﬁ
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Notes on the

ﬁnamual statements
e
Group Company
1989 1988 1989 © 1988
Rm Rm Rm Rm
1. Accounting policies
The accounting policies of th{-uraup aresetouton . ge2l.
2. Share capital
Authorised ) _
300 000 0D0 ordinary shares of B2 each 600,0 600,90 dﬁﬁﬂ 600,0
Isenes :
238 945 773 ordinary shares of R2 each '
{1988: 238 845 773) ’ 4779 477,7 477,9 77,7
 Unissued shases X . |
At the begitning of tke year 8 665 420 snares were reserved
for iszue by the direcrors to participants of the UBS Holdings
Limired Share ip;_ ptive Scheme in terms ofa specific
authorivy. During the year a further 100 000 shargs were
Issuedto paruc:pants leaving 8 565 420 shares available for
this purpose, 9
The remaining unissued shares are under the control of the
directors in terms of 4 general authority tv aliot and issue
them on such ferms and conditions and at such time 42 they : “
deem fit. Thmauthantyupmattheforthoommgmnml oo _ )
- genersl meeting of the Company. ~
3. Share premivm __ =
At beginning of year - o . 181,8 88,7 1618 88,7
Arising during year, net of expenses . 0,2 73,1 8,2 o 73,1
Premium on shares issued, net of expenses 1620 1618 16,0 61,8
4. Reserves o © _ .5
Distributable _
General reserve oo 37,7 378,7
Retained income : _ 165,] 1104 106,7 67,9
47,3 489,1 106,7 67,9
Non-distributable .
Shate of pout- acqms%m't reserves of associated cortpanies - 520 24,6
Baiance at beginning of year 46| | -
Transfer from incom» statement’ . L 27,8 24,6
Total reserves | - $9959 5137 106F 679
Analyxis of reserves . .
Holding company ) 1067 7,9 "
Subsidiary companies . : 41,1 21,2
Associated companies 541 N6
, 599,9 513,7
H
i
\kl .
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Notes on the financial statements

Deposit and current accounts
indefinite period deposits

Fixed period deposits

INegotiubie certifivates nf denit
Savings, call and ransmission deposits
Cutrent accounts

Coligteral and oiher deposits

Advances
Secured by mortgages

Instalment credit sgreements, averam'ts and peher

Scoounts
Secured by pledge of deposits

Legs: Provisions for doubtinl ad#ances

Generat
Specific

Investments

Listed

Governent, mumc:pal and public corporation
investraents i

Debantures and . ok

Ordinary and prefer, .4e shaves

" Book value

Market value

¢ Kinlisted

Debennures and loan stotk
Deposits and tills

Ordinary and preference shiares
Book value

Drirectors’ valuation
Aggregate bock value

Aggregate market value and directors’ valuation

Incladed in the Company™s unlisted jnvestments is a deposit
of R40,0 million, ¢ 1988: Nil} with a subsidiary compsny.

Subsidiary companies (Annexure A)

Shares at cost

Indebtednnss 1o the Company —loan accounts
~dividend

-~y

Group Company
1989 1958 1989 1988
Rm R Rm Em
1218,2 13329
5103,3 4328,3
2558,2 1736,7
24764 2261,2
9.8 —_
84,5 81,6
115075 9740,7
0219 9012
31,8 69,8
1326,7 134 8
D749 ,4 9216,7
66,2 63,0
82,5 60,0
3,7 3,01
106 683,2 9153,7
579,1 112,2
10,3 11,9
65,1 373
575 50.8
. 715,90 212.2
860,44 257.0
0,5 5.3
3742 1 136.9 57,0 40
19,9 316 6,1 11,0
84,6 1173,2 43,1 15,9
946 11732 81 159
16096 13854 a1 __ 159
-l 695!0 1 "’3052 63,1 : 15,9
2025 252.5
f._J' l”’6 17955
) 500 550
522,1 Se7.0 7




Notes on the {financial siatements

Geonp Compony
1983 1988 1988 1988
R Rm Rm Rm
9.  Assaciated companics (Annexure B)

N Shares at cost : 204,98 202.1 2040 2021
Share of post-acquisition retained income and reserves 52,1 24,6 '
Skare of current year profits A 39,1 2358
Les. 1 Dividends received 11,6 2y

: : 27,5 25,1
Share of extraordinary items : ' - 3,5
Share of reseress at beginning of vear : 24,6 -
: 256,1 226,7 204,0 202.1
Market vatue/Drirectors’ valuation otshares 199.9 2000 1995 200,0
-
10. Fixed asseis _ .
Cost at beginning ot year - 172,9 157.4
Additions i \ 184 16,2
o ' ¢ 19,3 1736
Disposals 8,7 0,7
Cost ut end of year 185,6 172,9
Computer equipment :
Cost at beginning of year 15,8 1340
Additions " N 27,2 20,9
1790 1549
Disposals o 10,4 3,i
Cost at end ! vear - 1686 15,8
Accumulated depreciation ) 88 L7
Book valueatend of year . 74,8 40,1
" Furniture, plant, equipment and vehicles .
Cost or valuation at beginning of year 37,0 29.8 41 9,1
Additions . 16,8 3,1 _
) 53,8 379 2,1 0,1
Disposals . 0,8 0,9
Cost or valuation at end of year 3.0 37,0 01 0,1
Accumulated depreciation 182 11,8 4,0 0,0
Book value at end of year | 348 252 9,1 0,1
Total book value 300,2 278.2 0,1 0,1

Fixed properties at 31 March 1989 were valued during 1989
by internal valuators at R349,3 million.

Details regacding land and buildings required in terms of
the Companies Act, 1973 ar= kept at the Company’s
tegistered office and this information will be made available
te sharehoiders on written request.



