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BYl«lmIS

Mortgage secur-i tiz;.\t~.on . as ~'::>9~~"'~,rt:edwi 'thin this research report
is a process whicb nil.:",f~ i·~"tjt.llti',' <...~ flow of:. institutionai funds

fran Insurer's and. penSi0!'l !1),11,1);:; .\b .Juga the traditional tanking
and .oortgage lendillg sys .;...." ,'~~1) the financing .:>f housing,,
particularly to the lOttr'ei" ir.c()!.A;Osector of the ca:mnmity, and in
the process nay lower the ,;->.r;fectiveCQ6t of borrowing to the heme
buyer.

The object1wof this rePor1.' is to inv~tig'd.te certam structural
tmtalances in tb.e South African financial system to assess if the
,tec-lmique of' imortgage sect;!ritizatioo 1m:; serve to alleviate
.deficiencies in the provision of housing fi.nance g,s WEtUas pre-
requrs. s in crea.ting a. seco,lJiAl'Y l'DCl'tgage n:arket in' Booth

Africa.

As a ba.ckground to understa.ndini the ratiooale bebind n:crtgage
securltlzaticn aeveral related topics are discussed. P1nJtly;
the dilEmla in the ~th African financial .system of the
3i:DUltarrCX>t]8 exiS1;f3l\ce of inadequate 6I.vinp in 'bt.nks/building
SO(; teties to fiDAnce housing affot'dably t coupled with the DaBSive

•.c;

flows of funds in the l.'la.D<3 of Pen8il,m FuIlda and Insuranc.e
C.arpnie& in inveet1pted. 8ecaDrdl.Ji a literature survey of
different bWll:1ng fina.nee systems W!Ied worldwide was conduct«l to
gain an understanding of the pre-requia.i ttl for the efficient
Pl'I. i(l1 of bousi.n8 finance to individtals. Tbirdl.1'; a brief
literature survey dealing with factors in the United States
leading to the fOl"lllation and developlJetlt of secondary mortgage
markets which are also currently pre_t in 80uth Africa is
undartakeu. ltNrtblJ; an overview of the most iqJorta.nt
principles and COllStituents of secondary ux>rtgage ma.rkets was
presented.

T!::Mards a:tta:.l.rwdDt of 't.be objeeti1fe; interVi6W;i were cal<iucted
wit}';, senior nane.gfJDe!1t in bmking instlt"..1tioos, building
sc.lC:..eties, Insurance CaJl.P8,Dies, Pensioo Funds, diSCO'l..':Ilt houses
and the ,South African Reserve Bank. More detailed research
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utilizing foreign texta, sections of South African pubHcations,
and existing research on related. topics wa:::::also undertaken.
Stemning fran their findings a standardized questionnaire was
constructed and distributed anongst a mmber of individuals, who
would be involved should a secondary I':QOrtgagelOO,rket be developed
in S:)uth Africa. The outccee of this research was then presented
to ~sho\l!the possible applications' and benef i ts of secondary

mortgage narkets.

Resul t..ing fran the research done the following observaUoos can
be draWtl:

Cootractual saving ~n South Africa have grown at a IJlUCh faster
rate than deposits with I:an.ks and buH(.tng societies, and now
account for JOOSt of South Africa I s household savings. This fact,
canbined with cyclical liquldHy preS,7.;JreS have severely limitec.f
t!?e abUi ty of South Afrh~an B9.nks ;£!1ldBlrUding &'lCtetles to
provide bc.:ma financi~. Securi tized JlX)r~ce DRY provide a
vehicle for Institutiooal investors to enhance their quasi-J,iql,d,d
fund returns a.nd. at the same time lowel' the cost of halr~
financing to the COOSt..IDer.Additionally the returns on Share-
holders' funds for depoe1t-taking institutions can be substan-
tla.lly improved by the ml"C efficient asset structure afforded to
banks and building SOCiE\ties by securitim, tlon.

Tbe ..',aUabUity of a reedil,. tradalble. secur1 tbJed IlU"1:pae 18
aeeaby illter'ifeweeI:JI as I».Vi.ll& aeretal adftatacea. --1,:

a) The ;iacilitatioc. of using the Gra.ci1Ated Payment

li:>rtgage (G.P.W) to lower the entry level of
prl!J£,io1e(!ti'Vehane buyers.

b) Mortgage issuing institutions, usually "hold b1ck"
between. 15%ari~:,J,O% of their funds to address short
term liquidity pressures caused by the cycJ.i('.a.l
nature of the: S.A. econOOJY.
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These funds a.re invested in liquid Instrl.lllents

which can be readily "cashed in" if the necessity
arises. [f a n:ortgage boad was equally liqotd the
necessi ty of holding other- instruments would be

alleviated, thereby allowing the institutionsl

mortgage portfolio to be Increased in size. This
i~sue is, addressed in terms of current monetary

_ policy issues vis-a-vis the Reserve Bank.

e) Soourl tized roortgages IMOuld provtde an ideal

iPstnment to allow Penston Funds and Life Assurers
to invest in housing fins.nce, withoot the normally
a.aEP:!iat(~ canplicatlo1.lS of running a IOOrtgage
portfolio. Tbe mrtgfl.ge ronds would be services by

the pri1:li.ry issuers (bulks or building societies) for
t~ SlDli\llpercentage fee. The pl"OVisiODB relating to
Prudential investment guidelines are E:'.Dmined in this
light i 'together wi th a c<:JIlPU"8.tiYet analysis of
1OO~'tPie yields and formerly prescribed assets,
1nd~~1at1ng :.he viablli ty I uodei: certain cooditioos

for !nst! tutiooal investments in mortgage porttoli,ps
of .1. securitized nature, StatElllf1lts made by

representati va parties in Pension Funds and Aeaurance
~ies are exam:! ned in this regard.

d) 'lbe llDited CntdC- bas very recently
Secondary ldarket in I bane lOOrtgages.

set up a
Since S.A.

J.~1s1atioo and insti tut100s have a lot in cr.mnon
with the United K1ngdan, a brief examinatioo. is made

of the Wlderlying trends in tile United K1rij,"Clan to
:t9reaee the markets' poeslbl.: developnent in South
Africa.
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Other issues of importance are examined to canplement thic
study. A brief discussion of the following is attempted:

L) Geographic finance availability problems.

ii) Secondary markets may reduce overhead
expenses to primary issuers.

iii) Securitized mor-tgages as a possi.b" be<l&'

against inflation.

av) Thehedging of interest 1.'is.~with a fin3neial
futures markl~t in residential mortgages.

'/) A Reserve Bank view of securf.tazatace .•

Possible oI:lstacles to'.v,.ll'dsa S€condP.~JABrket are briefly
outlined:

Interviews were conducted wi tb participmts in SOuth Africa's
first issue of securitized fJX>rtgages. Tbe explaaa tioD Of the
mecilanics of the issue is followed by salient pomra arising
fran the interviews.

In additioo, the structure of a possible future South Afl"iam

.Ifor't8a3e Aasoc.taticl1 (S.A.M.A)and possibJe implsnsntation is
briefly outlined.

A questiomatre was ctzculated to a nunbar of senior ~ers
in the South.African Ba:.uking, :Investment and :r~inanc:ial
Consultancy !.wustries to ascertaiu their opinions regarding
.t.his topxc, A breakdown of results of this survey are
presented herein.

Fran the interviews conducted, together with t.h.equestionnaire
resul ts certain CCIlClusioos maybe tinlwn. Tbere are 8, nlllllberof
pre-requisi te conditions :for the dev€:lopnent of a large scale
Secondary Mortgage Market. These are:
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'l'bese funds are invested in liquid inst1"l..lIf'Alts
which can be readily "cashed in" if the n~ssity
arises. If a mortgage bond was equally Hquid the

necesst ty of boldmg other instrunlEmts would be

alleviated, thereby allowing the institutions'
mo:r.t~e portfolio to be increased in size. This.

issue is addressed in terms of current lOOnetary
p:>licy Issues vis-a-vis the Reserve "Bark.

c) Secl1l'iti.zed t.t)rtgages would provide au ideal

iJWtrum:~t to allow Pension Funds and I.J.fe Assurers
to invest in housing finance, wi thout the normally
associated c<ll'lf.1'lications of running a IOOrtgage

portfolio. The oo:rt.gage bonds would be services by

the pr:fr.ary isSt,lere (banks or bUilding SOCieties) for
a .11 percentage fee. '!'be provisions relating to

'.'. Ii .,

Prudential inve&tiItent gUidelines are examined in ti_.la
light, together rri th ~"r canpara ti~ iUlft.lYBr~s\pf
mortgage yields and formerly prescribed asset~~,

\

1.ndics,ting tbe viability; tm.der eertam cond1t:tooi~
( ')

for 1IUrti tut}ooal inveet:meD.ts in mrtgage portfolios
.of a securitized nature, Statements made by

representative parties in Pension Funds and Assurance
('anpuUes are examIned in this regard. «:

d) '!be United IlnFt- bas very recently
Secoodary Market in hane IlDrtgages.

set up a
Since S.ft.

1~i8la.tion and inat1tutlonn have a lot in C<:mJiOO

with the United Ki.ngdan, a brief examina.tion is IJl\OO
of the undarlylng trends in tbe United Kingdool to
foresee the markets I possible developrent in South
Africa.
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other rssues of iM;ortance are examined to ccrnplanent this
study. A brief c:!tsc.llssion of the following is at teepted:

i) Cieogra,(:tlic finance avaf.Iabt.l t ty problems.

i'~) !3e<~ondarymarke ts l!'ay reduce overhead

expenses 'to prilllu"Y assuers,

iii) Securitized mor-tgages as a possible hedge
agamst; infJ;ation.

1'11) The hedging of i'ilterest lisk with ~ finan~lal
future!!:>.market in residential lIDrtgages".

v) A Rese.r ~ Bank view of ~ur.itizatioo.

~ible obstacles towards a &~dary .arkat are briefly

dtttlined:

1l\t.erv~818 we.N~ conducted witil partltJipatlts in South Af:dca' s
fir.1t iSS\.."e of Ef~uritizcd roortga.ges. '!be explanation of the
lOOCl:la.i.1icsof the issue is followed by sal1ell t p:ilt,'ts arising

),"ran the i1ltervie-..~.

In additioo, the structure of a possible future Sou:tb .l.fr1can
Ibr'f.&a&e ~t1<m (S.A.M.,A)and po>ssible implEmentation is
briefly outlined.

A qUtOSti ..... 1re was circulated to a nuc'ber of senior nanagere
in the SOuth African Banking, Investment and FinanCial
COnsul tanc}" Ind~tl'ies to ascertain their opinions regarding
this topic, A bre&kc::lown of results of this SUl"1I'ey. are
presented herein.

Fran the interviews conducted ~ together witb the questioona.ire
results ~.ttain COlblusioos may be drawn. Tbere are a number of
pre-requisi te cooditj.r.ltls for the developnent of ifl large scale
Secondary Mortgage Market. These are:
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Government or other guarantees against defanlt are
necessary to sec.urel ln7~stors returns.

Market related returns are necessary if large scale
investment is to be bronght in froo Jnstl tutiona1
investors.

The instruments should De saleable at any time and this
initially necessitates the operat.Ion of a "Market Maker".

Fran a e<:mbinattOll of the reference material studied, interviews
and questionnaires as ~n as s'troying existing and proposed

Securitized MOr~ ptper iSSi.les, I believe the secur1tlatioo
Vl'IDicle Jlill tJ&"'~ an important aspect of the South African

,I

Housing :qnance system ~\Dthe future.

The nature of such a prop:>Sa.l is still very new in South
Afril':U1's financial environment. In addition several of the
cOWltry'S largest financial j,l'l.stitutions are in sane 'flay

investigating this form of IJlIU'ket, and would like to be the
first and JJ¥)St effect! ve pu'ticlpants in tne narket t thus lit very
competitive and secre~ive environment on all related topics has
rDademy investigation all tbe IOOre difficult.

In addition sucb a market enc~s a large number of sectors,
namely:

\

!

le,gal and Leg1sla t! ve,
_ero ... Econanie.
Micro - F.conanic.
Financial.
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)jingo
I. • ~', .1

Governmental.
So<~iai.
·Fiscal.

It is thus a. very large area to cover and i.mp:>ssible to detail
in a research report. '!hus \ty study LIlY be seen as an over"....'2:'f
of to .optcs mvotved, I have no hesitation in recoemendmg

detail ed investigations regarding fea.sibili ty and desirability
\\ in each of the at'o:'!.f:1OOIltiouedsectors. Suct studies are likely

to requi.re €xter.sj.ve resources and kDOW-ilO'l9,however.
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Note oa Appendices:
I \

\
A ,l:art of this study is devoted to analyzing the Secondary
Mortgagemarket in the United States, where the world's largest,
most sorbisticated and efficie.lt systan 01. this kind exists. A

detailed understanding of these markets. prereqursa.tes and

financial structures is useful tounderstand the oo.ckgroundfor
1\

this study. and to explain its lJOSSllble workings and
ahor-tcontnga as experienced in the United States. (Appendix 2A

"

and 2B).

Note:
\;

AppendiX\1, coostl tutes a aJ.~ of tetII8 useful for the full
understanding of this etudy.

Readers unfamiliar with tlle terminology of the United States and
other secondary markets in IOOrtgagesare act.iiaed to peruse this

sectlcn before tt ..min body of the text is :rea.d.

!..ppend1x 2, (A and B), is an overvie.7 of the U.S. Secondary

Mortgage :=:cu-ketsand is useful in, t4%lderstandlng this proposa l
and assoctated financial methodologies.

i_'-;'
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The South African Capf.ta l Market is presently undergoing an
unprecedented eX}..a.Gsionphase ':'eading to the introduction of new
finandal Instrunents1• Futures trading arid the expanatoa of
the options market bas given privat~"aud institutional investors
new scope for investment. In the light of these ehange., and the
relaxation prescribed asset structures for i1nand:~'
institutions, ic is now prudent to investigate the posstb.
,invelopnent of a secondary bane IOOrtgage arket 1n South A:tz..:ca.

This topic is of interest as bane mortgage anilab1l1ty,
J:.&1"tlcularly in the low lnCCl1Jeand sub-ecoeontc sector t in my

op1nioo is a central pillar of social and ecoeoene we ll-belng of
this country. FUlIUlcial and lending institutions stand to
benefit frau the IOOre efticient IDIU'kets'and an increase in
lending potential ~ that the implementation of such a proposal
c:ay br:f.ng. The 1n1tiatiOO of ~ In this &re8.,-.ma.y well
pranpt such financi.al 1nst! tut 1S, the Goverrment sectors
involved and other ol"p.ilisatioos en as the Urban Foundation to
con t1nue stuiy in th'1s area and prepare a possible
iqll,~ntation plau.

<-,,<.- /"' ".. -:
I,~ \

L I' /\

(Dlr1ng the c'~rurseolmy resea;.i-chone such issue was impl8DE1lted

and details thereof are covered.00 Paie. 115).

The general public can only benefit frem .7ucb a plan, tllrough a.
mrs efficient and consequently chea.~r ..rmrtgage market.
Several acadEmics aIld narket operators2 have concurred with
the need for research into this area,

The South African financial Sl'st3!l has a dilama ll~ the
siaRlltaneous exilStence of inadequate savings to finance housing
on the one hand, and massi VP. flows of funds in the hands of
iosti tut-ional tnvestors and pension fund$; on the other.
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The conpcund anmlal\\\growth rate in contractuat savings by South
African nouseaotds :tlo.aIl If!77 to 1981 was 26,4$ per anmm (page

12). while other gross discretionary zavtngs - mainly deposits

wi th banks and bui Idtng societies - have only grown hy 8,n pel"

annum over the same .Ii \rlod.

A signi.f:lkant p!":'')JX)rtlonof this flow of funds from households

to the contractua.l savings industry was lndlrect1l financed by

growing use of bfink credit. 'lb'l3' contractual savings industry,

in turn ~1eCame a rapidly growing source of funds to the banks

and building SOCieties, as the flow fran houooholdc..' stagnated
(p&3e8 1EI/17). Ibwever, w.bolesale iundlng ls, by its nature,
short tenD and as such attracts high cash reserve and liquid

asset req:u1renents. This mises the ef:fect~ve cost of funding

:for 'the ba.Qks and building societies; and ob9iously impa.cts

n4i1Ptl\1'elyon profitability. As this short term fuudiDC becaoes

iucrea.slngly important as a percentage of a bank/building
YOOiety liabilities, 9) it becaDr3e mre difficult to' ilrov~de

resldent1aJ. mrtpge loans to individtals, since these imply

lunger term tund..1.na COllIIl1tl,'.:nts. I. 4s a result .the e:fl'ect1ve
interest rates at wb1ch indi~rld\~l bousebola$ can oorrow to
t1nallCS bUyitli II. hoUSf!t are higher ,,'Ild thus rooM expensl't1e.

Since mrtg&Je Ioana usually involve substantial Ji!lXi\Ul'ts ol

miley ~lat1ve to total fam.: ~.ytnecee, borrowers need long time

perl<Xa ov~r whic·h to rePlY loan principal and interest
oblisations.

Originators of loans, such as building socletit:'s, establish the

terms 01 mortgage loans in the priurl.cy mortgage uarket.
EconaJIic ('.()!'~ditions, in;ntM".nced by JOCCletaryand :fiscal policy

II

actlc,?S, often result 11jperiods of Uquidit) pressures or cash

needs that may require the liquidation of same mort~e holdings
by their prilnary issuers, Because no secondary ma.rket exists at
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present Building Societies must have l:iuffici.ent cash or
tradeable instrument reserves +:0 meet these Liqutdr ty
requlra:oents.

These funds, constituting up to 20% of a Building Socletyls
total assets are thus not available for roortgagelending. It is
probable tha t if mortgages were themselves liqui.d ana readily
tradeable throlJgb a secondary market, Bililding S9Cieties would
be in a position to increase their IhaDe loan I portfolio as a
percentage of total a&92tS, thus supplying additional funds to
tile market. In a market characterdzed by excess dOOlll1ld3in the
bcme-loan sector, is it .not desirable to maximise ava.:i.lable
funds? (O:.>vered in detat 1 on Pages 49-52).

Additionally, Institutions such as Pen..~ion F'w:1~a"and Life

I~ce O:xnpUlies bava repea teeUy e;tpressed their interest in
\\ ,',/

enter1'.!lg tbe property deve lc ~nt sector as a result or, and/as

a IlDtivatioo for, the re.J~tion of prescribed af.aet
Ii

requ11'19l11E1n.ts. ijt)-wmrer, very few Inst1tutic' 1 investors are
interested in. 1DOt"';;gage oollectiOLtS and loa.n ,JI)rvicing, wk.'
have ve:zy hi.gh su.rt1ng up costs. Thus, in securitiZE' .....
MortgaieB there may be ~"vehicle for Institutional funds to be
invested in home fina.ncir.tg witoout the attached problans and
risk zn.ctltiooally attributed thereto. (Covered in detail 00

Page!;' 54-fie).

The otUecti'fe of this report is to investiga te the afore-
mentioned structural im1::lftlancesin the South AfriCllD financi!>.l
systEm and whether the technique of IOOrtgaga securitization my

!

serve to allevlat'9 thE ,.Jficia"icies in the prov'''3ioo vI housing
finance as well ~s possible benefits of and pt'e""l""3quis1.tes for
the crea tiro of a secondary narket in securt tized roorwSff9S in
South Africa. j

'l'he Jlet.boc:lolO8)' of BeseIu'cll and review of ex1st:i_ Uterature
;follows Oil Page 10.
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"The housf.ng Issue brings together a number of the m::>St critical
questions concerning the future. Public polic] issues such as
how to efft~tively deal with urtam.sataon; what housing
standards should apply; and where housing should be provided are

\\
mHredwith tne nore overt.ly poli tical questions such as the rote
of legislation and the allocation of resources and finance.
Above all these issues. Aegis like, lie the econanic tssues, the
answers to which will really determine the pace of progress. "4

Ii
The econ1:l1lic issues that relate to housing are al!oost as diverse
gs tbese relating to the total econany itself. Only insofar as
one is able to predict the p~ of the overall econcmy will
one be able to determine what resources will be available to

'_\

meet the variety of demandsin the years ahead.

The alrt.'8dy daunting task of predi~ting the econcmtc future of
South Afr:l.CA beccmes even Il'.OI'e daunting when we narrow the :focus

down to cllOllIsing. we must first predict(~ the IOOvement of
variables wi thin the overall econany before being able to

I; u

dEltermina what share of resources will be available for the,
provisioo of how3ing. rlna.lly we must then gauge to what extant
tb~ b:>usi,;ag needs will be satisfied.

Housing develo.{m'nt <Xl the scal~ that is so desperately neer'
ill ,South Africa over the next twenty ye8.t's requires tb.... a
sLgnificant proportion of nataoaa.L resources be devoted to it.
Iuvestm:mt in housing is, by its very nature, a. long term
operataon and at least in the short term, the norual criteria of
return on investm:mt and Plyl:ack would tend to make housing
investmetr;; ~ticu!arly on the low hoUS1Itg groups not a very
attractive option tJ any investor.
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This is par ctcular-l y true iu South Africa at the monent wht~rewe
find ourselves J.u the 5itua tion that capt tal has becone a scarce
resource, ;~s a developing country. \\e should be net importers
of foredgn capita J ~tS t}"~ rEIte of infrastr'l<:!tural, tndustrfat

and ccemerctal devetojment qutekens, In fact, ~ have had in
recent years to be net expor tera of capital. 4

South A::rica' s rate of savings Is low by wcrId standards, and
structw'allYl ~-UCh savings as there are, are (1,' mainly by

conpames and par-t tcularay the Insurance l.ooustl"Y. To the

'tent that they do save, individw.l South Africans seen to do
"(..mainly in the form of retiranent investment.5

(,'';
The reasons for this low level of savings are ccmpl.ex, one of
the majo!" econanic issues that must continue to receive great
attention is that of inf!ation. It is these high levels of

,
Ii
I'
I

/
l
Iiif

.;I

/'
Ii

l/
//

, I
Hi~b levels of inflation generate the expectation of continU'M

!,

inflation libich in turn praootes consuner rather than ~ylng
behaviour in individuals. Bather than save to purC'.basean Han,
the consuner-, knowing tha.t its increase in price will exceed the

inflation and their related ,tilencmena, nega.tive real interest
rates and decreastng exchange rates tha.t are, tn Mr. Q)oper's
view, a major reason for the low levels of sr~i~q44

intere3t rate on his savings account after tax rather purchas~s

it nc.w 00 HP a.nd rays the pran1uns. Negative after tax inter~~1.'-t::
rates continue to exist J am, SlOWno signs of cllang1ng in the
fnreseeable fut.ure.

"Until inflation bas been redmed substantially and there- are
real, positive interest rates, individuals will not be Uk,ely to
save. 'and om" dileamna.wi11 not be resolved. "5

Bringing tbi,s point tv bear on the subject of hoUEilng, in
eeonontc terms. capital io a scarce resource, and uc.lsss the
econany can provide a reasonable 8lOOUOt of dalilestlc cap! tal, the
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Hnancial resources reql':5red for housing developnent are gotng
to becane increasingly scarce,

Of course one cannot address just one aspect of our econony as
if it was one of a series of watertight cO'operT.ments. Tnflation
is the consequence of a wide variety of cnuses , and it in turn
has an even wider range of effect;s. The related Issues of
001X!Rt1on. productnv t ty, over and de-regulation, state
Plrticipation in the econany, goverrment spending, money sU,pply

control and a variety of others are all critically important for
the '\rcODOOlY in the future.

//

In/f' ..~ J7IiV area alone, a 1987 survey by the Urban Foundatdon
J ._,

fo-Ju.a/' between 1,E: million and 2,4 million people living in
spontaneous Slack settlanents or 'backyard shacks. 6

.country wide, including the haneland areas such as Kwa-Zulu
around flU'ban, the figure _3 about 7 million people living in
sha.ckFJ. Of course this figure does not take Into account the
l'08SSl ve overcro1iding tba t takes place in both the formal and
lnfu;.v..a.lhousing areas. Two ard three families sharing a two

ToaJ1(tci ho'\Se are t}'pical and .this factor probably doubles the
figures quoted al::love.3

It is est1matect3 that the Slortfall, country wide, of low cost
and sub-econoatc housing is in excess of 800,000 units and that
more than 130,OCO units a yeax are needed to meet the demSl11dand
eltminate the Shortfall by the year 2010. In 19Be tenns, this
will require upwards of two billion Ranq a yer4X' to be spent 00

the 'building or houses alone, 1et alone the developnent of land
and tomship tnfrastrootures. At the pre!:4en't rate we Will never

even get close 1;;0 this scale of delivery, and the mre we fall
behind, the worse things get. In addi tion the question of
,a.ffot'dabili ty of housing 1s crucial. Of these uchoused people.
the V&.$t majority cannot afford to purchase a house wtth their
existing income.S•
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I
I

present the public sector is active in one way or another in
aU areas of housmg policy. Clearer definition between the
roles of tbe private and public sector must lead to a
concentra tiOD. of effort by all concerned and avoid the
dis...~ipation of resources. 5"

South Africa has built up a sophistiC3,ted Inrraatructure and
bureaucracy to deal with the aaninistrative needs of a growing
nation. H{Yi\'everf figures tell us that we are no longer deaUng
with a mild deviation fran the nomal pattern of :first world
urban development. '~e have a full 8rAle, third world housing
crists on OUI' hant!f,. and maybe our structures and procedures are

just not flexible enough to deal with the challenges that this
represents. 611

"J.'cJards ~ att.aiJaant Of the otdect1'teB stated 00 Page 6,
interviews were condUcted to assess whether further researeb
into IOOrtgage securitization was warranted. Senior mnaganent
at several major financial .institutioos including banks,

building SOCietIes, Insurance ca»pa.nles and discount houses were
asked on their specific perspect1 ve 00 how securf tiza tion could
improve the efficiency (ii? at all) of their markets and
operations. Detailed resea.rc.b using foreign texts, sections of
South African publications and existing researCh 00 related
topics (both academic and coomercial) was also undertaken. My

ini tial research uncovered the fs.ct that tJ'.tere is no
c;arap-elteas:l:ft literature on the specif:i.c topic of ''Mortgage
,SecW"itizatioo"as applicable to South Africa. Utilizing
pJ.'I!f.f"Y'iouswork en related subjects, specifi('.ally the study done
by Dr. Charles Martin (BIFSA) and essays by Dr. RudolJ;il Gouws

(Rand Merchant Bank) I was al>le to study sane blckground issues

as a preamble to my dtrect research through questiOllllllires and
exam1Mtl00 ot' official statistics as publisiled in the Reserve
Bank Quarterly Bulletin. The results of the questioonaire
allowed ll'P. t(:lgether with previously undertaken research to
formulate oonctustons and make :recarmendatioos relating to the
initial research objectives.
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AN·InHlIrc ~ rc THESWIUTIS4TI(If OF YEl.G\GE
!DlOO:==-.:;;;IN;;...=SAl';;.;:~l'H::;;;..,;;;;AFR;;:.;;;::I:.;;;CA;;;:..-;_"~(6,;;;;;A~):...-. -.. __ ...... ....__...._

The folbwing section serves to Irrtrodme the factors
contr-Ibut tng to South Afl'tea having the dil arela. or the
stmul taneous exrstence of Inadequate savings to finance housing

on the one hand, and massive flows of fur"iis. in the hands of

tnst t tutional investors and pension funds on: <he other. It i.s

this dilanna that has made the secur-ttf.sat ton of IOOrtgage bonds
and their sale to lost!.tuctonat investors appear to be such an

attractive optlcn. "ECOnOil'lc policy appears to have recerrtl y
changed to such an extent tna t we already have passed an hi~toric
turning point in the way Ln which savings flow in this
CO'JD try •II (6A)

'!he hOUSing 3l\:jItage and the large flow of funds to the
institutional Investors are rea.li ties of the present s:>uth
African situation. In Mr. Gouws' opinion(6A} t'lIU imperatives
follow fram this:

1. 'lbe financial markets should prove that they are
capa.ble of providing market-based answers (such as
the successful securitisation of small mortgage
bonds) for problems that SClllE: believe can only be

solved by the State.

2. 'lbe authorities should reoove the legal and other
impediments standing in the way of the developnent of
market-l:asecisolutions without, of course; alxiicat:t~
their supervisory role or ignoring issues such as the
financial soundness of the institutions involved.
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Table 1, adapted from the National Financial Accounts as
published by the Scuth African Reserve F:iulk., shows tha.t
nousenotds' corrtractual; savfngs (or ''!1Janbers' nterest in life

,I
asr)urance and pension funds") rose a.t a very rapid conpound

annual rate of 26,4 per cent bet'Jleel 1977 and 1981 (lim 2), By
stark contrast. the total aIOOlIlt of all other financial assets
acqui.red (whi.ch we can call gross discretionary savings and which
constat, 'mainly of savings wi. th tanks and building societies) rose
by only 8,7 per cent a year over the sameperiod. In 1977, these

discretionary savings 'lll'lBrestill about equal to contractual
S8:171ngs, but by 1981 they had sbrunk to less than one quarter the

annual flow of contractual savings.
).1 !'J

TABLE 1 : ANNUAL FlNAHCW. FLOWS Of SOUTH AFRICAN
HOUSEHOUlS (Rm)

1m
3M

eompounca.....
tlll1 gtOWdt(%)

24214 20.4

111154 21.A '::1

4310 8.1

I'

2. ~~ 111;
3. OUW Ir.at"'1Ii!P..,!!:-"; 1an

«(IlIA ~"'3!If'ir.rGII. ~~WItI.,_... .. bMta
,,~ IOci ••• 1I~--------------------.------~----~--------~-ua 1U3G %10- 5723 ' 24.1 I.. 12813 au

U2Z 5728 U

3U 1:11.7 14.2

5.1 ___
So l AI .... cnc:!I

I

~~f. S.A. Reserve Bank (1989).

___ .J
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Part of the reason for the, enomous rise in contractual savings
by households is, no doubt, institutional investors' new product
innovation and excellent marketing skins. But the fact that the
industry wasI by its nature. in 11 position to offer savers
protection 38ainst the erosdve effects of inflatiotl and taxat ion
. is more fundamental. '!he ability to cnannel household savings
into share mveatme.rts during -_>h.f.htionary ti'Iles gave these
tnst i tut rons a r!'.ajor edge over other intern:ediaries - the tanks
and the building soctentes - whocould offer savers only negative
real interest rates, which were, moreover. tax~ble. Against \,:1i5

ba.ckg,round , the poor' performance of b:ulking Sector shares in

relation to the insurance sector < as illustrated in GraIil 1,
overleaf, is not surprising. The building societies' position
became ~ticularl1 invidious in recent years, a potnt made al so
by Dr. Chris Stals in an analysis of l1X)netarypolicy probl ems in
the 19805 in the first ~rha.rd de Kook ffmorial lecture on J4

"\February 1990.
J\

"tn Oi, best.lnt1t1f is die Wdisiorr.,. boUveIenigings. wat van vast .. tentactraencte aefXl$ito'!II Vi,
hul/a olJiGtJasmg alhlnleli/( i& en Wit hull. 0.'" in die VOm7 van "fflSlHenraaraenae vettJan(Jlan-
mgs 1'IOu. lug t:JenaaHl. TefuJldat1.VC1i3 jll.~ VfIi3ekarlllt3 war meet !oetJeJheiCI vir die
be/f9Qmg van hUll.lont:Ja net enWit deur middeJ VI/7 bOr.uU. aan hUlle /JOlishouers 'n mata van
vetgolC1i1lg vir inffasie kan bied. in die ptOSIS beYoOrdeel,

"Oi. boulJerenigings het hUiI" ei. PQSisia in die Otn::tandigheda VCfldedig aQUf al melt' 00 die
,stram 'lin aie nOlTl'laJeo.amcw.s.l.lJeWHg en Vlnwei dil/l sQSia/. a.llngnkheid van t:J.tJuising,
her die oWilfhedll maN I08ge/lllt dir huisvetblndflnan3i8i'ing op 'n 10000fHlCle SIe•• , met
Icomennyn baMfonctse gelinamlet WOld. •

((
'Ihe building soctetnes not only funded thanselveS~ by borrowing
fro'l the banks, but they J along with the 'OOnks, borrowed heavil y
fran the insti 'Cutional investors.

j
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By keeping interest rates artificaally low monetary pol Icy

contributed to all these p-roblems in two ways: it helped to
create an infl::::.cionary envrrormenc that bener.t.ted the growth of

the life insurance and pension fund industry J ",'hile at the same
time erodmg the abUi t.y of banks and building societies to

attract households' savings.

Crapl.l 2 overleaf shows the representative building society
deposrt rate in relation to the inflation rate. 111ereal return
on drscretdonary savings was not only negative in real terms, but
was al so taxable, which meant that the ac;t;ual real return to the
saver was even lO\l,er.

Grapn 1

<Ill .ngr. i

I _'Ion •. n"•• /
I.oj.
11 19 ~I !3 as !7 3'

Rand Mercr.aot Bank (data. 1:a.nk)

Reiati'ge UDde_!'-perf.ormnce of huiId~l!:rr.E!~, {~
J ..S.E. £!!Pi"!!! 1:0 rela'tift ~~r--~:,)]~
IDSIJl'aD(le ggp.ny: Sla1'es.

the

of

j
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\

\J
dt V
, (r1 8u.(a'"9 s.c.,,,, r.o. H,u,ii'1
i . ""p,.,t 'i" (t V.,r, !

.. 1(1'-
77 7t 8t as as 81

Rand Merchant Bank {data. tank)

lJuildiDg Socie~ :rates miDus tbe J!"!!!i1i5 iDfl&tioo
rate, l..e. relt.l interest rates (!J!I.'t1~ or P9!!t1ve,

The st tuataon becones even oore hteresting (and v.orrisane) when.
the rapid rise in household borrowi.ngs is also bro~ht into the,
picture. Total :f:tnancial assets acquired by households (line 1
of table 1) rose by 20.4 per cent a year bat~m 1977 and 1987.

Against this, total bc.rroeri.ngp; (line 4. Table 1) rose by 28,0 per
cent per aamm, 1"h~,s dHfer(?nce in growth rates .• M'iHe ser-ious

,
eno~h in it$elf, does not tell us enough about the true
deterioration 1.'1 the financi.al lXlsition of households. lJ)w real
Interest rates, which had undermined dfscret tonary savings, of
course eacouraged the use of eredtt and other loan funds. The
growth in mortgage lending: (!l.t 24,6 per cent a year) and other
types of lendings to households (at 29.5 per cent a ~ar) far
exceeded the 8,7 per cent growth in households' gross
discretionary savil;'Jgs (wich takes place maj_nly With banks and
building societies).

1----------------------------.-----------~
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Subtracting 1\i,~taJ borrowings (line 4, Tabh 1) fran the I'Jther
\1 ,'"

fil:1lU1cialassets acqui(!t..~f or gross drscreta "acy savings (Un-e
3, Table 1) l·....'nvld~s us With a :figure of the L. -t use of credit
by' households to finance contractual savings. '; is is shown in
~ble 2. In 1977 oouseholds .t:iad still borm-<te<iR304million less
t/b the a(~'· -Ii' of their coo:tl?,;!tual savings, but by 1987 were
. ":.-'/!\

using credit totalling R14 226 mUHClt t(; finance contractual
savings.

TABLE 2 ; NET USE OF CAEt"!TTO FINANCE CONTRACTUAL SAVINGS
(Am) U)

1,

1. ~row.·I9S
2. l..tSI: otheI· tinancral .sMs aCQUftCJ

(gross QISCI'UOIlIty~)

"11

18538
4310

CQtItOOUnd
·annual

~(%)

21.0

8}

3. E!C1U81S: fie! Uh of creal( 10 !;nanc9
COC'JlI'aC.tUIIIIWW}S .3Q.f.

---------------------------~);-.. --~.---------.------~
\\
\1

Ref. S.A. aeserve Banl ....1989

WbJ.le 'Dink credit indirectlY financed ~h of the flow of funds
fJroll households to the Ip..stitutlonal investors, the inStitutional
investors in their turn became a rapidly grO'wi:ag source of funds
to the tanks and building S()Ciet1esJ as the flow fran households
sta.gWt.ted. Wholesale funding is, by its na:tU'te, abort-term, and

<'as such attra£ts high cash reserve and liflUid asset require-
meats. This raises 'C.Qe effective cost of fl.md1ng for too bt.nks
and building societies, quite apart fran the fact that the
institutional investors have to earn a margin for their role as a
conduit for cbannel:ing tix~ funds to the tBnks and OOilding
8JCietles.

.-~-~.--------.-~-,-----.-~----
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Ta.ble ~~ sOOWS the enoreous extent to wbich the insurers and
pension 'furJds served tc recycle households' contractual savings
back to i::e!'.k.s and building ~leties. tnsurers ' and penston
ftiildS' cash plus all depost ts, Lth other fina.t.ci.al institu,~ions

!i

rose fran R48 mllU.on to a6 734 million (or by 83.9 per ~,!f,t per
anmm) tetween 1977 and 1987. while tUat .of households rose fr<:.m
Rl 265 million to only R3 4u5 million (or by 10,4 per cent a-
year) over the EaIll9 period.

TABLl3: CA~" PLUS ALL OEPOSITS WITH FINANCIAL INSTITUTIONS
(Rm

~Or:tOOund
annual

1.n 1t11 "~rc.\ in 1%1

I""",,, inhCtlG~. of:
\. 1~~funCI. 48 fJ 734 6:1.1
2. ~ ,. 3~ 10.·

----
3. TOIl! 1313 101~ n.7

Ref. S.A. Reserve Ba.nk - 1989

Table 4 O"!lerleaf susgests tba. t the sharp fall in pr;fSCllal savings
is at least .{.:&rtly also the result of the sharp rise in the ratio
of drrect perSCXJ8.11:aX to current incane. ,At 17.2 per cect
p,..iva te COIlS\.1lq)tioo expend! ture did grow IOOre rapidly than

current tnccee (16 t c per cent), and this "''2 certai nly r.art of
the l"Et&S01l tor the poorer nett ~rsonal savings, But the risilQg
direct tax burden mde the largest prv.-:>X't100.al contribution,
:i.nc:rea.slngby over 19 per cent a year, and households aeeood to
save lass; largely in ordef to Ply roore tax. Higher tax ai:~ecteci
alLving... in at least tw wa.y~. It eroded incanes and hence the
ability to save, and it also affected the 'li'te;t' ,..aJt: yield on
interest-bearing savt s, as was noted earlier.



- 18 -

TABU: 4: NET PERSONAL SAVINGS fAS DERIVED FROM NATIONAl..
INCOME AND EXPENOtTURE ACCOUNTS) (Rm)

~ Compound
.nrull

1t11 growll'(~)

111742 ie.s

12210 1!t1

995:12 152

9:;:)99 112

--
4 t:)~ 4.4

.- ._ • ..., ......*b ..._ • ..,..__. • , _

j. e.;'IUlli. Dellon.tl O!soosabl' IOCom. ,:.: ,()J
~ LUi OIN"1 eon$urn;':)uon IxpfnOltUf' tl~ 1~ I) to

5. EauallInit' OItSOnal SAWl9

----------------------------------------

Btl way of .filQlDl.cy, Table 5 a.od Gnp! 3 overIeat' perhaps
.;l,.llUb'"tratee the deterim-&.t1on and tne skewed nature of the
pe:rsooal eavlDis situation in SOUth"',,4.frica best.

T.A.aLE5 : WET OISCRETlONARY SAVINGS (Rm)

1. Nit ~ WIiI'IO ..
2. Lisa:Corla'IctuU Ia\III'IQ

1•• 1
4 ,~

1US"

COi'l'l!2ourld
."nual

gl'f:tWlh (%J

U

28.4

------------------.-------- .........------------------. _____
712 .15821

Ref. B.A. ReseNe &\nk - 1989

"Because of the fuo.~nental cnanges currently occurring j~ll

nxm.etary a.s well as fiDI policy, I sense that we are at a
turlling p:>int in the trends in savings and the use of credit."
Dr. StaIR made it clear in his .first major ~...h as Governofof
tbe Reserve Bank, 00 29 August 1989 that interest rates wen.; to
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ranai.n high in real terms and that it was the finn intention of
the lJa.ri.k to bring inflation do'Iro. During bis speech at the
opening of Parli.atnent en 2 February 1990 the State President gave
his backillg to the new zoonetary policy approach illd coomi tted the

government to the "gradual reduction of inflati.on to levels
canparablE! to those of our principal tradiLg pertners". "There
obviousl~' is a long way to go - so borrowers, savers and
financial intermediaries had better get used to tbe new monetary
p.)l1cy ,tallg:aJl2." ,~).

Gt.pnJ

r
•

.·I~t
I

.;.~l
77

pci'i'iii'ft.. o_nOI\QI !\(lYil'lq I
IlOt ...-.. WIllI ..,....,_ _ r

; ---, I
....J. c ~__ ••_t ,....ref.......,·j II _1M ni
~JJ
~I~I

I~.

31

tiThe government's rethink of its role in the C"'"...onany has a.Iso
made possible a carmitment to a lower1~ of the direct persclnal
tax blJr~~ It is tne governmentf s intention to reduce the

m.u:lJrnm marginal tax rate to 40 per cent over the next five
years. 1 also expect that inteNlSt lncarte received by lloU$eholds
will be taxed l'~&Sheavily in the new fiscal yea.!" 1991". (SA)
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Tile reasons for tho aucmaLt.es in the patterrl' ".if savings flows are

to be found largely in the conbtnatfon of low real triter-est

rates, the rising inflation, and the rising direct personal tax
burden experienced by South Africa since the start of the 1970s.
There is nowa very real prospect of these trends being reversed,
wi th the following resul ts:

1. The rising trend In the ratiO of the household borrowings
i; to household expenditure should be reversed.

Z. !bl.l:sehulds wi L be less encouraged to put all their nest
\'

:~ f.!(q!:sin one'.ll».sket, i.e. they should save proportionai-dly
\.IDOret-han in the past j n .in~;:yst- bearing de~i ts.

-t ,.....

3. BIw.i.:..<:) 8.00bl,Q.laiOi~~ieties should gl":aduallybeca'ae Iess
. )1

rel1ant ueon the 10ab tutiooal tnvestcra as a source of
def",)Sit funds.

,~

).

t/

"'!be transformation on all three SCQres "lll, however I be a slow
, \

ODe, and the implication therefore 1'8 not that there will be 00

role tor the aElCurit1$lt1on of mol ~age bonds in future. If
secur1 tisa.t1on can ~~.cme a cOt$t-eftect1ve &lid practical way of
brldg1n,~ part of the gap betwee;} tqe huge needs for housing funds
on the ,)!lEt ham, ani wba.t Will still rEmain a. large flow of
1l0l1Seboild_vings to insti tntl00al tnvestors on -lila other lit
wH1 have an ecoo.anic role to play. ft (&\)

T1l~le 6) Which 19 kll expanded v-oraion ot table 1. sbows hOOthe
net per3Ol'1a1 savirlgo, as calculated fran the National Incaoe and

Expend:'ltu.re Accounts (as shom !.n Table 4). can ba recoact ted

with the figUl.'"eB drawn fran the National I'inanc.tal Acopul'lts.
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I'i TABLE 6 : NET PERSON,(\L SAVINGS (AS DEFU!lEO FROM NA110NALI FINANCIAL ACCOUNTS) 'r'

I
Cc~

annual
1.. 1 groMh (%)

:l4264 CO, 4

1!J 9'5-4 2'34

4310 8,7

t,""
1. ;:ir4nc:iIII UUI. aeqtJitld 3 190

j
l '13", CcnaractualU;~------I-g-\r. -,------

OlMr 1ir.atlCllt .1""&Ct.l1.llt1O 1 81'
(grou di!tCf.tioMty ,uIlJ(;lQS •I rI'IU'IIy c1etJC$JlS and ilMsrtrJeInI with b.tlk, " bui/diI'tf1SOO'etitll)

I 4 i.... : TOI<Ii bonOWlftQt f 568

5. MoI'I9SQe lOaM

j

/-r-
1al~:'------~-!------~~----------~f53l1
~!I--------- ~-------------------------

:lItO

I572:1 24.5

1:1113 2!1.5

1"'-' ......

5121 U
4215 11>.1

tM3 10.3
51'0 11.0

4133 u

_____________~Ii--------
1. iquall ;cn.cllnancilll in¥ISUnoIn« 2 ~112
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'lbe (bjeetives 7

A uoustng financing system has sone or all of the following
auns :

a) Mobilize household savings j.r.t,) th~~)lome Improvement
ana mortgage !oan markets.

b) Provide reaxnmmmcentfves for increasing the volune
of financial sa.vings into the econany for use in
ho~~ingfinance.

c) Stirt.lula"j:e efficient methods in planning and
coostruction of refJidential areas.

d) Extend, or be instrtJllP.Jllta.l in exten\Ung the firt..iUlcial
services to all segments of the poPlL~,atim t

pu'ticula.rly in the self employed and lC'liI9r incc.ne
groups.

e) Encouraae and facilitate the flow of danestic and
i.o.terna.tional !"eoources into the pl"iorl ty a.reas in
the country dealing wi tb (:inter alb) the low ilwaDe
((.:roupil.

An econany can be divided into tOl1l' sectors: the corporate
sectcr, the gover.raent Bee tor , tile oversea.e sector aDd the
persooa.l sector ..

'!'he corporate sector is gAnera.lly a. net borrower and to the

extent that individual institutions within a. sector ha.ve Sl.lr'plus
funds, then these are likely to be depost.ted elsetbere in the
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\ >

corporate sector. The goverrrnent sector is invariably a ne~
borroser , Howevert governments do provide soee funds for
house-purchase, either in the form of loans or subsidies. The

overseas sector is the counterpar-t of the balance of pa.yments.

If there is a balance of InS'lOOntSsurplus, then there is an
inflow of funds fr(Xll the courit.rv; and if there is a balance of
p'l.yments deficit it follows that there must be a ooeresponddng

outflow of funds. '!'he persona.l sector is the majot' net supplier
of fl.Mt:! to the other sectors. but far more important is the
extent of v.bat can be called intermediation wi thin the personal
sector. That is, at anyone tiloo, a large proportion of the
~rsonal sector will be net investors and a large proportion
will be net borrowers.

ute tneurance can!1Iliee and pension funds aceoent for a
considerable proportion of the 'Savings of the peroonal sector
(as 3hown on t::\\ge 12) • Often such saving is forced by

goverm.'lent r~ula.ti9ll or legislation and is contractual. Both

pension funds and insurance can}:allies have ".substantial suns of
l'IKMley at their <i1spoeal. ,.*.lich they can invest in a. variety of
•. ys, 000 of ~ich could be to provide flmds for the housing
market, thl"Ol13h investment in aec.~Jrit1zed mortgages.

It has been established that to M>rk effectively any hoUS1)\g
finance system has to raise JOOney fran those who do not intend
to borrow and be able to lend it over extended periods of tim.&.

'!bere are just fouv routes by which this can be acbie.,ed, two of
which can be only JB,rtially ~essfu1 and whIch do not rna.ke

full use of the intermediation process.
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a) The dtrect route, by which those who need funds to

acquire 9.. heme obtain these directly fran individuals
with surplus financi..ll assets, either be:::auS€ of a
personal :relationship or because of a business
relationship, for exampla, a vendor lnay supply funds
to a purchaser. Typically, older people will lend
mouey to their children to enable then to purchase
hanes.

TIle direct route is one which is used. i~l less
advanced econanies by those \\bo are not able to use

establ ish~~ financ ial meohanrans,

b) A contractual route by Vtbich tart, but not all, of
the funds wbtcb a hane buyer requires are raised fran
~e savings of other p:l'tentlal hane buyers, or frc:tn

other contractual savings scbanes. Formal
contractual systems exist in a nunber of comtraes -
.i.e, West Gethllll'lY through special insti tutlons, the
BlLus}:arkassen. and, in .'France tbro®1 the housing
savings systEm, \mich can be operated by a large
nunber of financial institutions. '!be essence of any

contractual systsn is tha.t reeular savings are made
over a period of yera-s and receive an interest rate
at below the market level, following whic.~ the
investor hecanes entitled to a. loan at an interest
rate below a market leY\~l.

Go"ternnent bonusea are a.vailable to those wo take

part in contractual sal1i~~ schEmeS and, it is the
bonuses vwbichmake th<e scbanee attractive. '!bese
sche:nes are l::lest suited to tbose countries where
people do not purchaee their' first houses mtil a
relatively late age. Ibwever it is used, the

.. .. J
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contractual system C~Ul still not provide more than a
propor taou of funds which a hane buyer requires. This
system, therefore, has to be used in tandemwi.th one

of the other systens.

C) The deposit financing route by which the short term
savings of individuals are channelled into long term

loans by intermediaries. 'the deposit taking
institutions can be ~~divided into commercial banks

which offer the canplete range of banking

facHi ties, savi'ngs banks - which deal largely wi th

the personal sector and, building soctetaes or
savings and loan associations - which deal almost
entirely with the personal sector and Which generally
differ (frau savings ba.nks by providing B. saV1ng(::;;'

service rather than a money transm.sston servtce ,

All of these institutions operate by raising Jepostts
and then lending these deJi9Sits in a variety of
t.lays. '!be irap:>rtant potnt; is that the depoal t taking
canes first and then the insti tutlon bas to decide
wbat to do wi til the funds. (This ha.s been the system

prevalent in S::>uthAfr1.ca EX) far). Today, it may be
d1fficul t to specifically pinpoint the usage and
deposit of fwxis, as the processes often overlap.

d) The mo:rtgage 00nk rcute , by v.blc.h institutions making

mortgage Ioan..<;1 ;.un l these by bond issues • whicb are
purehased by inetitutional investors and, to a mL~h

lesser extent, by individuals. This type of housing
finance system can be descri.bed as the mortgage tfllllt
system. Through this systeu an institution will make

loans to house buyers, and it will seek to fUT. these
loans by selling bonds on the capital ma.rketf::o:.:t the
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goi.ng market rate. Almost by definition. such a
system must rt.IeCt the demand fully, unless thero are
artificial restr ict tons on interest rates , or indeed
on the supply of bonds to the market. This systen
can, of course , v~t',k effectiv-ely only whei:'~there is

-c-,

an active bond In'a;;~t in which private sector-
instttut.Ions can par'trci.pate (this systan is
basic:'tlly the ,r:e.rticir:ation bond s.ystem in use for

cormercra l--type develojmerrts in S.A).

The mortgage bank systav does not entail the raising
of any retail depost ts , and it fol.Iows that the
i.r:sti tutions Mlich use thi.s systan do not have the
branch ne1:works 'chat the banks bave ,

JJ
1/

Typicall y. bonds issued by oortgage bru1ks are
purchased by financial intermedia.ries, such -as
insurance ccmpantes and pension funds, and a.Lso
banks. Indeed, In sane countries, for ,=xanple
~den, financial institutions are required to
Plp-cha.sc a certain quantity of mol"t.gagebondc:;. 'Jt is
alS? posstbte that bonds will be purchased directly

\' ..

bjl' iMi·lidua.l mvestora,
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There is a refinEment of this system. one which hasLj
rapidly developed in. the United States. .A r-ew

tnsta tutncn , (not shown on Figure 1.1 ) has i,appeared
onthe scene. That i.nstitution in the United States
is called a mortgage bank, which is an inappropriate
name, as the institution is not a bank in any sp';se
of the VKJrd. An American mortgage bank makes and

servtces loans, but i..'!meCiiately 0011$ than to an
insti tutiona1 investor j having prev Iousl y insured. \

then or obtained a glkernrnent guarantee. This
t'efinenent can be regarded merely as one variation of
the mortgage oo.nk route, except that the bank itself
beccsss a mere servicing organi.satam , selling loans
( -,

to investors rather than rarstng funds f~
:1

investors. Alternatively. it can be regarded as a
very sophisticated direCt route between investors and
house buyers, the improvanent on the simple direct,..
route. being tilat the investor has a marketable
security wbir;b he i.s able to sell at any time. 'Ibis
process is called mrtgage trading and has a pre-

quislte mortgage securitization and a secondary

markr:lt in mortgages. This study deals with the
latter tYPe of InsUtv,tions and Markets,

investiga(ting their applicability on the S.A. :fin-

anciai scene.

With reieren(;e to Table 7, there are five baaic types of housing
finance inst! tutlons, two of which are general fina.DOlal

institutions v.hich nt.ke house pxrcbase loans, the other three of
which are specialist. In a. nunber of countrtee, one or perhaps

t'.\O types of in.sti tutions predaninate, the United Kingdan being
a good exunple. In other countr-ies t such as the USAand West'

Germany t roost of the types of insti tutfons eXist. It Slould

__~ . . ~_~"" _./L_~.. _
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p~avingSand Loan Association(SZlL) No 75% 10 - 15 Yes DepJsits '11 - 5% Property and person

t.tlrtgage Hanks No rifS% - 100%

75%

!'~ IlBnbers Minimal
I r 1

~ i~~i!letlg ('.ontnwt Y1.nimal
rfb]bers
t

iii) GrantS
and loans
fran abl:'OtlO

- 28 -

,",,, .. ; "'~"n:~UJlj FIlWICK INST!1tn."I<HJ
~,-_.. ...... ,_ <'~~ ,'I"'_'" _

~posits

10 - 30 Yes

Savings funks No 3 - 15

(bl'porations:
I. Banks
• Insurance O:xrI{lU1ies
• ~rtsif)n Funds

(,'I

;75% i Variable
75% '.' >. Variahle
75% IVariable
60% 1 5 - 15

60$ 5 - 15
Type $Chenea'( Bl:rter

No
No
NO

fj

lHo
No
No

NOn- Insti tut iona.I !busing Ff.nance,
• Sa. fngs and ('red!t Unions

Stockfels
• Housing (b-0i8
• Traditional ".no Infmmal

Yes
Yes
Self help

Public ib!lSing Finance Origin of t ) Tax and U) Loeat
Funds: Revenue Ol.,ttctl

Ma.i'kew

Publicly Financed Ibusing

ISubsidies, Incentives and
Dlsencen tives

Ff nanced by Public Sector; 1st out and sold off (e.g. fb1geto)

Subsidies ..\re the opp:>site of taxes, PubUe outlay to reduce
the price of a dv.eHing.

Private funds, aid. f;'Oft Ioana - low rates of interest - ex:tended
~y-1:ack period.

Indirect support by Govertment or d~fsho:re Utility o:xr.Jnnles.

Inr rnat.Iona', Funds

Publ lc m Ia tern l and MulLi-
la teral Funds

~le7 Source: ~nny P. 1986.

Operating

0..5%

is - 3%

------.-----

Property

'Property
Property
Property

Property and pet.;m

Property and person
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aLso be noted that in many ccnntr-Iee there are substantial
zoverrunent agencies In the housing finance market, New Zealand

and Norway being good examples, ibwevel', a. goverrment owned

insUtuUorCis merely a type of tnstd tut Ion a.'1.ddoes not malre
the institution itsel,f any dHferent. Typically. the gcverrment
111Sti tutfons are 1tlO:l'tgage hanks.

1here is a perception of high risk in lend:tng to low Incone
group.sll whi.ch results in most financial il1.sti tut.Ious targeting
the upper and mtddle mccme groups when providing !llOr tgage

finance. Unless sone conts..cment of ttli;::; perceived risk is

achieved .tt W;)lJ!.u sean Imlikl:-"lv that financial Instt tut.ious
\,~i .. -':

would signifieantJ.y penetrate the low lncane lW.rket 4 ,It L3
possible that a mor-tgage market, even without goverrment

gtarantees , will conta in and spread tm.s risk. Providing
returns are ccemensurate "Uti the level of :friSk, institutions
should ~ wlL ling to trade in these securities. In addition, it
18 probable that thi.s will resul t In an expanston of the
financial tase a.vaila.ble for housing wi. th sign:t.f1cant raul tipl ier
effects.

I)

\ ,I

A Im,:jor obJectiv€ ot a mortgage market is to raise lOOneyfor
SOCi';',lly desirable but risky property devel(lpne'!lt,~ In the U.S.

'Ginntf\=:::~d', for example, represent poots of loortgages. A
/;:> --- \~.

gO]feranellt ~ed mortgage assoctataou q:u!>.rantoosptyment of the
-:--_.'

cal.pital and Interest of these securities, making than safe and

a.ttractive f1nanci~. 'Ibis results in th.'t generation of an
iCtflo.v of ftmds.

'!he U•.S. has the oldest. boot established, biggest and IOO6t
ootilisticated mortgage markets in tbe world, 9:>, for better
understanding of the .rurking of the secondary mo:kets. and the

factors \\bieb made then necessary 'Ulddestrab;e it is useful to
stu:iy these markets ill detail. (See: ApPE'ndL't 2A and 2B) •
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The first stage of the anal.vsas deal.s with th"'" factors in the
U.S. €!ConOllY,which wer'€! similar to S.A's cui-rent st tua.tton , and
really pranpted the devetopnent of secoadary mortgage ma.rk:ets
and :1000 loan secur i t tza tion.

Factors leading to devel.ojment of the f'tnancfa.I r::'-U'kets:

Volatile !nflatio.'1:

\
I )

" I
,I

To U Iust.ra te cause and effect. consfder the Impact of the
charged annual inflation rate fran the 2 to 3% of 1950-1900 and

;\

the average n of 1965~197'3, to t!"c; !) to 10% of 1974-1.981 with a

wtdened var iabt l I ty spread of 6 to 16% per year.12 These
higher, roore.~latile rates ot 1DflR.tLoo required the lifting of
Interest rate ceiling regul ataons that prevailed in bmking and

c

I1Drtg&!~emarkets; it al eo led to major change in national
mcnetary Jfr'lh~y 'Atlicll had failed to hold dam infla.tion. and

this ~m1ft to control vta quantit!l~1'!e limits 00 the rooney

supply ,\further 1ncrevJed interest rate volatility. {A situation
a.ll to familiar in the 8:)uth Atricau fllancial envirormenti).

Volatility in tne securities t.tu-kets:

Ipterest rates rose ro~hly to parallel price rises as Iendera
requrred a stable "real," return on loans. This had fom" major
financial 1mrs.cts - two untll'loura.ble aoo two offsetting:

l~ Holders ot outstanding fixed interest bonds
expa1"iencoo large cap1 til,l losaes, whereas issuers or
sr.il debt had to lock theauselve8 into historically
bigh !on~r.erm rates to raise frer:tl funds.

Ibtb bort:"OWers and lenders at long term tf!~
experienced increased risk and uncertainty in this
ftne.ncial mar~t.
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Indeed, there was talk of the impend1ng denise (if

the b:Di maI'mt.

2. Although it ~s riot surprising tha t Iender-s were hurt
by in.fla.tioo., equities too turned out to be a poor
inflation hedge fran 1965 to 1980.13 lilde€d,(i new

I

ronda could be Issued so long as they carried ttJ~\new
higher interest rates: new stcek was dHfiCU1, to

issue and "real" stock prices fell even as const~r
prices were rising. 'the probable cause of)1 the

',I

decline In equity prices was the 101M3r r'.;'!ali~ and

expected I real return on investment' for U.S.
ccmpa.llles•

It turns out tha.t during an Ullantic1.pated, rapid, and
erra,tic period of infla tim, business is unable to
a.clj ust 1.ta rrices to 1.ts costs fast enough to avotd '
prof!t eroeicn. 'Ibl!!L!),J3il givoo stabte price/ earning
(P/E) ratio, st~k pr1ceg lag. an(\ the yield
canP8tltlan in the cap!t.a.:.L market whicb requires
div1<!ends yialds to rlf'At (though absolute dividends
lag) requires that ~~tock prices 'falr. ADd in

addition, PIE ra.tiO'A :tall as unpredictable inflation
increases bus1.nep'.clrisk. But as business learns to

adjust to pr'ict;.JSmont rapidly, and as the inflat:ton
stab1.li.zes f!'V'Ef! at higher -rateg, stock prices can
revive. lnd.., there _8 a. rt!'lival of sorts in
equi.ty prices in the U.S. In the first h2.1f of

Q '

1980.14 ~t for IIll.Ch o( the c,~f.iod 1965-1980, tout!
Mt'ill"XlS ~1Y.I1l eqUities i.nc!\Jie:l 11ttle 9r of} capttal
Pins; dividend yields roes to parallel bond interest,
'rat-es, with capital Iosses to thQse who had to
liquidate ~.
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Increased Ffnannta l and Business Risk;

In a.ddition to the obvious increase in risk Jnplied by the
performance of the bond and stock markets as they adjusted to
new higher average rates of inflation, there is the
additional risk of flu<!tuations of returns even as average
expected rates becane stable. Investors in the capital markets
now require higher returns for term tnvestment because financial

ri~, of securi tv price vo1atUity has increased. Financial
risks to issuers end \JSer~(of funds llaVI~ also risen. This is
the res-Illt of the rise iii ~ risk during inflationary
periods (~\w1[)._~ 1:0 increased swings in sales and costs) and the

.\
rise tn' tkllf!~al risk :iJn;;lied t'l" riSing debe-equity ratios,

\(
rising ratios:' of 3no.('~,-term to long-term debt, and especially~ , \. .

the faU in the ea:ml.~ ~1e!~ n.tia& t.hat are typical of
I
II,)

inflati~nary eras.
I

Fran filling the rote &t fM'Uita.ting agent in the innovation
process t t;edmol~ L~i.~~ e. more central role. By making the
securities IlW"ket,; so etlicient i'1 handling, transactions and In
processing and diSEJEm1nathJg in.fomaUm, technolqry shifted the
balance of f1oanCia.~ i leadership a-1 fra:l ,the f1narlcia.l
Inatitutioa to the financial market - fran finar.lCial Inter-
mediation to trading in 8eC1.U"i ties and contlngeqt claimS to
these securities. And the developner.t of neW'filw1eiaJ
1DSb:tiIialta - especially tradeabl.e 1nstrunents - inc.reased at
3.lleven ,laster pa.ee. ~rplca.l of this current _ve were
inVentions of custa1HDade but t:rada.bl~ stocks ~ bords, not"RS,

\\{

novel l"epa.c.kagiugof old securities, SNaps, anr.t the like.

'!bese continUing develop):tents,·· despite the subsidence of
inflation, assure cootinuillg change. Besides) the process 1.s
not reversible; once learned aM installed. new te<'llniques and
procedures and markets are not discarded, although they will be
subjected to varying use depending 00 cuatceera' needs.
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Although the pace of change in the financial environment seened
as bre;;.thtak1ng in the min-19S06 as it was in the 1970s, the
triggering factors werl) no longer the same, and the nature of the
changes in finR;-lcial tuacruaents , markets, and institutions
currently in proce~ were quite diff~nt.

The driving forces too.ay are tecbnology and interDatiooali2atioo

where the rate of change is even faster than in the 1970s, '\\'her~
as both inflaUon and Jer€gu}.ation have lost thetr propulsive
force in the financial wor10. As a consequence the key changes
a.re:

1. 'lbe r1ao of tho tiD8.DCialarmts

a. '!be Increased direct JlU'ticif.Qtion of thd fund
n.1.3ar (e.g., tile corpora tel:x>rr?'·~!') in the
financial muke'l'la.t:,~.

, Ii
b. '!be simulta.neous dE!Cl1ne o:A the oo.'1k1ng systan

as tilt!' p488 through for funds frcm depoe! tor
to final user. and the bulks' rise as a.
bro1IEtr':; of funde for a fee.

~" c, 'lht-- ~y word to ~scribe this process \\8':

tr~~~t1oan: Business increasingly raise',
i' ,

funds vi'.iI. ilssues of CQIIDe."Cial :r;aper. floati!ll!.
t;,Lte tl(.tea, !Uri boads rather than via negot-
ia.ted tw l":'JQlls. And cha1l8'eSover time are
arranged by "_)WI diructly wi th other
borrowe).~s rather than by re-negotiat1on of
hank los.'.ns.
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2. Increased financial DIlI'ket volatility.

Much of the urge for borrowers to finance directly
and of lenders to avoid the coemt tments of inter-

mooia te finance stems f:rCtIl the unrelenting high level

and volatiU~¥ of financial risks.

a. Security market prices are more volatile and
play a more Impor-tant role than previously;

thus interest rate risk is high. And credit

risks are naturally high in !leW, deregulated,
impersonal financial ma.rJ..ets.

b. The prototype financial "tnstmment" for this

new 'Mlrld is the "_pi; - an exchange, of cash
\{ I

flows ( typicall y of fiXE'A.~; L"ld variable rate
strel£ls) bet1ll'li3ell borrowers to adj,llSt to their

evol vtng needs and fears.

Volatility of interest rates (a.JXi &ecurlty prrces) is
as g~)ea.t as ever althOUlh the tewl of rates 'has
dropped in the _he of dis-inflation. As a

coosequenoe, the use of new :financially tlex:t.bl"
instnnents coetanues to soar. especially that for
options. financie.l futures. and a variety of
inn~'ative "fl06.ting" or hedging clauses in bond,

indentures or contracts.

\\

()l t1le otaer hand. O(IJ8)d1ty futures market trading

is lnbibite..1 by the low, stable rate of camIOdity
price intlatl(.'Jl, whereas the f:l.JlaDcial futures narket
,.:mtiaueB to eXi51ld.
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3. 'l'ecbnological advances:

a. 'lhe instantaneous or real time reporting t>f
transactions and their rransnrsston provide
both informa tion and raptd price fl exfbt li ty
in all financial marketplaces.

b. Arbitrage activitie:s keep prices in all re-
lated markets moving in ctose correspondence

(e.g. stock prices and option prices) thus

providing for risk transfer operations at low
cost.

8''':j-"';:rs!a.mt sellers of !OOr~gageaface several diCicct ties. and
the matching of l-articipants in: the secondary ma.rk.::ts can help
them solve those difficulties.

Buyers are concerned with getting the l~st prace , as we11 as
being concerned with legalities, risk, docUDentatiat. and under-
Vir1t1ng. Sellers are concerned with getting the highest price,
whether the lO8.n~t\~anbe sold quickly without loss of value, and
the cost of brokerage. Brokers,'! dealers, and conduits all
attenpt to solve the problans of buyers and sel.Iers , 'nJey do so ,
however. in different ways.

"* Note tha.t thrifts are not found in S.A. and the following
diagnos are for illustrative pm-poses on the U.S. systEm only.
They are. hOVfeverr useful to expla.in the meehanfcs of
seeurt tim Uoo.
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'Dle Brols2r Function

Mortgage brokers functicn like stockbrokers:

Uley bring buyers and sell~
or sell the sE?Yurities for ttt~selves. Mortgage brokers formed
the original secondary mortgage market, facili tat ing era jes
between lenders in li~arKets wi th excess denand and buyers in
markets wi th/-c'Xcess funds (or 't.retY.€enlenders and capital market

tnvestorej,

rli)rtg~,,:! brokerage was once a very active business. 1the baste
"tool of the trg,de was the telephone, which crossed Iocaa as well
.as regional boundartes cheaply and efficiently. Mortg,~ge

brokerage began to Wither in the 19508 and 1960s, but the recen'l
rebirth of the prdvate mortgage insurance indu.c;.'rry has revived
it. ~rtgage tnsurance representatives deal with many financial
insti tutfons and are in an ideal poer tion to identify potential
buyers and sel Iers ,

0:::." -zt:

'lbe O:sler FunCtioo

I.')3alers J.XU'Chasesecuri ties and hold then in inventory until
buyers are found. '!be length of time they actually own an

instnment varies widely, depending on the type df instl"'..rnent
and its marketa.bility. 'l'Dealers face greater risks than brokers
heca.use the value of the security may change While In inventory.
and the carrying costs may be different from the yield an the
security.

Fannie Mae (~eral Natioual Ftt>r.tgage Association) w.ts
!estabUshed in the U.S. to create tt dealer market, partly to
address. the problems inherent in b.."'Okerage.Fannie Mae dealer
activity reduced yield differentials between local lending
markets for loans insured by the Federal Ibusin~ Administration

! !

t,j
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(FHA)and guaranteed by tre .Veterans Acininistra!ion (VA) during

the 1~. \1950s, and 1960s. ' The FHAinsurance and VA guarantee

provlJ r needed uniformity 'through fed~ral1y insured
i .I
'","_-,-~';under'&!'i ..J..ng t

probl ens of

uniform dccimcntat.tcn J and solutions to the legal

trading across municipal, sta te , and regional
j urisiictions. The market for conventional mortgage Ioans was
left to the mortgage brokerage industry /un~il the 197Cs I wh~n

Freddie Mac (FHMC) WlS created to develop 8. 1~l)nciary ma.f'ket fo.-

conventional mortgages and wal l Street investment houses

establ ished dealer departments with substantial expertise in the

purchase and sale of In<'trt::»a.ges.

1be Cbbduit Functioo

";~e mortgage condut t role developed fran the dealer !'C' (~.

l&)rtgage loans were scmet:!..me3difficult to sell and the markets
were relatively thin; the sale of securities mclted by mor-tgages
cq:wuxiea the markets. Co.xiul,t.~atandardi.ze mortgage Investments
in a vartety of _ys, and stand behind the security in tile event
of a loan default. 'lbil3 $ta.nda.rdizatioo. greatly enbances the
mtU"ketabili ty of the 'il'lal security.

For .several reasons the conduit f s role ':is more efficient than
the broker's or .dealr,r's in many ct'ktmstances. Fi~\stJ
investors' needs can be satisfied inexpensively by modifying tba
cash flows generated by mortgage peots, Second, the. purChaAe of

whc.le mortgage loans can entail expensive local uaderwr1ti~¥
~:marps, legal fees, and ac-.oowt1ng and other coste, all of
lVhich a conduit may be able'\,to manage more c.'lea.ply than an
investor can. 1b~rct, actdve markets for tiading mrtgage-mcked
securities devel()~ ,;Ud operates,..'r.core:effici~ntly than did the
markets tor trading \\Oole loans; reflecting the relative
, h<m:lgen.eity of the securities.
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tong-term insurers; ,~n the long-te!'ID: ,\insurel's 1 case, however,

the maxnmm percentage ~':1.t:ios concerned apply to total assets
required to cover an .nsurer ' s liabilities.
insurers are permi, tted co in fixed proper-ty, company
snares t mortgage bond; nd specified other (minor) asset
categor-res amounts up to M aggregate proportfon of 70 per cent
of their liabilities. Sub--maxima of 10 per cent , ,1() per cent
and 25 per cent of their liabilities apply to their holdings of
fixed property, conpany shares and mortgage bonds respect.rvely e

S:h)rt-tenn insurers have, therefore. .Jffectively been permitted
assets tc a1;9 reduce their holdings of the former "prescribed"

mini.ml.lnof 3) per cent of th\:;~il' liabilities. (~?)

'\;
-"

The net effects o( the changes are that the1'("4~.are
'~,

liquid today t.l:w.n it rfe h'itve ~er been in the market. before and
".) \ _I .,' ~ .> "t )

thus a potential fo~. Jl.f~ aV:~llsion of mortgage lending base in
'_',." '.

S::>uthAfrica..

more funds

Oq the point of considerable short-term fluctuations in ,mlpply
of IOOrtgage funds, it is evident fl'an th~ preceding analysis
that not only does this problan exist, but it will be

considerably addressed by the introduction of mortgage

sec uri tiza.tioo , since in times of liquidi ty shortages any part
of the total mortg~e lqa.n IX>rtfolio of the primary lending
institution (e.g. Building Society) C.9.l1 be tenporari1y or
pennamently sold oft to investors (Insurance CCll1pulies, ~nsion
funds) etc. for caSl that can then in turn be reo-lent as
mortgages (r') further hone loan advances.

Naturally one of the pr:iJnary causes of funds flow fiuct,ua.tions
wi t'lin primary lending inst! tuttons is the interest 1"1\te , which
in &>utb Africa. is primarily controlled by the R'3Se.l"VeBanI; in
its flX)netaey polici~s of control. It :i.S beyond the scope of.

this ~tu::ty to eXfQ',~:n"3 macro-econcmtc monetary JX,>licyJ and 1t

suffices to say tha.t it can be regarded as the pr:i.mar'y
macro-econanl·{'.!control. 1n the South African econany.
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Suamary Of the benefits of securitb,ation deriving Y'!"QIl the
previous analysiS ~

'!be effective use of scarce capital

Coastrtt,.ined balance sheets

For everj> asset that a tank originates it must hold a
proportionate percentage of eapital agamst it. 'Ihis svsten,
although developed to protect the public depost tor , consrratns
the rate at which a bank may grow. Qtpital is both scarcer and
more expensive than debt funding. Hc~ver, some conpensat.ton i~

available in t"":!mS of the South African Banks A.ct. A bulk may
..1

ra.ise .~ of its capital requi.renent hy long term debt funding in
the fom'-, \)f debentures. A further p\."Oblan is that f('r each'

'..... :

deposit taken on by a bank it must hold a proportionate per-
j)

i/
.'/
//

centage ot "1 iquid assets".

Uquid assets gene::i'te i negligible return to a bank. 'lb~
\\ ' ii,

capital assets and liquid aSAet requirements ~posed on baDks for
dep:>sitory protection make it very G:xpenslve for a l:a1'!k ~9 grow
or eVelJ maintain its operations. '.JJe interna::iooa.l i!apital 'asset \

r·
regulations set out by the Bank of Inte.~hationa.l Settl~t (BIS)

'\'" ..-.- -"

likely to b\~ implanented by roost countries Inclu:iing SJtJ~h
Africa, wi }1 further constrain th(~ potential for gr.qwth and
ProfitabUity of manybtmkitig lnsUtutions.

"!DlIJl"O'4'f1dprofitability
II

Ole of the most evtdent benefjts or securitization is that it
r..llo'iJS a bank to tncrease its client base without carr'ytng tbP.

resul ting assets 00 ba.lance' ~eet • 'lte bank origjna. ting the
asse:Os is generalljt appointed servicef <,wer the securii:;izati"on
asset pool .. fer which it is re1mtu:rsed a service fee. Some-

t:imes' other fees 1 e.g. origination fees, are also Jl!l.yD.bleby
borrowerg to l::6nks. 'lhese fees l'IleflSU.red a4,~nst an unchanged
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The condui.t cole began when Fannie H;'J..3(F'tlrfA) +ssued debt to

fina.le-::; its mor-tgage inventory. When the agency was conver-ted

to a pr-ivate conpany In 1968, it ~an gradually to issue debt
to finance a permanent portfolio. nr~ beg inn ing ui Lhe 1.9708

,
saw the star-t of the Ginnie MaE> (Gcverrment National Abrtgage

Association) pase+through security program for FHA-insured and
WJ·~guaranteedmor-tgages, and the creation of Freddie f{ac· (Fmc)

I, .
'\to make a secondary market in conventional 1.01)05.

'-.\
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PA11:r II--~----... ~-~-

J' )\

~_~,~~\,~~1'~CIfJ IN_:~_~CA
II

After discussing \\110W the U.S, secondary mortgage markets operate,
'I

it Ls necessary IrO relate this informa:c;ion to the South African
financial and ecdpaniC scene.