Notes on the finavcial statements

! Group Company
1989 1988 1989 1988
Km Rm Rm Rm
11. Other assets
Pmperues in possession —sold under deed of sale 15,1 216
~unsold 245 EL X
Property held for resale ) ’ 33,7 25,3
Deferred taxation S 32,5 22,7 0,3 -
Accrued interest and dividends 28,1 13,8 2,8 0,4
Debiors . 58,5 4.6 11,1 8,9
_ Recciver of Revenue 12,5 -
Cash and bank ’ . aea 33,9 __ 03 -
' 713 2018 * 13,1 9.3
12. Netincome before taxation
Net income before tazation is stated after craditing:
Net incoose on investments .
Net profit on realisation of investments 1,1 12,1
Decrease in value of stocks - : 6,7 3,5; -
- Income fromt listed investments 56,7 242 - 0,3
- {ncome from unlistedt investments 1255 92,9 8,0 1,8
Dividends from sssocisted companies ' 1,6 2.8 11,6 2,8
_ _ 1882 128,5 17,6 4,9
. Income from subsidiaries _
Imterest p _ 29,6 28,1
' : ' 104,56 103,1
Surplus on disposal of fixed assets . :
Fixed property 4,6 0.1
Computerequipment -~ : 3.0 0,0
Furniture, plant, equipment and vehicles 0,8 0,5 "
and charging: - 84 0,6
Provisioos for dmbtfm advances '
General 2,5 -
_ ' 3,5 {1.6)
Auditers’ remunerztion . _
Aundit fees 1,7 1,3 4.0 9,0
. Depreciation of fixed assets '
- Compuier equipment 22,7 20,7
Furmtum, plant, equipment and veh;cles 6,5 4.6 9,0 0.0
34,2 25,3 0,0 0,0
Directors’ emoluments | '.
Services ay divgetors . : 0,3 6,2
Other services 4,5 0,6
Q.8 0.8
Less: Paid by sesidisry companies ' 0,7 0,7
. : ﬂ.l 0,1

b o 3



13.

14.

16.

17.

Motes an the f’msncxal statements

Capital sxpenditure wiil be funded from available cash
resonrces of the Group. It is anticipated thay this
expenditore will be incurred over the next two years. No
loss is expected to be incurred in respect of guararees and
HOCEPLANCES.

Pension fund

The Group has & contributory pension tund, seick is
subject to a full independent actusrizl valuauon wt intervals
of not more than thrse yegrs. The last sctuarial valuation at
31 Dacember 1988 indicated that the valuz of the assets of
the fand exceeded the value of the actuarislly-determined
furare Liabilities,

Comparative figures
Comparative Gigures have bean regrouped where aevessary.

+ 28

Group Company
1989 1988 1989 1988
Rm Rm Rm Fm
Taxation
South African normal tax ' 98,3 87,7 i3,8 i4.2
Defersed (9,8 0,1 0,3 -
Payment w0 trust 3.7 - 3,7 -
92,2 87.8 17,2 14,2
% % % %
Rate of taxation
The taxation chatge for the current year as g pescentage of
net income before taxation is 43 46 14 13
'I}'m charge for the year has heen reduced as s consequcnee
o .
MNon-taxable income 7 5 37 E5
Other permanent diffecences - L (1) -
Standard rare of tsxation : 50 50 5 50
Earnings per share
Earnings per share is calculated on consolidated net incote
(befors extraordisary items) of R150,7 nillion (1988:
R122,2 milfion) snd the weighted average number of
ordinary s5ares in issue during the year of 238 879 106
(1988: 255 112 356).
a4 - . - . - m m
Contingent liabilities and commitments . .
Capiral expenditure guthorised and contracrad for 564 30,7
Capital expenditure authorised and not yet contracted for ' 18,4 35,0
_ : . 74,8 75,7
Contingencies in respect of guaranices and acceptances p %) -
' 106.8 75,7
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Annexure A
Major subsidiary companies
Name

United Building Society Limited
and irs major subsidisries:
UBS Insurance Company Limited

Unitad Development Cm-ponnon
{Proprietary) Limigid

United Towers (Pmprmpmy) Limited _

UBS Trust Limited
» United Bank Limited

Annexures
Nature . Issued [Phirect  Sharesat Net
of business capital . holding cost * indebtedoess
1989 1988 1989 1988

R % Rm Rm Rm Rm

Building society - 270 00D 650 100 270,86 2700 2295 234,5

Compesite insurance 30 000 000 100

. township development 4000 000 100

Property. © 10000 100

Wills and trusts. 10000 0 60 -~ o1 -

Baoking 450 000 se 22,5 225

. Deuilsmsiw.aonlyinmpecwfthusembﬁdiarhswbi&hmﬁwiﬂmmepmwsppmhﬁmofmeaf&inoﬁheﬁmup.