\1\,
\\ \\

We have said that' a. seconaary Hane ~rtgage Market proposa I ha.d

as an objective the reductaon of a nunber of probtems tnherent to
hane 1<RUl"ava,ilability. oer-tatn of the points to he addressed
are:

I. Secondary Mortgage markets and securr tized lOOl·tgage
,-'., :j

boods tenet to a.llevtate short term liquidity problans of
the primary lending. Institutions, e.g. (atlld1ng

,-

)J Societies and Carmercial Banks) by proItding the means

of selling otf any part of a roorl:g3ge po!'tfol1o held by c,

these lnst! tuctons meo the secontbiry ma.rket for caSl.

K. 'llle add'ltional flexibill ty created through the secur-
i tlzed mortgagee' liquidity. in .lt-selt i~ an advlUltage

and tn addition creates the poaaibility for r&tioo-

allzation aDd e%PanSion of financial services p~~Qt11
Offered. Ole of. the lOO6t ~iate imPlcts Wl')wd be in

the area of Graduated j:llyment roortgage l.'easibUity
(G.P.Il) •

)

'!he G.P.Y. or progressive annuity as it 1s a.lso known is
a mortgagn in.stnmeni: extf'..llsivel~·~ in the U.S.

whereby tbe loan t'edanption rate is lOtrer t:ban the
ccmbined interest plus capital r.ec:i"3Dpt1oofactor Ht U··
in1 tial stageEt of tl;te repaymenT. peri().i"
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c:

The rate of redanption of the loan is progressively
increased -over tne " life of the loan by either a
percentage rate or a fixed rate or sane canbi~tion
tnereor , with the resul t that the loan repaYrn,ellts are
greate!~ than a :fixed. annuity "NOuldbe tt:>wardsthe 300 of

the redanptio~ period.

The Get result for a pri.'na.ry lending institution, 1S

that for the first few 9f~rs of a 20 year bond (approx-
imately 6 years) it is necessary to ~d to the
repa~ts fr(1Tlth"e bor-rower to repay a fixed annuity to
the Investors through the secondary market.

I "-..t'IDUIIIT Of I!PArtteNT OUtOT ,~
U. lit palliin ~, ".laItty tt"lr)

I.)

,
(i'

I I ~ I • ! f I I i I , I w\)

It 1% 14 " II tt n
0

+ I. I
I
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Figure 2 indicates that ~,fter a certain mmber of
vears the repa.:Ytllcntfran the bone ov.ner exceeds the

fixec! annuity paid by the primary issuer (also
servicing the debt) to the Investor in the secondary

()

market v,

!
As ,& result it is possible for the mc~tga.ge~cjjage
resold in the secondary market: to be dlverSifi~ in > ,,~o

,_~o:.-o::;respect to IMtunty dates, so that the excess ~~~.>.f>

flow fran the older bonds is used t~ c;~t. off "the
deficit p8.}'lnentsin respect 0!' tw~neWer bonds. Thus
tbe cash !low ~f j:he Institution Is matched in
regard (0 iatlOWE and outflow. A ,detailed treat··
ret'nt' of this toptc is beyond the scype of this

p

~/ study, but its imPlct is important Ifn cooe1.1ering
\.

the desirability of mortgaae securitimttcn in South
Africa, since G.P.M's have been seen by scme(8) as

fa.cilita~ors in loweritli, the ~try l~el for low-

incanG house borrowers and as such nay be useful if
,-.'}

this is a goal o,f the lending institutions.

"It is the fact that a securitized mortgB3e should be
j-\

" easily: f$&lea.ble that reDd~rs the G.'P.fA_ systan of
~yme:'lt (i feasible. in tht.t any ca.sb flow deficit

.., _y be iJlmed1a.tely addressed by tElllPOn.rUy ~lling
a. p:>rtioa of the securi ti2'JBd mrtg.p. into tile
mkrket, which can then be I"C1"purcha.sed W;lOO there is
a cash surplus. The fa.ct that the "G.P.M. . ':; a
desirable instrunoot in tezms ot loWering the
entzance bl.rrier for first time hane buyers by
capiUt.l1z1ng on a. high inflation rate, further

\ \

enhances the desirability of hCIDEImortgage
stlCuritimtioo •

(i
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b. Another purely mtcro-econontc factor which hcctmes

evident wben cc::msidertng the effect of the entire
mgltg-~cC portfolio beconing a readily tradable

!i -

series of tnatrunents of a l tqurd nature is that of
I

"Investments and other assets" held by Building

soctct.tes and other primary lenders. (Appendi~
C"~ .I

III) .

Fran AppendixIII,* it is evident that the "s:_q~~~~~
, ()

§ec~ __~ __~r'~~~~!1 (RiO 234,$ million) are the
greater majority of tota l advances (RIO 683,2
million) •

'I)

[ilW'dverI there is addi tional "fnvestment" in
Goverrment stock, Debentures and loan atoek ,

Ordinary and Preferellce Slares etc. (See Appendu!',
III, No' 25) totalll~ an aggregate mat"ket value of
R.l.695,O million (approximately 16,61 of "advances
8el1ured by mortaaaes"). These "Investments" are

(I
maii'11y LJ.quid MAlate .' ~ribed by Reserve Bank

1 ',

requ1.renents of liqui ......ty due to short term
flJ]Ctuat1ons in deposits.

Wecan 91.....,., that if the United Group could seeurftim their
mortpae portfolio there would be a case for the Reserve
Bank to redn::e .rcquiranents tor the holcl1n~ ot liquid
~ts to a4dl'e$8 short-tem :flootuations in funds avai I-
ablli ty. The total l\mds presently held by the United
Group (and natlll"'l111y other building societies in a

* '!be United Bank/filildi.ng S?ciety group was chosen in
,1jl

this analysis because its financial structure is fairly
typical of the :::nsti tut.tons Vtboae pr:i.mary function f.s in
heme loons. In addition the U~B.S. Group issued
geCtu"iti2'l9Ci ro:rtgage banksecurities for i...\o million in
early 1900 and as such were the first to do 9') in S.A.
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similar manner) in liquid asse ts may be par t ia...ll y
I.,' ii' I

invested ?n further rnJrtgage secured advances, mcreas>
ing the Total "advances secured by mortgages" on the
halance meet by up to 16,i per C"..ent. I!

r (
\_\.

'this aspect deserves cl.oser attention at thi;s potnt ,
! j

before ~! conclude how secondary mortgage ~Jke1;s will
serve to address the issue of pr).mary tender liquidity.

\!

Stabil1ty and ava.tlabili ty of funds for housing in

Pl'1.Dar1 leading Institutioos: 17

In the following section it is shown that housing finance
'1vailability as ~'!ll as its demand by households is
extremely cyclical~ it therefore follows that if mortgages
were eecuriti2led and; trada.ble, the primary issuers (!Minly
banks a.nd ~:;. '1)d1.og societies as sbo'9l'l in Figure 5. Page 47)

would be in a far better" }.X>Si t10n to ma.tr..h their assets
(I1K>rtgage boads granted) with their liabilities (deposits
made byoind1v1dtals, other institutions o~). 'lhe primary
issuers would be able to sell ;pf! a. f8.r't of the:u: mortg~
8IJI!lIets to i.nvestOl'S such as pe~idD funds and i;:'1stU'tUlce

ccmpa.nles in timE16 of a liquidity crunch (e .g. late 1981

and late 1985, 1.n Figure 4, PI"e 45). '!be growth ~.n~S\
aranted would tJlF.tll be loss erratic and subject to cyclical \'~(i

~\\

deposits with primary issuers. M related by my question- ;"\,
-,
''-~naire re$ll1:8 in the final Olapter 1 'this SUPPOOition WfA.$

confirmed by several senior personnel of Standard l!ank.
r-: il

First 'National Bank aDd United Building Society:' in theilii"
responses e .

f

'Itt! two pr:ilrJlu1.' aspects Which oanprise the availability of
funds tor hoUSing 10&.18are:

II
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t , The short term stability of funds inflow into the

primary institutions, e.g. Bui lding Societies and

"Banks ((.jepicted::'by the snor-e-term fluctuations in

Figure 3).

tt . The sufficiency of, .:U the longer term (de-

picted by the long-te": Y~":rld lines in Figure ~~).

J'igure 3 'Ibe Stability and Availability of lCtusing Finance
'>

Increa.( ,
tenD ..v.... ~,Ollity DeC:L"eaa1ng loug

tem aVAilability'

R

/' LQnG tel'll <, <,
/ tt.J.Dtia treod • LDDI tel'll -, <,

lu.ac18 traM.

)

Time T1ma
c:)

,.
(Source 17)

J Historically. as seen fran Figure 4 overleaf, thel' J. •

l?ort-term lnflow and outtlow of tuOO8 into rnof1;fl:age- loan

i~u1ng inst1tuFions has been a great source of instability

due to its cyd teal nature.

PoI' example, in 1984. the "infll,iX of funds" sudden decline
J \

stunted the OV~ growth of mortgage loans grante.i, and
\\ ,I

soon caused the rnmber of granted Ioana to decl tne Sharply.



-45-

Of 1ate , mortgage loans paid out by building soctet.tes dec lined
to Rl,9 billion in the first quarter of 1989 fran R2,3 billion in
the fourth quarter of 1988. The quar-ter-ly increase in building
societies' holdings of mortgage loans in the first quar-ter of
1989 (anount.Ing to Ru,9 bHlicr., after adjustment for 'the effect
of a building soctety'.e merger \I....l th a banktng institution in
February) showed almost no change fran the increase recorded in
the preceding three months. In contrast. the rise in banking
institutions' holdings of mortgage loans (after stmi Iaz-
adjustment) shrank further to RI,l billion in the first quarter
of 198!1f'rxm Rl,3 billion in the fourth quarter of 1988. The
value of real estate transactions contracted f~lightly fran R5,C

II

billion in the fourth quarter. of 1988 to R4,8 billion i:'1. the
first quarter of 1989.(20)

Figure 4 S.A" Building &K!leties Flmds Inflow
and New !DImS Granted

lJU\!
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100

100

8 0400
:l....
it ~
=

100

\00

0 ...

77 78

(I

I
1ItW""h~'''''it'inhh''h'i''''·'';;''iii''Uh''''i'h'''1C .",ni""'i"I."'h""''':;;WSi''''i'''~~

~ 00 m ~ ~ M ~ ~ ~ ~ ~

l,bnthly Loans Grante( ';l ~.bnthly Furtds Inflow +

SOurce of lllta: S.A. Reserve Bank, Pretoria.
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!iJwever, as rnay be seen fran Figure 5 overleaf, the real
(inflation .ijusted) figures relating to all housing finance
sources art; static, This may 00 simply calculated by discounting
the 1988 figures by the current inflation rate (currently 16,5%)
resulting in a 1987 equtvaIent fi.gw'e total of fjn~t'lce
availability of R43 451 milllo~ representing a ~'rnere 6,58%
increase over 1987 figures.

New limitations on the hotdmgs of insurers, pensron funds and

;c friendly societies of investment assets in various categories
were Ia id down by the Minister of Finance, in legislaUon that
became e.f:fective on 5 May 1989, to take the place of the .fonner
preserfbed investment requt.renerrta, In tenns of these new
limitations, pension funds and fri.endly soctet ieaare allowed to
invest in fixed Jkperty. CCIIlpulY shares t D'll1:gaIJe beads and
certain other asset categories of minor importance, amounts up to
an aggregate proportion of 90 per cent of their total assets
holdings. SUb-maxima.of 3) par cent. 65 per cent and 25 per cent
of their total assets appll, however, to their holdings of fixed
property, canpmy shares and MOrtgagt: bonds and certain other
asSet ca tegorles of minor :importance. J:nves1:JlJE".nts'of up to l(XJ

per cent ot total assets mayC'. be mad~ in the previously
"prescribed" assets (i.e. in Ilk)ney 00 hand; ~eposits with banks

and building eoci"Ues, bills 1 hoods and stoe~ issued by, and
loe.ns to or g~1t~'ed by, central , prov1nt~al and 10C$i.1
govemnent. certatn public utilities and c6~tain publ Lc
corpora tiona; debt Issues of other approved it~$titutions ,
and'tapproved" tnst't tutaons , and individually "approved" debt

issues). In practice. the new limitations mean that pension
funds and friendly societies have been allowed to red~e their
holdings of the former "prescribed" assets to iii. minimun of 10
per cent of their total assets. (20)

The same percentage restrictions as for pension funds and
friendly societies were impo~ on the portfolio compositions of



- 47 -

Figw-e 5: Housing FiDa.l'lCe &Jurces 1980 to 1988

~ Mi 1lions (Not inflation adjusted)

a.-u.

--,--~-·-'-'-'--t ----- .. --.,-'.-.--,-------"------,,-,,. ,_ - .'-

I As at 31 December

1900 . 1981 1982 1983 1984 1985 1986 1987 --1988-'
i:-BuHdi~;'~i~tl;~ f9594 li-005'1212414 833 16 706 18 895 22 192 26 116 29 581

2. Participating bond schanesl 209 196 193 225 268 297 292 283 Z17\
'3. Danks!) I 1 796 1 913 4 3S6 10 3891
:4. land Bank2 82 100 119 158 221 262 291 304 310\

26 28 25 ¥ 29 28 24 22\

G « ~ ~ M ~\

42 26 7 4 7 7\

2 145 2 213 3 497 3 714 4 890 4 835\
I

2 819 3 087\

1 777 1 835\

63 00\
30 1301

3 23 4 5 7 11 7 11 13,

11.3 450 1'1 542 17 285 20 552 22 83028 .52~ _32-798-'40~766 50 620.1

InsU tut ions

5. Private pension ftmds2 26
Insurers2 32 43

7. Finance conrantes
Public enterprises

82 54 50
8.
9.

1 434 1 6!17 1 861
local author t ties:]
• Directly in housing

30

690

35

2 036
787
40

'7/12 2 217 2 452
J919 1 055 1 172

2744

1495
65

1 350 1 602
• Loans

10. National Housing Fund4
11. SA Housing 'trust Ltd

51'

12. Trust ccmpantes

Total:

1. F.xdu(Ung the Land Bank. 0'11y the nine lTIDjor mortgage financing hulks.

2. JiJll,~.inr,. ccmpcnent, estirna,tro at a ncmlna l 10%of total mortgages.

:3. Funds obtain t'rcm the National It.>using Fund, O:mnl.l1ity ~elopnent Fund and a negl Ibl e
amount of own funds.

'1. Only direct lending to hanf!owners as at :-11March of the following year.

Souree: 8,4. R.esorve Bank (1989).



-50-

or reduced balance sheet mean a higher return Oil capital and
return on assets for a bank. A. further benefit is that the,
service fee Ls not susceptible to the same f Iuctua t ions inherent
1.0 an Interest rate dependent activity like traditional banktng ,
Thus the return of the bauk 15 more stable and cer-tam ,

Anoth~r :feature vi secur t tt.satfcc is its li::.~lJuilt asset-liability
arid interest rate managt1!ler. Many bank.., are faced wit..~\;· the

problem of funding long term lending with Slort term borrowings.
This leads to artcus mtsmatcnes , both of duration and interest

.,
i)symen(S. . There are a.lso further risks assoctatec with the
con;io"ur.'u~.refinai1ctng of a long ter~! book, e.g.. inverse yield
cU"\'yes and slortages of cheap iDl1w:dla.teftmds. The Governor of

the ReHtl!"veSMk, Dr 011"15 St&:"s(~l. roc-..ently stated his concern
over tiJe apparent US'eof Short-term borrowings ":l bal'.ks to f~!.nd
hane loans. ~e;,oore, banks may otten ii.coo -v?,,!'t~ble rate
assets Wi tb fixed rat$ oorrow.l.ngs or vice versa. ~~ .:probl~ of
funaitlg l.oog term fix6d rate debt (uanely mortgag.~r{·->{(ittl short
tent. variable ra:~.eborrowings has caused .the virtu}.l collapse (r!
the USAThrift J; viustry. {~) ..

Whena pool of. asseta is ..3eCUf'ittsed the negotiable instrunents
\'

are strootured in such a manner as to match the c.hftra.cteristlcs
of the pool. 'Ibis does not necessarily mean tba-t the Investor
recetves a. cam flc,\'J identical to that r;aid by the; borrowers. 'rile
casb flow of aU ":,.:19 instrunents iballed taken as a :mole are
structured to ms.tctl th~ cot lateraf Le., the average dl:Jntlon
and interest ·hara.cterlstics of the tuatrunents issued and tba
t.:;olla.teraJ are the same, L,e , • perfec.:t or "near" perfect
asset-liabillt~> I~~t!
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Initially most .sect.:::~:i,t;f;~a.~-;".:.l .; r,·:~-JeS will only offer a negotiable
tnstr-ment wl th char(\.~t;~j·ilO:tL;J·:.ltl1ilar to the collateral. With

tune and greater so!.'hist:.'::':,;;:~,.,:~H will becane possfbl.e to have a
multi-class Issue , -~ariprls.ing Instrtments with different
durataons and cash flc,,~ charactez-Lstacs designed to ~t the

drverss needs of var-Ious investors> rron a simple collateral ca ',Jl

flow. 'lbe inability to issue multf-cfass instrunents fran the
start is not genera.l l y d'ae to an inabUUy on the part of the
issuer but rather due to the conservative nature qf oosc

'i

investors. ',I, The range of potential characteristics are almost

limi tl ess - t'ran slow to fast Plying, zero coupon to interest
on1;> 11strunents.

TraditionaLly a l:ank will originate, servic~1' manage and fund its
Ii

ownflnancial a...;.,_ts. Due to econanies of scale aasocdated with
:J

perfonning all of. those f~nctions, large local monopolist1c banks
have (:eveloped. Within these structures ;it becmes f:'Jiff1cult to

determine a tankf s efficiency in per:to.nn1ng any single function.
By means of securt tisa tion the traditional functions mentioned
above can all be carried on by separate entlties. &it1ties can
," '5 specialise on certain functions to which they are best
sui ted. Furthel"lXlOt'eJ ~1.ttl a reduced need for si:re t for its own

sake the entry bar!"iers for conpet.t tion are reduced leading to a
more ,efficient market. Be..nks win thus be able to determine
wbP.l~~ thr:y bave a canpet1tlve advantage and concentrate on that
fUtlction wi thout the necessary loss of market share or
profitability.

'Ihe capital asset and liquid asset requ1r.:ments tmposed on Can.ks

mean that it must place an additional butfe,; (margin) between
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lender and borrower. 1his separataon of ultima. te borrower rrcm
ulttmate Iender means that borrosera p.:;_y high interest rates
while lenders receive relatively low returns. Securiti~tion
leads to the disintermediation of banking tnst t tut tons and the

111t:iJnate reduction in borrowing costs without a concan! tant
reductaon in returns to lenders In fact due to the qual ity of
assets often securf.t tsed and fnore particularly due to credit'
enhancement lenders will of ten receive an investment at an above
average return, !3anks at the same time benefit fran originating
aud servicing the eollateral leading to increased prof.itabili ty
due to a higher return on assets and capital.

Liquidity in tmd..i..Dg Md in the fimLDc1al aarket

By creating a negotiaNe funding instn.ment, securi tisation adds
l1quidHl to the fundiag of finanCial assets and to the financial
markets in genera l , '!his liquidity reduced the risk to the
investor such that borrowtngs may be raised more chea.ply and
easily. Ultimately in the long run both the let\per and the
borrower bet:~.fit. Purthermore, the market oonefits fran an
increase lli d1verBa instr1.lDeOts offering gc«l qup.l1!ty and
attractive ~t~~

An imp::>rtant advantage of securHisation overseaa is that it

allows a lowtor t"4ted entity to raise final!<.~e at a. higher rating
and thus at a lower cost. 'Ibis is a<;hieved because the risk of

tne collateral is totally separated fran the ri.sk of the

originator. 'Itle riSk. in the collateral ts then clearly
I

debJl,~ted am credit enhanc8Deot provided sucb that it bas the
highest: possible l'ating. '!his fee.ture of differentia.ted
borrowing costs in relation to credit rating is not as formal 1n
a:>uth Africa. However. wi th markets 'becaning more global it :l.s
feasible that structured rating of canpanies will take place in
s:>uth Africa.. Even wi thout rating 1t may be cheaper to finance a
securi tised asset pool off balance shel!t than on balance sheet.
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Ii. The second major aspect of secondary mortga.ge market
ramifications is that of channelling funds fran Pension.
Funds am Insurance Canpanies into houstng through pr:i.mary

issuers, condui ts or mortgage bankera.
1\

1.\ ,
At ti ,i.s point it ,18 useful to examine the vtews of' another

major lllrticipant in the mortgage market in South Africa at
present , namely the banking sector. P.A. Lamont
sta ted: (19)

itApossibility exists that other participants in
the financial sector , namely the Insurance
OWPLnies migbt decide to enter the tkXOe

~rtga.ge market. however'~ due to the signflicant
barriers to entry that exist" it ae&11atmlikely
in the sbort-te:nn unless a major amalgamation
"i8re to cccur",

i I

It is l"lY conjecture tor this study. that a ~
lllOl'tgage market Pl'O'7idee the mecharliall for ().uvestment ' in
bane nxx-tpsee by the' fastest growing sector ot the
fillancial C<JIIIlUI'Ji ty, runely Insunmce ccmpanies atd Pension
Ftmds. At the eod of 1988, tbe aseeta COI1trolledby the
S.A. }nsutanoe IMustry rose to ~.~_.J!.~Pioo, roughly

II

tv.\) thirds of the country's G.N. P. Needless to eay that a
.;' . I

mechanisn to utllim even a _11 percentage of 't:boat J.l.UJds
for bousing tinance is highly desirable, for socio-
political reasons at least.

04< '!be term "billion" is the AmericanODe, i.e. lril

()
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a. 'ltla Effects of 'OJ.sintenDedi.atioo:

Financial insti tutions act as tntermedrar-tes between savers
(investors) and borrowers, funnel ling the savings or surplus
funds or tndtvtduaIs into mortgages or other forms of
credf,t , The ability of financial i.lUst.itutions to maintain 0"-

mcrease their level of tnvestmeu' l,~n~,-:; directly upon the
flow of savings or surp! us funds ..n(X) i .lese institutions .
The process of individuals placlng tiler: funds with banks ,

b,lilding societies and 0:h61' savings institutions for re-
inves1ment by these institutions is tenDed "intennediation".
'!bun. the greater the intermecil&t.im, the more funds there
are avalla!")l~ for mortgages and similar investments.
Ibwever. wher~i indi.vid·;als decide not to place thei.r funds
with these financia1. instltutloos, but invest th~ directly.

I'

the oppositEt .:pro.:e~ known as "dialntel1bed.la.tionll occurs.
;( Ii
II

Dls1nt~rmediaUOD 1s a.ssocta.t.ad with re&l est~te recessions
. .!:.__J

anc.imre sped.tically lnvol'78S a net outflow iof funds fr.an
&1nks» Bu11dlllll Socletff\es etc, In .~uth Africa ti',.1s

I..

asenaDeilOl1 bas been qUite pre'VIllent recently. as shown by the

April '. !1i;,1l"e of ''Mbrtp&e t.dvanees" as ~, 854 M1~lion
ii'

aga.1c}~t the _reb '89 figure of R29,804 1I11Uoo. Note"'al80

this is the ftr.et a:uch decrease ~ince 1.982.20 >:bDe historic
\,

data in this rtprd 1s show in !f1gure~ ,~erleaf.).

"~ ...;,,-:/

Interviews with Reserve Bank oft1ciaJ.s21 have confirmed tba t

II

such decreaseo in "morqage advance").:1l'edue minly to dis-
intermediation 1:rccn Building Socl~tiea into Pension and

! ~ident Funds, as well as long 001111 insuret"S. Ir. Olarles.,
~ . ~. .
Akrtin, (hie! ed&1cmistat B. 1•.P.S•.4.. eta tea ,22

IIAn "lUldysj-,i$of financial iosti tutions
funds 1r.· South Africa sbO'!led that

who handle savings

( tbese funds) are

handEl! of long te~increas~ly being concentrated in the
lnsur~rs and private pension funds. ~is concentration of
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savings funds occurred inter alia at the expense of building
societies, who have traditionally been the Iargest private
sector providers of housing fimlllce tn South Af't"ica, am t13ese
funds are mainly not utilized again specifically for the
financing of housing and tnrraatructure",

""

JI'1clre 6
Source: Reserve Ba.nk, FTetoria (1989).

f',ane of the p!"imary reasons for this shi it in sa'liI\?;s

preferences, are: f(5) ~nd (11)}.
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(8.) lnsti't-:uttonal (funds and assnrcrs) savings are con-
t~.::tua.l in that they lock tnvestors into a. Ilk:mthly

\ '
~J."'ings ccemttnent , wtl:i,).e the lE.nking sector
,iusua.lly only benet! ts from discretionary savings,
tJhat households, don't want to .nd, after bond
1"(:'pq.YlXlEmtsand other contractua l savings {a~'ments
are made.

Sane pension ,:;fund pB.ytl'ents are tax deductable fran

aa individual investor's point of vie\: and tbus are
far! '.~ desirable.

-, I
r

(c) Pension funds thanselves are untaxed and Life
Insurers are relatively low tax payers, eo t.ha.t they
canI therefore, o!fer futer investment growth.

FigureS 1 anti 8 OVflxl~f, ::mow the quantitative extent of
P6m3ion Fund and long-term Insurers aese',"-s, By the end of
1988 • the oanJ',J.Ded ~tIa invested 0:1: pensl00 aL,'j' provident

funds were aver RHO ,)3111100. If just 10% of thoae funds Were
inVested in aec1Jl"itlsed aDrtpge8, at an average house p'l;'t<r.~

of ~~, j,t would allow the coostructioo of 440 000 housesf
~-

Mr. D. WbartOll'-Hood, (Life Offices Association Cllail'l'l'lJlll)

estiDates that by I:'lecEJnber1990 these assets aBVunt to nearly
R200 B111100 (1~ of fu:1ds at a~.l5000 per house would allow
the ~.tistruction of BOO 000 new houses).

A S€'.:":x1dary IIX)rtgage me.rket would allow these investors
(a.zrt.:lDgd others) to purchase ps.ckages of ~l,aae mortgages fran

theprirlary issuers (Build1n3 8001eties and C~reial Banks)

without the iasociated adninistra.tiOll and collection costs
thus eJ;I&llding the mortgage fund be.se and ~1bly reducing
the tM·.erest rate payable by hane purciJ!13el'S in respect of
thei r Ioan,
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We can see f:r(,In Figure 7 (overleaf that by the fourth quarter
'in 1988\, of RJi:!.' ~~:~'_lion, only R222 MillJon was invested in
mortgages; this is around O,5~~of assets of pension fundS.

( I

In the case of life assurers (Figure 8) this ti.gure rs less
than 0,8%.

In countries where securf tiaa:tion of mortgages has occurr-ed

success~?ully. this fiC:tre has often risen to 10-15%. W~~can
thus see the enormous potent la l expanston of mortgage bond
holdingS by life assurers am Pensi'On Funds.

)',1

\
I

II
/(
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Figure 8 long Thrm Insurers' Assets

(R Millions)
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Possible reasons for the relative acceleration in the growth of
l<:JDg-,tem !usurers and l\msioo. Funds:

The excessive lag in the relative ir'![.ortance of buiLdtng,
societies and the greater concentration of !ong-tenn funds in the
hands of Insurers and private pension fun can be attributed,
amongstothers, to the follow1.r..g factors: (5)

.1/
a"l Yields:

The sharp increase in infla.tion rates have given life-
assurers lit. relative advantage i1J;'the sector of personal

',) \\.

savings. A typical example thereor are the ta.'t- free
praniun policies which C'llaQb""ethe Life Insurers' trad-

itional role of family protectfon in ca.se of death to
siwings med1un for middle and apper incane groups. 'lbe

'I
attractiveness of InSU7'ers~ !JrOd~ts are heightened by

tbe tact that tht-':Yire able to invest at long-te:tm rates
(? "

in varioUf; prqJects' miCh 'l?e higher yield1ng. ~llding

societies OIl the otb...r ~. are aensl t1ve to tbe
p:>li tical manipulations l')y the ;Beserve Bank of interest
rates,
relat;tvely lower inCCDe tax rate allowing than to i'S-Y

higher dividends or procure :raster growth wi tb mvestors G

funds.

b) Ta..x-adva.ntages: #""
;::::;~S::/

'--. -/
Over the .tut decade J tax receipts as {- percentage of
G.D.P•. bave risen sharply (S.A. Beeerve Bank, 19$).
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Thus, tax relief has h(loo'Ie a foraoost consaderatLon in
the investment planning of individuals. It is beyond
the scope of thir,; sttrly to analyse the tax concessions
at Iosed in this regard, suffice it to say that the
investor in Life Assurance or Pension Funds bas a con-
siderable taz advantage over the <investor in BuiIdin(l:
Societies savtngs accounte ,

Trends 'Ln MJset, !Structures: (17 )

'!be following figures show the historical make-up of asset
'"' \\;J

st:r;:-iX:tu.res of Insb'rance !i'CcrnpuIies and Peosion ,Jmds in

~uth Africa.

'lbe gra~s silown '\)verlat retlee-, sane imrortant trends in
u

the asset structures of lJ_fe Assurers and Pensl00 Funds.

There are clear trends evtdent , The most imp.>rt21it fact')r

for this staiy, 1s the ~reaae in tbe relative importance
of oortgage OOndsOV('J;('the period 1965-"l';''9t).

" ")

A similar t,t"end is vlsj.ble in ';he case !Jf PenSiCXl FtIDds,
shOWing the tota:l la.ck of j:.",,rUcipat100 by those t'RO

essential sectors to the field of U):)r1:3agefinanc.e.

It _s highlighted by my Industry survey in til!!.' fio;.,iJ,

~pter f that both Pension Flmds and lite assurers would 00
willing to invest In securi Used .oortgages if the yield _$

better than similar money and capt tal fDl!.rket instrune:tts.
and if tae: loans were defaul t protected by C-{~~!€:'rnment

Guarantees and were (3fUJily saleable.

,_',
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1rl slli1T13.I'y, fran the orevtous fa.cts, the fol Iowmg may be

ooncr uded :

L) The banktng sector. state savings schemes,
and private pension funds have grown con-

stantly (Jt78J:' the per iod studied.

it) '!he percentage market share of bui Idtng

~jeUes has steadily declIned ~' ~e the

beginni~1g of the 19~ IS.

i.H) l..ong-tenn insurers have grow exceptionally
rapidly in »~ket shere as well as In
absolute money terms, (al..mof3t. 20 per cent

groW"tbper year). As a simple canpariSQ'l, in
1970 building soctettes received Rl,01 in

deposits ~or every &ltOO invested in life
assurances.. By 1985 :oly RO,34 was deposited
per Rl.OO invested.23 Today the situation is
even Tl)( • extr«De.

At a fN"1f4.t meeting on the financing of residential
accoomodatioo 01 the South Atri~an Proper.ty OWners
Aae001ation (19lt3) Johan AnnandrJ.le stated the following on
behalf of the Association of PfJosion Funds:.

"Optimun funding is related to the maximization ot thE..

return on investments ca·~surate with the securi t of the
iI.IVestmsnts • fI

i/-:~;

• '!be statements J'Illde here are quoted verbatim fran Mr.
Annandale IS speecil.
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"The 'direct' Involvenent in the provision of hou.'Singcan
Heretore only oe on a limited scale.

a) wnere special ctrcuustances of a pension fund
require the provision of housing to its
manbers.

b) the devel.opnent of flats. duster houses,
utown-nouses ~~tc• ~ere the return (J'l

I
investment ovl~r the longer term :Ls fairly
secure and no11specula tive,

, \
1,1

c) on a' possible Plrtnership basiS with building

soci~~ties in s:>und developnent projects.

I
d) in 1~·opera.tiO!J. witil building $.)Ciet~ by

the Ilp06Sible p!'O'11s1on of bridglng flnance
over!!a limited period."

Ii '
II
il
II

II J!
I

'!be co-')pe~~tlCXlwith building societies on the above basis
is at thisli s+..aaenot a general concept and nay require
furtheiiex~lo":tlon but rEmEmbering that the Trust~ of a
pellsion fw1id act in a. :fiduciary capacity in respt~t of
trust meniEs, aod this is whe.i."ethe expertise of the
building ~~letles \VOuldhe of' great value to the pension
funds.

"'lbe lSl:ltoeol~marketable notes 01" debentures would certainly
a.ttract 1nt~~rest fran pension funds."

~~~~<~--~-~~---~-----~-,----
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U(be structura.l sb~:>rtcc:Ding appears to be that the building

::3IOCieties do not have available a debt IDSt:nJDellt that is
negotiable. preterakly (~ 9. !"eCC\lI'liSlf~ formal :financiall

capi tal mar)let su:;b as tile Joba.nnesI:'Iul Stock l!Xcha.nse.

SUcb negotiabJe investments could conceivably include
equi ty capital shares and debentures."

"I beU<!V& til&t sudl a. debt .i.nstnJDent could De created by

d.i.ScQuuting 'of tbe lIIIljor part of erlstitlg I!m'1pge

pxttol1os of a btl.lding socl~ty with a wholesale I'OOrtgage
discounting institution. '!be discounter win obtain his
capital resources locally and possibly also on overseas
markets, by means of o~tiable capt tal market debt
instl"l.l'llents •',

In S1.!lInIl'Y. the pensIon funds I InvOh'E!OOI'l~ with building
II

societies is seen in minly four ce"tegories, narnely: D

\\
~-

~,

1) fi~Gd period depoe! ts,

2) taking up. of d.ebent...u€JS, at a la.'" 'Ttl' stage
possibly in~estment in equ1t1ee,

3) poasible jotDt ftIlturel in t':MII dIwel.opII8Dl~ of
~ bou&:t.DI,

4) "}lI.1' ticipat10a in a

D!'Iritt .."
1/II

::', il
\\
\1

'nl, "ll"eC:ect1ng ei\Cfarpt OOOWF, "',lat :fu.attioo funds ·al:"e able and

willing to provide funds for the provlsioo of housing in

S:mth A,frica. i r such investments h..d eqw table riskj return, :

profiles.

,\\.

()

----------- ,,------.---~
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The following is a verbat im list

B.R. Bradford - Assistant General
Life Assurance Society;24

f~
of s~\ tanen ts made by

~
~hnager - S.A. Mutual

1) "Life assurers have a primary obligation to their
pol toyho.ldera to earn a maximun return. coomensurate

wi. th ris!., on its Inveetmenus, The amounts invested
by Life Assurers represents the aggregate of the
funds entrusted to the industry by policyholders.
Such funds are held in trust tor the policyholder."

2) "'ibe problan of housing is in the main limited to
lower incane g;.~.)\lpsI since the upper and .~iddle
ineane groupe have access to finance."

3) "Ufe aSNrertJ, sane 3Onyea.rs a,e:>, invested a la..rge
portion of, their funds in I1Drtgages. With the
perceptil)fl of the .risk ot intla ti.oo a substantial

2~

shift imt:o equity and property took place." 1\

J
4) "l'ith the exc,ept100 of a'tiitutoI:ily required fixed

interest lnveetrr.leDta (a11ta . and aemf-gll ts), 1ite
&.8ISUl'e"rS teM to iln(~st lnsipif1t:a.nt aIIOunts in

fixed or varia.hle interest in~ts. Property and
"~~dities have substantially out-pertonned other

investment a.VMues as these tend to be a better
bedge against intlatiGll."

5) I'Life usurers are in a poei t10n to ;vest large
anounts in gilts and sElPi-gUts. .1.'0invest the
t!lQUivaloot 01, say, RSO milli,_OD per week in
ID".)rtpges:at an averap of RiO 0Cl0per roortpge (a
typical lower ineaDe mortgage amount) would require
the procEssing of 5C()O mrtgageas. Life aaIUl'8!'8 "'.
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not have the ezteosi.ve bi'8.DCb netmr&: and specialised

staff to baDdle large ol8lber of .u.l 1D?estmeIlts.

~e allld.1.na &letety i.Dd1stry bas as its prime
objective thti granting of 1I1Q1~ aDd baa

"~"-I

established the irdra-stncture to bMdle large
nU1lbers ot individml ~.fI

"Fur-thermoreJ the provision of such lin infra-
srructure by the life assurance indu..~t.ry ~uld

re!.'{lllt in the net return on (or~ages being further
r.educed by relatively high lUbinistrative expenses

in caDJB,rtson to other. investment avenues ,"

\6) "'''lhe ute Assurance industry has recently investfYJ
l.a.rI~ amounts of nrJney in hOusing via the National
}busing Ccmtiss1m. Provldat the ra.tc of return on
suctf'loans provide a poMtt1ve real interest Nte

further largf.\ a:>unts would pl"Obably be directed
toIal"d& housing. tf

7)

)
'm~t inves1Dlerlte With ..b\U,Id1Di ~1et1es are not
oo.l'lll&l.ly attractive because ot relatively low
Qopos1t rates. Ibreover, tbese lIlODies would not

necesaarlly be directed w.rda lowr incaoo
buuaiDg."

II
jl

8) "']he r J fa Assurance industry 1e probably in a
position to ind1rectly invest large amounts in
,hous1n& provided market related nrturD8 are eaJ.'1)ed

for t:heir policy bolders. tI
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,
//

Due to the South African savings P1-ttern f control over thE;:

lion's share of the eountry's savings 'is maintained by large
\ . "

\~ina.ncial Inat t nrttons othe~ than banks. Iike li fe offices and
~\nsiOt1 funds. 'this distOl~tion has been created because of

the real returns and tax ~tmefits obta ined rron Hfe offices:
and pension funds versu .."3 the uacanpeti t ive (after tax) returns
obtainable fran bank retat l deposita. 'l'h is distortion had

led tc ~,c.k..'S having lim ted access to cheap retail deposits
and at the same time 'being held to ranscrn by the large
financial institutions. B1 means of secul'"itisat1on the
!'3I.V1..1g:'!: maint!l.ir.ed by financial institutions can be redirected
tnto the market fran which savers borrow. 'Ibis will alleviate
';;be prea:rure on tanks for fundl.ng.and indirectly restore the

ttaditicnal m()Qeyt'm!,ply flow.

" n'!be preceding plintlii sbow ""..bat life asilurfU'H \\lOuld be able and
WilLing to .."rovid(~tm1ds fo": hoUSinl it:

11) adII:S.D1.8tnI.tt.ca 01. .\ell bDIIdcould be UDIIaz1aIIea.

by otbers wi ttl the net.1.~"y 1nfraatrooture. e .1.
Sui lding ~1et1es. Ii

It is lX',seible that a seconda.r,' mortgage r.arket would address
both these iS$U8d and would ail';»T for the expansion of housi~
finance in &>utb Africa.
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In l-'igure 11 the yields of roortgages shown by interest

rates \\~re C01l}llt:ed to yields on long-term Goyernment

stock, and y.hile more.volatile in nature , the roortgage rate
(yield) canpared fav0w,-ably to the latter. and grew

substantially faster during 1989; thus as the situation
presently stands, the yields should be suf.ficient to entice
corporatp. and I~~titutional investors into housing finance.
Ibwever, it is preeisely these high interest rates that
were instrunental lI1 prec~.pitating the criSiS situatiOn(23)
wberebythe Governmenthad to free;ze interest rates ror the
more interest senst tivc hane owners ( thereby in troduc1ng
a fom of fix~ rate mortgage) •

P.I.aUre 11 1\

Capital market interett r_.and yield.
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The present sf.tuat ton may be a crude fom~,.of the ideal
equt.l tbrtm situation where:

t) Middle and upper tnccme hone buyers .PlY market

retated" interest rates (19.75 per cent at November
1989).

J "'.

i1.) Lower tnccme buyers pa;ji<)a lower rate (presently
17,00 per cent) through se.me form of Goverrment
Interven t ton ,

Details of the Government's relief measures for assisting
haneomers were announced on 8 June 1989 and augmented the

following day. M stated by the Acting Minis'!:er of Public
',f Works and and Affairs on 9 June, assistance would be

a."lallable to bondholders who 0wa:1 less than n90 000 on a.
hOlOSecurrently valued at lese than R120 000, provided tile
loan coocernec1 was granted before *y 1989. lblthly
iDstaJ.ments for balJeOEers tak1 ng part in this schcamewould
he calculated a.t an interest rate of 17 per cent. 'lbe

difference bet1~ 17 per cent and the stNldard I1X)rtg~e
OOMrate would be capitalised. RePL)'IDen'tof this def~rred
portion of the interest charge would be guaranteed by the
Ckwermt.ent. 'lbe bondholders concerned would, however •
continue to pay interest at 17 per cent - e'1en if the
standard mortgage bond rate were subsequently to tall below
this 16\"e1- until the dete!'l'eIi ~rtion ot their interest
charges J:'£d been repaid. 'Dle (bt6U.... t bu thm StOlID its
willi., !8S to .proride a defaul t sarantee em. bcBO lCJ8bSin
specif1e aactors, manar to tboIe used 1D the {bited

States.

((
II* '!be tenn "marklet related" is not strictly true as t1_~e
\1

Reserve Imlk, through varlow~ mechaniF.IDSwbtch are beyoli'1

thE~ scope of this stufy. DlBiltlityila.tes Interest rates, and

tb.lilS they are not truly market determined rates.
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It is interestlng_ to n0'W that the present subsidized rate
of 17 per cent is close to the yield on Government long

bond c~ov€fllber 89) 00 it may be inferred that the ~r2sent
situation is not a form of cash "a1sidy but a Government
guarantee agamst default where the risk of defaul t is
borne by Government and thus the market interest rate is
lower than the nom.aI 19.75 per cent (wbere no guarantee
against default ~xists). It. is not being suggested that in
the present situation such a guarantee exi.sta, but only
that if such a guarantee ''\!ere to be supplied for the lOVier

incane hemebuyers then. their 1al'i:et related interest rate
p.lyable would be 17 per cent {as is the case Qf g.aranteed
Goverrment stock). Thus. the Goverlllllen't WOt~}.H";~~IVf~,,hOcash

f··. i ....

in~t requirement on a yearly basiS, e*~(se,~'fulilted ,)
thereto would be relatively S'1?a.llf bu', subject to a de~la.ult
"ra~.

In t.he sections 00 fl.8. S(lI.";OOdari markets (pp.3l-39)
l'

1I
!/
Ii

~~ was, '

sbo'tIll that tbe ~,t?estor in tbl! mortgage plckage M.d 00,

adnillistr.a't100 at 1~1l rqpmting these individual mor'tgages
.' ,i I

and tha.t all adln1niHtra:clon ,_S handled by the 'p~1inary

iSIRlel' (e.g. Buil/h~ Societies). Ie theA/section .100 the
·1990 U.B.S. ,.c'ritiBed mo1:tgclp issue t~J:Qge H5) the
mechaniCS of a. S~iA~ issue ».1:''6 SIbo'l1ll, and It that .case the

U.B.S. continued ~ister1.1li the bond }Xj1r t.t\)110.

'l'bUIJ. by reaolvl,1!C Or' addl'essilllt these ~~ lIIIjor areas a
secondary maritE,t ll1:I.y be the mecl:fM1\sn to channel

" institut1cnal t\lllds into hane mortgageG. ~~ppencUJ:4 sbows
an example of ttl.e 8.CCO\Ilt1ng for tb~.a tran<'aLCtl00s.
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Before ~ cove on to a further <iX1alysisof the South Afric<l.V
st.tuataon it is desirable to Iook at develnpnents in the United
Kingdon and other European countries where a secondary market was
established very recently and is now developtng far beycnd the
6:tpectations of the early critics.

Traditionally. xn the .;lited Kingdan as in South Africa: the same

tnstt tt1tlons have made. serviced and held mortgage loans. For
example. a building society will make a loan to ;l. house buyer,
handling all of the administrativ..". .arrangenenta, it wi.ll collect
the regular repayments, deal with arrears difficulties, am hold
the loan in its own portfolio. 'lhe same applies .in most
countries. In sane eountr-tes , where a lending institution is not
a deposit taking body. it may not have the branch network and
custaner contact with which to obtain newbusiness directly. It
may obtain business. thl'OQith introdootions, perhaps fran banks or
fran brokers. In scme cases the introdooing agent may actually

\.,'

do s::me of tho! inl tial work in setting up the loan I hut normally
the servicir.s ot a loan, once it exiSts, will be undertaken by
the lender.

Theoretically, however I there is no reason my the processes of
making loans, serviCing them and holding them should be

integrs.ted. '!be qualities needed for aa.ch 'type of activity are
if'

not identical. In order to make aoo, to a lesser extent, service
loans ODe needs regular contact wi. th const11lersand this is likely
to mean street branches and a large nunbar of custceern. To hold
loans the main requ:lreme:lt is money, :D:!l'Osit taking i!l!!titution.q
have money in the course of their bUSiness, am are t~1i'V"fore
ablo both to bOld loans and to make fI;~d 9'!rvice then. a :::,.-,
there is no guarantee that the :fundsa~.~l1ableon this '...,.lis will

'\match the demand for mortgage 10!l.llS'~t a. reasonable rate of
interest. In the past there have frequently been shortages of
mortgage funds in t.h~ tbi ted Kingdan and S;>uthAfri.ca. al tho~ it

has to be said that these ha.ve l:J.rgely been caused by
h.,lding interest rates at below a market Ievet rather than by any
inherent pl'Oblans in the systEm itself.
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It has been suggested that there 'is a need to tap institutional
sources of funds, such as insurance conjantes and pension 'funds,
SJ as to obtain more money for housing. 1his in turn has led to

sug!~estions for a secondary mortgage market.

Here it i& necessary 1".0 def ine terms precisely. Tapping
institutional funds does not necessarily Unply a secondary
lOO!'tgage market. There are in fact .severat ways ill which
financial insti tu~ Ions ..mieht in the course of their business ,
have capital avat.Jahle for lendi.ng, can fund the housing market:

"

(a) By direct lending to house buyers, the method used pre-
dan1na.telii by banks, but also by sane msurance
callpmies.

(b) By direct lending to housing fioance iost1 tutions.

l
(c) By purchasing IlIU"ketable securi ties, ~h as

certificates of deposit (CDs) issued by housltl\ ',flnance
... \

institutions.

(d) By purchasing loans or securities backed by mortgages
(the true secondary marmt) •

d
)\

It is increasingly unattractive for 1nstitutioM, other than
deposi t tak.ing !natitutions, to service and hold house purchase

loans. It is a sanewhat messybusmesa, !drly labour tntsnstve
wi. tb huge ooOl1(l[l'..iesof scale. and ideally 1t requtres a branch
network. It 1s partly for this rea.aoo. that insurance c(]Dpa,I1ies

throughout the world have been taking a decli1'l1ng Slare of the
residential mortgage market. 1bwever, many insurance canpanies,
pension ftulds and foreign tanks would undoubtedly like residen-
tial IlDrtgages in their loan portfolios, SUch instl tutions do
not -.nt to set up mrtgage holdhlg:; and servicing operations.
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What they might /, ,iL~~der doing is asking other Inst itU",iom;,

who specialise 1':", lis area, to make and service loans on their

behal f • TIns .rccese has already begun in a ana 11 wa.y ill

Bri ttan , B'lildlJg socieUes are t of course , best placed to offer
this sor-t ;)f f\ID~tioo. because their capacity to servtce and
onginate loons is far. in excess of their capacity to hold than.
The primary Issuer passes on interest and capital. r.a:y:nents each
month and takes canplete responsibility for handlIng the loans,
incltrling arrears problens.

The second system for tapping insti tutaona.l funds is :llimply by

direct loans fran lnst1 tuttonal investors to housmg finance
institutions. This achieves the same end rest ..:t as. direct
l~ilt'll~?lJ. the main difference being that funds flow through two

institutions rather tban one, '!be o)1stan is already used In many
countries, particularly between linked institutions. For
eDll'lple, in France ,',the biggest specialist Iender , the Union de
Credit pour Ie ~t1ment i5 pt\rt of'the Canpagnie Bancaire Group.
'lbe O:.Inptgnie lWl~aire makes direct loans to OCB 'Mlicil in turn

lends to house buyers. A s1r411a.t"type of arranganent exi.sts

bet'lUeen the Rah:'~ in the Netherlands and i.ts slwsidiAtry
: .;ttgage bulk. Inter-gro\1P financial transactions are, J')t

( .....

course, very ccmnon 8D,d' are not specific to botS1ng finance. ~,-..'

1birdly, there is tbe 1OOl"e attractive proposition of the
iost! tutional investors purchasing marketable unsecured
securities lS3ued, by housing fine.nce institutions. '!bese give
liquidity to the institutional investor mile giving'll steady-

OOl1rceof funds to the lender tor house purchase. 1b1S method is
now used in the Urlitee K1ngdc:m with building societ1e~ iSSUing

boOOs a.rrl~ more importantly, certificates ot deposit. 'Ibese
instruments are bought by other financial institutions Whichare
therefors indirectly providing loans for boom purchase. The
systan is used to a greater extent in other countries.



r'"
- r;) -

~Iweclen provides a particular! good example and here cnere I,s

~I(.lnechmert, of conpuiston on 1. .anctal institutions to purchase
" I' ..,' .(secur-i ties i.ssued r.v :he spec 1 t st mortgage !:enderf~. 'nl€;

specialist lenders »btam thetr , 1J1ds through the sale of
seem'Hie,s rather than by rai$i~ .epost.ta, For many house

"

_p.l.mcbasetransacr tons priori.tj housf.ng Ioans are appl Lcable,
J ..,., r-'

/~~se have rates of interest regulated by the State, and which~ a
are, a.t a below market rate of mterest . The? ?.re matched by

I"' ,\\

PI'ior'i ty bonds on ~1milar tel'lI')tL The banks, Insurance c~JIlpanies
and national pension funds are required to buy certa~ll a"1lOuntsof
these bonds and nOl'l'l1&.llythey are held to matw.'ity, JltbOugb the!!
can bt:~ traded. l'i'Ihe midn purchasers of bonds are in f:!l.ct the

U
penston ftmds and Insurance canPlni~.

.:--,.-."
'-"'_"',\,

I
I
1

"A s:lJr1ilar situation applies in Italy .t!ere there i~_:::lll att..8llpt 1;0

separate l5tx>rter term and long term credit inst:t,tutlons. All of
,"':J I'. t,1_ :};' ,',

the tanks theI'efore ov.n long term credIt institutioos v.bich issue
", '

boods, .mic..~·. in sane cases, are bo~t by the parent bl.."1ks.

F!.nD.ll'1. one caDeS to the secondary mortgage market mara tbe
losti 1;ution ~.. "~ make:J the loan ;;118 1:t to another lnstit.,.

. l" ,.
ution ~ In practice it is pMCkages01 loans, or securities bl.cked
by .j, packzae of 101.0.$, which are sold. '!be lending itls}ltution,

wl:l1 nOrmally continue to service tae loaru:v' hand1,qg OVI.E:-r.... _,- 1,,1

ptincipal ~ interest pJ,yments to the beneficial oener and
taking fl tee for its work.

I

--,J

'1
1

I,

lb. tha.t we balta considered secoodaiy markets in other cO\¥ltrie~,
aM the two primary motivators. for mort:gage sec uri ti~tior.1 in

~utb Africa it 1s desirable to mentionother factors n:levant iLn

thiS analysis.
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III ~lc fiDll1 ,;:e a.vailability p.loble.ns:

Crle of the most Impor-tant reasons fot' initia;~j.~,~gsecondary

markets In the u.s. wa.s, as r..revtously dis.:ussed (pages
:n-39) the correct.ton of geograpt "J and l'~ional problems
of finance av~.,ilabtUty.

III south Afnca.. no such problem e~i:';' S as the available
housing fi!lanc~ is nationally distri.buted by the branches
of B:I..nks/&1ilding soctertes acting as primary issuers.
ibwt"'Vf:T, sane of the so-called Iodependent and sel [-
governing states do suffer fran a mortgage landing s\ortage
(ref. 11, page l1~n because of unwillingness on the part of
bAnfihg sectors t~~"get involved In those ccmnunities. 1111;;
prol~l8Dmay be ~~ssed by al1o"l~ Iocal primary issuers,

I ,,(e .gi~the Developnont Bank, to sell off r,purchased sectaons
of :~hemartgaae l~ranportfolio, thus increasing their funds
ava.pabte for mori~age lending. ~,

ij
I

i:
:1

II

ko_ to d1tf~~tU.ted MrJIete(29)
:i

Arbl't."l'ap &Dd d1y~~catiOl!
I;

Securitisat10n call redirect surplus funds i.n one fDlU.4lo::t to
l)JlOtber market ..Un sw-plus dmand. Securittsa.tlon started.
I~ the tl3A due to the distortions crea ted through regional
I:

li.nktng - sane Si;ates had. surplus funds while oth6crs had
!

!~pl us deaand.
[1

iU-bicrage can also be made between markets wi. th different
il

if'.Ost structures. Securitisatioo allows for the arbitrage
betW!'len less and more regula.ted rtU'ksts. 'Ibis leads to, ,

ii '
ii"edueed borrmring cost in th~ lOOn!' regulated market (i.e.
\)Inld.ng) and enbAi~ced returns in the less regulated mruket,
::~.6. b.,')nci or capttal market).
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?lorIdwtde , secur iti sa t Ion makes use of the oppor-tuntties
created by inefftcienci.es in tnvestor preferences and
dcmeattc ma.t'itets. At the same 1; i.rt\? through arbitrage it

can a~.;s:istto alleviate these inefficiencies. Cross border
~";€Cur:1.tiSltion a l lows all investor to spread his risk
ezposure over a nunber of different assets in different
econcmc envtronnents wtlile at the same tirre enhancing his
return.

IV Ieductioo. of fued overhead costs to pri-.ry issuers:

Ql close examination of the Incane Statanent for the United

Group, (Appendix III) it was' detel1!lined18 that ~ large

proportion of exps:wIit'lJre is opentclng costs associated
with the fixed coets of having so many regionally
distributed brancbes, 1be operating ew:penditure of R396,6

mLllion repreeents over 31'1 of the expendtsure for Interest
on dep:>sit and cur:~ent accounts (R1267, mil1:too). ('ll1e
United was used as lts situation is fairly typical of the

sector in general).

'lbe reason for ~ It regloDally distributed mor~age
portfolio is t.h~ '/&eQI1:J.'aI:bicaldiversif1ca'tioo leads to
a 8JW- of I"i8Ik and its redl.r!tlon. Thus, it is desirable
tor sUetl p::>rtfol1os to have mortgages fran all over the
country. l:bwev~. too only way for an insUtution
presentl,! to issu$' tU9rtgages 1n a specific us is to have

-,

an office (nth a.esoc1a.ted costa aIid oveti1eads) in that

region. Certa1u branches may 00 unprofl table because seen
a SlIIlll area cannot warrant five or six lust! tutionii
caupetin!i to provide hane buyers with mortgage finance.
'lbe abiUty and willinpess of Banks and Building Societies
to ra:UonaliJe 'their ger""icee offered by un1f1.1D1 a systEm

elf !)'Srvl,::::esand to take Ildvantage of eccrM"'CS of scale has
been ·:tu::"M1by the success of a single, nat1on-wlde auto-

__~--'~~ ->.i... • ,._.."
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matic t~ller machine (ATM) Byst,· .: It may be posstble for
primary mortgage Issuing tnst rturtons to substantially'
decrease their fixl-:ld costs by unifying their mortgage
issuing function. For example. a single office whose
expense is shared bi" the im;;ti tutions who may provide a
c~91ete mortgage ';.ssue end admin:i.stratior! servtce by

representing all the institutions and their current terms
(e.g. interest rates) :\hile still maintaining the
canpe't, .t tve envtronnent desit'able in an open financial
syst.an. A detailed analysis of such a proposat is beyond
the scope of this stooy but is an area worth constdertng
for future in~estigation.

Only wi th ~e exist":!nce ·of a. secondary market for

reslde:ltial J1)'J-rtgagescan such a proposal be ,1eslrable as
lnati tutlons .ea; then d117ersify geograIillcallj simply by

purchasing rortgages in a certain ar~~ frarl the existing
pr1.r.nary rssuer in that area.

v. ~ portfoliQ as a. bedCe .. iust infla:ti01:

It may be possible in 1:M.s highly inflationary enviror:ment
to use the increased liquidity given by a sec.tt-itized.
mortgage lX>rtfol1o to introou::e.sbared appr;-Ciat101l
~ (S.A.M) or fiXed pl"ioe bu;r hack ~
(F.P.B.II). 'lhe former being an agreanent where the
institutions share in the appreciation of a home in return
tor lower interest rates, the latter being a contract where
the institutioo has the optioo. to reo-purchase the hane at
the end at a tlxed period for a fixed price, thus
banefi tlng fran, an increase in price. Both of these
&'YStemsdrastically rei100e boDd repa.yments as the. financing
requiranents are reduced by the amount .fc.\r which the
1natltut100 participates in the appreciation of the hcuse
value over time.
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Both of these systems provi~e an institutional hedge against

tnf lataon , and reduce f>ntry level Income for hone purchase.
Again J as discussed previously for Graduated Payment

mor-tgagesJ (Pages 40-42) to use these instrtmente i.t is useful

to have the liquidity afforded by mortgage secur+ttzattoe ,

']be effieieat manag~t and aba:"JrptiOll of leoding--related

risks (29)

Secllritlsatior. gives rise to the "tmbundling" of risks
a.ssociated with lending. 1'hese risks, Mlich incluie
investment, interest rate, liquidity and credit risk, can be
clearly gepB.ra.ted in the process and allocated to the lJ1rties

best sui.ted to absorb them. 'Ibis fea ture is considered by

lil8.1ly to be tnt:! prime innovatioo brought alx>ut by securiti-

sation.

In securlt1sa.tion the varioUs lenci1ng-related risks manti.oned
above are measured as aecuratel y as .PQEI8tble and their
financial effect ~..xtrap:>la.tecltl)r the parties concerned. For

e:umple, the credit enhMcer bea.rs the credit risks, the

98l"'Jicer the operating ris..'<, the investor the interest rate
risk. and the liquidity pNwiUer the liquidity risk.

Therefore, a seCl.ll"i tisa tion prograamemanagesall of the
le,xUng-'related risks more expU.city and thus more efficiently
than COIlve~t100al lending. It ai101JB :tor an
infonnation-efficient market atd a more defined allocation of
scarce resources to areas best 3t11ted for their a.pplication.
This gives a financia.l institutil.,..\ the a.bility to fine tune
1ts portfolio ot risk: ex~:ts by selecting its role and
degree of involvanent .lith securitisatiat.
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Interest rate ri* and financial :fttb.1I'e8 ar!l:ets in

residential ~:

1he adjustable nature of mortgage interest rates are a
con~iderable risk to the borrower of funds ofte~ resulting in
excessive foreclO&'Ul'es00 repayment defaul t , It i$ posstbl e
with mortgage seeur-ttf.sat ton to allocate that risk to market
players able and willing to bear it so as to make specutactve

'"11 profits on iriterest rate post ttoea,

']be effect of risk on interest on mortgage borrowers can be

analyzed tbrough the standard mtcro-econcetc model where

cooS\li1erS/borro\\ers are asstmed to maximise the expscted
utili ty of lifetime consunpt100 Si.1.bject to certain i~cane or
weal th ooestratnts , Borrowers have portfolios of assets (ooe
of which Is a. ftOrtpge) producing ret1.Jl"1l8 (both positive and
nep:l=ive) with &arie or all ot the rate of return being

variables. 'lbe funciamental· decision facing p, borrower or the •
(1)

'.8BUers conau1taot Is selecting the mortgage inatr..aent mieh

when combinEd With othel" portfolio aaeets resul ts 1.'1 an
optimal eot:t~r.ptlO1l path.

tn a. discrete-tilDe frJlilDMlOrkunder uncertainty the decie:ioo
model can be stated formally as:

T
MIl: E Stn (1 + p)-(U(t» (Ct)

t lit 1

1
smject to Ct III Sun( 1 + ri)wi'lt - Wt + 1

i ""1

1 \\
Sum Wt .. 1
1- 1
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where p = the degree of time bias (borrower's rate of
discount) ; 1/

':;-~-

expected uti Ii tv of a iUP tin}p!',l r('~Sl.!!!Ptton;

II
\'

U( t);: concave utility fWlCc:ion;

Ct "" consunpt.Ion in period t (t :: 0 •••• T);

ri .. rate ~)f return o!" asset i (i :.::1 .... });
wi ., portfol to propor-tton of asset i;

1\.Wt ,.. borrower' s ",~l th in period t .

I'~~urce: (25).

'the flews are generally denaninated in rest , as opposed to
n.:minal vallll!p .11

Wi.til d1min;t~lns marginal utility 9): consunption, it has
been ~~. that the optiuJal ('..ons~ttion pttb for the risk

averse 7ndiVid ....l is 1~rthas rt,aed to floo\~ting.
I ~ #
,~I' \"0 /{I

'1bt!U'e.. lore. ..".tpp illstZ!I' .: ts. that aUow for large
cbalY&es in monthly pa.~' would not be preferred by

00;'1-0'1181'8 unless the var~ tions in p&)1Deflts em be offset
I ~,

~~4bedpd ellMbere r their portfO} 108. 1beo primary
/,Aaaets in Dl8t ~ld portfolios are stor:a ot hlJDtUl

y car;1tal and the real estate aswets securing the mortgaaee.
I If the changes uI the returns and cash fl9- of these

a.sset~ a,M1 C1.oaey associated with interest ra.tk movSDents~

then the intere~;t rate ;("1* inherent to. variable-.l"8.te types

of roortgagt9S ~uld be effectively hedged in borrowers'
p;>rtfol1os. ;/

I, I:
;/

Since ootq! rcal estate values and anplQ)'IDEI'lttnccee tend.
tl

to r«we!~ witb lnna. tim. fluctua.tioos in mortgoie
rates ~Mult1ng from <.."'hangesin :lnflat14)Q premitmS could

be OffSet to' "~ extent in many portfolios by movenent9
d

in ~rrowers' reb~lrr.s on their primary a.S9Ilfl;$. Varia.ti~,
in,/real rates, however. could not be ~qed in ~t
h(Jt~~ld portfolios.
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Increases in real estate rates reduce the value of botn
hunan capital and real estate because the flow of future
real mcone or housing servtces is then discounted at
higher rates. further, 1'lM.j1 households lack the liquid
funds 0'(' debt capacity to qutckl y genera te!:."Ufficien t cash
flows to meet significant increases in their debt service
obligations that result fran rapidly 1\ rising naninal
mortgage rates. For these borroser-s i~Cing cash flow

~\

constraints fixed-rate mortgages are still pref.erred over
variable-rate 1nstrtl!1el1ts even ..lhen they are hedgert on a
long-run return basis a&a,1nst rising interest rates.

Fran the p!"eceding analysis there appears to be

tlleoretical reasons based on consuner cbotce th~ to
believe that many borrowers 1n the residential l'OOr""..g&ge
market do not wieb to a.beoliJ high levels ot interest rate
risk. "Dlese borrowers may be willing to pay a risk
prauitn to mrtgnge l~.ders fell" longer tam, fixed-rate
mor~. For institutional lenders the level of

interest rate risk iDberent it, .. PiU"tlcular mortgage
design is a tuDctiOl1 of the averae;e 1if.~ or
ma.tur1ty of tbelr lil.bili ties (deposi ts) •
lenders are illmuul~ lIlta.1nst cba.nt188 in market

term to

streams is equivalent to tba.t of their; HabiB ty streams.

As8tJDe A aId L L~ the asset and 1iabtl1. ty streams ,
respectively. whose present values are V~. and VI- 'lbe net
worth of an intermediary 1.8: W

(\
It da and dl are the durations of these stream6:, then the
cbange in net worth in resp:>nse to III incrEmentd cha.nie
tn interest rates (r) fran a pu:'1I.llel SlUt of the market
yield curve is:

/',
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I,'

W'nencia. and dl are selected 00 that daVa G dlVl. the net
worth of an tnst i tution rs irmmniZ€<i or hedged against
such movementsof interest rates.

~rtgage lender'S would thererore require a risk premitm (in
the fonn of higher interest rates) on those mortgage
tnstrunents having durations that do not correspond to
their deposits. Such a premhm. h~ver. may not be
sufficient to encourage a fina..'lcial lnt6rmadiary with

short-term deposits to offer fued-rate mortgag6$ in
periods of significant interest rate risk. Even with risk

o "
premhms correctly priced for a given level of interest
1"8.te volatility, unbedged :lnsti tutnons aze exposed to the

p;)tentlally catastroPlic l1rn ot lDIlrk8t rates rising to
tile high em of the interest rate distribution for an
extended time J causing the !natitutioo to face periods of
negative earnings. decliniIC net worth and P:>ssibly casb

outflO'lV8. '!be ccaceras of mortgage lenders over the
I

UkelihO<Xi Q,t that contingeooy are heightened by regulatory
author! ties ClO as part ot an oversight function wi ttl

respect to dSJXlSi t insurance may require that mortgage
tnceee and deposi.t expense coincide ;'0 each e:7i'&mlnation
period. Financial 1nttlrmeclla.ries with short-tam deposIts
facing such consrratnts are unable to orig1nate fixed-rate

"trortgages even when tbey could charge a high risk
preDi1.lD( 25 •

It .app9rl.l'S frcm the !'preceding arial~h!~f't:h::r.: tnterest rate
risk has not bee& lDl1.ll33ed 1.'1 an effective nwnner ..frau the
Joint parspecti va of mortgagE; borroWJrs and lenders.
Neither party in JOOSt mortgages wishes to absorb
s1gni.ficant levels of risk, and the burden is on the
hollOOhcld through the widespread use of variable-rate

/)
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tnstrunenta, As a result; what is needed is a. mechamsm

t~ shifting this risk. to other parties outside of the
market.

Q1eposstbte vehicle for shifting interest rate risk is the
existing futures market ror financial tnstrtments ,
Participants in these narketa can take post tions in
contracts which allow than to hedge against the effect
adverse interest rate changes would have on positions in
the spot financial markets. While IOOrt.gageborrowers could
not p:JSSi bl y uti lize futures posi tions to h;odge the risks
of variable instr.Jnents. because of their lack of

soJilistica.ted knowledge, it would be p:>ssible tor lOOrtgage
lenders to consider the hedging thro~ futures markets of
the risk mherent in ffi:ted-ra.te instrunents. (such as the

1/

17 per cent fb:ed rate 'OOOOs provid~ by Goverrment to
needy bane O'Mlers), given the grea.ter oppc>rtunity for I'l'IOSt

Ienders to amortize the ini tial i'lforma tion and start-up
costs Qf such hedging over a. larg~ mmber of resi.dential
mort&aaee. 3:Naver. tb& tnJIIIber of fiDl.Dr.ial ~ts
with active ~ aariltta is UJd.ted a.t tbe pt'88EDt

\\ --,

tJae. '!be outstand~~ \~St1on 1S wether financia.l
intermediaries can efi~'9ti~elY 9ro.a:·,~lledge, utilim the
ex.isting futures markets to hedge aga),mst the intef"'st rate
riSk of fixed rate posi.tions in res1denti.al mol"tgaf\<•

To hedge the interest rate risk: of 8. spot financial
posi tioo through: the futures markets, a hedger buys or
sells one or looreCCl1mXi1ties (i.e. financi&l instrunents)
for subsequent delivery upon the pre-spccif.1.ed (by the
futures exchange) fllL.turity of a. standardizsd contract. To

caver spot losses resul ting fran unantlclpa.ted increases in
interest rates. the trader undertakes a short hedge by
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selling futures corrtracts., In situat:i.ons where Iosses are
suffered ,.:i:' spot; ra tes fall. the trader creates a tong

hedge by .buying futLU'es contracts. Whenthe maturity of

the spot position ts less than the ranaining term of the

futures contract or i..f the trader prefer.s to avoid
delivery. the futures post tfon can be closed at any time

prior to contract: maturi "ty by reveramg the original
traasact.ton in the sarse exchange contract.

To(~Jtect against uaantactpated movsnet\'f Qf interest
rates, financial intennedia:ries lending in the residential
IOOrtgagemaz-ket could lock in too future cost of their
deposits by ac~diring short posit~ons in financial futures
contracts , '!be optimal futures positions ~uld be in

i

instruments wh~l yields are closely correlated with
I

deposit rates and wItb hedge maturities equivalent in
,_.

length to the durations of tbeit:..mortgages. If the market
yield curve then shifted upward, any additional dep:l6it
cost would be offset b). 'gains in the value of the futures
posi tim. SUch an approach. oowever. \liOuld ,1imi t leooers
to offering roortgage ¢th rates fixed for up to only about
three years. currently the longest ma.turity or any
financial tututes contract. Alternatively. mortgage
lenders could take abort piOI3itloTlsin futures instrunents
whose yields aa-e closely rel~\ted to mrtgage rates (such as
:tutm·es in CioVernnentNational Jl:>rtgage Association (~)
mortg8le-b&.clced securi ties or their South Af'l"~.can

equivale~t (stilt to be lo~n:ted) wi tb hedge terms ~iva1en.t
to i:be average duration vf their deposits. If the yield
curve rises. any decline in the market value of the
fixed-rate mortgage is offset by gains in the value of the
futur~ positions. In this case finanCial intermediaries
woUld probkbly be inte~ in the effectlvale8S of hedges
ha.vil1g tams of one year or lees.
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A Deserve IR.nk View of Securitisatioo:

"To the extent that secur-i t.tsat.ton broadens the funding base
of part1 cipa ting financial institutions. Improves the

Reaerv~ Bank's response to seeurHisa.tion as a ffmimcia.l
market deI1elopomt (28)

profi tabil ; ty of such institutions, and enhances liquidity
throlJgh the creataon of new negotaable asset-backed instru-
ments. it should be seen as a desirable financial market
devetojment , Giv~ the growing oophi:;t1catior: of the South
A.frican financial markets t the securttisatlon of existing debt
is accepted by the G€serve Bank as an in~litable new develop-

\\mesrt ,"

"II:>~ver, it is essentia.l tba t the unbundling and reallocation
of risks associated with securitisation should be clearly
underst<xxi by the parties involved. In, ::.dditioo, l~
tra.nstt!r8 should be a.ppropriately backed by precise legal

agreements. In so far -as institutions under it-<=! supervision
(i.e. banks and building societies) are involved, the Bank is

concerned tha.t newly aasuned risks or retained risks should be

properly managed and adequately recognised in prudential
requirements ."