‘ I I != L3
Name

Volkskas Group Limited

/Commemnlu.imm
. Company of South Afiics Iimited

Nature

Gombmdhrddpuhnmw Plnnpmon

(Proprietery) Limited

Direct  Shares st

 eaued
- ' 1986 1988

_ R % Rm Rm
Bankirig 42481566 30,0 146,86 1466
Composite insurance . 5000000 — 30,0 87,3 55,5
210000 333 01 -~

Demﬂsmg:mon}ymmpectnfmmedccmpwmwhmhmmteﬁalmthepmperappreciationof;huffnirsofthe

'

29



for the year ended 31 March 1939

Cash generated by operations
Income before taxation
Non-cash items

Depreciation

Profiton disposal of assets
Other

"Faxation paid
Dividends paid

Net cash nummd from ojmttions

- I
Increase it sources of ficance
Depaosit ard current accounts
Other

Repaymenit of loans by subsiliary companies

Increase in earning assets
Tavestments
Advances

Cash applied to other activities
Shares in associated companies
Fived ussets
Acquisitions
Disposals. |
Tucrease in et current assets

1
i

Cash flow
statements

. T: )

15339

[SVRAEE

1763,2

1,9
48,5
624
13.9)
_ 463
1860,6

Company
1985

'120,5

20,5
(18,0)
_ (599

435

4,9
48.4

47.2

[

47,2

0
484



Abridged

financial statements
of the Company’s principal subsidiary, -,
United Building Society Limited
Balance sheet :
1989 1988
Rm Rm
Funds employed
Share capital 10,0 2700
Raserves : ' 397,1 385,38
Shareholder’s funds _ ' . 667,1 . 6558
Holding company fozn ' 179,5 179.5
ts . y 3 >3
Deposi _ 11052,2 839
Other linbilities ' 179,5 204.5
| - 12678,3 16679,2
Employment of funds i S E o
Advances R . 102929 9084,6
Investioents : ' 12751 1182,7
Subsidiaries : @ 322 16,5
Fixed assets . ' ' ' 178,6 173,7
Other agsets j _ 208,4 1517
12078,3 10679,2
Income statement
Income .
Interest on advances _ : ' 1534,5 1190,5
Net income on investments 478 il4.4
Other operaring income 1054 77,0
" 17877 1382,0
Iptercst“on deposits . 1259,2 9492
' Operating expenditure  ~ 373,0 286,2
Net income hefore taxation 154,5 145,6
Taxetion ' ’ 68,2 69,9
Net income after taxation 84,3 6,7
Dividend _ 25,0 75,0
Retained income for year 11,3 1,7
Retained income at beginning of year ' ) 10,1 $,4

Retained income atend of year 24 10,1
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NOTICE 15 HERERY GIVEN that shares which may be issued to any
the third annual general meeting of one participaar irom 250 000 shates
shareholders will be held in the PW a tosuch number of shares ot
Sceales Auditorium, United Towers, ' Notice excessding S00 000 sharss,

164 Main Streer, Johannesburg, on As ordinary resolution number 2

Friday 28 July 1989, at 1200 for the to members “Resolvd, subject 1o the passing

*;"“j}“"“g bf‘;‘“::;m e ofondiasy resoltion number 1,

- 0 COnSIQer Opt & {I’Jup . ! . thit the Compmy eby
and Company annual financial mldiugﬁiyﬁisﬂi?%%ms aathorises the allotment and
statements for the financial year the Scheme is intended as an > issue, in rerms of the UBS
ended 31 March 1989 and o incentive to eiployees (including Holdings Lirvited Share Ingentive
approve the remuneration of the salaricd directors) of the Company Scheme, by the Board of
directoss. and its subsidiaries to identify Direstors of the Comprity, 0

2. Toelect directors in placs of therselvas more closely with the Myr P ¥ Baoenhorst, an executive
Maossrs B A Edwards, H 'V Hefey, activities of the Conapany and o director of the Company, of such
& 5 Thomas and Dr D C Cronjé promote its continued growth and narnber of shaves as would,
who retire by rotation but, being so bring about an identity of wogether with any Scheme shays-
eligible, offer themselves for interests between employees and then heid and/or s]:arﬁ then
re-giection. the shureholders of the Co sabject to any option granted to

_ e 1s of the Company. Rim f1be Sch

3: Toconfirm the appointments of The Scheme, howeve:, only permits i 1e16s 0 eIe, ot
Messrs L Boyd and J A Stegmann aliotment and issue of a maximum exceed 500 000 shat?s, insuch
as directors of the Company, having  of 250 000 sh’;tc:ftfo any on;oa‘ of q“’mgém“;;‘: ;L;‘:‘;?m?t’:s u’; ;li: '
been appointed during the year participaat. To afford the Boaxd direct D e .
under review. Di;i-.lctm's gre;ter flexibiliry in the g;eg absolute discretion think

] the ; spplication of the Scheme, it is ’ _

4 gﬂfﬂﬂm gﬁiﬁ::%’?&of proposed to pass, with or without A member qualified to strend and vote
1988, to aliot and issue the unisz( modification, the fellowing at the meeting is entitled to appoint «
ordinary shares of the Company ordinary resolutions: Prozy or proxies to artend, speak and
upon such terms and conditionsas ~ As ordinary resolution nusmber 1 vore in his stead, A proxy need not be a
Companies Act, 1973, adopted by the Company in e A weore the

8. Toconsider and, if deered fit, 1o general meeting on 27 February appauted for tie o e
amend the rudes of the UBS 1987, beand is hereby amended mesting. :
Holdings Limited Share Incentive by the delstion of the reference 1o .,

Scheme (““The Scheme™), *250 0U0 shares’ where it appears v
The UBS Holdings Limited Share in peragraph 4.1 of that Scheme, By order of the Board
Incentive Scheme was zdopted by aod by the substitution thereforof o Jeshan
27 Febraary 1987, Theough The effect of ordinary resohrtion Group secretary
opportunities to acquire an interest  number I, if passed, would be to Johannesburg
in the share capital of the Company,  amend the meximum number of 19 June 1989

Shareholders’

diary

Financial Year End 31 March 1089

Aspual General Mesting 28 July 1989

Reports

Publication and issue of results for the vear 29 May 1989

Issue of annual financial staternents 23 June 1989

Publication and iskue of interim repost November

Dividends Declared Lastdate for . Payable

: : registration
Final 1988/89 29 May 1989 16 June 1989 30 June 1939
* Interim 1989/90 November December December

ProQragty: W e, WK, Alcang Musium, RAL
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MORTGAGE SECURITIES 101
(PROPRIETARY) LIMITED
: (Reg. No. 89/(?6??8}07)

/ o .
"~ PROSPECTUS FOR THE PLACING OF
R225 000 000 CLASS A AND R25 000 000 CLASS B UNSECURED
COMPULSORILY REDEEMABLE MORTGAGE-BACKED
FLOATING RATE DEBENTURES due'2009
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Underwritten by
DISCOUNT HOUSE FISK MANAGEMENT LIMITED
{Reg. No. KBOS266/66)
- 2nd Flnor Vlaruhail Place. 66 Marshall Street. JOH:\'\]'\IFSBURG 2001

. 13 . :
A o Triepaied by: y

A

and

= ) : ) ' George Huysamer’
DIRCOUNT HOL S & Pariners incorporated
RISK MANAGEMENT LINGTED , :
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MORTGAGE SECURITIES 101 (PROPRIETARY} LIMITED
(Reg.No. 89/06778/07) PRIVATE PLACEMENT OF R225 000 000
CLASS A AND R25 800 0060 CLLASS B UNSECURED
COMPULSORILY REDEEMABLE MORTGAGE- BACKED
FLOATING RATE DEBENTL{BES due 15 NOVEMBER 2009

SUMMARY OF ISSUE

Tha first mottgage secusitisation issue in Sqlum Alrica will have the following charactgristics:

ORIGINAL MORTGAGE

LENDER United Building Society Limited.
THE ISSUED PAPSEl! Two classes of debéntures will be issued.

: ’ with Ciass B paper representing 10% of the issue baing suvordinated

' to the Class A reprosenting 90% of the issue, in order of preforance of

" payment of cagital ana intersst. S
PLACEMENT PROCESS

i Class A ’ By Private Placament in amounts su‘osrnbsd for on invitation in i

; Prospactus,

i'. ' Class 2 By Privata Placement,
A“OUNT

: Class A ﬁ?

Class B H’25 oo

i
NOMINAL VALUE ' 100.00%
UNIT SIZE R100 000
CLEAN PRICE A100.00%
ISSUE PRICE . R100.73654%
INTEREST PAYABLE Quarterly in arrears on 15 Fabruary. May, August. ang November of each

: year commencing 15 February 1990,
7
INTEREST RATE :
" Cless A : A rate squal from rime 1o time 1o the standard rate ai which United Buiiding

. Sociaty Limited granis reducing balance icans secured by first mangage
. bonds ovet urban rasidential property to applicants who da not qualify for or
. who have no‘ negotiated any speciat or iowar rate of interast, iass 1,6%.

Ciass B 6;5___5% above Clasz A rate.

o



" FIRST INTEREST RATE
Class A i
Class B

TERM

EARLY REDEMPTION

FINAL REDEMPTION DATE b

REDEMPTICN VALUE

SECURITY & BACKING
lass A

Class B

ISSUING COMPANY

=

QUALITY OF MORTGAGED
ASSETS

b

pos]

DEBENTURE
CHARACTERISTICS

QUALITY OF THE PAPER

-Backed by ciaims on the morigage assets

el Lttt om A AR T, e, e i R AT AR R M B L e TR

19,15%
12,80% °

20 yaars

Ciass A and Class 8 Debentures may be compulsorily radeemed at par in
the ratio uf 9 Cluss A debentures to 1 Glass B debenture on the bagis of
random setaction from the markst and cancelled at the end of any quarter in
order 16 imit the accumulation of capitat repaid to Morigage Securities 101
{Pty) Limited. Compulsory redemptions will take place in tranches of Rt 030
000{One Midlion Rand) made up uf 9 Glass A debentures and 1 Class B
debertura.

15 November 2009.

100.00% of the face value of each debenture-{us any interaest due at date
ot redamption).

Mortgages secured by urban residential immaveable property

Brcked by Elaims or the marigage assets
undearlying the antirg issus.

[==eN

underlying the entrre issue after satistaction ot the Class A
claims.

MORTGACE SECURITIES 103 (7Y LIMITED (Reg.No. 89/06778:07} is
jointly owned by UBS HOLDINGS LIMITED (Reg.Nc. 86:03934/08), a
regisiered Building Society Controlling Company, and DISCQUNT HOUSE
RISK MANAGEMENT LIMITED {Reg.MNo. B8/05266/06), a registered
Portfelic Manager and Sacurities Trading Organisation.

J
Determined by refetence 10 standards defined in this prospectus, md

includas loan-to-valle, loan siza. iccality distributions to enhance risk
containment, as weli a8 income group selection

Unsecured campuisorily redeamatie mortgage backed floating interest rate,
and dabantures with final redemption date 15 Novembar 2009. Early
reda( iGhs may be made on a random selection basis.

Desugned te conform to quallty criteia similar, as far as possibie in the South

African contaxt, to those generally accepied for mortgage securitisation
issues in the United Kingdam.
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 SPECIAL NOTE

THE SERVICE
ADMINISTRATOR

THE COMPANY
MANAGER

THE TRUSYEE

Mortgage Sscuritias 107 (Ptyl Lid has as its sole purpose the acqusition and
holding gt a mongage portfolio ar~ 1hs recnint, management, and payment
of tund fiows denved fram one securitisation issue and iis underlying
security, The company s cragitors are therefore contined to the Fiscus (fax
liabilities), the Administrators, Trustees and the debenture holders, The
Company may not engage in any other business. Gosts incurred by the
Administrator and Trustee are met from fees levied against the Company.”
The Company is, in tarms of the Deed of Trust entered into with Volkskas
Bank Linited. linited in respeci to borrowings 1o an amount of 82 430 Q00
(Two Mitlion Rand) for purpose of working capital withou! the oonaent of the
Trugtea or the Uebemure Hoiders.