"'!be .Reserve Bank cannot support securltisatlon oohemes which
are devised merely to circtlDVent prudential requiranents.
thder such so!lemes, assets nay be Slifted off balance siloot
without a. proper transfer of risks. 1bere is a danger t~9.t
the losti tutions may indeed incur unrecogmsed addi tional
risks in the fom of ilopl1ed guarantees to entf.ttes acti~ as
SE!Cnr.i:tlsa.tlon vehicles or their investors. In such cases,
the Bank. will have no option bur. to insist on a consolidatioo
of the assets of the schEme 'llith tbOSP. 'If the i1l.sti tutaons
involved for the purpose of detennlniog prudential
requirenents.u
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ImJBCt of new hannng legislati& OIl sec'l.n".it1~tion scbemeS

New legisla tion v.*.1ich reg~a tes the opera.tf.ons of
deposci.ttaking institutions ,.drl ;which repeals: the ~;tisting

Banks Act and Buiidll1g Societies Act , has been subni.tited
for approval to Parliament. The institutions to be rE:gula ted

in terms of the new ]egislation are distir;guished in terms of
tiro basic functions, namely that of a transact.tng
depost tvtakmg business and that; ot acting as a financial
intermediary.

A canpm)r eatabl Ished as a secWitisationi'vehicle could i::lf";
1\ ./

;iffected by the \lew legtslatioo if it ~re J;~ accept money,
.' I.. (

/as a regular feature of business, throl,.Jgl1l. -.';'/ Lssue of debt

y instl'unents and i.f it wre to act as a n~ial inteL-mediary
--,

by channel.I ill€" such funds into an asset p:>rtfcUo, even tiJo~
suca assets might consist only of secolf'Uu'y debt illst~J'~ts.
In sllcn <rLrcunstances, the caDtQay would becone subject to the
requ:lrem:ents of the new legis1a;tloo, incli.J'ling pt'oop.nt1al

requtrerr:oots. In turn, this would ccmplicate the acbievanent
of one 01 the basic a.~ of securitiSi.tiqr., lUIII!ely that .')f

'\'

redirecting furlds .trail ~ less rezulatad co a more regul~t~
envi %'Oanent •

II

The '.lay in mich the operations of I). securi tisacioo vebicle is
struc~tured. will detem;ine whether it riU tal~ \with!.'l the
embi1: of the proposed legi.sl&.tioil or not. This i:3 a grey area
whicl:l wi 11 have to be addressed on a ca~}:-by-ca.l!Je btsts. As a

gE1le~"alguideline, it, may be stated that. in or;1Yr to oualify
for '~xanptlon fran the new legisla.tioo, a. CCIIlpwlY establis1.'3d
as a secU!'lti~tl:t; :.';\vehicle will he required to!

. - i-

a) fUk~\ itself on a wholesa~eii:as1s by iss:.tivg, in
//

accordance with ;,the proviSions of the Q:mt:anies Act.
debt instr.:lnents in sufficientJ '/ large blocks to
institutional and cOrporate investors ont, )ln~
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b) acqui re in umro-m parcels u suitable por t fol Io of

lU::sets ( Ioans) to s<!!t've as ~eki ng for the

S("~,tJ:'i ties i.!:wu(d t pref'erabl y wi.thout ..toPpitlg-Up"
the j)Ol'tfoJ j/, as and wnen loan princi~J. t.s

Secl.1rtUSH, ion vehi.dEl'.s whi,::h de. not quaHfy for exclusion
fnt:; the 1,.'glsla ttoa , Ivill 1)8 rl~uht('(l either di.rec tly as a

dep:,,)1 t- taking finru:cj2'11 iatem.ecY,ary or }ndir8'( tTy through
it,; i~:1nsolidrttion wttt't :;",dt~posit-tal~ing ln~tj tut.Ion acting as

a $t::ll,eror or tg tnator il:1 a secur-rtf.sat ton scnene,

"';'...ne Reserve Bank finds the BaJ1}{ of England's regulatory
approach t securitL..a,ticn well suited to &>uth Afr~pan
c.trctmstances and has ll'10gelled several ,)f its aecuritisafion
requi.renElnts on those of the I3a.nk of F.aglalXi,"* 28) TIlE:

,principE'.! aims of these requira!leOts are to ensu-e that:

~) the .~lling of assets ttl terms of a Sf:Curitisation
sch6'~eacb..eves it intendoo eUec·t of transferring

rights ahd obligations fran the seller to the buyer;
()

b) a.Ll the pa,rticiJ;lflnts in the sche:ne understand the

res.{X.i;.::lib1l1 ties and risks assuned ot: reta.ined by

th.era: and

.:; risks assuned or retained by tnstt tuttons under the

$uper:ision of the' Jleaerve Bank itre subject to
/'
I{

appropriate pru:!~mtial requirements. !l
h
!i

//"
;i
//

* I:k:t1k of 'England, Loan Transfers and Sec1.lri tiac.tlon, Bank.i.ng
Division o..'l\sultati''I1e Paper, February 1989.
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In tl'ying to achreve these aims, it snould bi~ recogni sed that
standard rules do not apply to the secur i.t.tsataon (~f(~xisting

debt. Each scheme will have to he st:ldted in order to
determine wha.t rf.sks ;1f..I..vebeen assimed by the different
par-tictpants, The at locat.ton of risks and ul timate prudtmtial
requirements for the :i.l1st.:i.turtons .nvolved wH.l largf31.y depend
on the methc;-d of loan transfer fran the sei.Ier to the buyer.

The i.deal is to .aehteve a "clean" 'tralv~fel" of rights and
obligations t:L'tlll the seller to the buyer, Ieavmg no residual
risks "1101. th the sellE;r', 'Ihis can best t'le achieved by means of

transfer thl"'_)ll8hnovat.trn , ..mereby the 0:tistuJg Ioan agreement
between the sel Ier and the borro'Aer Ls cancelled and replaced
by a new agreement. wt:li.ch transfers a11 the seller's rights and

obligations to the buver , TT':lllsfer through novation may,
hq,.,.c..>V~, not be available as a practical option :i.n South
AfriCi ~'ld tra.nsfer is more like ly to be effe-c:ted through the
legal \ \. ~igBnent of x'ights aoo obligations to the buyer by the
?eller, with or without i\otlficatioo to the borro\ler.

"TrtUlsfer 'through an Ji assigm1ent, duly notified to the
borro-.er., could be reprded as a clean t.rans.ferJ' PT'O\1idedthat
the 'bu:,'er's rights under the transfer are not impaIred by an
interveniag right, such as the right of set-off agreed up!'Ioby
the sellE:.-,· am the borroH? A transfer through a silent
a.~igtrnent~ i.e. without notification of the bor~r, could
tnrroduce addltional risks for the buyer to the extent that
tha absence ot notice to the borrcser removes S'1TJe legal
protectioo which the buyer otherwise would bave enjoyoo. At
the same titne. the seller is left wi th the risks assoctated
Wi th the lenqe.r of record, such as the rescheduling or re-~,.)
negot.tat1on of the loan. ~ly "hen these risks are properly
a.a:irtressedin the legal agreenent between the buyer and seller
or tn interhal control and risk ma.nagauerlt systEJIIS, could the
transfer tbrough silent aasigtment be considered to constitute
a. clean transfer *"(2f:l)
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Fran a regulatory pomt of view, a loan or debt transfer f'rrm
a seller to a buyer as par-t of a securf.t Lzat ion schene can
only be regarded as a clean transrer if the transfer is
supported by an appropriate Iega l agreement and, more

specrf'tca.l.l.y, if the tol Iowtng condttf.ons are satisfied:

a) Tho tranS'fer does not contr-avene the terms and~ . L'

eondt tfons of the undeeIvtng Ioan agreement be~en
the seller and the borrower, and all the necessary
consenta have been obtatned,

b) !'b.~ seller has no beneficid interest in the
principal of -the loan and the buyer has no fOl'mal

recourse to the seller for l~Jes incurred.

c) '!be seller bas no obligation to re-purcl.ase the loan
or MY part of it f or to supt!Ort any loss sufi'ereci
by the buyer.

d) ']be doeueented tenoa of the 83l-eenent are such that,
if the loan is re-scheduled or re-negotiated, the
buyer aoo not the seller would be subject to the
re-ecneduled or re-negotiated terms.

e) If payments by the borrower are- routerl through the

seller, he is unde~ no obligation to remit fimds to
the buyer unless and until they are received fran,
the oorrower.
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Rism associated 'With the servicing of a. seeuritiaed loan
portfolio 28 )

The Reserve Bank supports the Bank of England's view that a

seller of loans who continues to aomnrster or service such
loons as a securf.t tsed rOl.'tfo.Uo, with a view to mamtatntng
borrower relationships or earning fees, can run spect fie
risks. In addition to operactonaI !'iskli\ associated with the
alininistrntion of the portfolio> tlre scl.Ier-' s continued
identi fica tion wi th the loans may ~reate a "reora.l" risk» even
though rights and oq~ig~tions hi3.Y have been transferred

,'II,
effectively. The ~ll~\l:' ~1-y ~aoo under pr~,e to support
losses incurred by the b~ver ')r investors in the securiti-
S?t1on schOO'ie and may be in<"aned ~/. do so f~ order to protect

:1

his narM.

For tue pJrJ).:>ae of detennining appl'J)pria.t.e pru:iential
requir~"l ::8 for fnsti tutions aeti,l'$ bS aanlnistra. tors or
serv~pers of securit1sed por ':0110$, operational or moral

I

risks will warrant special ~,ctenti<.r. Normally. capital
ret,J.w.rEments to cover credit risk will help to protect an
insti tutl00 against other ~isks as j ~ 1..., 1i:>wevEr. if rt 9.ks
are unbundled. and cradl t risk is transferred to the buyer. the
operational and mora.l risk rtmlining with the seller "Ul have
to be specifically addreeaed in ('.epital requ1rS'llC.'ltlts.

Uladit1<1lB to be met in rerapeet of t.he &erriciDg of a

8I8Cur1tised loan portfolio

Fran a regulatory 'point of view. additional coocUUons over
and above those applying to loan. transfers will have to be lIIet

by institutlO1l6 $..ct:J.ngas administrators or aervicers of loan
portfolios in ordEtr to limi.t their. responsibili ties to the
fultillloent ot these ~ct,~6ns. 'Dle&econditions are the
:following:
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a) The docunented terms of the servicing agreement
should protect the serv icmg agent fran any

lit~bUity to the securitisation schane or the
investors in the scneme, In particular. the
agreenent should make it expl ic l tly clear that the
servicing <\gent:

L) has no obligation to suppor-t any In.,c:;ssuffered
by the schane or investors in it; and

o

it) does not stand behind the ccrnIJlny acting as

a secur1t1sa.Uoo vehicle and will not make

good any loss in the loan IDrtfol1o.

\)

/;'\
b} '!be servicing ager;.t or any of its Close assooiates may

not own any share capital (ol'dinary as we11 ~ prefer-

ences share capital) in a ccmpulYused as a vehicle for
the schtm9 , or hold a. proprietary interest in t or
exercise direct or indirect control over, such a
canpany.

c) 'nle board of d1reetors 01 a caDp\D.y ~ as a. securiti-
sa.tioo vehicle must be independent of tile, (~t"I1iC1n1
agent. ~.

d) '!be r.ameof the COOlpUlY used as a securi tisa.tion vehicle

may not include the llBme oj the servicing agant or imply

any eoanectaon with it.

e) '!be servicing agent may not bear any recw.'ring expenses

of the l:JCbemeor provide tenpora:cy finance to a scheme
to cover caSl S:lorUalls arising fran dela"ed pilyments
or the 'non-pe:rtoMl8llCe of loans adrIin1sterej by him.
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g) 1h~!servtctng agent may not bear any/Iloss arising from
# .'. . j

tl1e effect of interest changee on th~ S<!haoo,but be l'!lay! I

,nter into interest rate ::"'W8.p,j?l«reements at market
! prtces with the vehicle. /
/!

I'/h)/
II

/
l/1

l
II

/
ji

/II

I;//
\\

II
I

II
j;

/
!/

ll
/
)'

1/
II

f) It is acceptable that a seller who also actls as
,I

servicing ag~t may make a one-tame eontr-tbut'ton/ to the
defrayal off the expenses of II vehicle in 0l"der to
enh')n0e its credt tll,Qrthiness. He may also fiend on a

/-

/
Ii

Ii
/f

,:)

lo~tent: sub-ordma.ted basta to the vehic~,e, prov tded
//

tha t tht: loan is onl y repa!ra.b1e upon win9ft.ng-up of the
/!

ii'
re~in
//'II;;

II/!
/I

1) A servicing BgfJll't may nq~ Uhderwrtte the issue of
!/

asset-backed securities for the vehicle, or par tic 1-
PIlI.te in malr.1ng a. maJ~t tu ~h securt ties, or

!/
invest in such securiiies.

l
'//;

If the above-mentioned corxiitions are not sa.tisfied, t.Jle loon
I/i

portfolio acministel1)d n1 the servicing agent will need to be
Ii ',I

coo80lidated. wi th /1. ts om t.lance SlP.et for the purpose ot
,/

A servicing agent lray riot
purchase 10tll1S.

an option to re-

Securitisa.tion is a new developnent in the South African
financial ma.rkets. 'ibe indications are that, at least

i)

in! tiall Sf, the focus will be en the indirect securi tisa tion of
MOrtgages through the issue of mortgf4~backed securi ti~'. In
view of the chronic ..housing· sbortaf68 in. &luth Africa., 1:).1is

forr.c or securi +~,.t10q should be seen as a. desit'able
1 i -_ _"

d(.~elopnent bec..ause it wil 1 broaden tile :fWlding b!1ae for hane
financing.

o
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Ib\'JeVcrI the Reserve Bank feels quite strongly(28) that

securitisatic\l scheaes shol,tld develop in an order l y way and

function within i:l framework of sound principles. As with any

new deve lopnent , it is not posstble to devise immediately bard
and fast rules - a flexible approach is required. iieVertheles(l

sane fiJ."Itlij guidelines are necessary to ensure that the risks
involved(('are properly idontified, allocated and managed In

'Iorder tql safegoard the interests of -,)the Investor-s arid
participants involved. (~

o

t )

o

II
\'/
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further ImpedimEDts to tbe .DNelopDellt of a. 5ec00dary Ibrtg~e

JIi.r I!:et :

Several types of Ln~imEl!t to the devel.ojment of a Secondary

~~rtgage Market in the country ext st , i.e:

a) those a.ssociated with the charac ter Lstf.cs of the

mortgages originated by the major musing fina.ncien"
and

b) too. assoctated with ~overIment; taxation of financial
transactions and/or regula.tion of financial insti tutions
and other canplexi tieS/uncertainties.

1/

(a) Cbia.racteristice of Abrtgages:

(q. Variablli ty of Interest fa_;

It baa beatl sid that the variability ot interest rates, . 0

00 houaitll IlDr1aaueS baa tamed to inhibl t the

developnent ~.t a StU l;)eo.a.UM investors bave been
UDCet"ta.in as to tbet inccme st.;;n'_ Which 'IOulti be
prodlCed. Ht:I'118Vel"I tbe c.,-ertainty a.tta.cll1ng to 1ncane
frail t:f.xed-.t.n:lterest 8eCUl'i ties is t in acme respects
UIUllOry. It Sli.:>uldbe noted that:

I
\ '

a.l though I~t a.ny oae time a lZ'ec1se lTesent
value can be ca.lcw.atei for tixed-interest
.&eCurities by d!sco\llting their _}:eCtad
fu.t~ ('.mail no_ by SODe. approp"iate

d~mt r'ate, tbe discomt rate Will cba..nge
as intereat ra tea ctJ.~

with l.Il.knc)m future rates of inflation. a

certain narrlnal return re,lrasellts ~
mcerta1n .I,".t return f and
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the tendency for insti tutions to adjust their
portfolios in the light of changing market
( ,indiHens means that securities are often not
held to maturl ty; certainty of mcone counrs tor
little if securities can only be sold at a
capital loss.

It has been suggested that institutional investors such
as life offices and superannuation funds lJ".ay not be

interested in t,nldiug variable rate roor'tgages or mort-
gage-backed certificates. This r.eflects c~ncern about
'Iltlo would review the ratcf:l on such mortgages or

certifi~tes. how of~P.n the r'~ieW$ would be undertaken
and what repayrnel}t rights or opinions rest with

oorrowers, e "g. early re);a)'lDent.

'lbe key pJlnt regarding the acceptability of variable
"

rate mortpgea tor investors is that the interest rate

m1.l!Jtbe determined by the market rather th~ at the
diacretioo of 'iO'V'ertment. So lOD(Jas IX>tertt1al buyers"
of la1Ortill8- feel that governments .,. intervene to
hold down interest ratee C1Il their mortgages at a time

of generally inclW.Sing l"'I.tes, an active market in \\
va.ria.ble rate IJM')r1::llli~ is unlikely to develop. 29)

()

It is worth noting tba.t variable rate mortgages have
begun to be marketed soocesstully in the United States.
mere .there 1s an index lIbicb moves in line With trends

in f1.nancial markets, to 'lihidl saleable lOOrtgages are
tiEd. '!be 1990 unit~ &tilding &>ciety issue (see

~:es 115-135) wa.s successfully placed even though the
iMtrtll81'ts were variable rate and may show the
~,1nn.i.D.p of !nsti tut100.e.l acceptance o.t varia.ble rate
instnmeut:8 •
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(ii) Marketability: (30)

Unlike other securities markets, the primary mortgage
r.:ark~t is in effect a series of overlapptng sub-earket.s

characterised by ,one of a k.ind' deals tnvol ving
special constderat tons a.nd j local or-tentat tcn ,

il I

~&>rtgagesvary rn respect of::)

• sj_ze

I( · term to maturity
• method of repayment

I

the 1()CS. tioe , type) age ~nd quaU ty of the
secur-i ty offered. if

· the c~!di t\lllOrthiness of tbe borroser

'Ibis diversity is seen as (,onstltuting an effective>
barrier to a. SMM.

The Er.II\ll sbe ot roost individual mortgages may be seen

to inhibit institutior~ investment in mortgages
bacause of the trMS:.ct1on costs involved and the
existence of f3CO!laJtiesof scale in originating and
servicing housing mortp@:es. '!bat in$titutioca.~- \,

.c

investor.' pt'eference for luge sca.le lnves1ments is ~
boIIever, no real impedimmt to the establisbment of a
. SNM in Ilnl'tgagebacked securities, which involves a
!pooling' of mortgages. Similarly, variations in
the tara to -tur1tJ- abould not be a problEm 88 it

c:
sbould be }X)II81ble to a.ssanble a pool of 1OOrtIage& wi. tb

II
sim.Uar _turi ti11 (as \1IU done in the U.B.S. issue ,
Appendix 5). II .

'!be _tbod of t'8III'l,..t of mortgages wtl"ies fran
il1tert_-ooly loans ,,1ttl repa,ment of prineip;:l at
matln-tty to the straight line systEll1 as found in ~uth

"Atril~ of equal rep&.yD!e!lts av~ the lite ot a l1Drtgage

o
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as long as interest rates ranain constant (anba::lytng a
changing propor-troa of interest and pr-inctpa.I) ';i \\hile
the rormer lends i tseif well to a secondary market, the
straight 1Ine system l'Il9.y present problems because of

the need to reinvest principal repayments as and when
they occur. This problem was overcone in the U.B.S.
issue (Append.ix ;» by reinvesting pr-Lnctpa.l pa.~'lllents.

Iuatf, tutional investors may not be interested in
buying a pool of mortgages characterised by

individual ~JIDEIlt.s of prine1;».l", ()l. the other band
savings ;l::al1i{~.and bl'Uding societies are not likely to
mke int<:.':1'6St-only loans unless they are I'e&;sonable
assured of baing able to sell the resul ting
oortgages. At present. they rely on thS credt t
fonci~r methoo of relJl,:ymcnt to ensure a stream of
repa.~ts wbich are otten ava.ilable tor relending oe
to fIlI3et withdra._ls.

Early repayment in an a.ssoc1a.ted problen. lbr'l:gages,
wbG~ credit fooeier or interest-only. are subject tc
thfJ poeeibility of repa,meot or early red«nptiat. This
mana that tbe ~cbaser 1s faced wi tb the p:>saibility
of having to reinvest funds at an inauspl·.:ious t.we.

A further impediment to a. h!-oa.dly based 36f arises out
of Ithe d.i.st1Dct ctaracteristica 01 mortgages and the
properties they cover. If the price-settlng iur.ction
of a. SYI( were to be performed efficiently, it is
eeaonttal that there should be standa.r(tlsat1on of the

\'

1nstrunent!4' to be tr-aded. 'lb.f:s. 1mplies a need to
eliminate dif~erences between I'llOrtgatt'9S, whether
arising fr<m lega1 considerations, loc.a.l peculiar1 ties
or the different vi.,. cf lenders. 'lhe i~ e)f

mortgage backed securi ties is one .y of acbleving
standardised. »».rAeta.ble inst.ruDEm.ts even though the
ftk)r~"'_ backing then lIII.y not be standardised.
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Finally, there is the matter of the Cl'Mlt 1iOrthiness

01 tile ~r and the fact; that the purchaser of a

mortgage in U1e 3Wtf must; always look to r~e property

against 'Vhierl, it Is \lrritt.sn as ,the ultimate security
for his capi.ta l.. For this reason , Insured mortgages

are genera 11~}! '\.eferred for trading or ,:;t,S tacking for

s.ectJrities - h""'t')e plrticl.llarly those insured with a
..;_/ ))

goverrmen t-owned Insurance u:mpany. 'Ibls is genera 11y
I',

the case also L.'1 thi= G'nited States • ..tu:,>re there is a

. /.aarket in mort~s.'5 which are Insured etther privately

or by goverrment agencies.
II

II:I
An al ternat tve 'Ilay of ensuring securi ty l(~ through the

issue of mrtgage-bQclced securities wi(!'3~tfi~an'
'"

over-collS';tel'1llisation (Le. backed by a 9001 of
I'OOrtgageswith a. much gn1l8.ter face value than th~jt of

(/
the :security). This:ray be seet);.:_:;tul' canpran1sing the
secur.t ty ot ordinary depos1tors I b~~ could nevertheless
be acceptable if the vohme ot oo..'tgage-- bt.cked OOoda

"
issued were small In relation to a. savi~s
bank's/build1ng society's total p:>rtfol1o of morte9ges.

I ".

'ibis is an ettl.~lve roatbod tor dealing with high :risk,

low incaDe bo~rs.
\'

(b) Goverr.ment ~ula.tiCll:

(i) Interest Rate .Regulatioo.:(29)

A secondary mortgage mal"L:~t i., likelY to develop only
wta~.ce IIm'tgages or tOOrtgage-bt.ci£ed aecm-it1ea yield a
(risk-Q~usted) return which is ccmpetitive wi til other
.forms of inves1:mof;t.
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Fur ther restricttve legislation tncl ufes:

Building Soci\~Ues kt !,b. 82. 1986 (as

amended) •

M.!tual Building tbcieties Act ((IS amended) •

IBnsion Funds Act (as amended).

Ufe Assuranee Act (as anended) .

(ii) The canplexities of structured fi.nance:

S3curltlsation is perhaps one of the most can,lex
metnooll of raising finance for a bank. It i'Gvolve~
setting 1m, a separate special PU!'p.')~ vehtcl.e to
hold the collateral am detennini~ the types and

characteristics of instrunent::; to be issued.

Furthempre, there are IE€a1, r~ula.tory. a.cc.()unt~
and tax hurdle$ to cover. Various ,llll"ties axe al so
relied ulXll tn provide different types of vi tal in~
formation fran tnvestore'
borrowers' requirEments am rn.pected behaviov,l:".

. "

Mxlell1re the cash flows aM determinl~ the various
stress s::enarios is perhaps the most vital and.can-'

plex conponeaus of ':~ process. Fran this the fea:-'
sibility of the ventures is 1ete:rmin«d. An :>nt;c.gral
~t of/~ell log is detennini~ :row. many classes of
instrCa91ts":l.tre to be issued and in Mlat .{ll'O{X>rtiou.
A system 'Will also be n~.a:l to detennine iD" mtch
each class is to be ",taid dO\\ll" 011 the coupon date,
based on the coUIi:tera.l caEb fk,w ~'.eceiveti~ i""rt~

) \..r'
gl."al to tbe entire ;:u-ocess of securitistion is that

,\,

the iSSUE-I" must have a systf!ll or ha~:eaccess to one.
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Credit and liquidity supports

To counter the probl en of uncer-tatn ty about the cash flow
charac teristics of the col la teral • creel! t and Uquidity
supports are provided and the structure is str~&sc~lto ensure
lt~3 ability to hand1e near catastrophic €;vents such that a

vehtc le can be rated (or be rateable as) triple A - "as good

as the gcverrmen t", E.Ven00, the measurenent and control of
prefS.ymmts is still considered, to be a untversat prohlem. In

the U.K. many str-uctures 'l'llab"eprovt ston for soosti tution of
assets in early years to extend the life of tne issue.

'lhe originator

A general aceomt lng J;1t'inciple with regard to eecuritisation
is that the collateral w:lll be accomted for where the risks
and re_rds of ov.nership reside. 'lhus the originator wi.U

need to ensure that sufficient riskS of oWllcrship have been
transferred to the issuer so that the assets can be ranlJl!ed
fran the balance sbeet. r'l1"thermore, if the originator
controls 'tlle issuer it may frustrate an attempt to move the
assets off-balance sheet as tooy will rea~pear on consol-
idation. 'Ib avoid this the issuer will need to be ov.ned by
another entity. III the U.K. Horpha.ntrust" strmtures (page
1(9) have develop3(i for this very reason. In i:his structure
too issuer ~ \J$ually a CO'll.{mlY. ts ov.ned by a chari table
tr'USt. n.,e effect achieved is that the issuer is not
cootrol1!ed Of! owned by any particular "person" or "conpany".

I

With rUgard to the is.suer, the hCcomting treatmEnt of
geCUt'itiseci assets in the U.ti.A. run tm U.K. can be aane'Wllit
different. Tn the U.K., the issuer treata the collateral,
rEgardless 01 its fom (lOOl'tgagC13 or otherwlae)>> as &1 asse»
011 balance meet and the inst!'1Jf1tnts issued as liabilities.



Other uncertainties surrom.ding Securltisation in South
Africa (~9)

~-/ \

With auy maJor new 4eveld,..nmt there are al.~ wcerlainities
in many areas.
re"lolve Ql'OlIld;

lhcer'b\intles in EeCuritisa.tioo generally

the "rea I" cash flow charactertstics of the

colla tera 1;

the accounting issues;
the taxation Impact on the origir.at(it~, tssuer and

investor. ;

the l"egula tory issues i

'. the legal constratnts and costs; am,

the ab:Uity to withstand ccm}:etltlon fran other
eources of &1nancfng.

A1tho~h the interest Jllyabl e and capt tal dte of a !inane ial
asset io in! tia.lly q'Uant!fiable J pre{a~ts aJXl defaut ts
alter the simple cash flow, lnte) a 1n:!1nite nlJDber of

iJ

possiblli ties. .Olerseas. historic cia. ta is reviellle:i -to
C determine tbe {X)tefttla1 belaviour ot the asset pool given
certain economc oecurrencee, '!b Nodel th9se characterxat iea
the originator; Is requil'ed to provide sufficient historical

'.
data !XI. the cot iateraf , O:>tainiI¥ detailed historic cia.tg, on
on tbe collaterAl may prove to be very dlfficul t in ann h
Africa as originators do not necessarily have too systems or
the data. ;available for 5mh a pu:rp:>se.
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In the G.S.A. the Issuer of asset-backed securities meeting
certaln criteria can treat the Issue as a sa.Le of the
underlyirg collateral to the investor, t .e, tbe issuer does
not carry the collateral or the securities on-ba.lance sheet!
For asset-backed securf tfes not meeting the specf.fi.ed criteria.
the issuer must carry both the collateral and the securities
on-bal ance sheet.

1he Investor

At the least. the investor should. be able to treac tilf
"

asse t-backed S€!Cudtj,es as ccmpany-Lssued r:lar~table debt.

e.g. listed canputy debentures. Fb\\ever. aSfret-mcked
securt ttes are not, ~,$ exposed to the i.ndividual €V"ent or
btJ3iness risk of a normal ccmpuly thus the risk of ,loss i)'i

greatly rOO'l..J!E'd. F1..Irthermore,due to craUt enhanc61r\ent wfie
quality of asset-tacked Plper is generally far better than
canpa.ny-i~ued mar~"9table debt. 'lhus there is argunent for
treating asset-bl.clsed eecurittes as being similar ,~ public
utility or governnent stock.

'Ibe pr:Jmew consiaera t1.on is to ensure that the schene is
not ~\lSCI9ptible to double tuatioo. Furtbexmre, the
inBtru'I:l8lts issued could be considered by the ~venue to be
eqUi ty aIIM "this ViOuld Creelte a traDer.ldous 'tax burd~n 00 the
ismJer • '!be i.nstrunm ts iSl!t'Ued may be conatrued 'l=O be e((ui ty
because Ci! thei!' strong rink to ;1;00 collateraL 'lbie could be

enhanced in the case of an "or,Plan trust" stl"u::ture (Jl\ie
1(0) were th~ are no real owners at the lasuirc conpany and
thus of the ,rollateral.
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Legal constraints and costs arise fran the transfer of the
collateral and the docunents needed to specify the obligations
of the various plrties involved. A typical rssue in the (~~K.
may cost IOOre than £100 000 in legal fees. fbwever, as more
issues are made, the legal uncert:alniti.es will be clarified
and spectal.Lsations will reduce legal costs.

A major South African issue is the legal costs of transferring
\i

reg! sterable financial assets like mortgage bonds, TIle stanp
duties t»yable on a legal cession to transfer mortgages to
another party are in..t}ibiting. In the U.S.A., there are no
stamp duties p,lyable on the transfer of such assets. In the
U.K•• the concept of equitable transfers has eliminated the
costly f,lroblemof legal transfers.

o

Soouri tisa tion must be .able to caDJ,:Jete with other tonns of
be.nk funding. lbe maJor othel' form ot debt fundi.ng for a bank

is de:cxle1t ta.k.1ng. i1hen consideri.ng the di.fferent forms of
tinancins the bank must cona1der all of the cfllantita.t1ve as
11tIe11 as qualitative factors. C ']he acid test is the form of
t1nanci~ which is likely to improve the long tel'ln
profitability of the ba.nk.

A further point to be; consi-:t~red 1s that 9SCur1tiSation is not
a "oo.e-ott't ventunt. 'rueTe are substantial start up costa

'both in time and money involved in the prceesa, 'lhese costs
r., '~:JCj

can only be recovered if a mcani~ful a.ad ccntmuous
securitisatior,) progr~;, is maintained. (Nerall, securiti-

I'

S\'ttnll Would be consideroo ;rlthin the long te!1DPla.1S of the
, I

If
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This type of .atructure is termed an "orphan trust" because it

is not ownedor controlled by any particular person.

The role of the Lssuer can be viewed as merely conduit. In
this regard it is not expected to make a profi t or incur any
tosses, After making provi.ston for certain conttngenctes the
excess profit is ~~lly stripped out and paid to the
or1ginat~r or to a. residual holder whohas purchased the right
thereto.

';~\
Certain rest::.ictive COV€i.ia.nts and negative pledges are placed
on the issuer such that it can only act as a secur-rt Isat ton
vehicle. These requjrements are bw.lt-in to protect the

"inv'estors fran ~be issuer becaning materially indebted to
another p,U'ty mo migbt threaten their security. t .e , the
EieCuritissc! collateral,

'lbe1m1estor

'!be investor purcbases and trades the asset-b8r..ke<.1papet.~
1'he tems inves1;pr alld the issuer should not Sa confused. 'lbe
type of investo~\ is dependant on the nature and denanination

o
of the 1nstl"lJnent issued and where 1t 1s traded. fbweVer. in

the mature TJ.~~.A. and U.K. ma.r1sets, the major1ty of the
investors are still lal"le corporates and financial
insti tutioos. In &:>uthAfrica.. l1f~ offices and pension
funds a.re expecta:! ,.to be tne major suitor for a:8aet-ba.cked
paper. It>_ver, the paper cna.y also ber-..ane attractive to local
banks tor asset-liab1l1 ty manag~t as it h'l\S overseas. This
1s becaUSEll a ba.nk can buy and sell ''IOOrtgages'', "credit card
receivables" J etc. eD.sily and cileaply.

The investor is concerned wi til a nunber of factors tha.t must
be adequately addraSSt:d before an ieo..:rueis made. These
incll.rle the quality of t.'le Lssue, the cbaracteristics, the
liquidi ty of the market ~.rn the return relative to the rl.sk
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tha t can H..~;nj'WI' f controt and measure the cotta tf'ra.l
and the in::;t~una1ts issued efficientl y throtgbout
the U fe of the schaoo.

A furthe~' probl en t:a,(!ing issuers in S"Jut,hAfrica ':'s
too pr Icfng of the tnst., I'l'.erlts. A formai ccnmerc.Ia.L

paper market has ybt to develop in 3:>l1thAfrica I

UlU.">.i t is d:i.fiicul t to detenmne tlie .imiex: to wi"ich

the issued paper is to 00 priced, Furth'1lTOOf'€ j

v.c'rldw.'de there j,s a. problen (J,t measur-ing p:.·tentid
eol Ia ters.l prePil~ents ma.kiIlf' it di:U!.cult to
determine the J.'XX_)1's expected average 1j Ie wi th any

certainty ard thus cunplica.ting !oo pr:tcing df the
iSS"ol':.. further.

();'erde8St probl ens of canplf;~xity and prici~ .are
handleq by means o~ ra.tini the iSSt:1e ra.t1ng agencies
provide assurance to the 'illestor as to the quality«
of the i.nstrunmt. '!he pl"lce :;;1 the issue Is also
IOOreeasily dctennined by oanparj.ng its rating to

other simila.t'ly rated debt it~Jes. jhe,requi!'Emmts
of rg.ting agencies have also 1~ to certain
st'..andarwimtlons v.ithln securitisat.ion, inclu:ling
su.~hareas as atrees scenarios, strU'.!tures and l€lal
issues.

ltbst of the canplexi ties assoc.iated wi tn secura tj-
satdon are merely pa.rt of the lEJ1t.'t"ningcurve.. With
t:boo am ~perience most canpl ...."XJ,ties arrl costs can
'be troned out. As m('r~ a.ud lJl(.)rt;;issues are made the

\
Pt't.'lCCSS beceees lOOre ,!'eanl1noo am effich::ftt. For
the orig Aat..or obvious econanies of !SlCalcexist the

,\

iOOW often secu:ritisation is USEd to finance a p!.\)l
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An at tenpt Should alae> be made to maintain the t~~ post tf.on Ot/
;,/

'the issuer at a negligible level. i.e., the timing of cy):;h

flows sbould not give rise to an unnecessary tax 1. ia.bUl ty or

tax toss. In the U.S.A.. issuers of mortgage-tacked

securities can apply for RJ:MICstatus. Simply state"~., REMIC
(Real t:Stat~. ~t.>rtgage Investment COnduit) status allows the
issuer to becoee transparent (invisi bl e) for tax purposes;

'lba originator and servicer

The orignator should only be taxable on any service and

origination fees arising fran the :SeCln"iti:.a tton lSSIR, '!he

sale of the as~:;ets to the ,issuer? ~'i:lethe...4 at a loss I at Pit' or
,'i

for a proft.r, should at It:&st inj,.tially be c.enstdered
capital. ft)'l\ever, should special1et o:d.ginators, wb.omerely

or'liina '00. package aM Sell assets, develop, thEil the Revente
may take the view that such entitiee are trading in financial

r! ~0

assets and are ta:uble as sl.dl. A factor that soould also be

considered is .~ imPLCtof the \k.l ue Mded 'llu on "the service

tee charged by tbe S8rvic81', ,';Itle pro:plsa of VAt ha.s al~r
affected tbe :71ethcd in 'lillichresidml prot1t( "re stripped. o~f
of .issues in' the U. K. " II

II
II

{(

·Ihe tu: p:>sition of the investor J!IJl.1 be a major determinant in
'\'::

too type of lnstrunents ~1!!IS\1ed. lbftNEr, the factors
mentioned above with regard to the iSS'!~r ull als:> limit the
1nstrlments issued to "interest/debt type' notes. 1.e. to

',

match the 1nrorel$t Chaxa.C1r1stiCS of the collateral.

II ','
I'

I,

j.1

II
I'
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Sec uri tisation may a;lso be a.~le to assist tn the fi.nancing of
low tncone houstng and other less prof1 tabl-e "eocta l
;~nding"• I:1 the D.S.A, student loans, ..;))c;:~."t.red consimer
L ms and ron-per-rormtng loans have all Cc(:;~,y :,::';culitised. .~
fur 'er consideration is the "p)l{t1cal ,':;trn>..:tiveness" to

overse. s banker-s and governs-ents in providine, such factH tres
as crec .s: enhancement; to the securt.tt.sat ton of low Inccme
housf.ng 1(,',09.

U.8.8. ~"t;i8ed JIortpge Tssue - 1990:
r '.
\ cl

". i \i
I ~

~ing the course of th.t\ research, a. secur Hi&"(i mortgage
bond issue was created \~~an the U.S.S. Group loortgage

p:>rtfolio. I have i~terviav.ed the ma1n ra_rticlpants to this
iSSte as an additi6nal insight into, the markets actual per-
ceptions and requirements for. this new iostr~t.

1.\

the pros~tus to investors for the issue of

\j
The tntervie_ -._-qrecO!ldmted with:

I)
u

• Julian Knopf - D.\8COUDt fbuse Risk: P£.\llagEment Ltd.. wOo
,-,)

underwrote the issue together' witil George HuysaDer and

"::'l\\rtners • Inc.

• Rob1.n Marsden - Pim Goldby. ...no -.s a ,senior O:msul tan t on
the issue.

//

• Clive Brmmer -IIU.B.S. (Deputy General M8.nager) - origitlal'
mortpge lender(i

As a resul t of these interviews and fran Ii paper on the

suJ:Uect by R. Marooen (29) 'It ~ ,following features were
..

di~losed: (pp.l07-127). -. '
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'lbe Dll.jor participall<ts in ~uritisation are the follOtri.Dg:

the originator

the issuer

the investor

the trustee

the servicer

')beoriginator

The or ig.tcator , usually a bank or building society, ts the
party who sells the collateral to the issuer, The or tgtnatoz
is usually closest to the bql'rov.er and wt~l canvas and'
advertise for lending bu.gin~. Once applications are made
t:he Ol."igjna.tor will evaluate the risk. of the cihdida~ :U'KJ,

decide wbether or not to gl"JJlt the .Iosn, In th.le regard the
originator pla.ys an imlDrtant role 1n en$UP'1"1g the initial

(\

quaIi ty of the colla.teral.

Although the originator may sell tne colliti1ral .he is

gener•.lly regponsible to take tw.ck a.aeets not t~tiDg the
specificatiOllB cootained w:t:"ll1n 1:t'losale agreenent.

I ;
) ,
.. '"'\)

')he issuer 1s the pLrty \libo~"!MI ~ collateral using the
fund1ng obtained fran issuing tiJ\ a.seet-ba.cked securities.
The issuer is usually a special· ilUrpose vehicle '(SPV) formed

h

fer the aole PW'JX)8eof securttt8l.tioo. Although the issuer
may Uke on any form, fran a caapuly to a partnersbip. 1t is
an impOrtant 'prerequisi te tha.~ it 1s protected trem the risk
ot bankruptcy on the IJlrt of Us O'II1er.C\ .e , the issuer must