United Building Society Limited shall be responsible for, inter glia, the
collection of menies due from morigagors, and payment thereot to Morigage
Securties 101 {Pty) Limited, and generally for administeation of the
mortigages in terms of an Administration Agreement.

fiseount House Risk Management Limited has baan appuih{eq imer aiia to
invest and manage the interest and capital Hows of the Company in terms of
a Management Agreernent,

Voikgkas Banic Limited has been appeinted Trustee of the issue interms ol a
DEED OF TRUST. The Trustee will regutarly contitm that the asset sover of
the Class A and Class B debentures in issus meats the reguiraments set out
in tive Dead of Trust. The Trustae is empowerad 1o replace ether the
Administrator or the Manager should they fait o perform their roles
satistactority.
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THE PURPCSE OF THIS ISSUE iSTQ. FOVIDE LONG-TERM FUNDS TC THE UNITED BUILDING SOGIETY
LIMITED WITH WHICH TO FINANCE HOME OWNERSHIP AMONGST THE PUBLIC AT LARGE.

SUMMARY

The R225 2006 00 Class A Unsacured Compuisority Redeamatle Mortgage-Backed Flaating Rate Debentures dux
2009 (the Class A Dabentures™} will be backed by the !ssuer holding Mortgage Bonds registered over residentiai
property and cash (o a rominal value of 100% of the issued ciass A 4 B Debentures logather.

in the case of early redemption of a merigage band ferming part of the backing underlying the Debartures occurring
as a result of the death of a homeowner, or the sale of his Croparly or Ryr whatever other reason, the cash received
anil the cash represanting reguler capita! rapayment amounts raceived. wifl be held in a suitable invesimen: meagium
untii she next guarterly cycle date on which date Debenturas of etuivalent value will be redeemad, Suitable
inves'ment media include cash on deposit, Certificates of Deposit from major i ms, ar State and top quslity
institutionai paper. ;o

Morigage Securites 101 (Ply) Limited has the discretion to cedeem all the debentures in the ratio of 3 Class A
dabentures w0 1 Class B debenture at tha and of any quarter. it is the intention of Mortgage Securitias 101 (Pty)
Limited to exercise this discrelion 1o the éxtent that i retains the levels of capital raceived at a levei beiow Rimillion
{One Million Rand}, and when the residug: value of the Ciass A debentures in issue falls to R50million (Fifty Miltion
Rang).

Shouid the amount ot capirtal repaid by homeownars in any quarter be such that i partial iedemption of Debantures
to a value of at least RTmiflion sannot be achieved, t‘he rem-m énn wil be held over untl sufficient funds have been
sa ascumylated. .

interast payments on the Jebenturaes shall be made quarterly on the 15 February, May, August, and November of
each year untit matirity. Intersst shall be determined as being 1,6% below the ruling morgage hond rate as
detarmined in terms of the Trust Daed. The first interest payment shaif be paid on 15 February1980,

The Debentures will be firally radeemead at par value of 160.00% on e 15 Novembar 2009 at the Johanresburg
office: of the issuing Sormpany. If at any time prior 1o final redemption, the 1otal value of the Class A Debanturas
outstanding falis betow R 50 miffion, the Issumg Company may call the remaining paper from the market and redesm
it. “ @



DEFINITIONS

“THE DISCOUNT HOUSE GROUP LIMITED"
is 8 Public Limited Liability Company {Heg, Ne. 57.022668/06) ragistered as a
Bank Contreliing Company in terms of the Banks Act (1965).

“DISCOUNT HOUSE RISK MANAGEMENT LIMITED” - | |
is a Public Limited Liability Compary (Reg.No. 88/05266/06), wholly owngd

by The Discount House Group Limiled. and is registered as a portiolio
manager in terrns of the Stock Exchanass Control Act (1985},

“MORTJJGAGE SECURITIES 101 (PTY} LIMITED” {The Company)

is a Private Limited Liabilily Cumpany (Reg.No. 82/08778/07) owned jointly
by UBS Holdings Lirnited (70% of the shares) and Discount House Risk
Management Limited (30% of the shares).

“UBS HOLDINGS LIMITED" _ AT
' ia 2 Public Limitea Liahilit,.Compary (Reg.Mo. 86/03934/06) listed on t?,éy
Johannesburg Stock Exchange and is registered as a Building Seciely
Cantrofling Company in terms of the Building Societies Act {1986), in relation /;

1o United Buitding Society Limited.

“UNITED BUILDING SOCIETY LIMITED”

I _ (Rog.No. 86/04794/06) is a registared Buiiding Soclety in terms of the
=/ - Building Societies Act, (1286). and is a wholly owned subsidiary of UBS
Holdings Limitad.
"VOLKSKAS BANK LIMITED"

{Reg.No. 78/03306/08) is a registered Bark in terms of tha Banks Agt (1965).
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FEATURES OF THIS ISSUE @

THEISSUER

THE BACKING

THE MORTGAGES

THE MORTGAGE

ADMINISTRATOR

THE COMPANY MANAGER

i

The Class A & B Debentures will be issued by Morigage Securities 151
{Pty) Limited, vitich company will be responsibie for the interast paymer‘
and the redemption of the Debantures at maturity.

First Marigags Bonds originary registered in tavour of the United Buiiding
Society Limited and sold o Mortgage Securities 101 (Ply) Limitad by way of
ar Acquisition Agreamant which may be inspecied at the Head Ctficas of
United Building Society Limited and of The Discount House Group Limited,

The agreemem provides for ¥ the rights and duties of ownarshin of the
maortgages 1 be acquiced by Mortgage Securities 101 (Ply) Limited. These
mortgage bonds are secured by rasidential property owned by miembers of
the pubiic.

The morigass 508 subject 1o the same terms and condilions as those
applying te, oiher ‘oans sec.red by mortpages, But not parficipating in this
scheiiz, grasted by Unit.  Buikiing Saciaty iimited. The merigages ara
normdt repayment type mortgages such that a portion of capnal is repaid by
the morigagor sach month,

Ih the case of a default hy the homaowner United Building Sociaty Limited
will act on behalf of Mortgaos Securitigs 107 (Pty) Limvlad in recavering
arraars o interast and capital due from¥sé homecwner, ard in certain cases
thaWwhoie capital amount outstanding, according 1o the standard practice of
United Building Society Uimited. _

United Building Socinty Limited has the right to eiect to amend or waive the
enforcament procedures in certain cases of defauit. in thaose cases where it
exercisas this right, Urited Building Society Limited has underfaken to buy
the mongages involved from Mortgage Securities 101 {Pry} Limited for the
{ull amount of the capital c..tstandmg pius tha arrears of capital and interest,
maluding interast on the arrears.

" The administration and collection of interest, insurance prermivums. and othe

payrnents dus in terms of individual mortgages shail be carried out by Lnitad
Building Society Limited on behaif of Moarigage Securities 167 (Pty) Limited,
under teims and congitions &et out in an Administration Agreemant ag
appvroved by the Trustee. )

Tha Administrative responsibility shali include the recovery orogess of

. Amounts pwing on marigages by delinquent homaewners participating in the

schame o maintair: the valus of the Mortigage and cash backing.

Discount House Hisk Managoment Limited has been appointed by Morigage
Sacurities 107 {Ply) Limited in terms of a Managemant Agrgement auprved
by the Trustee 10 marags: s husiness and affairs, acd I3 raceive, on the
Comgany’ s/hghalf the Sganpany's money from the Administrator on due

dates. TheCorpany Manager shali invest or depcsn these monies insuch a

way as to ensure tHat the commitments of the Company are met from s
resources and that the Company & assets are proper!y managed in the
mterests of the debenture holders.
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OWNERSHIP OF MORTGAGES  Allrights in, and conferred by, the martgages forming the undearlying backing
in the scheme. having been ragisterad in favour of Linited Buslding Society
Limited have teen sold to Morgage Securities 101 {Pty) Lirnited for cash,
The mortgages, soid to Mortigage Securities 101 (Ply) Limited, shalt become
the property of Mortgage Securties 101 (Pty) Limited on comp!eilon of the
regisi-ation of cession. and aganst payment therefor,

; RE-ADVANCES Homeowners applying to the Mongage Adminisig~or, United Building
i . -Society Limited, for re-advances of cash against mongages forming pan of
~ the peol may ba granted the re ad—ances by Mortgage Securities 101 (Pty)
" Lid on the racommendation of the United Building Sugiety Limited, and
provided sufficient capital has been accumuiated by Mortgage Securities 101
(Pt\,ﬁ“ s tront capiai repayments by hr,ir'eo\j'pers to mesl e requirgments.

QUALITY OF MORTGAGES United'ty, jicting Saciety Limited has warranted that ihe valuations used in the
’ loan-to-value asterminations were parformed in accardance with aceepted
standardg and practices of valuation, and that each prog iy provides
security far the amount outstanding in terms of the Mortgage Bond under
wiigh ah_;—';.irapenv is morigaged.

LOAN-TO-VALDZY " Oon acouns:trm by iMortgage Secyrities 101 (Py) Lid. the Mongage Peot will
o have a distritution of ioan-to-value percentages as defined below:
Loan-to-value % - ' ;lg_u 1 in poot %
93 10100 ! Nii ]
N 85 1o w0 N e 16 -
80 te 85 ' ' 13
70 to 80 - o 3;
6 1o 70 13
50 to 60 - . 1"
befow S0 e 12
,,,,,, N
' N 100
NOTE: N Valuations are as at granting of the loan, and ngi as at date of cession 1o

Mortgage Securities 10¢ (Ply) Lid, whilst lpan sizes are as at 15 Novemi~¢
1989. Whilst Loan-to-valie pro‘ies on axisting loans are improved in-a risilg
market, they are vainsrabte to falling markets-and may be advsreely affected
by them. Similarly the gize of the ioal-aelaiive to the praperty veluations

B ampravNegulany with the repaymen: of amounts of caplta! as pan ot the
monthr ga.ments paitddy the home owners,

0

LOAN 5!2E DISTRIBUTION The Iuans !hat make up the pool o mor'gagas unclerlying the debantunss

grali us profiled as 'ollows: i

v R'000s . of Pool by Yalug
Below 50 ' 3
8 0 75 _ - 32
& t0idd : T34
00 10125 15
125 1 150 _ 6
150 tc 175 4
175 10.200 : 2
200 to 225 1
225 to 250 1
above 2350 2

s

. &'ﬁ"-“.i"ag&‘h
t h
—
L




i
of

u

GEOGRAPHICAL

 DISTRIBUTION

i

Mortgages lorming the underlwng bacumg to the dabp’“}drs‘! are drawn from " "

within enunicipal areas i the foliowing geographical 8oas withir the N
Republic of Sotit Africg i, lhe eroportions indicated. ™
Aree of “ Percant of
. dwelling poriiotio
PWY cpmplax o 72
‘Western Cape o oy i8 oy
Dy-ban/PMB , 13 ¥
' 100

[l

MORTGAGE !..ANCELLATION On rackipt of tha full cash amount due fram the homeowner intermsolia

MORTGAGE POOL

s
4 ’*\?