be a. bankruptcy reYK>1:e entity. In" the U.K. due to banking

regulations the SPV is usually, 'led by a charitable trust.

I!
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asstmed. Mult.t-c lass issues can be made to eater for a
variety of investor risk/return preferences. Ho~ver, such
issues involve a great deal more cnnpl.Lcactons in struct'uring
and in on-going operations. 'this should be measured aga.inst
the benefit obtained fran it.

For every asset-tacked issue a trustee must be appointed.
The trustee's role is to protect the interests of the
investors. In this regard the trustee must be independ- rrt of

the issuer, originator and servtcer-, The trustee ensures that
the servicer and the Ls...suer act in good faith. His
responsibilities in this regard are clearly set out in a trust
deed. His powers include the ability to dismiss one servicer
and apJX>int a.nother, or to take control of the issuer and

enforce repa~ent of the instrunents by liquidating the

cot'lateral . All of the assets and UaoiUUes of the issuer
.....- ~_\

are uSl1&ll y charged to ~'le trustee to ensure that he can
enforce the investors' rights against third parties in the
case of lecal action.

'!he trucrtee performs his role by mooitaring thp. covenants
given to the issuer in the trust deed. To a0$1st him in \::i1is
regard, the 1sauer lDl.J'i1t timeousl'! subni t certain doounents as
spEK!1f1&.1in the trust deed, Such doctmel1ts incltde arrears
reports, monthly D»UlR3ane"1t aceourts, annual ~lXiited accountfi;:
liquid! ty . reports, portfolio profiles. re}X>rts or further
advances and substitutions, expense and Uabi 11ty :forecasts I

and any other details on cllangee in adDinistn.tive procedures
or managanent.

An imp:>rtant feature 'Of the trustee's role is the discleticn
given to him in protecting the investors' interests. lbwever ,
in certain circ'.JIlStann~", 11ke a change in the monetary ("'\'Is
t')f an issue or when the investors acting in concert di.."c.;.'Ct
otberwiae, thft discretio:C.1qf the trustee carries no binding
authority.
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The trustee should be able to as~~ the role of the serJicer
or the issuer temporar-t l y $bollld they become unable to do so
thenselves. fbweverJ a servicer of last resort is often
appointed at the time of the issue to take on the role of the
servicer in his absence/restgnataca ,

Trustees are usually appointed fran manbers of the financial
coornunity or entities Linked thereto.

The servicer

The servicer provides the on-going admL'listratlon of the
collateral. The servtcer or acinlnistrat()r is responsible for
the da.y-to-day monitoring of the collateral t ccl lectang and
passing on the cash received, following up arrears ,

.1\
foreclosing 4..1 bad debts and spec i fying to the issuer the
a.rtk)Ullt of capital aOOInterest rec.'.ei'led frau the borrowers ,

., \1
r.lost servlc~rs are the originators of the ccl lateral , This is
because til"",!, USl.'\8.11y have the systen.'S am staff to aaninlstE!!'
the pool efficientl y. lb~ver, as tt'1e Iocat 9:curi Usa taon
mar.ket develops, Sl"A."'CiaUstservtcers mif arise as they have
OIlerSea.s.

An administrat")n or servicing agreanent is drawn up betvleen
the- issuer f the servtcer aoo the tI'UStee. The duties and

!llnctions of the servicer are set out in this agresnent.
'!bere are certain important issues that the agreement should
address. Firstl Yf oecause the role of the servicer lsi)
crt tical to the s:hEme, he should not be allowed to resign
until a successor has been appointed. Secondly, the
servicer's fee should be set at a level g~erally ~~ep~ble
to all }:lU'ties and sufficient to ensure the willingness of any
substitut·· gervicer. '!he t;ervicer's fee is usually
established as a perc~)1tage of the outstanding collateral.

,I
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Thirdly, to p(!~(·~~t against ariployee fraud and errce , the

seI'Vic~r s:lOuld hav~ rul •••cindannity pol tcy to cover such risks.
overseas, due to t;8 ir.lpc, ··'1.n.::ep~,aced 011a servtcer , a rating
agency wi 11 carry out review of the originator before giviilg

all i.ssue a rating. A less detailed r.eview is followet:! up at
least annually.

others

Other raatertat enti ties ane: roles involved in the
securt ttsa tron process inclU(~d'the following:

\ i

lead ma.tlai:"Tor f2t:ructuri.ng advisor
' __, f\

u.uder\fr,ite.~}J;nd,\ r,arket maker
t ,: \ \ ,!I -.: !,

.. "I ..... t" )lawyers c \

• credit ellhance~"

rating agencies
regula'toI'S

Idetl.lly, the atditors should be responsible for ensuring that
the collateral meets the cbaracteristics specified in the sale
agreensnt , !o\n-tbermore , they may be required to perform
certatn tests to ensure that the issuer can ttl9I!t ln.a
obliga.tions on the varlous coupon dates. 'lhesa tests will
include checking thl"f"!!'!h,:,ld rates and cash flows ne&.t' coupon

.') , ,
data. The alditor ma.y be requ.h)l:! .'0 provide affected

\ !
parties with a ccmfort letter 00 tM ..iA$.tracteristics of the
collateral. An a.udit opinion on the state of the issuer may
also be required in the asset-backed offering menorandun.

The auditor wiU US"Jally pt'ovide advice on the accouut:tng and
tax implicatiOns of the structures as well as perfonni'Jg the
annU81,foudit of the special pu:t'jX)13e vehicle. 'ibll;! a'l.ditor may
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provide the issuer with asst.stance on manual and conputer-tsec
sy~tans necessary to ccntrol the aSSf~t-i:ncKedsecul'itie~ and

.'j

collateral.
Ii
t,
i[

'l'he J.ESd rr:aoager on utroo;tl1rlng advisor

'lhe lead manager or structuring advisor 15 responsabl e for the
design and i..nplarjent,:1.~;ion of the securitisation schem. t£

models the cash fkws and determines the viabili.ty ()f the
str,pctut'e based on cer-ta.in cri ti~ria and "sorst-case"
scenarios. '!he lead manager '(1,1'111 draft the prospectus in
concurrr~\ce w:i.tl\ various other parties like the Issuer ,
trustee, ami tors and hwyers. He Ls al.so responstbl i=' :01'

~~(tr~jrdinatingall of the parties conG~~oo to ensure that the
schene is timeously and properly canpieted. '1be Lead manager
should koow or have ready access to all the material
infonnation and concerns - such as accounting, taxation!
r~ulatory, :-:,'arke~ "',00 valuation issues. lead managers axe
the pivot .Jl'Ound 'lthi~h ~urit.tSa.tion projects r~t)'ul"e and
thus tilei~ selectic:n by 81\ issuer or originator si:ior1ld be
carefully coosid~.

'.[he undel'Wr'iter perfc;;ms the same function as he would in the

t€'!il\1e of ordinary marlretabl>a securitit!!S. Ibwe\'er~ he may a'.90
l.md't!rttl.k:e to quote ti1liO-way prices to provide l~quidity for the

asset-backed instruuoo.ts ::,nthe early stages of the issue. In,.' )

t~~is respect he is both ;iila.cing agellt and ma.r.ket maker. An
UlX1erwriter may syndicate the issue :aoo the market ma.kicg to
other underwrltel"!:l but tJ:le i;asuer '/ill generally cnly deal
with one underwriter.

'lbe la-.,ers

other than. the lead manager, the lawyers proheJlly spend the
roost time .. on the 1sste. There a.le lawyers advising tb~
trustee, the originator, '.;.ne issuer and the J.ead lJ!lIl.DagE~1".
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The lawyers of the respective parti'as will draft the various
ag':"eanents¥bleh are }Rrt of a standard securitisation deal.

Lawyers with knowl.edge of the different areas covered in the
securitisation deal will be needed, and :reliance w111 often be

placed on their expert optnron in st tuations of legal
l.IDcertainty.

'lbe credit ~s

t);;pending on the structure and cost, credit enhancenent may be

provided by a th:i.rd party (refer to Page U6)., In this case

the credz r:; enhancer win be involved wi. th the scheme fran the
beginning.

llAting agencies have been developed overseas to provide a
serviee to debt investors. ~bly due to the fact that

SOuth Africa does not yet .lovea corr::..'r;~t!d(.;.,..tmercial plper
!1W."ket, ra ting has not ~-et d~~'eloped h(~1'I'~. Etat1ng provides

the '.nveator with an assura.,;,',~e as to th~' (,."edit risk of the
is.'IJUe!'. Le. ra.tiQ3 meaSU4'etl too d~ett to which ill'~f;l'i:~

I

aIJd/o!' priucipa.l will be ?lid timeously. Rating d~'.'
I '

into account; interest rate or :foreign exchange rata rl~ f{

is not a buy or sell l'ecazraendat1on. As the debt issues: and
s'tr'ooture8 have becane ruore c1:mplicatEn rating has booaae a
vital coaponent of overseas debt tnarmts. !turthermc.JX'e.the
ar1ter1n. specified by the rating agenc';,('s bt-'.ve imposed

benefi.::1al conservactve standrU'dlsations en aecuri tisatlon.

AIthough there is no rating locally, .the reqUirenents of the
raters should be borne in mind to ensure that Stb1Ul'itisatlon

develops in a manner can}:atible with ol.rer!?'ir~B Jl"JU"lr.ets.

Furthermore, following the conserva.tive requir.anents (jf the
\

raters Ifill ensure the quelity of asset-backed iSS'l.'ee.
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kj t.{::,,' :'.eg..:lators have not yet stated their formal poHcies
" l. ill .~ I.H... +o secur-i t.l.sa tion I it is advisable tna t all

~.~ht..;!\'l~!i':.,.'.3, '~',lbrnitted to the supervisory authoritIes for their
opioivi I::'L£jr to concluding the transaction. A aubnt.sston

wid genera.l l.y bd made by the originator to conjunction wi th

the lead manager (refer to Page 00).

"'l!le steIJJ 1r..rolved 1.D SElcuritisation:

'; i. '1bere are basically five &teps involved in. the process of
geCurit:istioo:

origination
str'OOturing

• credit enhanCf'Jnel.t

utJdt:it'wrl tiog :100 trading

servk1ng

(/

'Ihe collateral may have been orlg:tnated by the seller for the
specific purpose of securitisation o~ may be an existirjg asset.
"!be orfgtnator will need to individlally identity the assets to
be securt tised. Usua.lly a pool 0,+ assets larger than the
proposed issue will be selected bu1ed on the cr! teria ~~reed upon

b}l the various parties. 'Ihe or'iginator will choose tlbe parties
be wishes Lnvolved et the!' on a personal blsis or \'i~l a tender
method.

'll:le first canw,ncnt of structuring is to determine t'h~ type and
quanti ty cf instr..ments to be issued. This is dec1.dooUpal in
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conjunction with the underwrt ter and othe'" market advisors.
Consideration should also be given at this stage to the type
of credit enhancement to be used. Fran here the feasibility
of' the venture is determined by model Ltng the var tous cash
flows> The pre 1i'ninary structure is deve Ioped and st:r(~sscd

witil the "'#)rst-case" scenarios.

.'\

once the fltlthanatlcai and finai1chl issues have been i.roned
out tile accounting, taxation and legal tssnes are addressed.
Decision on the status. and o\Yner~ip of the spec tal purpose

vehicle is also made.

(\>erational matters are then addressed and d~ft docunents
prepared for ~eview and constderatacn, Throughout the. process
the trustee and the credit enhancer (if any) are kept infonned
of developnents and may wisb to di.seuss any 'll8.tters on which
they are not satisfied.

o
()l.'!'3 all material matters have been addressed ~e collateral
i$ ..reviewed by the auditors aed indivWual assp.ts .n~ii as
approlJI'ia.te for the eecuritisa tion deal.

Credit enhanCf:!l'.llalt is added to a aecuritisation structure to
prc:n1dcl the investors with protection fran the credit risk of
the colla.teral. Credit enhau'leenent is also termed credit
suppo .."t. By rue&l"S of. ex-edt t enhancement the issue can be

strooture!.i to be as secure as goverllllUlt stock, i.e. triple A
rated, even thO~ t.be nature of too oollateral is sonewhat
riskier, e.g. c~lt card receivables.
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Credi t risk a:p>sure

In securitisa tion there are three levels of cred rt l"ir-.ik

exposure. The first lev!?l. is the ordinary exposure on 'the

asset pool, t ,e , the average loss under normal ctrcuastances,
Depending on the type of structure this loss will be borne by

the issuer, the credr t enhancer or the servtcer , nle second
level is the abnormal exposure. Th~.sis borne 'by the credit
enhancer. 'll.P. third level, the ~(ata~,trolilic loss level, is
borne by the investor. The pot~ntial for losses at this level
are extremely remote because the strooture must be able to
protect the investor under the "sorat-ease" scenarios
mentioned earlier. Overseas these "worst-ca.'se" scenarios,
usually developed by l"ating agenctes , are extrenely

\, 1

conservative. To be tl·1ple 01' double A ratable, lll, strooture
must be able to pass these "worst....case" scenarios with
reia. tive ease. Furthel"ruOre, aa i~.sue/ s rating is abc limited
to the rating of its credit enhancer should pool Insurance or
letters of credrt be used. j

',J

'!here are tour ba.sic methcxis of credit enhancenent:

pool insurance
over-collateralieation
l~tters ot credit
senior/subordinated structures

.t.i:>rtgage-backed sec:urit1es gt.IU'8llteed by the USAgoverrment
were the first type ot c.!."edit enhanct:ment and the first type
of pool insurance for sacuri Usa tlon - these securities were
also the first sttu.!tured tOlTll of secur1timtic:n. 'Ibis
gtNeranent guarantee bears no cost for the iSS'..mr. fbwever,
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I

the guarantee was. and still Ls, only available to goverrment
sponsored tssuers, For other tssuers pr-Ivate pool in-r.uratlc€
was developed. Private pool insurance is still popular for
standard issues and is even more popular for Innovatdve
ventures, Howev~, once sentcr/subordtnated structures had

be8a invented, f>";\~' tE' 1;,)! insurance became considered by

many to be too :~'; 2:l!Sl i,¥.' , P.ecently, growth in l'OOnoliuf!
financial insurers and ncreaamg interest amongst other
general insurers, has mad:;private pool insurance .:x.mpetitiye
once again in the United States.

I
J
I

J
I

!/'Jer-oollateralisatioo

O\'e~C(.Jllatcralisatlon is the I1lOSt basic method of' credit
enhaf>canent. It is often used in the early years of

J secur1tlsation due to the unavailal,7,lity or CClSt of other
forms of credi t enhancanent. In this ruuthod the colla teral is

i'

J

a certain percentage larger th~.., the instrunents issued. ~,s

the casb !loW on the collateral arises it is used to satisfy
~£ needs of the issuer ami the investors first, the residual
!os then directed back: to tbe orig1na.tcr' • In effect the

orlgiuator bears ID06t of t.he credit risk .~d can be couardered
to be the cred1 t enhancer'. Due·· to this pr-.>blen very few
current issues ~~. IlJlke use of over-colla.teralisation as it

'negates the w1s{,es of many originators to ,\move the assets
',\

off-balance Sheet.

I
I

I
I
I

letters of credit

I

letters o.t creel!t have also been used to provide credi t
~po:rts to securi tis t!on issues. H:>wver, the r.tmber of
availllble providers ot letters of credit is restricted and
thus letters of credit are generally an expensive loetbcd of
credit enhancilllElnt. A fu.tlther problen 18 finding a. letter of
credit proqider with a sufflciE~tl1 high credit rating.I

I
I
I
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seniorl Slbordina.ted stl"l~tures

In sen lOl'l subordtnated struc cures a ctass of tnstJ.~unent is
, ~rssuec which is subordinated to a.ll other classes.
class, caLl.ed the B class, provides a buffer against Mlich

second and €"e!1 first level losses are applied. The B class
holder (the credit enhancer") is retmbursed for this increased
risk by being {:aid a prennm oter the other Glasses. :to% of

an issue is usually subordmated in this rorm of credit

enhancenent , As the collateral decreases, due to principal
amortisations and prep:lyments, the B class is 1l1id dosn to
maintain its 10% level against the other classes.
Seniorl jl.llior structures is an al ternatave name giver. to
senlor/subordinated structures.

A hybrid of th9 senior/subordinated and ove:r-oollatenalised
II

structures is also available. Here all principal
ame':-tisations and pl·ep6.ynient~are first applied against the
other' ctassos until they are totally paid doz. This then
leaves behind tbe original B class at its face value (less any
losses) • ;..,version ot this credit enbancanent is becaning
pDl)111ar in the Americanpa.ss-through market. Here it is known
as the "sbifting interest" structure.,

tndit ~t I Uqu1dJ:ty ~

Credit eobanCEment ooly protecta the investor against losses
:in pr1nc1pe.l am interest. lbwever it does not ensure that
Sll!h princlr.al and interest is paid timeously. SUCh
protection is l;','aila.ble in the form of liquidity support.
Liquidity supp.::u:·tcan be incluied wi thin a }DOl wS\ll"8.."lce

/'\

pol icy or as a. ..."'!!quirement in a letter of. crec:tt ~1:'eanent.
Other methods j.o.clu:ie subordir.ated 10lUls frau other entities
(often the ori&ina.tol'), maintenance of a cash reserve by the
iSRUP-r (called a contingency fund) 01' specific liquidity

:insl,nnce. A shortfall furv:i is US\&lly set up to cover the
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issuer where there is a temporary shot'tfail between the rate
of return on the collateral and the amount needed to ray

\ '
instrunent holder-s and other ft:~. 'to coVer initial expenses
a start-up loan is often made by a disinterested third oartv.

tblerwri ting and trading

Oice the credit enhancement has been finalised the entire
scheme is subnitted to the regulato1"Y authorities (where no\;:
for.'llI11directives have been given by then or in t.he case of
tnnovatave atructures) a.."ldjor to the rating agency/ies (werp.
~h agencies exist). When the regulatory and rating agency
~uirements have bePn satisfied the col~ateral is reviewed by
the auditors a find time. 'they may then 'bE;!\ required to t ssue

"a c,,1Dfort letter to various affected parties. Fran here the
collateral is 8)ld to the' .tssuer and the instrunents are
iSSWJd to t~~ underwriter whG; places tht'm either publicily or
privately rn the market.

tswas to &Juth Africa. wilJ probably vary between Rloo million
~ R500millim. 'r,Jus with a. few issues the market for these
eecuri ties mould t:eccme rea.eons.bly liquid. Furtbemore. by

qootl~ ~y prices, market nakel"$ will ensure that tbe

securitl~s can .be traded eB.~!I. Dancm1nati9QS are ex~ted
to be between RlO 000 and RiOO 000. Selection of denr.min-

ations is a trade-off between liouidity and administratlve
inconvenience .

Servicing involves monitoring, controlling and collecting ca.Sl

frO'!'!borrowers underlyilli the collateral. Servicing of tile
collateral lray also incluie reinvesting the funds mtil they

"

are required by the iSSU«". Alternatively the ('.aSl flow fran
the collateral may be retnvested by a separate investment
entity. 'lb provide further certainty with reprd to the
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;,',j.' I,er' s ul tirna te (':-J.sh .!low J it!vestment contracts r~/1Y be
E'p_j:0rP.d trrto gtBranteeing a fixed return on the reinvestment
I, .of collateral cash flows.

Other areas of servicing include the responst bi 1i ties of the
!'Rymant agent. The l'llying agent ensures tha t ~~v~h!"!ve~,tor is

paid the correct amount of interest and principal on coupon
date

en €9-ch coupon date the follCWdng JB:yments and ,provisions are
\1

usually made, in the following order of priority:

senicing and trua~, fees ir t(:>ms ,.-..f i;he

respective agretm:2!nts; \
intel"Mt due or overdue,-hon the A cl~ instrl.lDel'lts;
9..'!Dur.t~ due to thi!'tl parties ar1si~ fran obligat·-
iona incurred t'I., the issuer in the (Ordinary course
of busi1Wss, incl uding the provision for taD. tioo;
further _penfJ1!!8 9t the aervicer incurred on betal.l f

of the issuer:
ntpleniS:lr!tlllt of<:~& ooctiDamC1 :tUI)d to ita muinn.m
level;
interest dl.8 or. CNe;.uue on the B class instnments;

replenistraent of the shortfall funcl to its maxim1.lll
level;
iuterest due on the start-up loan;

1',1

l"eJaJlD8llt of princlpd to investors l:Ia.sad on ~rtl-
sa.tions or pre~yments of the collateral;

,) , \

pr1ncipll due M -,\interest overdu~ on start-up loan;
iaterest aDd principal due a~ overdue on sub-
ordina ted loan; and, \\

1/
• dividends to tne owners or residulll holder..

(],
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(I

the end of the secur i t i sat.ton process the folbwing
iacl,rc~t:-:: ,···i11 t:sulllly have been generated:

~) o

i)fferir.v rEr1(;~.,dlrn or prospectus

• (',Tust deed

&llaterd
COlla.teral

tran'3fer ~ertittcate
~~sale agr ...~t

Serviciug agreemsnt
Trustee' s ~ over assets nnd }i!i.btlt ties of

issuer
Cred!t support: agreanent

1\
Yar10lB insurance 1X>11cies rela.ted to the I"Qtlater11.l
Liquidi. ty support agl'fIoSIletlt

~~)"smedule of 1ssuer-rela ted fees. tr'lJStee j!e~~ i'.ne
crect!t support fees

\1

As tbe IIi28 ot the oollf..teraJ re:tooes the r.ogt of servicin~ it
J\

will ..~ the _nioe tee inco:r.E. For trn.s :rea.SCJ'\, (~(st
.. ~

~ incl1de a lOS clean-up ('..all IblcJJ allatPI!J the issuer '~;;,
redeEIn all olltstandill!( instrunents when ttJe cot Iatera.l l:-eacheR"

101 of its or1Cinal value,

Hgure 16 (overleaf) indicates the process anplo:yoed in the
'\

U.B.S. issue ~~th the principal roles bei~:

, 'II
'\fklr:ilIator" :

tJait.ed '3Uilding S:>ciety LiJDited.
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"Issuer":

\brtgage· Securities 101 (Pty) Limited, being jointly osoed by

U.B.S. Holdings Limited, a r~istered Build.~.ng ~iety
Controlling Compmy and Discount l:buse Risk Management
Limited, a registeroo p')rtfolio Manager and Securities 'l'!'ariing

Organization.

"Servicer":
(

Discount House RiSk Ma.naganent Umited invests and manages

the interest and capital flows. Uni ~~;~1:%iing Society shall
// '\c

be responstbte ~gr the COllec.t~fn ot ~I'ltes !~l~) fran
mortgagors and ~~:ment \1 thereof oJ!) &brtgage Securittes 101
(Pty) LimiteeJ'; and generally tor administration .of the
mortgages in terms of an adnit):istra.tlon agreement.

"'fi'ustee" :

Vol~~s B&.n.k Umited has been appointed in terms of a deed of

trtlS1(. '!be Trustee 1s e:1JIX>wered to l"E>pla.ceeither the

Adm1nlstrator or the IJauaIsr sbould they fa.il to perfonn
aatl'.it!\Ctorily.

&me 1ntsreat1ng features of the issue incluled:

i) Two cla.sse'$ of debentures were issl\ed. nth

class B paper representing 101 of the issue
being subordw.ted to the class Arep....asentlng
901 of the issue, in oroer of preference of
PI.}lDent of c,!,pit'll a.nd interest.

11) Class A : R~ 000 000 issued.
Class B : R 25 000 000 iseued.
(bl~ sim: P.lOO000.
Interest pa.yable: Quarterly in arrears on 15
Februvy, May, A~ and NavElJlber of each

year caJIDE!llcing 15 February 1990.
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iii)
I
_I';
)

rhterest Rate payabl e (floating):

Class A Standard U.B.S. rate at Which

reducing ba.lance loans secured by fir;i)t

mortgage bonds over urban residential property

less 1,6%,

Class B : 0 ..65% aocJVeCI.~ias.c;A rate.

First i.nterest rate - Class A 19,15%

First interest rate - Clasc; B 19,80%.

Final redanption date - 15 Novanl:>er 2009 ...

tv) 'lbe mortgages ba.cking;>.the issue have very

spec i:ltc risk profiles and Ioan-uc-va.lue
ratios (see Rige 8 of Appendix 5).

v) r~otlable certificates can be ~ssignable and

transferrable. Securities of this type are
traded in the l1lXley mark<~t.. ;9nd no ioveatet'

~ -~
n~ bold the securities until maturity.

fm1:ber (X1MIcfarat10D8-,IJIl tbet fW8U,a1nar:J iapl.antatiOll

of .. ~r"I IIbrtpce IrILriBt:

1st us start wi til a rec.aDDEllck tigJ1 by a 1.982 <XJm\ission of

EIlqu1ry into houm.Dg finance: 26

"'DIe ooaditiOGS tbl.t would tA-.our tbe dENelOJllEllt of a
8e00r:dary Ib.rtCIIce Ila:rJiaet in 8.:mUl Africa SKluld m
~~t1DmualJ rev:Uraed aDd cDoQld be J2"30ted as :tar as
p)fslb1et".

It. is subnitted that an organ of government or private
institutioo • similar to the Ai:lerican Glf4A. is required
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in South Afri.ca. nle Goverrment is anxtous to finance viable
developnent$ of the type contemplated out is constratned by

I,',

limi ted resources, It is ant ictpated that, t~~ South African
GovE-:rnment would be prepared to assist i.n procuring

"

mstf.tutaona! funds on similar lines tt) the !Ginnie, !-fae'

approach. as long as the gUidel Ines set by the f.eserve .::ank
are adhered to.

For purposes of illustration, assume a privately ov.ned or
I)

Go\1'errment corporat toe is created cal Iec, say, SOuth tlfrlcan

),iOr+O',~e Association (SAMA), and special purpose ceepantes
~"I

are '{Jnned by the priva.te sector With the sole purpose of

providing loans on projects approved by SJWA; on the analogy
by ,}<)inoie Mae', these ccmpa.nias lAOuld be "riIor~.::-:ge

ba.nlrers". ~y will theuselves have the required exper-tf.se
or will haVi~ access to that expertise through their
Slaretlolders.

Ii
I
I

'!be 1f'lOOrtPee ~r" is essentially a m1ddlanan who
specialises In(\ originatibg :t'eal estate loans tor sale to

c SAMA. '!be mortgage banker will typically carl'y out the
:)

following ta.sks:

Arra,nge oort:gages wi ttJ developers;
Group DDrtgages into a poo; or package;

• Cbtain advance camnitment fran dealeT's or investors to

buy specififrl anDtmts of DDr~age backed Qurities at
set prices and y1~lds i

(bta1n a cauni tment to gua.rantee fran SAVA;
Transfer mortgage doounents to a trustee:
.Acqm re IOOrtgage1::lQ.cked cert! fica tes fran SAJIA;
D:tl1ver certificates to purchasers (dealers and
inVestors) •

Receive ,Pl~t from purCba.SCI'S;
Cbllect all i1X)r~ pa.yments fran real estates dave-

lopers/~~rs.

I
\,

!I

\1

it
II

:1
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Ranit montruy tnyment; of pr-tnctpal and interest to
investors 111 the pool and provide each tnd i.vidu'itl
o~-.:'tiftcate holder with a monthly statenent.:

}'
Posafbl.e ad~.llitages stemung fran the estnbl Isament of f:iAMA
might be:

The tnvolvenent of' SN,~ In the manner contonpl ated

will mak~ the expertise of private en 'p:-tse
available tor developue:'lts consadered appropria t8 t)y

SAMAand will enable SAM!to dictate priorities in

devBlop'!lents;

SAMA wculd not be required to drsburee avaHable

capito.l on an approved project as 1"1" 1; liability onl)"
ma.tedallses if the project is net successful;

Institutional capital
desirable dev .,op1leflts

securi tised trJL ~ages.

is directed Lnto SCX:ia.lly

tbrr..)ug."'l the1.~! pUl"ChaF'ft of
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INlXm'R1 - WIDE SVRVEYOO.SEL'{RITIZATION

A qU6shonnaire was ctrculated to twenty-four senior personnel .LO
the South African Financial !r.dustry. The c1"iteri::t in select :'1g

these mdtvtdua Ls was that tl1sy are in a position to make an

inform~ri ccement on the issues involved and that they would 00 of
cruc ia.I Impor-tance tn ensuring th(:) viability of such a market in.

South Africa.

Since so few people are in this 1".'06ition • I pre-empted the
questionnaire w:l.tha telelilone call ana made: sure that they were
willing to respond. As a result X received most of the
questionnaire, tM ..' vere ctrcula ted. of which J all were
[;;J.tlsfactorHy CC\;lp}.eted. '!he following\. list shows the people
questicned and thElir posi tions in the Canp:U~y.

Name

Dr, Qlarles ~::artin
!
IIJU1,M Knopf

Ic. Srmme'l:'

!P. Addl'i.!r

R. Marsden

I':f. Rain
IIp" SteYll

IGo Van Niekel'k
I
ID. MkerrqanI ,j'_rJ. U\'Q

Is.J. V,Ul Der Walt

fA. '!hurj1it~r

I !Qs1tion
Senior Economist

"1 cnnpulY

t\~ilding Industries
,rooeration of S.A.
\\

Senior General Manager ri'~scotmt House of
. S\',A.

Gen~r9.l Manager
I
I
Assistant General
Ma.ne.ger

Genera.l Manager

IFinancial EcOI"Kmist

I; 1 Man".;.")nera agel'

IChief (peratiag
,Officer

Financial Analyst

Senior Economist

Senior EConomist

St~'rUdard Bank
1,1

Pim .Go Iby/De 1101 ts
IU.A.'r...

!Sanlailn

Old JAltua.l

IS.A. !busing Trust
IS •A. Reserve Bank

S.A. Reserve F'ank



Mac::tlpine

Herduran

Harrorth

Hatchv..-ell

Yates
Hannan

Gouws/L.P.

B. Adams

G. Snit
I
I
IT. Heimstra

G. Snsle

L. Kirkinis

J. KitSloft
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iI Postt ion

IChairm8.!!
!
!IInvestment Analyst

IInvestment !nalyst

I
IGeneral Manager
iManager
I
IGeneral :.fanager

.General Y.anager

COllettJSf:1OiOr i:.concmi.st( s)

IDirector
IASSistant General _-Manager

Director
Analyst

Managing -ector

'

Assistant Gen,,,,,!
Mulager

lFinanctal Dtrecto~
I

Compmy

!Liberty AssetI~tl..naganent
IAllan Grey Invest-lment Consul.
Irnvestec Bank

I
iSecurities Di scourrt
!Hollse
I
!Finansbank Limited
Board of Executors
Rand ~ferchant Bank

!

Anderson Co~Sttl t.antsl

:!~s Merc~t 1,1

IEd 'Jerrl, Ruu -~. .1

,,:'le()d Asset
t,llnfA8auant

I
I

Independent DevelOP-'I'
ment Trust (I. D.T)

'lhe results of the surve~t were ~xtranely revealing In that l'!X.>St

responses b13hl1ghted certatn key tssues,

several r ""orpoints were al$O raised. Since the questionnaire _8

very Open in terms of possible ,..~sponses, it was actually quite
gratifying to learn that virtually all the respondents understood
the topic a.nc' most ware a.ware of the key issues ;;nvolvecl.
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1. Risk of Default:

90% of respondents E:!n}i1asiwd the need for "defaul t-fl'OOIl

securitization issues.

Different techniques ror ensur-ing the integri t::Vof issues?
re~yments were preferred. The chart ovor-Ieaf shows the
replies in relative Impor-tance, Under the classification of
"Geverrment Guarantees" there were severa.l proposals regard-
ing the specifi.c organization(s) providing the guarantees.
'fwnty percent of responderrts indicated that the newly
funned "Independent ~veJ.o~t Trust" should be ul timate

bearer of default risk. While another twenty percent
prop:>sed t,.;e Ui'OOn Foundation 'in this regard.

"Credi t enhancenent" was also oeen as s. viable tscl:lnique to
recic.ce riElk. 'l'fenty percent at responderrts thought that
international guarantees by or:ganizatlons such as the

"international ~netary F\mdfl are the best route. !tlturally
this 3.S8IAeS the wlllingnees of the international bulking

II
and f1nanci;;",t fraternity i~ tntervene constructively in a
l)'lSt aparttJeld South Africa. Ten percent 0::- ..respondents
indi~,'Ged tha t a start in the right direction could he made

by legislating that employers should be compelled by law to
purchase their anployees secur1 timd moI'tgager~.

,;:;'

It ~~ fran the strong-worded content 0" -sponsea, that
defa~ risk is probably the most imp)rw..at impediment to
resolJJ 1i' mortgage securitization is to be a viable
p%'Oposi tion • O'l Pages 117 to 119 of this study; existing
methodolC€:ies to contain or renove risk fran mortgage
securi tim tion are de~ribed.
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A. GlNerlTllent Guarantees:

The Government has sho't"n its willingness to intervene in

fs.cili tat'-\Dg and (partiall y) financing low-ipccme housing

projects by initiating the Independent ::x.::velopnent Trust
(Im) and supplying funds to it. It is the contention of

certain respondents of thi.s survey that the r.D.T' s role in
housing finance can best be served by its pr-ovidil1g
l7.ua.rantees against defaul t, so th, Insti tutional investors
\\QuId feel canfortable in supplying funds to purcbase

securf.tfzed mortgage bonds. 'bis tecantque multiplies the
. available funds, for exanpl.e if the risk: assessors establish
that the \OQrst case scenar-Io for default is ten, percent of
the mortg~ Lssua, then with the I.D.T's role in guarantee-
ing the issue. lnsti tutaons should feel canfortable in

QPl ying ..:ten tiJaee the I. D.T rs aVailable ftlIlds in se~uri t-

imd mor1;gages.

'!he extension of gtarantees by internat1ona.l bodies such as
tte International MJnetary fund (I.M. F) or the 'M:>rldBank
VAS sunested by twenty percent of re&p::mdents. '!his is in
addltial to, or instead Qf cash contributions/loans that
tbese organiatioQS custanarily grant to developing third

world court. 13S. 'Ibis pI'OY'is1onof guarantees can be seen
to have (according to resp:>ndents) two advantages, DPlIlely:

'!be political perception of low incane c<JIDlmities

that their bood I'epaymoo. ts are DOt being made to
GovernmEnt. QJa$i-Governm~;~ of "big btsiness" in-
stitutions that have traditionally beEIl llbSOCiat.ed

wi th apartheid and thus h9.ve a higher risk of a
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I
Large--scafe bond reptif!!ent boycott , Instead the
percept ion of gUlrantees being furnished ir.ter-
nationally may in fact encourage J,XlHtically active
bodies such as the A.N.C. to convince Indfv idta.Ls

and cmmmt ties to meet repa.~nt carmi talents time-

ously.

It organizations such as the I.M.F. provide guaran-
tees instead of cash. larger suns may be camli ted,

respoedenta say, a.:; the probability that the full

guarantee sun will be drawn ulX>Uis less than 100%
and at the same time those funds can be COOJJlited to (,
projects that need direct cash injections' to
proceed.

!

'lbe coosensua opinion _s tha t it geCUl'i ti2l:~ mor1:iage
1n8trUllellts are to be tradEd in a v1aPle secondary marllet. a.
standardized 1nstrunmt 1s desirable initially. 'lbe diver-
si ty of the ind1v1dtal cash-flows abould be at:iDinistered by
tb9 primary issuer of tlw secur1ti1J9d Jl)()r'tglle 1nstrunent
and ~ on to the investor (minus an adninifStration fee)
either moothly, quarterly or semi-anmaUy depending on
ill\"estor preferences. As the mat'ket increases in

sopustication and &2S; there can be ne" instrU'Oellts (e.g.
:tJeI'O coupon) introdu::e:l.

3. 'IIIturlt of ~t:

All resp>odents agX'eE!d that the investors sb.ould retain a
market-related return. Fbrty five percent of re8}X>ndents

indicated that no amomtof additional return is sufficient
to CaJlperls&te for risk if there 1s not a guaranteeing lx:dy

in case of mortgagor default on pI.)\1)EIlt (pu-ticularly as the

bond repa.~t issue has of late been hjghly p:>li tlclzed) •
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Of th€ balance of the respondent.s , fifteen percent iudicated
that if no Ill:Yl1lentguarantee is made (by GovEi'rnmentor
other), then the return expected sboutd be connensura te wi.th
the deraut trisk on 'the whole PiCkage qt mortgages.
calculated with historical default records. '!'his approach
implies that the very sector that can least ::tfforo boustng ,
the low incane groups. will be penaH:red with higher bond

interest rates to cceipensate investors for higher risk
(assuni~ this sector has too Q:ighe'it default ratio) aM

Investora sould ha.ve to ~rutini2B each sec uri tim. tion issue
indiv1dua11y to detennine the expected return. !he

al.ternativa is that a rating agency is developed 'that
maintains historical de:ftl ul t Pl tterns I g) tha. t cYI;era. pericd
ot time, seclU'iti~ lnstrUDEllts could be rated indlvidmlly
according .to their IIOrk profile (e .g. AAA, AA or:, AD rated).

'!be table overleaf indicates what :reBp)ndents considered as
I~fairmarket returns" for a. S6Curi t1:2'I:d issue where a ten
perceut ds.tault rate _s possible.

Other spectat10ns of ret~)var1ed fran Ea:ac stock Yields

+ 2,51 to lO'Ia"'IIIl4!Ilt stock yields + 1.51. '!be complexities
of I1nk1 na c:jOOrtpae l"I1tes to a volatile g11t mariet yield
lire abv'1o\Bj so re8'jX\IldeotsS\Uestecl tbat an average yearly
yield be calculated and that returns to investors be llnJ93c1
to it.

Finally. twenty percent of re$p)ooents SlJtliested simply
l~l\t the variable yields to an aareai average hane. loan
nte as offered by banking institutions and }:8.ssing on a
percentage (6.g. 95%) to tte 8eCurittzecl morta. investor.
~ of its simp! icity this _s the preferred systen in

ttw! thited ringdan securitized market.
"

II

. ,,_ ---.------~--.--- - ..------------ •.---~-- ..~
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4. P:)tenti!U Investors in Beclritb.ed. It>r1g.ee~

Because the most Impor-tant factor in determining the
viability of t.hi.s instrunent is the tnterest by potent tal

investors, the questionnaire asked respondents to indicatq

if they ~uld be wHling to invest in securitized mor-tgage ,

and under wha. t condi tiona they 'I\Oulddo 9).

<.! :~~,,)
" '.,Of the fund managers questic.~ seveuty percent indicated

tba. t they would be wi 1Ur&g to invest only it :