THE TRUSTEE

—

THE DEBENTURES

morigage forming part of the marigage pool. that morgage srail be
cancelied ard the homeownar s ob.rga.iaﬂ?ndeemed fulfilted.

A pool of morigages has been astatnaac! at 2 feval of 100% of the total face
value ot the debaniures in issug. The poot shali not be less than 100% of the
faca value of tha ouistanding debantures i any stage, except as provided .,
tor hereunder and At finat redemption on the ,15 Novamoer 2009 and
tharaaklter.

i l
in the event that circurnstances force the pool 1o !efr’el low the 100%
sacurity cover the company shalt maintain an asset backing in respect ¢f the
shortfall in cash. ceiticatas of deposit from major banks, or Swre and too
quaity instinutional paper heid by Mortgage Secunities 101 {Pty} Limited. This
arrangement shall remain extéint umil sufticient debentures havs baen
redeamed to restore tha jevel of basctnng tn the requisita 'eveia. or until tr 2
issue is radeemead infull,

\\

Yolkekas Bank Lin mec hag been appointed, in terins of a Deed of Trust.
Trystea for the issue, and in particuiar shall suparvise the helding of all
" mongages. tife deeds, caded insurance policies and other relavant
documents of whatgoaver natyre in safe custody for and an benatf of
© Mortgage Sucunites 101 (Pty) Lunned

With raspect to cash, Becrusd imeresi and invesimants repmanmu
sccrued interest, the Trustee shail ensure that thase are propearty
safeguarrizg in the imerssts of the dahenture holders, The Trurstee yill i |ssue
a cartificatg from tima to time, but not less than annually, to Mortgage
Securities 101 (P{7) Limited, cetifying the total capital value of the
mortgages hetd under #s supervision as at the dala of the cariificate. Tre
cartificate wiit also cetiify the total nominatl valua of Class aﬂd mparaiety
ClassBDabaanshoidbydabanMrehom .

Shouid the backing ofcash and morigages hald by Mongage Securities 101

(™

.~ (Pty) Limited fall 1o betow 90% (Ninety per centum) of the total of Class A

and Glusy B debentures outstanding, the provisions of the Deed of Trust arg

invoked and thy debeniure hokiers witl be informed of the fact bythe

Trustee. In this circumstance *he debanture holders may, by spaciat

resoiution, require the Trustae 1o call for the redemption of all the debentures

still in is50, 0 ,
d ,

R225 000 900 Class A and R 28 Q00 000 Ciass B unm-reﬂ rampul:.o. ity

rejeomable morigage-backed fioating rate Debenturas with a final maturity
on 15 Novembaer 2008 sh?ll be issueti. Intexést shall ba paid guarteriy in
-fATred S Ot a rate based cii. ant varying with, the martgage raie currently
“'¢charged ie the bulk of domestic morigage bonds by the United Buikding
Society Lirnited. {see "mmrfa:s(_5 helow).

The Nominat value of each Debenture uriit shall e R100 a0 {one hchdfed

thousand rarct). The Class B dabentures are subordinatid 1n.be Class A
debentures in respect of the paymant of inteest and the rgps ent of capital
in the svent that the Trustee should. in terms of the Deed f Yiust, require

pavmerss to be made w the tea for distribution. At all oher times the
Class A and Class B dabeniures will rank pén passiin all reapects s,xcept
with regard ¢ their respective rates of irterast payabia @
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INTEREST

" INTEREST DATES

EARL ¥ REDEMPTION

FINAL AFDEMPTION

a

%

.\

Tﬁe Ciass A Debentures bear interest at a iate oqual from tme to time 10 the
stakdard rate &t which Linited Buikiing Societf Limited grants reducing
hal ance loans secured by first mortgage bonas over urban residential

Tty to applicants who do not quality for or who have nof negotiated any

- s’\ec=db.nr towar rate of interest, less 1,5%, The Glass B Debentures bear

A=

mlrrest\at 0.85% above the rate payabie on Class A Debentures.

lmerest shali ba paud onthe 15 Fabruary, May, Augl:st, and Noversber of -
cach year until the 15 November 2009 when the debentures fajl due. The
first interest payment shall be made on the 15 Pebruary 1990

Morngage %:.trntm 101 {P1y) Lmﬁtsd resarves the ngﬁt o acquirs CLASS A
Debantures from the markel and t¢ neutrakise them irt its books against
capital accumulated, atter payving any re-advances approved, fromthe |
monthly cegitat porions of instaiments raceived and the early epaymsnts it
mortgages torming the undarlying sacurity for the issua.

The Company nay fikewise purchase 1 Class 3 Deberture from tHg Markst
for canceliation 1or avery 9 Class A debentures a.ready purchasec .

Osbentures for rademption w-l be selecied cn arandom basls ».9 the Trustee.

In the case of sarly redemption 4 a nwrigage bond farming part of the.
security undertying the debentu: s accurring for whatever reason, ths cash
racavad will be hiald in a Byitable investrasnt mediuh until debentures of
aquivaient value are purchased c.n( the funds are re-advanpad to approved
applicants. | _ -
Syitable investment . ned-a inctude cagh on degosit, Certificates of Deposn
from major benks, or State and top guaiity instifutional paper. Should the
amaoum of principal repaid by homeaowners In any quartar be suchthata
partial rademption of R can not be achiaved, the rademption will be
hald over for successive quortars until suflicient fuhds have been so
accumulaied, Do
D .
CLASS B Dghentures shali be radsemed an a pro rata basis with CLASS A
Dabentures sc as io maintain the ratio of CLASS B debanturas in proportion

to the GLASS A Dsbontuse&remaumng in the kands of investors,

REDEMPTION CALL OPTION

INSURANCE

Final rademption ot all outstanding CLAZS A nd CLASS B Debentures heid
2y, and registered 10, inyestors shalllake cince on the 15 Novarnber 2008, In .
tite gvant that the 15 Novembar 2009 is not & basiness day (on which banks
are opeh for business), the next succeeding day gn which banks open to
conduct busmess shail Le tha finat redemption dar

Mortgage Securitighs 101 (Pty) Limiled may at any timve call.all the remainirfg

Insurare policies are in force which protect Discount House Risk.