i) 'Ihe risk of repa..~mt default is ncn-Slistant.

~{ii) :llle instrUDSlt yielded a lfJWlrl&et related" retur:il

111) 1'he 1n&tr1ment, ODCO purclased, __ readily tra.dea.ble.

'!be isI!AriJs in (1.) and (11) are dea::r1bed in ;receding p:lints

:.meier (1) :'Blak of tBfaul ttl aDd. (3) "ftr3tum at IrwesT.menttl•

~1l1g trad-.b111ty of mor1¥ace issues, the only _y to
ensure this aspect Is to i'..a.w an active ''marlset .. k1t~1f

function in .,the initia.l stages of the market. '!he "raarlcet
malrar" lOuld constantl)' croote a "double" (a bid !.uId an
'offer) in the securl t121:1d instrunent. In this _y a
potential investor lOuld know that at any 3X)1nt in t:tme the
instruDalt can be purcbaaed by him at the "IDU'Jet makers"
otter price am that he can al_ys sell a certain qua.ntity
of the .we seeur1.t121!ld 1nstrUDEllt at the '_l"lret mUer8"
bid p:'loe. 'l'h1a marllet lllilkiqr; functlat 1s lIJUfllly UDder--
ta1:en by a. mercbant tu.k O:t' other institutions interested
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d
in t~ instrtitiSO,ts viability. In the case of sec uri tl2ed

mortgages the respondents proposa Ls for market maklng
entities varied frem the Urba~. FOundation to the Di..scount
Fbuses tc the D?velopnmt Bank of South Africa.

The identity of the market makers is oot 9) irapor tant ,

hosever , as the recognition .of the need of the market making
function! As the secondary market in Securitimi ~.brtgages

beccmes profitable, tbis profi ta.bility will draw insti tut-
ions tnt(» bei~ in.strunent market ma.lrers.

'!he fund managers questionm, Indicated tha~ •.i f the yields
offered by ~ur1 ti2led rortgage iss~ (/"1"" s(/..~r~()~ to

" -'t,,;<. ..,._,'/' ... <' ',' ~ '.~.' ,)

other caapuoable instr'lJMJlts (assuning a defa.ul. t-frae

UlStrU'OOllt)the investment she .. 8L\ythi~ up to 10'1 of
their current inve&1:mEllt JX)rtfol1os.

(~? (j

5. *IDd Batu or 1'loatbC Blt.ta b.da:
(J'

ka'U8e moat D!Ol'tgege bcols in ex:istence are bal!J8d 00 a.

:fioa.tiqr u.tereat rate to determine DIlrlthly reJ&l*:!Ota, t.h::-:

i~ c.aab-flow in e. ~aae portfolio will ala:> be of a
floating rate nature •

... aslc&d if 1:.bey (p:Jtent:!,~l investors) 'WOuld be prePRred

to invest in a. fioat1nl""ra:te instrunent, tbirty five percent

of respondents indicated that they would. tell percent

indicated tlw.t -tIOulci DOt a1X! the balance were undecided.

bn IJ.Sked 1:0 explain \\by not, the resp>Ddents indicated

that their obl1gati.c>Q& in terms of cash outflows 'lere
determinable up to a ~ in advance: and thus they ueeded

to be able 00 pr."ooict cam inflows for the matchi~ of their

cui! outflow obligations.
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There is an existing facility to exchange an uncertain
future cash now for a (lo~r yielding) certain future cash
flow. This is the interest rate SWAP market, in which &L1d
llirchant l3ank is an active tarticiJ:6.!lt. '!bus. if the yields

of secudt.ized mortgage tnscrunents were sufficiently
attractive. (i.e. ± 1% aver the one yea:r Fixed l):!p:>sits

Fate) it sould ge, jossfble for investors, where necessary.
," \ "

to exchange thfr-r( Iting one :year for'tlrU'dprospective incone
00 securitized mortgages for a cer tatn Inccee at a. certain

c'

fixed future date (at a price. of course) .

r;:': _,

'lbis feature of sec uri tized IOOl"tgages. therefore, does not
sean to jX)se a troblsn.

011y fifteen percE:llt of the reBJX)!ldElllts 'llere concerned with

the r1.sk tba. t c~tain hemeowners, wtDse boeds fell wi tbin a
securiti.,tioQ issue M)uld pre-PLY their bonds, thUs

,I

rer:h.l!ilW the proEIIpective Bir:m of the t_ue. Iesr;x>ndmts woo
were CODCerned with t,tJis Jl)sslb1l1 ty S18ested ttJo lDssible

ranedies:

;\ " .

1) Tbe primary mor1:3ace issuer eilo~ undertale to

replace all pre-pa.1d bonds with similar ooIds. The
replacement bood.s would have to be! ot similar size
&lXi dura tioo to the Ire-IBid bollis.

11) Two (cr more) '!:ranches of barrie are issued, v;bereb7'

tm first tranche 1s purchased (a.t llf. &lightly r.'2~}er
yield) by investors not aVEIl"'Se 1:1;' J,r.~t. .:"""
aecorai trancbe is purchased (tby investors *.~,.~~
averse to Jre-Pl}1!l81t (tbis ~ is detailed in
the explana tion of the U.B. S. sec uri ti'zed issue
lBIes 122-124).
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As mortgages pre-PlY I~heir outstanding Li.abi.Liti.ee
"to the primary issuers, honds are removed from the

first tranche to replace pre-pa td second tranche
boode ,

7. itdvantages and Il.sa.dvan:tages for 9:-imary Issuers Selling <l'f

a>rtgace Ibnds for Sechl"iti28.tion:

'!he responden ts eXlZ'essed both post.ttve and negative views
regardi~ the willingness of pr:h1larY issuers (mainly &mkers

or IlliIdlng S:>cieties) ,to sell off mortgage bonds in a
aecuri tized fQ'im. In order of de8:!'endi~ .i1'1lp:>rtanceas

a~r1bed b~) resp:>ndents these v.ere:

a.
i'l

Selling off trancnes of the mortgage (~ ~,tfoliO'
IedooeS liquid a.sset requ1ranents a.m::1 ~elea.ses

\1.', I,

additional fuDds to be re-lent, thus \\:i~\;rOVing
\./

bankiog ea.m1rcs (forty percent of re8p:>ments).
I'

,I

b. At t1Dlesof rights issues, th9 bulk:ina ares could
'oot1ceably strqtheD balance sheets by rain jog

tbeir eJtlDSU!'e in the mortgage OOrJk andthus imp-o ca

tbe1r fin8.DClal JD& tioo. in the marlletto ensure a

slCcessful take-up of rights issues (:fifteen percent
'j

of res.rx>Ddmts).

C. ']he flexibility a.ffordfJd to Banks and Iilildmg'

Sxleties tbro~ the tradeab1l1ty of their mortgage
p:>rtfolio would allow than to use advanced and
innovative prexh.cts su:;b. as Grad1.1lted :FB.)ment
Jbrqages (fi.;fteen percsat of resp:>ndents).
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d. The ra:hr:~,,:,'lcapital i.-equirenents for &mks and

Ellilding &::.cieties ma,yserve to br-ing dov.n the cost

of bor r 'wil~ for the heme buyer by 0,5% to 1.0%
(fifteen percent of respordencs) .

a. M>rtgages carry low capital co-erftcfenrs (pro-

portton of Shareholdel"sl, funds am reserves

necessu-y as a percentage of mortgage loans) and
thus are not the mst likely candidates for secur-
itim.tion. Fran the prwU'y issuer$ p}r~tive it
lAOulct be IOOre prof!table, in tenns of freeiq;; assets
for re-investl'Dent to securit12S let.3es or 1nstall-
metlt sales as they carl'y higher capt.tal i"equire-

mEIlts. (Fit-teen PE'J;palt of resp:>ncients)•

b. fOr many ,Pl':Jmary iSS\lel's (BP.nks or 'Blrl;lding

&X:le~1Ets) "Big is 'Beauti:fulil, in that size of
marllet share is E«JDetWes ~re impn"tant to tbEm
t.ban rei;urn on a.eeats E!llpio,ed. FOr ttaese people,

sec,uri tiat10n is oot a. priority optioo. (Fifteen

percent ot resp:>odents). 1\

c. Q:eIlt care w:>uld have to be taken tn sec uri ti'zing
loe.ns, in tba. t if primary tssuers sell off mortgages
of better quality, the r.".ini~ p:>rt:tol1o. of
mor~ages 1IOuld be higher risk and thus of less
val \2 J thereby penaUzi~ SlarebOlders ( fi fteen
);et'Cent of resp:)[ldents).
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\1
In the (~\':'entof C,werrmmt or ',{'a-statal default gwral!tees
being Lssued, there is a dange rotnted out by thirty per-
cent of :re$p:ll'.dents. P!'iIllary j ;uers, knowing that there

will be a gOll-arzment guaraazee on SEX!Ut"i ti'ZErl Lssues , may
/'-'-'-?securiti~ trl'e ~r:<rt (or highest risk) p:>rtion of the
'<. ~".,\, -

.--- . port rol.io. '.!te investor '(,--i1 t\ not be preoccur~i.€d wi th the

risk of the underlaying P.>~)t;folio,as he has the ~eurity of

the guarantees. The net result being, that the guarantee irg
booy may find itself with a mglEr rate of default than
p.r'E!liiously ~~too,,:because of this ancnalv, Effectively

I,i

the priJnary isSuers will be strengthening tneir fXh..tfolio at
the expenseof the goverrment (aId C(m9l.1qv·~tlY the
tax-Pl)'er) •

\_1

8. t~r1bed" or auteat:1al IDve&t:aIeDt Status:

Hespr:>ooants Ere over1ibelmingly against the re-instatar;;.:~t
ot }11'E!SZr1~~ a.ssets (ninety f1ve.~/l8reent of resp:>ooents).

I· -,

: \
) ,:/
"- ....,t-

Five percen~ of resp:mdeots said, however'. that in the
poli tlea.Uy ~t)'.')'f(l S>uth Africa. 1t might be desirable to
inclwe Eli3Curiti:aed lJJOl'1:aagee as a "jrUiential'\'--)1nvestJte~t.

'lhil"ty perc~Jlt of restDooents said tha.t if a flat
withholding tax on interest incane (say tax.) were to

materialize» this could give securi t121ed mortgages a boost
in temw of ind.1vi.dual in'Iestor demuxi as ilXiiv:iduals wfx>

are CUl"rEmtly being tully ~~ 00 intf~rest ineane may see
securitized instrunents as a safe 1.nvestment With real
(after tax and Inflation) retm"ns.
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Ten percent; of respondents pointed out that Banks that offer
.fa.::t!ities such as access bond would Hnd it difficult to
securtttze mor-tgages as the iii OViS of cash would be highly
erratac and unpredrctable , and thus the "flow through"
princi.ple of cash CUlling "'''an IOOrtgage pa.ymen ts going

straight (loss intennediary costs) to investors may be less
attractiv€. tbaa definit..-; cash flows.

11;0 New Flmds for 1bJsi; •

All respondants agree that !lk'>rtgageSecnritization is, in
principle. an effect! ve and mrk.etable method for inc:reaslnp. i
tnt:: fWlding availability in the housing sector, by allOWing
Insurance Canpanies, Pension Funds and Unit Trusts (wbere
the bulk ot the nktioo.s saving are) to invest indirectly and

at market related returns in mrtgage 1:x>Qt.1s.

It seens t'1at in tile final analysis the survey points out that
the siDile tOOSt crucial ltaa that determines the viability of
la:rge scale mrtpae securi tim tioo 1s the ias&e of detaul t
~teea. IHbout aane sort of guaranteeing body or other
credt t enhancing technique the investors Will protably not
voluntarily enter this ml\rket, The posstbte guaranteeing bodies
or techniques can be the topic of another research report, such
is the spectl'1.l1l 'J! possibillties andtecbniques. In the final
ant.\ly.s1s, it appears that both lnstituti(.,..;.Ll mvestora in
securit~ mrtgages and bulking groups selling off existing or

\ \

newly es-;lblished mrtgage portfolivs stand to benefit fran
secondary Dt- kets.
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ONl.1JSlOOS AND R&XM4f1IDATI<X-iS- _- _...-

As a resul t of research tile topic of 110rtgage Secill"itiza t ion
the following are the key :t,••dings;

a) TIm insurance and pension und sectors have grovn much
iflster than Banking and B:.,Llding Socrety Groups since
lS77 (pp. 11-21 and pp. 54~·()4).

b) The largest pool of investment funds In tbe country is
primarily in tne hands of institutional insurers and
pension funds (pp. 11-21 and pp. 54-64).

c) On ly a small proport.Ion of the assets of censaon funds
and i.nsti tutional insurers is tnveste- in mor-tgage
bonds (less than 1%) (J..p. 58-59) <,

d) Banks and Building Societies are the primary suppliers
of housing finance to South African bouse purChasers,
and "liquidi ty crunches" or non-avat.Iabi.I ity of
short-term deposits may result in t..anking groups ha.vi,ng
'CO reduce the anount of new oortgage loans granted
(pp. 42-52).

e) rdortgage securitization and secondary mortgage markets
could assrst penstoa funds and insurers to invest in
mortgage instruments without having to create a
spectal tzed IOOrtgf4ge issuing and ad:ninistrati ve
infrastructure. This adrninistrativll \roUld continue to
be undertaken by the original prl1l'll.cyissuer of the
mortgage bonds (typically a bank or building society),·
'fmowould secure a fee for this function. This fee may
be deducted fran the monthly payments made to the
investors (pensi.on funds and tnsurers) .. thus slightly
reducing this return on capital provided (pp. 63-67).

f) Th3 interest rate charged for mrtgage bonds by tanks
or buildLg eoctetaes has bistorically been (with a few
exceptions) significantly higher than the prevailing
capital market rates on Government or ~~i~vernroent
debt lnstrUIYJents(pp. 68-71).

g) lost! tutiona.l fund tIlIUlagershave 'indica ted in question-
naire responses that there a.re thl~ pre-requisites to
be fulfilled before they would be pt~pared to invest in
securitized mortgage instrurr~nts, ~ly:
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Ther9 must be sane fonn of guarantee against
default.
Returns must be cr..m.oensurate "i~.!lcomparanle
debt instruments.

The instrumem:;s should be east 1y tradeable
(pp, 128-141).

h) Although the prirmry anJ;ilasls of the rationale bentnd
mortgage securitization may be seen as the cbannelling
of insti tut1oo.al investment funds into housing finance,
there could be additional tertiary advantages fer the
orgamzataona and Parties involved in securi.tiza,tioos:
namely!

For the Pr:iary I.JSUe1"S(bulks and building
scctetxes) the freeing up of scarce ¢apital
afforded by securitization my a.llow the
organization to re-Iead the cash rei,eased. in
selling roortgages Into higber margin and thus
1IK)l'e profi table loan areas such as ootor
vehicle finance (pp. 49-53).

For the 1Il~ lDstibltiOllt arising fran
point (f) previously, it is possible that the
higher yield on securitized m,rtgages mey
inc:rf.l&Sethe return 00 investors funds (pp.
68-71).,
! ,
~ ./ the h'tpp" (or bouse owner) it my be
PJss1ble to lower the effective cost of
borrow~ngby improvi.ng the efficiency of the
market place in :oortJPlies (pp. 4.9-53). Also,
ooctiritlzatlcn could facilitate the use of
Graduated ~1/IDSnt M:>rtgages (;:;.lthougb G.P.t4.S
cou~d be used even without S€~uritiZAtion) by
creating more flexibility in the tenn, nature
and size of the p.t":i.ll'ary issuers mortga.&e
portfolio.

i) Tbere have been to date a srall number of securiti7.ed.
IOOrtgageInstrument issuers in South Africa, but there
is the intention EUOOngstissuers to grea:tly increase
the use of this vehicle in th~ future. Senior staff of
financial insti tutioos are roth aware of, and in\·esti-
gaUng the future issue/purchase of ,~ecuritized
instrunents.
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J) The Authori tIes , particular the Reserve Bank are aware
of, and have extensively regulated and monitored the
developnent of mor-tgagesecuritization.

Based on the prev ious findings I would make the followi.ng
:.recatIOOnda. tiOL\E.i:

a) The research conducted dU:l.'ing'the course of this report
has highlighted the intense technical nature of the
coptc , and r would thus recomnend further research mtc
each specialist topic which is covered in this Overview
report. Such research is likely to require extensive
spectaList know-nowand resource, bowever.

J'
(,I

b) It. specialist body t be it the 1.D.T• (Independent
r~'evelopnent. Tr.1'St) ~ the Urbln Foundatien , or- an
indt:pendent. specially constf tuted SOuth African
Mf:4tgM'1'? Assoctataon (as suggeste.~~ on pages 125-127)
ccul1 '"e:rntt"...ine the issue of guarantees against default.
Tbp.gJ.\a.w.ntoo:i.ng. bot:.&y may induce a multipH,er effect in
the provision of loortgage\ finance. As a simplified
illustrative example, if ii,. independent risk assessor
(equi valent to M<xxfy IS 0r Standard and Poor Is in the
U.S.A) such as the recently constituted private
company: "Republic Ratings", were to attach a worst
case scenario of default as say 10% of the securi tlzed
isoue. and 'the guaranteetng b(xI:y were to eannarlt RlO
Million in toe provision of bousmg, then a total Lssue
size of RlO M.Ulion could be sold ;0 institntional
investors wi tnout the guaranteeing body injecting any
~~qb, but only providing RIOMillion ii guarantees.

c) SmaJ leI', lower risk issues may utilize credt t enhance-
ment techniques (as detailed pgs. 116-119) as ~ the
case with the United Building Society r s securitized
issue (pp. l07-125L to decrease risk of default.

d) '!be guaranteeing body can ncmlnate official consul. tants
and t1ncierwritel's, who In exchange for their fees at the
instruments issue, provide a market making function by
quoting a buying and selling "spread" for a time to
ensore the instrument retams itf'l saleabUi ty until the
market gathers l'IlCIOOutumand grows in size.

~) An offiCial r).sk assessor (such as »xxJ.y's or Standa.l'd
and IOOr in the U.S.A) could be appointed to tneaS1.tre
the risk: profile of issuers and to lll11ntain a defa1l1t
history on each issued tr..strtment.
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f) If investors are ini tia.lly uncanfortable wI th a
flf'4lting rate note, a fixed rate issue can be created
by using the interest rare SWAP market.

g) The mjor poU tical parties in the country1 including
the A.N.C•• P.A.C. and I.F.P., my, by being educated
in, and giv~.ng their approval to (if poesrble) , the
instrt.Jrents. discuss wi th their supporters the un-
tenabi 11ty of tond/mortgage rayme.nt boycotts and thus
give extra credence to the long term future of
Institutional Investment in these fonns of instl"l..1!lents.
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The following terms are defined as they most orten apr:ly (0

act ivities in the secondary mortgage market:

Accelel"8,ticn Cla.use:

A clause that's ccmnonly induded in rmrtgages and bonds,

wni.chgives the holder the right to demandthe entIre out-

standing mlance be paid tn the event of default.

Accl'Ued Interest:

Interest earned (but. which ins not been p.ti1j) for the period
of time that has elapsed since interest was Iast paid.

Adjustable Rate ltJrt&age (ARK):

A loan in which the interest rate is adjusted periodically
accordxug to ffiOVf:1'ilents in a preselected index, such as

Treasury bill rates. Also used to refer tc any mo".tgage lean
other than the standard f1lu'.<i-rate IOOrtgage.

MDrlni.stra. tim:

An alternative term used to describe servicing.

Administrator:

An alternath-a term used to describe the sarvtcer ,

-...tiat1(IQ~

A Ilethod of loan pt,yment ~lculated to pa.y off principal by

the end of a. fixed period in rronthly installments, which
incltxie principal and 1.1lterest¥ IbrAe loans cClI:IIOOlllyamor-
ti2e over 30 years. '/
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Annual percentage 1'3:00(Am):

A term used to represent the percentage relati.onship of the
total finance change to the arrDunt of the loan note interest
rate. This reflects the eost of credit expressed as a yearly
rate, taking into account total finance charges.

Appraisal:

A repor-t nade by' a. qualified appraiser to estimate the value
of property.

Arbitrage:

The process of buying a cOlTrnotEL:y or securf ty atone place or
time: or fran one person, and selUilg it at another place or
time or to some other person to take advantage of any'

difference in the purchase and sales prices. i\rbitrage tends
to eliminate any dif!erenee in p!'ices.

A generic term for the marketable debt instruments ari.sing
fran the process of asset secur1t1satioo.

·lsut:::t secur1t1.sa.t1oo:

The process of taking the aeon flow fran a. segregated pool of
homgeneous financial assets t\.Qd strtX!tur1ng it is such a way
as to suPIX>rtthe issuance of lYark.etabledebt instruner..ts.

In this OOe'l.lllent the referenc~ to assets is really financial
assets.

A8au1ptioo :rea:
'lbe fee p!.id to a lend~.r - usually by the purchaser of a
property - upoo. the assumption of a. mortgage.
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Ave:rage Rate of Return:

The return on an investment calculated by averaging the total
cash flow over the years during which cash is received by the
investor.

Balloon MJrtgage:

A \'ooryl~agE! on whtch the principal oo.lance (which is tn excess
\\

of the monthly payment) Is due ..~n a lump sum before the end of
I.

the anmrl\ i::1:ation period.

~)tcy Rt.:toote:

A tE;rttl nscad to (:(est:t"ibe an issuer whic1'l is protected,
structurally and l~'_l1~i, ;fran ba.n.k.rtiptcy.

l/l00th of 1 .J;ercant. For example, 3 basis points equal .03
percentj ot' .0003. !i1'hi'l term is used to descri~, the ank>unt of
change,:in yield on a security. It is also used to describe a
fae dl1e to Freddie Mac ca.lculated 00 the camu.tl1lent.

Baseline:

Program uader wi.ell Fredd~e Ma.c purchases ITOrtgfll.(i(~sfor cash.
Now ref.erred to as lista.nda.rd" or "cash" prcv,;z:-am.

An interest rate belOW tbe current: rate for conventional
financing 1'1 a given area. Programswith belOW""111Uketrates
may be 1JSed to assist 10\l""0r moderate-inctme buyers.

Aci 1ntet'eSt-bearing certificate of debt with a fiXed naturity.
date.
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Ibl.'TO'Wer:

Individual or individuals who receive tunds in the form of a
\,

loan ..ruld a~. obl Iga ted to retRY the Ioan in full wi th
interest. Also called the "mor-tgagor' when the loan is
secured by real estate.

Br(-)Qk-Even R:>int:

In residential or coo;rc~rci.al property, the figure at which
occupancy is equal to all required expenses.

Buydatlo:

Moneyadvanced by a builder, relative or other party to reduce
the borrower's morrthly rayment in too early j1'~rs of a
mortgage, below 'the level required for normal amortization. II

Clll Protection:

A feat\ll."e of roort.gage-bs.Ckedsecurities des~ned to minimize
tr~ riSk. of prepa}11lent. Examples would be including pre-
payment penP_ltfes and lOCk-in periods in mortgages that beck
secu..r:1:t1ea, or strootur1ng an issue EO that if loans are
prepaidt the funds are not ~ through iImledla.tely to thfl

investor.

Investors desire call protection because it provides a roors
consistent cash flow and keeps them tran having to look for
reinvestment "opportuni ties.

A clause in a loortgage giving the le&der the right. to demand
payment of. the loan in tull under certain cooditions. t.unUa.r
to acceleration clause.

Money used to create lnccme.
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Casb Flow:

The cash. fran a project paid to inves tors.

('.ertlfica.'te Rate:

The rate of interest specified on the participation
eerclficate, Which Freddie Y..acpays to investors.

An option given to the issuer to redeemall of the outstanding
asset-backed securities once the cot laterat reaches a. certa.in
percentage.

A fixed amount mortgage "lJrtlere the principal cannot be

jncreased.

Closed Pariod:

The po.1."tionof the term ot a mortgage during which the loan
cannot be ~id.

The cc.naumption ot a transaction. In rrortgage lending this
means the delivery of a deed, the signing Q! notes, mortgages
and ot:ber lean OOcilDents, and the d1s~sement of the loan
proceeds.

The standard abbreviaUon fOI' a OJllatera.lized Mortgage
Obligation

<.b;:lat:fftl:

Property pledged as security for a debt.
/)
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Colla.teralized J.brtgage <l>ligatioo (01):

A type of bond .first issued by Freddie Mac in June of 1983,
The securities issue was divided into three maturity terns.
The CMOprovides a type of call. protection and pays principal
and interest semiannually rather than monthly l1ke a P:.

A tank whose mam functions are tile :-tcceptance~.o.f derm.nd
/:/C/

depos; ts and the lending of shcr-t+term funds. .</

The evidence of saore-term unsecured obligations !::>'1JChas

pran.1.ssory notes !;DId by corporataona that want ":0 ratse cash. \ .

Q.ai:tIBI.t :
'!

In w'1eprirDtry market J •.1. pranise fran a. Iender to a. borroeer
to loan,,-lOOl1eYat a 1'ut\lTf;~date. In the secondary market, a.

fee paid by lenders for a secondary narket pa.;rticipan1; IS

pranise to buy a. Ian at I. 11.ter d.a.te.

In the primary na.rket, a. fee plid by a borrower to e. lender
for the lender's pran1se to loan IikXleY at I&. .,future date. In
the ~econdary narket, a. fee pa.i.d by lenders for a secondary
!lB.rks~cparticipant's pranise to buy a loan a.t a later date.

O'JllPl18Id Interest:

!nt.en~st·canputed on both the principal and accrued interest.

u

o::.pt:roller of the ~:

Of.tice cr_ted by Congress in 1853 as a part of the national
" banking system. The Olriptroller of the ("'urreDcy regulates

na tic nal 1::.enks.
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A form of real estate ownership in which the purcr~ser
receives title to a pt,rticular um t 1n a larger structure and
a. proportionate interest in ccmnon areaa.
sectional title).

Conduit:

The intermediary between the lender and the investor.

CbDduit Is&iQer:

Private canpanies that buy or originate loans and issue
1OOrtgage. rasa- through securities in their own name, without an
agency guarantee.

Bonds issued by the Federal Horae I..oa.n Bank Systen.

! (

A llDrtgapt which is not inwred by tile 'federal Housing
t\(binistra.ticn (FHA) or guranteed by tile Veterans
AdmJ.nj,Strat1(Xl (VA).

a:.n1Mlltioaal ~ 8ecuritieo (oaIJ):

Securities '1!lbcseunderlying pool of roortga.ges has !'I'J federal
gua.;t"rmteeor insurance.

Oxnwtible Adjustable Rate 1Iortp.p:

A type of ARM intl"OOueed by Freddie Mac that allows torrowens
to take an ARM at a. lower initial rate than a. fixed-rate loan
with the option of COD.V'E'rtintto a f1.xed--ra.te IJl)rtpge at the
then current rrarket rate a.t the tilDe of the first scheduled
adjustment.
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Co-{)perative:

A form of real estate cwnershfp in which a corporacton holds

title to a property and conveys; units to indiviiua.ls by

issuing shares of s tcck a•.nd occupancy agree!'

Coupoo Bate:

The annual interest rate on a bond or the contract interes1
ra te on a mrtgage note.

C:red1t ~t~/.

The process of reducing the cred! t risk of a. debt issUe so
that it can obtain the highest possible quality (rating) and
thus be issued at the lowest possible interest rate.

Chdit IDhaDcer:

'1'be party providing the cred1 t enha.nCement.

i)

Another term for crad1 t enbaDcement.

Cl'ed.t.t flIJal:

A co-opera.tive a.I!IIIIOCia.tiOll that I1liILkes Slall loe.J to -!its
mBDbers.

Daaler:

ll8Curities.
"
'\
'I
-\

Detartu:re: \1
~
~.

An ~ debt instrument bLcked only by the general credi t \'":~;1
sta.nd1ogam earning ca.-city of the issuer. \, /

II
I
I'
\\

Default:

A breach of the terms of a IiX.')rtgageor contract.
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Delivery:

Physical transfer of loan docunenta 1;0 Freddie Mac.

Del1z¥tueacy:

Failure to make timely rayments of principal and interest in ;(
accordance with the terms of the debt instr~nt.

DeMi.nimis AlD:

A planned unit develop:nent: in which the CCX"&IDOll property bas
little effect upon the value of the property securing tne PUD
um t IOOrtga_ge.

'\,
)III

j;

When the mrket value of a mortgage is less than its face
value. 'lb.1s generally occurs in inflationary times when
interest rates on exis~iag IOOrtpges are below current; ma.r~t
ra.tes.

Dl~t:

A price that is lower than the oopa.id principal amount and
results in increasing the effecti Vfi interest rate or- yield.

DLsoouat JOint:

The ~f p&.yable to increase tlle loan' 8 effective yield.
One point!lis to one percent of the loan amount.y .
Di8CODl1t Bate:

The rate th.1.t the Federal Reserve cha.""geto mEmbert.nks that
borrow rooney fran i'l:.

The flow of funds out of savings instltut!oos into investments
with higher interest rates. '1'his shift can result in a
decrease in the amount of :tf~.ava.U'.Lble for long-tam real
estate financing.
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The difference between the sale price of real estate 'and the

IOOrtgage anourrt {F..l.d by the purcnaser ,

Due-on-8a.le:

A clause in a mortgage providing that if the borrower sells or
tl"3nsiers any interest in thA property. the lender has the
right to derand ~yment in full.

KUect1ve ileld:

"
\ ..1

'I
When a mor-tgage or bond is brought at a discount or prenium, J/
the effectl ve yield is the annuat" return expressed as the

, "~

interest rate speei.'iied on the security divided by the amount

i:J.vested.

!,i

The difference between current fair nanet value and current
1ndebtness~ UStally retel"Nd to as the owner's interest.

'!be portion of
se.rvlcer to pay real estate ta.xes and insurance praniuns.

The specific business risk of an eati ty , especially wi th

resw,rd tc/ the entity's s&.uitivity to d1a.~P.S in its
/'C= c:/ ~
envtrfJaent, e.g .. ~~c chaDgefJ. char1ps in legisla.tion,
etc.

Par value; the principal value of a bond, note, llDr~et
etc. I the tuDC)W1t of principal the is&1JeI" contracts to repay.
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The, price at weich proper-ty is transferred between a \\illing
bu~, \:.tdd a wHnne ~>:'H-er. each of whan has a reasonable
lmowleJge of all pertinent facts and neither being under ~..ny

canpulRion to buy or sell.

A tm.rket in which interest ra~es are rooving in an overall
ctownww."d dl%'~ tit.11. !

J/,._

"Farmers ~ .Admi.n.istratioo (¥afA):

A government agency Wi thin the !Rpartmr.nt of Agriculture that
"\ II

operates under the Consd;.'~da.ted Pam and Rural Developnent Act
'> of 1921 and Tl tle V of cthe lk>ul'!ing Act of 1949. 'This agency

provides financing to farmers and other qualified rorrowers.
"\ \

I

Dr1g'

to issue the deposits t)f banks.

1933 in the U.S.

A regulatory and supervisory agencyy for federally ch!trtereci
('savings institutions. It oversees tile operations of the
Federal Savings and LJan Insun.uce O:>rpora.tion and Freddie
Mac.

Feder&l ,e:-, lDIl1 Ibrtp&e ~ ..t1Ol (:FrerW.e 1II.e):

A COt.lgI'eSSionaJ.ly chartered corporation and purchases

mrtgages in the secondary mortga&e market fran sa.vings and

loans I ba.nk.s and JIDrtgage bankers. Ie sell ltbrtgage
ParticiPltlon Certificates (PCs) BeCW'ed by pools of
conventional roortgage loans as one means ,of raising funds to
finance the purclla.a:'. of mrtgages.
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Federal Na.tiaoal ~rtgage Assooiatioo (Fannie tl4e):

A congressfoea Lly chartered corporation with prfva.te stock-
holders that purchases residential IiX)r'2~ges tnsuret by FHA or
gua~teed by V~A, as ?ell as conventional hane rmrtgages,
I ts primary source of :funds is de,itt issues, but it also sells

sane rrortgage-reckecl Sf''CID''ities.
:1

Federal Beserve SystEm:

The ceutra.I banking sy~an of the United States , constatmg of
th Federal R~erve !3oe.rd:':J rue twelve Federal Reserve Banks

Federal Housing Administration (FIlA):

A division of the Department of fk,using, and 1J1'ban
Deve.lopnent , Its main activity is the in.::'.'uring of restdc. ',~al
:ne..~rtgageIoans made by priv~te Ienderx., It sets s;:and;.tnls of,
construe taon and underwriting. f'HA does not 1end moneyor
'cour"truct housing.

Interest producing assets like J1"O!'tgages, credit card
receivables and car loans ..

'.i: corporation established in 1934, Ly 't.h.! Nu.tioo:ll Housing
ActI which insures sa.v1ngs accounts in. savings and lean
a88OCiation. \\

A lender t R, agreement :to DBke a loan to a. specific borrower on
"

a specific, property.

A rwrtgage t~t creates a lien i )gainst real property having
first priol"tty. Alsocalled sal'liar JOOrtpge.
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The amount paid to increase the actual yield of 8. nnrtgage.
Sanetimes called pomta, loan brokerage fee or new loan fee.
The discount is ccmputed on the amount; of the loan, not the
sales price.

A canpany \llhich writes insurance that protects a roortgage
lender against loss caused by a borrower!s default.

Bonds issued by public entity ~j'Uble fran revenues derived
fran repayments of principal and Interest on rrortgage loans
that were financed fran the proceeds of 'tt'~ bonds.

Tbe lender in a roortgaae trasa.ction.

~:
/

The borI"O'lf;r or I,I.)te!' in a 1OOr:.4:.gagetransaction who pledges
~ ) !

property ~~ a Secur1ty for a 6'Jbt.
v ' 1',

.1

An asset-backed issue t~t b..u at least two iastrunents With
~\\ j_/

different characteristi~St'\'e.g. a long dated and Short dated
instrument. By nature, lllll ti-class issues can only be made
out of pay-through structures. Hote: a senior/subordinAted
issue wi tb only one A class ..and one B class is not considered
a multi-clasa iG8l1e.

IIW.ti'_ 1,. 1legelO(JlBlt:

Ceveloptent of m::>re tt.an four family dwellings. Generally,
associated with garden apa.rtmenta, ~usesJ arJ.d highrise
apartment canplexes.



- 172 -

Participatial Certificate (PC) ~

A m::xiified pa,sS!-thruugh security. issued and guaranteed by

Freddie Mac, which represents ownership in residential
mortgages. The underlying mortgagee are' conventional '- i "

not insured" or guaranteed by the federal government ,
Investors are guaranteed monthly interest paynlents and a

..
pro-rate snare of the principal as paid by nort.tgagor with
guarantee of full collection of pz-mctpe.L Mortg~e
farticipatiorl Certificate is the ~onnal name of t,.~ secur.i t~·.

Participa:tl00. IDlll:

A roortgage nude by one lender, known as the lead lender. in
which other lenders or investors, known2,5 participants, own
par,n interest.

I_!

A secu'tity in which principal and interest are "passed

T.tl'Ough"to the holder on the same basts as the lmderlying

a.s8I1;s.

Pa~:

An asset secu.."'1.tlsaticnstructure that effectively gives the
!!lve£, or an equity interest in the collateral. T'tlis is
bec&.pse the :i.nvestorbears all the risks and rewards of
actually owning the colJ.ateral f i.e. all lending-relatro risks
anp cash flows received are "passed-through" to the (;d.nvt!stor.

JI

The entity responsible for ;sying out the interest due and
principal received to the investors.

An institution that holds ~t.s invested in items such as
I:'

loog-term 1l¥)rtgages and high-grade stocks and bonds having
accePtable yields and security" 'Ibe purpose of a. pensfon fund
is to a.ccunulate fWlds to hold and invest in such a manner
that it will provide retirement incaDe to individuals on an
agreed upoo plan.
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Fiscal Year:

Ally 1:J month reried used. tor financial reiJOrting and
prepara tdon of baIance sheets 1 profit and loss statanents, and
otnoz- financic.l Sll.'!!r~t.Ions ..

A nor tgage on which the intt~rest rate is set for the term of
the loan.

ForeclO6W."C:
rl legal procedure Ln which property a,.)rt:gaged as security for
a loan is rold to J:aYthe d€:fauiting oorrower+s debt,

A ccmnitment made by' a. lender to rm.k,ea Ioan to a hafiel::>uyer or
purchase a lc@ fran ancther lender or sell a lean ,to a
secondary nn.ritet participant in the ruture,

Jlo:nuu IBlivery:

The dellv~ry of nort.gages or Irortgage--bickt.'<1geeur1ties to
satis:fiY cash or futures r.:arket tl":f;usactions of an ea.rlier
date.

The actual transfer of funds to a. sen +.lr when Freddie Mlc-;>

purcnDsE8 a loan.

A strategy :Ul hedging where loans 3l'e origiDD.ted before an
attenpt if) ma,.,~:-. to ~i'l ths to investor.3.

\

A strategy In hedging wtere investor c\ll1JIitnent to buy are
obtained bei'ore laul8 are originated r..gairtbt the ccmni tments.
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Government Na.tl00a.l \k)rtgage Asa:lci.atioo. (GtlfA):

en Septanber J~ 1968, Congres!':, enacted legislti.tion t.)
; ~

partition Fannfe Mae into two continuing corporate entities.
GNMAhas asstmed responsibihty for the special assratance

loan program. Also, GNMAadministers the rmrtgage-backed

securities program that channels new sources of funds into
residential financing through the sale of privately issued
secure ties car-jOyinga GN',lA guaranty.

Graduated Pa.yment J(ort'_gage (Gal):

A type of flexibl~l'epa.yment mortgage where the payment,s
;ncrease for a. spec'i~tc perdod of tinJe and then level ('ff.

Often used by first-time home-buyers 'who expect their mcoees
to increase over the years.

A type of loan in which annual increases in monthly pa~ents
8:re'.used to reduce outstanding fJrinci.i41 and shorten the terms
of the loan.

Praaiae of the issuer tbat princi III1 and interest due to
i.nvetltors in mrtpge-ba.cked securities will be paid ey issuer'
if not, pa.ld ,W borI'QrJlar.

A ~". ~ lL'I{e instrunent issued. by Freddie f&i.e that represents
Qim'~rshipin a large px.l of residential rrortgages. Principa.l
It.i returned a.nnually and intEi1"estis paid seat1afmually.

Fr,addie Mac ProsrflDl under ~ilich leJlliel'S $!ll ("swap") lOAns J.n
~:!;chaJlgefor Partlcipa.tion Cer~i:f1cates.
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}edging:

The matcrung of assets to liabii).ties of 9. similar nature. the
assunptf.on of one risk calculated to offset another, the
purchase or sale or mortgage futures contracts to offset Gash