Class A Debantwras trom the Caberture holders and ree'pem them, end
simuitaneoysiy Lall in tar fecemption ait rgmaining Clag./B Debentures. it is
the intertion of Martgage Securities 10{ ;Pty} Limited to exercise this right”
only shouid the total vaiua of the.Class A Dasentures hek! by investors fett to
balow A50 matdion (Fitty Million. Fla-'ld}

The properties aver which tha morngages are registared will ai all tmes be
fully insured against perits specified by Unitad Building Society Limited and
as covered by conimon home owner's policies and ihe prermiums payabla for
this insutance shall be recovered as pan of the manthly payrments due from
the home cwmirs. The collection and administratian of these monies [5 the
respoasiLility of Liniled Buillding Sociaty Cimited in terms oi the
Admmrstraum #greement:-

Manageme * Limited and Uited Building Society Limited against losses
resulting from the dwhan_e;st o fraudulent conduct of its armpigyess and _
directors with raspect e the activities of the company. Thesp policies shallbe
maintained.n farce as required hy tha Registrar of Fi mancua. Institutions and
‘he relevan* 1eg|slagon and regu\ taons

W

!\
W5

l‘l\l



AN

'REGISTRATION & TRANSFER
STAMP DUTY -
LISTING

UNDERWRITING

it

P
r

A

Aco ~besac register of holders of the debentures for interest payment
purpzé\ vilf i maintained by Discount House Risk Managament Lid. The
registar will close on the 1st February, May, August and Novamber of sach
year to facilitate finalisation of the lists of intarast,

o]
Ownership of the detentures wili be translerrad against duly complatec and
signad Securities Transter Forms or Brokers' Transfer Formis as defined oy
section 134 of the Companies Act. 1979, and which forms have been
approved by the Directors of Moriaage Securities 101 (Pty} Limited.

K ‘j E
Stamp Duly at a raia determined by Section 15; paragraph (1} of the First
Schedulg of the Slamp Duties Act, 1963, shali be paid on the issue of te
Debentures try Mortgage Securities 107 (Ply) Limited. In terms of Section 15,
paragraph {3), liem {p} of the Exemptions from Stamp Duty, no additioral
diity is payable on tranafer of pwnarship, provided the debantures have been
fisted on the Johannesburg Stock Exchange.

Application shall be mads to the Johinnasburg Stecr Exchangs for the

dabertures to be lisied in tarms of the Stock Exchanges Contrai Act {1988},

to take eflect 22 3000 26 possible after the affaciive sate, baing 15 e
NOVEMBER 1989,

Maasrs George Huysames In., Stockbroking memnbers of the Johannesburg
Stock Exchanga'have bean appointed as sponsoring brokars for the issue.

Discount l-%:sa Risk Managarnent Limited has besn appointed (o underwrite

the issue.
. N .‘_ ]
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P " APPLICATION FOR AN ALLOTMENT =~ (

o

AMOUNT

ALLOTMENT AND ISSUE
OF DEBENTURES

274

PAYMENT

Inviteas are invited 1o subscribe for a inaimum of 850 000 004 in nominal
value of the Debentures, in units of 2 minimum neminal value of R100
000({one hundred thousand rand) or muitiplas thareof. Apclication lists will be
opened at 09h00 on Wednesd:- 22 November 1989, and will rarmain open
until 12h00 {noen) on Friday 24 November 1389,

Irravacable underiakings to participate must be received by Discount House
Risk Managemeani Limited in the form of a telefax message or latier using the
attached form, at the foliowing address before 12h00 on Friday 24 November

- 1989

Digcount Houge Rigk Managament Limited.
2nd-Fioor, Marshall Place, "

66 Marshal! Street, :
JOHANNES3URG 2001.

Tatefax Number 011 - 836 9636

Appliconts will be notited afsoon as possble after the closo on Friday 24
Novamtar 1989 of the amount aHloltad to thern and the cash amount due

* from them. Discount House Risk Management Limited shail have the sgte

discretion with regard {o the aliotments, should the issue be over-subscribed.
Certificatas 0 evidence of the L'ebentures will be posted to the applicants by
Haglstsred Pust within 30 days from receipt of payment.

Payment in respect of the Dabantures allotied s‘ms: be made in Wit by 12h00
{roon) on Wednesday 20 NOVEMBER 1369,
Payment should be made by cheque or bankes's d:aﬂ frae of commissions in
the currency of the Rapublic of South Africa at : '

* Discount House Risk Managemant erhed ;o

2nd Floor, Marshah Place, .

26 Marshall Street,

JQHANNE‘-}BURG

The cheque or bankér's draft siould by crossad “not transferable” and drawn
in favour of:

THE DISCOUNT HOUSE GROUP UMITED - MORTGAGE SECURITIES
101ISSUE.

Alternatively paymant may be made by telegraphic ranster to:

Discount House Group Limitad,
account mumber 4000021083,
Firgt Natizital Bank Limited, -
80 Main Street Branch,
JOHANNESBURG. | . &
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