market transactions to be ~de at a later date.

Iklme Imp:roqaoont Loan (HIL):

Mortgage in which the funds advanced are used to improve
energy efficiency or upgraded ejl;isting proper-ty.

IIUD:

The U.S. Depar-tment of Housing and Urmn D::velopnent

established by the !busing and Urban Developnent Act of 1965
to supercede the' Housing and lbIe Finance Agency. It is
responsfble for the implementation and admini.i'li~ra.tioo of
government housing and urban developnent programs inclu:ling

'\ GNr.fA.
II
I:
\
\ InCXJ18 L1mi.ts:

~amllY incane l:im1ts established by law for a mission into
1~Wl-and--moder8:te-incane:OOusine:projects or to qualify for
r~l~t suR>lement assistance. iB_d on family size and
~ru.phic loca tim.

Real estate owned or Opel'8.ted to produce incane.

A form of financing whereby a mtmicipality or developnent

corporation issues boDcls to finance revenue-prOOucing
projects. Project rm"enues are used to p9.y the debt service
on the booo.~. '!be full faith and credit of the muniCipality
or 'velopr2nt col'p'l"'ation i~ not pledged to secure plyment of
the hinds.
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Issuer:

The errtf.ty respcnafbfe for purchasing the collateral, funded
by issuing asset-backed securities.

Investor:

The entity that purchases and trades asset-backed securLtaes.

Installlment:

The regular periodic rayrr.ent that a borroeer agrees to nake to
the lender.

InterEst:

Money paid for the
annual percentage.
property.

use of llDt1ey, usually e.ltp~~Se>1 as an
AlsoJ a. right ~ share, or ti tle in

'I'he decinial equivalent for: an interest rate.

IIl~~t:iOo:
\:me' \rocess of bringi!lg together bo~rs and lenders within

a saviflG/loan system.
II
\1\
\

in'l'Olunt&'r7 Lien:
\'

\\
\' '; i"i

A lien 1mpc'Sed against property W\ thout consent of an owner.
Examples include tu:es, special lUJIieStIDMtsand ~1\Yjg~nts9

(/

A mrtgage that is suhordina.te to a prior lien or nortgage.
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late~:

An additional charge that a oorrower- is required to pay as "-
penal ty for failing to pay a regular installment wnen due.

The ent :ty responsible for structuring the entire issue. The
lead manager must also co-ordtna te all the other parties
involved in the process of securitisation.

A rrortgage that provides for a constant, :fixed IXlymentat
perfodtc intervals during its term, Part of each Jll.;ymentis

credi u_~d to interest Wi th the tnlance of the payment used to
reduce the principal.

1ev~:
!j

The use' of borrowed Ironey to increase the return on a. cash
investm!nt. Fbr leverage to be profitable, the rate ot return
on the investment Il'IlSt be .t.&~her t"~ the cost of the money

LieD:

It legal clLim of one ~raon on the property of another 0 as
\

security f.or .. debt.

Caah position based OIl asaet& t:'mt can readily b! converted to

cash; the abiUt~,. of. the market ill a particulal' security to
a.bsorb a. :reaaoo.abj~e amount of buting or selling &1: reasonable

,-'

price changes.

'!be renting of a SlJD of nalcy f by a lender to (j'borrowel', to
be repaid with or without inter .. e.
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Loan-t~Value Ratio:
The relationship of the principa.l amount of a mor-tgage to the
appra.tsed value of a security. This ra~Jo is expressed to a

/ ~
potent.ra.l purchaser of property in tet'!nS)of the percentag~ of

. . I r

the value a lendiIlg institution is willing to fi{~uce.

I.oc.k:-in ~ri.od:

'mat portion of the term of a mortgage loan qu:ring which the
loan cannot be prepaid.

Mandatory Delivery:
A type of loan purchase program in which delivery of loans by

selier/~rvice~ is mandatory. o

Maolltat;:tu;red }be:

Fac1;ory-built or r J-fabricated housing, including roobile
hcmes •

•Toint a.greEIInentbetween F.reddie 1&c arid B.potber canpany, Under
which we j,gt'ee to buy a large woount 'Of mrtgages fran lenderso

th-ey line r!~ through their I!1L'rketing efforts. Exlil1Ples al"ft
our agreenents with TIO'.)R lrbrtga.ge Insut'a.nce Conpany and HQlAC '

(th~ Home Mortgage Access COrporation).

I)

How easy or expensive it is to sell a security_ Qle measure
" ,

is the bid-ask. ~read between wba.t a tieaier wi 11 pay to
acquire a ~'ity and wbat is charged to a bUyer.

The da.te on which p:lLyment of an obliga:tion is due in tull.

Iiird •• Gnl8a Yie:!ct:
\', '

The sum of the required nat yield and the required min.tJm.m
serviciDg spread.
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1l1rd.rJn.p Servicing Spread:

The nr.nimun' amount 01 the interest incane to be retained by

seller (or substitute servtcer-) in order to provide callpen-

sation for servicing of !lX>!'tgagf.;.: L'ilXChased in whole by

Freddie Mac.

1. e .t:inandal market that brings together investment capt cat
and $, '""'I,rt-term money inst;"'l..Jtlellts (those maturing within a

, '

year), such as 'I'r'ettb"Ul'Ybills, notes.., <;_~rcia1 paper, etc."
..r';·I-

l

'--""_'"'--._- _-"'-\:'

( ')

~,~:

A debt instrument executed by an ower of ,property. pledging
tOat prot:erty as seeura ty :for payment of the debt.

()

\ i

T ,i"1eut securities representing an undii>:~ed interest in a
o

r Jf loans secured by DDrtgqea or trust deeds. Principal
and interest pJ.yments on the under lying :rortgages are used to

pay princi~l and interest on the securities. Fannie Mac's
Ibrtlaled-Backed Securi ties Program is similar to ~}r, D
Gul.rantor prog1+am",

'. "j

A fbm 01' individUal who originates 10lllS for sale to other
investors. Tbe mat''tPi8 bankar generally continues to service
the loans.

))
~"'Brafan':

,
A fim or individual wbo brinp the borrowr 9.lld lender
toptber t receiVing a. C'Dmisaion if a. lOIn t'e8ul ts. A
mortgage broker doe. Df"~i t'eta.i:a servicing.

I, •

,I \, ..
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A state-chartered financial instltution tp~t invests maiply in
mortgages. (:i

lat1anr1de Lender:

A seller that has receive Freddie Ma.C approval to sell and
~rvice loans on properties Iocared in stated outside its
normal lending territory.

A loan rayment schedule In which tthe outstanding principal
balance goes UPt rather than down, because the ~yments do not
[cover the full amount of interest due. The unpaid interest 1s

lidded to the principal. ',.
j)

l'fet l'ncflI1Ie:

1!1le dUference between effective gross incaDe and ejpenses,
I

lncluiing t&.xesand insurance.

i:",t Bate:

The rate of interest read tted to an investor after the
servic1nc fee has been deducte:i tl"ClD 1l'CNM raw.

'the reminder left after total operational expe.naes and

interest pa"ments are deduc;ted trcm gro&II inccme.

Met Wortb:

Tbe value of all tuilS8ts, ineluli1.n& cub, leu total
liabilitieo. It is often used as an underwritiDl' su1deline to
indicate credi twor.thinees aDd filwJcial strength.

~t Ue;\d:

'Tha.t part of g:roes yield that nm:ai.IlS after the deductions of
all costs, such f.I.S servicinl aDd any reaervea for los_.



- 171"-

TIlE area loea ted \Ifl thin the state or wi thin a radius of 100
miles of the seller's principal oftice.

Offer Pr\lCedure:

The procedure by which lenders pla~ offers to sell mortgages
at a posted yield.

~ticm.l Delivery:

A type ot loan purchase p.rogram in which the seller/service
has the op~ion of delivering loans.

OrigiDa t.ion Fee:

The fee charged by a lender to ma.ke a net!' mortgage loan. It
covers t~a cred..\t :var1fica.:tt.on and property evaluatica.

~tor:

A methof of ered! t enhancement in wbicb iO'7estor has a
secured 1ntereat to tbe c&tiiIh flow fran a. pool ot a..qaets b.rger
than th9 asaet-be.cked 1SIIlle.

The face value of the IlDrtp,ge (or bond) principa.l equals its
actual sellif;g price - tba.t is, with no discount 9r premiun.

)

\\

\\

1/
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Pipeline:

Ternj\nlzed to expree loan applications in process up until
-

closing. f.lsed when analyzing mortgage loan inventory and
coenu tr:'",nt c)Ve~age.

PITt:
IIprinclpal, interest, taxes and insurance. These elar.ents

generally make up the borrower" s roo!lthly payment.

Planned ttiit fegelopDent (PtJD):

A one-to- four family 1r1di v1d~P,. owriect unit situated upona

parcel of land wrJ.ch also con\t.ains ccmmn property for t,'~e

benef Lt and use of Inaividual tfJ.~owners. The cOO!OOnproperty
\,_ t (\ '\~\ -

is t((\j:aiU,~.1i.ined a.nd owned by "a R<meo9lllers assoctat.tce J

/"1 '-I \ ) 15 :_.';. (,' 'OJ

\/ cor~.~Jj;:'n ~ trust, which requires autoeatac ronseverable
1..., '''. v;'

memoersbl.p of each individual unit owner, with mandatory
assesemeeta •

A gJ:\.'\dua.ted payment lOO:rtg&ge io which part of 'the buyer's down

payment is depoE»:ltP.d in a savings account , \lftmds are drawn

fran the account to supplement the buyer' s ~~nt!'llY pg.yments
dunng the, early yeus of the !.0IUl.

:A:>1Dt:

An amount equal to 1 percent of the principal amount of .~
1nves1Illent or note. ~ / ''Punt points are a one-t1mh

cbal'ge 8.S'3esSed at closing by tlie lender to incn!&.Se the Nield
I i

00 the oortgage Loan to a canpetitive position with 'other
types of investments.

Pool:"

A specific &rouP of mortgages that te,ck Participation
, Certificates.
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k1rtfol:io:

Holdings of securLtaes by an individual 01' irLstitution. A
,'. ;;

oor r tot Lo may contain mortgages, Trea5ury . bills, bonds,
r.referred or comon stock or other investment securities.

Prepayment fUns.lty:

Fee pard to the lender for the prepayment privilege.

Preferred Sellers:

Formerly Quick Funding: program sellers; these sellers provide
.Less do(h:lI'llenta'!:ion and receive faster d~Hvery of R;s under
the Guarantor program and faster funding under :the standard

'{

prrggram.

PI'81U_:

The ·:;'I,.'11OWl)' -, :oftevlJ stated 3.$ a percentage, paid in addj;;tion to

the face '\~~hlii~;IOfa note or bos"ld. ~lSo, the ('l'",'1tW for
:~ "': I}

insurance coverage.

Price:
When referring to the buying and selling i~t bonda and

aortga.ges, i price represents the percentage relationship
tetween the MX)untpaid for an instrunent and Th~ f~ee 'lall.l,€

of that i~tnrnent. If so~d for 'J~l i;be price 1s 100; a
prenitrn price could be 105, for example~ and a discount, 95
perceut of the fa.ca value.II

Pri1llU"J' Ilu'IIIet:

llle creataon of an, original roortgtl~e by extending funds
\\

dire,,;tly to a. borrower ')tres place in wn~t is known as the
pr:Lm.ary mrket (versue the seco~y .Tklrk.etJ wbere eXisting
m()rtgages al'e oo~ht and sold) ..
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Prime Ra.te:

The inte-rest rate that banks charge to their rosr preferred
C:.1stcrners. It tends to be the yardstiek for general trends in
interest rates.

Principal:

The amount of debt, exclusive of accrued interest, remaining
on '\ lean. Before any principal has been repatd , the tota l
loan ~~unt is the pr~~cipal.

A term current ly used in reference to one of Freddie' MlcIS
multifamily lOOrtgage purchase programs. Under the prior
approval program f <1. seller / servteer my submit a loan to
Fredule Mac beore ctostng, We Inspect the multifrunily
property and t.p.1l the ~lleriservic~r wht:'r!ler we ,,'111 buy the
loan 3.IlDunt and at ,,'hat rate.

Insurance underwritten by a orivate CompL~lY protcc'Ung the.. -~_;:;::---

nortgage lender or investor against loss C-•.u,lfleCiby d~.fault.

Private :AuJeJ1'hl'tlqJb 8eeuri tles:

securities that carry no agency guarantee, Bank of America
issued. too fitst private pu;a-through in 197'1.

The COt, tract batt\1Senu. seller and Fredd:f.e bfic co1l'ering a
caT,'\tJnent to purc~a, in whole or in part, a. specific donar
amotmt ot mor1:l;a.ges.

The The procure under which a secondary market corporation
rel1.ews a loan pu:kage a.1.Jd decides to purclbu.ie or reject it ..
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A nortgage g"J.Vei"to tik seller to secure all or part of the

purchase pr~.~~ t, 'I" prJperty I llYJst camxmly used. in land

purchases.

Rating:

,\.'1 Independen c c"edU risk evaluation of a debt issue 01'

issuer by a ratinf~ agency, A r~ting is also the syml)~l used
to convey the rating agency's evaluation of the (;,:-nciit risk.
For exampleI a A \>i or Aaa ra tJ.ng is the highest possible
rating and infe~~ that the issue is as reliable as the
gov Irnment in :re~I~t of its credit :risk, i.e. its cap:lcity to
pay interest and repay capital is extremely strong.

An entity which carries out an independent evaluation of the
credi tworthiness of debt issues or rssuera • 'liKl Qf the
largest rating agenCies in ~~e field of structural fimulce are
Standard a:xi ]:bora COrporation and Moo::iy's Investors Service.
A'Sdebt issues have becane rore canp:e>.., investors have cane
to greatly rely on rating agencies' credit evaluationa.

Real Bstate In'f'efJt.Dalt Trust (REIT):

An investnlent vehicle esta.bllshed :for the benefit ot a group
of rea.l esta te anvestora and Ml.:Jllged by one or more trustees
who hold title to the assets fnr the trust and control of its
acquisitiorlS and investmenu.l. RBITs are des1.gned to provide
an opportu!.d.ty 1r:~r large-SC<tle public pu"tlclpaticm in real

!_/
estate i\westment.

A term fl\"equent1!f used by Ittnding 1nsi.tutions ~.O de&zribe
O'W'Mtrsbip ff real prope~ty acqutred for 1nves1ment or as a.
resul t of 1torecloElUl'e.
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Refers tQ loans which the seller/serviceI' 3.gre9s to buy back

fl.'an Freddj,("~Mac if de:faul t ami foreclosure occur.

The repurchase of ICs by Freddie Mac with our tntentaon to

rese ll the securi ty to another investor or the repurchase of a
mortgage by a selle!"/servicer.

Required Net Yield:

The percentgage amount of interest to be .received by Freddte
Mac fran each roortgage law purchased as set forth in thf.~

purchase contract.

Residential:

De~'rlption of buildings which are dwellings for people.

Bafirancing:

The repayment of a debt fran the proceeds of a new loan using
the same property as security. Borrowers orten refinance when
interest rates drop.

The cu\,,1ugof all detata ts by tl) borrower.

~ble Bate Jm1;gqe (BRII):

A loan in which the interest raote is adjusted perh'ldically.

A private caDpIUly that engages in secondary narket
activities. llPe:J.s a subsidill'Y of Norwest MortgD.&eInc. The
canpany is wed in Minneapolis, m. It specializes in buying
loans which do not conform to Freddie Mac and Fannie Mac
requirements.
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BP.verse Annui t':'O' ltbrtgage (lWl):

A t~~e of rr~rtgage in which the lender makes periodic payments
to the borrower usmg the borrower IS equity in the h~ as
security.

At! agreeeent to purchase mortgage-backed S€(!lll"ities from a
\\

party with a sunultaneous agreement to t·esqll.l them at a
specified future date and price. :,

A mortgage that provides for renegctaataon of the interest
rate and payment tenns, t>~ically at each five-year period of
its term,
lIDrtgage.

Saneti.roes ref~~rred to as a Canadian rol.I-over

A mm,i..."ll or stock associ:t.tlori chartered and regulated 'by

either the federal gOli'emnent or a. state. Their deposits have
been traditl.cnal.i.y invested in residential roortgage loans
a1thQugh they 110'll have broader lending powers.

wans llX)re than oae year old.

A syst~ whereby lenders and investors buy existing mortgages
or roortgage-based securities and ill Joing so provide grea.ter
availa.~pi ty of funds for additional rortgage lending by

'banks $ ~)lOrtgage ba.nkers, and savings aDd loan associations.
Freddie ~...c serves as a roodui.t in the secondary nar1tet by

linking j,uvestQr:S and le.tlders~
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Second IIortgage:

A rmr-tgage that has rzhts secondary to the first mortgage.
The proceeds fron a rorectosure sa le must pay the first
mortgage oofore a..'1Yfunds can ,j ; re- "lY t.he second rmrrgage .

Security:

The collatetal given, deposf.ted, or pledged to secure the
fulfillment of an oblii5;'!ltion or the }.Xiyment of a debt. A1.$,""
an im:;b'ument tr.l3.t provides evidence of debt or of rights to
share in t:larnings or the distribution of property.

Tenn for an approved organization that sells and se~i'ice's
rortgagE.6 •

Sanior/JW1ior structur3:
I

A popular alternative term in the UKfor seQior/suborl;!iq:l\t~Ki
structti.re.

Stt!JJWJr/8ubordinated st1"Uature.:···

A method of creel! t enbanceri.~nt v.tlich the B·class ir:'lvestor
bears, the credit rlsk of the colla.teral 0;" being subl)I'I~inated
to the :\ class investor with ..respect to the ~1.Yl1lentof
illt~...rest aIXl principt.l.

'lbe collection of pt.)'IDeIlt. pd ~1Jlt of I:)peratil'Xlal

procedures related to a mort:sase.

A wri tteo agreanent between an lllvestor arid IOOrtf.3.I'J6!aervicer
stipulating the rights aM obligations of ,soh 1JB.~1."tV.
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,j

f
,i/

1
ii

f
,/ServiCi.ng mcaue:

I Incore derived fran servicing.
/i
//

Sbared Appreciation Ji>rtgage (SAM):

A Jrol'tgage in which a borrower receives a belqw-rrarket
interest rate i.n return for which the lender receives a
portion of the future appreciation in the value of the
property.

Single-Family (SF) Loa.nR:

Leans secured by one-to-roar family properties.

Spe;:ial l\u'po6e Vehicle~
(I

A gt,nerh: term fer an entity set up for the explicit and
lim ted purpose uf issuing asset-oo.cked securt ties.

\]
A cs~~rd abbreviation for Special PUrpose Vehicle.

Tbe difference bet'teen the rate a.t which trolley can be borrowed
and the rate a.t wb.i~-h it can be loa.ned.

Freddie Mac program u,'lder llhich we pl%'chase n'I01"tg ....iI;es for
caSll. Formerly called !:useiine.

Loan applicaticx)S and appraisal forms used by all of our
},,'

sellerlse.."'Vic.eI1~ ill the standard pu..-cba.se program.
(
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Structured Finance:

Another term for ~l.sset sEiGuritisati6n.

Th,e sntare process of achieving asset securitisation by

designing, D«}elling and testing the feasibillty of a
securf tisation structure fran various angles which incltrle the
finan{ i' accounting, ta..mt1ori and legal issues.

)1 Structuri.n8 Adv1.sor:

An entity .",homay assist in snructurfng the issue. This is
&lao all 1.1tema. tive name for the lead lll8.Iltt:gel".

Selling l'OOrtpges in ~cha.lute for 0Cs representing interests
"J

10. tbOee Same rortgages under the Guarantor program.
! '

A ~ on which 'the 1vterest".pa.yments to the investor are got
subject to tuatlcn.

'lhrift:

A~fi!l&I1Cial instl tution that encourages savings. 'lbrUts
include savings and lcwa.ns,mutUll 8IlviD&s bulks, credit unions
and ccmDeroial 'ba.nks.

Trarla:ter __ t:
" /i

A canpany that i~· 1J1d rec1sters securitie!!l on !Jeha.1! of

the issuer.

Trusts lor In'~t in Iln"IIII&8I (TI*):

A t'.{Pe of IOOr~e-te.("..kedl secur1 t.'1, v.tlich lws been proposed in
C'.oogreast that ~uld allow under] ying pools of l:Dlrtgages to be

aet1vely aaaaged.
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A dccumerrt that sp.')(!ifies the responst.bt Ltt tes of the trustee.

The entity reswnsible for ensuring that the issuer and toe
servtcer- act in &<XXi faith. The 'trustee represents and
protects the interests of the ;1sset-mcked investors.

~riod fran clt:Uvery of 10luls to funding of a contract.

Undertrri tiDe:

TIle ~lysls of a real estate loan for the purpose of
:;;\

determining the ~lt ()f risk: invoivad in making the loan.

Ba.si~llYI it involves review of the oorroweris credit, value
vf the security property, and certain legal documents.

Ta.king 8. rate of interest greater than that permitted by 1aw.

Variable Bate fml"t:pp (VIDI):

A Il'r',rtgage agreement that allows for adjustment of the
interest rate in keep~ with a fhl-Jtuat1ng market am terms
agreed upon in u.e QOte.

Veteruas Adldnistra:tim (VA):

An in.depe&dant agency of the federal gov~~t created 1n
1930. TIle servicemen's Readjustment Act of 1944 authorized
the agency to administer a variety 9f benefit programs
designed to facilitate the a<ijustment of returning veterans to
civilian Ufe. '!be VA h~ guarantee program is designed to
encourage lenders to offer long-tem, low-downpaymnt
IOOrtglle8 to eligible vetera.IJS by guaranteeing the lender
qaiD8t 10811.
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\
"~\ i

Wi tbcut Recourse:

Loans t-~,t the seller!s";!rvicftr will not agree to buy back if
"". . ,r"',

they go mto default. In the secondary market, loans sold
wi thout recourse generally require a higher spread than ;,oans
sold with rect"Alf'~ because they represent a greater risk to
the investor. "11

An extremely conservative ns8IJDpt1on used in "OClde~:lingand
rating the teasibil1t.'Y of a deb1: issue. '

,c

A re,f1Dalle~ techniqus involving the creation of a
)\'J

subordinate mortgage that includes the balance due 00 tile'
r-,

exist1ug 'l'D"t..ae(s) plus the IIIOWlt of a nr.J secondar)' or
junior lic. Pa.ymeats 11'111 be sutfic1eEit to PLY prlnc1pa.l and

iAtel'Mt OIl hath lClUa~

Yield:

The IJDOIUI.\t of 1"8tun1 an ~ can expl!tCt on an inv_1lIeDt.
PrCd1e Mac requ1re8 certain yields OIl laus we buy fl"Cll
lenders, aDd 1D.ftIItorII requinJ certain yteld11 on the

securi ties tJle}' buy fraa us.
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The Securitiati.on of Ibusing Finance -
(Sellon G.H. and Varu~hmcnD. 1988).

Prior to 1970. the systan of housing finance in the United States

suffered fran a number of def tctenct, A principal concern was

'the lack of a national secondary market for mortgage loans. '!be

absence of a secondary market T.:sul ted in geographic i!l'Ibalances

in the flow of mortgage funds ana prevented housing fran tapptng

into the g,"';y.\>ing supply of savings managed by institutional
investors, such as pension fums, mutual funds t and 1if~

insurance conpantes, These pronlems W'9re exacerbated by

regulations 00 loan and deposit\,~tes ,Plat distorted the flow of
savings into the housing industry and contributed to bxm and
bust cycles in mortgage lending. (A sa.tuat.toa almost identical to

'\'"&>uth Africa's currently). ('
\1

((

Since 1970, however, housing finance ha.s undergone a radical
tra.ns1'onna. tioo • 'ibe securi tim tion of mortgage 10W'.8 and
financial deregula.tion have revolutiool:zJed the nature of housing
finance.

'lbe first stage of securitlmtioo occurred in tbe early 1970s as
the introduction of goverrment-insured mrtgage securities
provided the basis for a national ser..ondary market in IlDrtgage

\;

lending that heipe:i eliminate geqJraIilic :i.mbalances in mortgage
flows and attract new investors to housing. A secoud _ve of
securi tiza.tion occurred in the early 198()..~as unprecedented
interest rate volatility and financial deregulatit)ll spaY«led a
variety of new mortgage coatracte
mortgage securl ties.

a plethora of canplex

1ftlile transforming housing finan<,~, securitization bas alB)
ralsoo a. m.mberof 1mportant public policy issues. Along these
issues are t.."1eproper scope of goveranent involvSDellt in the
securitlmtlon process, the future role of tn.d1tional housing
lenders, and the relationship 'bet-ween securitimtioo .and the
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riskiness of t(1e financial svsten, <Questions also raised in
South Africa).

U.S. Housing finance prior to 1970:

Government po l i.ey bas played a key rote i~ zhe evolution of t;l\e

systan of housing finance. EXtensive goverrment Involvenent in
housing began in the 19305as the government attempted to restore
stability to a system of housing finance that h8'~ been
dangerously weakened during the Depreaaton , Goverrment continued
to have an active role in the postwar peri~ as housing !-'Olicy
<:mJilaslzeci the provfsron of an expand.ing ~Wly of arrordacte

housing to meet the needs.of a growing population.

'!be role of gover~t in housing finance:
\,\

During the Depression, the system of housing finance suffered
considera.ble d~ as the flow of funds into housing was reduced
a.nd fore-closures became widespread. Among :):~e many government
programs enacted in the 10008 to 8..CJGist hOll.CJing, four
developne!lr;S stand OQt as playing a key role in t"le subsequent
evolutiooof housing finance. '!hey are the establist~t of the
federal H<De lDa.n Bank System and the itlSUra.D('.e of sav ings
deposits, the develop!M!nt of goverunent mortgage 1ns"..u-j,ooe. the
creation of the Federal Nat:lonal Jt:>rtgage Association, and. the
adoption of the long-term, fiXed-rate mortp,ge contract. 1

Prior to the 1930s, savings and loan a.qsociations were the
primary source of funds to housing. During the Depressioo,
govertJDen.t prog:ru;:-s to create the Federal lbDe Loan Bank System

and to provide federal insurance on savings depoe!ta hel peel

i Much- of this discussion is motiva ted .by James, L. Pierce,
'Ibletary and FilUl.llCial Econanics'r Jdm 'Uett and Sons, N:lw
York, 1984, pp.275-295.
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nousrng ...as financed)S

1h& programs enacted in the 19308 to strengthen tile savings and

loa...1.industry ~elp:--rl S & Ls anerge as the dcmmant ,m'ovider of

bousing funds in the 1950-70 period. Indeed, as shown j n Cllttrt

1, S &. Ls generally gained market share versus alternative
foortgage lenders. such as ccnmercta l tanks, IHe insurance
canpanies, and mutual savings banss,

;',";..')vernmentmortgage tnsurance also played a stgnificant par-t in
postwar hqu.sing finance by effectively creat ing separate markets
;'()1' gover~erl't;-inS1:u.~ and conventional mor·tgage loans. Ihe
'vY;lleritionaL mortgage market was essentially a local market with
k;:~ding dcminated b:v: S & ts. This is. conventional ITIOl"tgage <'

<. ·I~.~\_

l~:ns were generally made by S & Ls to borrowers in their Iocal
&:kr~t' using locally generated deposits.4 (Such as ~.A. B-.lllding

"

Societies do).

\ '~e- I~rket
aHfe!'e!ltly.

for government-insured loans operated very
'!he largest (.\ lenders' for goverrmeno-Insured

mrtgages were life insurance caDpLllies, and mutual' savings
bulks.5 Unlle S "1s, these lentlers generally did not originate
the loans in their portfcUos. Instead~ they s,1U1"Chasedthe

loo.ns frem DXJT'tgaSe br:wking c~pa.nies Wbooriginated and serviced
the loans. Al.., in contrast to the conventional mortgage market"
the goverrrnent-insured market tended to be national in scope ,__

M.tb life insurance canp.wies and rmrtual savings tanks pur.'cba""~ng
1'Jai.1Sfroo! around the country. (As l am proposing for 3.M.

3 For a deta.ile'i discussion of post-war housing ,finance to 1965J

see J.AQ Cacy. "Financial Intermediaries and the Post-liar
Ibne ~rt,gage Htrke:t. "~nthly Review, Federal Reserve Bank
()f Kansas C1ty. January/ February 1967, pp.l?-21.

4: Cacy. pp.13-14.
5 i2acy, pp.13-14.
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stabt If.ze the 110w of funds into housmg , Depoai t Insurance
provided stability to housing b:,' reduci.ng the risks of financial.
10.'33 for depositors in S 8: Is. (S~wing and Loan Institutions,
sjmihr to Build~:::g 0:)Cictit;!s ::WCl i;i,!rtgage Lendtng Banks) , At

the same time, the Heine tl'UtJ Bank System pronoted stabi 1ity by

provtdt ng liquidity to S & ta, allowing then to invest more funds
in heme mortgage~:; (as I have proposed ror S.A., later). Thus,
the effeet ;)1' these programs W'lS t~) re:mi,')r("e the tradi t.ionat

rol.e of S & U in h(luslng flrtano:?

A second important goverrment program Wc:!.S the creat Ion of rederat
mor cgage insurance under the FHA and.

Appendix I , 010ssary of terms tor
later, VA programs. see

definitions). Direct
government insurance ~>f mortgages had a rnmoer of consequences
for hOUS11lg. First, I'l!ortgage insurance allowed investors other

II

than savings Mid loan depoat.tora to ecmnit funds to hOlliSing with
reduced credit risk. Second. with the p;overm:~mta8Slllling C:i:._)jit
risk, mortgage investors \\ere willing to accept a lov.er yield on
their Investment which translated into reduced costa for.'
borrosers. 'Ih:i the govermnent mortgage insurance pl""..>gnm
required st9.nciaxdtzat1on of the underlying 1Jk.1rtgage contract.
Standardfsa.tloll is crucial roth to the develofJl'llSflt of a wider

primary market for mortgage lend:l.ng and to the creation of a

secondary mortgage market.

The t&'lird key government housing program during the J.9306was the

creation of the Federal National f.brtga.ge Assooiatlou (F'NMA)·t)r
!!Fannie Mae". A principal function of Fr::.fA was to irnprOVI.}

liquidity in housing tillb. .ce by pt'O"lidlng :second~".·y mRl'ket
services to the hOlJSing industry. FNl4A~s author i:zed to
purchase mortgagas fran originators, to hold these mortgages 1n
its IX>rtfolio, and to finance its purchase of mortgllges wi ttl debt
issues in the r..apltal market. '.t\lusj in principle, F'tfiA could
provide stability to housing by purchasing ~~rtgages in pericJs
or strong CI'f.!dit dmJand and selling mortgages in perioos of' ·Neak
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credit demand. In pract tce , because it was limited to purchasf.ng
goverrment-ctnsur'ed Ioans , FNMA'MlS severel y restricted in its
01 s'{;r'~mgcredit demand and sel l ~ng mortgages in periods of '''''!ak

cl"8'Jit demand, In practice. : '~ca:,100 it \I,'aS li.mit,;:>d to pW'ChD ..sing
gcveroment-insured loans, FMlA \\.as severely restricted i r: its

secondarv mortgage market aGtivi th~&. Later, however, FNMAand

othe'. sami.lar feder-aHy created' housing agenctes became the

vehtc Ie for the securLtt zat ion of hcus ing finance.

The :col;rth government lui t.Iat tve U,troooced in the 1930s was
suppor-t for a Long-term, f lxed+ra te' mortgage contract as the

standard of the housing industry. 2. P1,lior to the 19308, mortgage
loans were typj_f'~l1y short- term" ~\I) 5 year, nonamor-tazfng

loans. ))lring, .the Depressaon J the chai'.,actel"istics of this type
of loan contr-ibuted to the housing Cri\~iS as mortgage .lenders
'beCan,je unwtlling to rol I over existing 1,.ns and oorrowers were
unablt to repay the pril'1cipal. To rech~e these prcl>lans~. the

govenment required the housing industry ~o adopt the familiar

long-term, fixed-rate mortgage contract. This contract. was
attractive to housing lenders because ~dpos',tinsurance provJded

I
I

a stable source of mortgage funds. At the sa)'le time, borro'ftlrs
fOlDldthe terms of '1,..'11stype 01 l~ifiUlto be mor~::\af:forda.ble. 'Ibis

-..", I.

t'om of mortgag& c...ntract had )2mporta.nt imP~ications b.ter,
however, both for );be heal tb of tl)e SR.vings and l~~ industry and

\\
for the t~ of lusti tut:tons providing funds \f the housing
industry. (We w11l show that fixed rate loe.n~. are totally
:impra~tical (or South Africa).

The st.ructure of J~ousing finance:

In the postwar 'j)erilJd. the da:mn:l :for hoUSing grew ra~1d1y and

the supply of investment funds flowing into housing (;'t.,i:panded.
'111eg~ernnent programs enacted in the 19308 helped shape the _y

/1

2 PlerGe, p.284.
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The dcminance of the S & Ls in the conven:::ional rmrket but not in
the government-insured mar.l!et can be traced at Ieaat in part to
the insurance guarantee and to the nature of the 1!X)rtgage

corrtract , Life Insurance crmpanres and mutual savings banks were
attracted to the government market largely OOC3.1.1seof the

insurance guarantee and the aSSCC1Uted stancarurza tiOH of rae

100.05.

CHART 1
Market share~mortgage debt. is • p<!lr~ol"liag.,of ~otalfesidentlal mortgage debt

-...-.-~----------.----~I
"4

Thus, S &: Ls fa=ea s1gnifica.n't canpet1tion for government-insured
rrort~· 1S~ whicb tended. to reduce .;t~ prof! tanUi ty of thesf'!'
loans for ~ &Le.a
6 Cacy, p.19.
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In contrast, S & Ls faced less conpet i tion in the ccnventtcnal
\\
\)

market, Partly, this reflected the greater credit risy..s and
costs of monitoring uninsured loans that excl uded nonloca l
lenders. In addi tim, other local lenders such as connercta l
banks ~ro not generally a t tracted to the mortgag~1 market because
of the long maturi t{ of mortgage loans.

'fue nature of tne mortgage contract also posed diffi.cul ties for
other poter..tial mortgage lenders, such as pension funds.
Although the standard mortgage contract had a long stated
maturity c)f 30 years, ~~heability of honeowners to pretyay the
mortgage redmed the eff;;x!t1.ve maturity of these loans. In
addi tim, the posatbtl i ty of pr~~yment was quite uncertatn and
depended upon a variety of factors such as interest rates and
danograIilic variables. Thus, potential housing lenders. with a
preference for a. debt instrunent of a long maturity and/or a
cer tam maturity tended to avoid mortgage loans.

_::':',

The final govert"...nenthousing initiative of the 1930s, "Fannie
Mae", played a limited role in tne 1950-10 perioo. Originally
envisaged as a means of prcmoting a secondary market fm' oortgage
loans, F*A IS lending activities were gl'eatly restricted. Until
1970 t .F'!t4A was probibi ted t= holding conventional mortgare
loans in Us portfolio. \!bus, its mortgage market support
activities v.ere confined to the government-L,sured market.
Additior.&.l rest:."ictions on its abU1 ty to purchase older loons or

i.

to sell loans [rem its p:lrtfolio limited FNdA's efforts in the
govermnent market.

'lhe need for housing finance reform:

Despi te the rapid growth of hous:J.ng in the p:>St_r peri ad ,

polic)'lDlLkers were increasingly concerned that the supply Qf

affordable housing was not keeping I*ce wi til society's needs.
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CH~Rr 2
~nventlonal VS. government·lnAUred m"rtgage loa"s

as a percentage ot tctal residential mortgage debt

ACadEWics and p::>licyma.kers i.dentified a nt.llllSer q)f problans \l,i th

the structure of housing finance whose. resolution would require
significant reform in tolls goverMlEIDt's hotJSing program. 7

'nle principal problens with housing fi.na.nce stauned ir(rtl ·the flllCt

tha. t Il'1l.6t of the growtb in housing in the p::>st_r period occurred
in the conventional mortgage ltlI.l"itet.8 The rela. tive shares of the
conventions' and goveranent-1nsured markets are SlO'Ml In Ola.rt
2

7 See, for example, Oliver JOne.e and. Leo Grabler. 'lhe Secondary
lbr cgage Market: Its PUrpo., Performanoe, and paten t1al ,
tb.1versi ty of OI.lifornia, t.o& An;eles, 1961; and J.A. ca.ey,
nSpeoializai lkJl*tgage Markf~t.f:c Facilities," ltbltbly Review.
Federal ReseX"1e Bank of Kalu.a City, July/quat 1967, pp,
3-U;.

8 '!be dHferential growth in the two marli:ets can be traced to
l'est:r1t1t1ons 00 eligib:Uitlr tor gavernMlt-·ir,sured loans aud
to factors sooh as liber'aH2Sd tems on conventl')oal mortgages
am the developDent of I~r:tvate ttm"tgap inst.n."anCe.
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Because oonvent Iona l mortgage markets were Ioca.l in ~le-lr scope ,
I

the aItocataoc of funds to ht.J&singwas mar-red by geograpatc

i.nefficier-.Cies. That is, with a series of unconnected local
marketia for conventional lot\.o.:...., housing funds did nOt flow fran

areas wi tb surplus savings to art::i!C'{wi til excess demands for

housing" loans.

In addition to the lack of : rltegration of local housing ~arkets.
th'ere 'WaS a lack of integration of these markets With natlot1&:t.
capi tal markets. '!hi.s problem bad ~ dimensions. ()l the one

hand, housing was peri0l11cally affected by cred.lt crises when
high market interest rates led to an ou.tflow 01 deposits fran
S It LB. '!be credit crisis in 1968 was a prime ex_pIe of this
"disintermediation". and it had an important effect on the push

tor housing reform. 01. the other hand. the t:ltoorroousgrowth in
savings CQl1trolled by inst:ttut1onal investors , ~ll !<s pension

funds t mutual ftU¥is, and Ufe insurance caIlpILDias J wc.e seen as a.
aource of funds that potentially cou'ld be tapped tor houalng
~.. (Very much as is the case in S:>utb Africa).

;/ In. ccmtn8t to t;htl convel'lt1onal market, the markf·t for govern-
(

1DIIlt-1n8t1!'8d 10l.ll8 did not 9Uffer traq tbe
o

__ «t1ff1cul ties.
'lb. role of gDV'errmetlt insunDC'.e. _s particularly iIIp:>rt&.nt in
dEWelo~ .. ~t1an&l mar.k8t for tbe.t.e loua. For ex_pte, With

the protectioo of inllU1"8.DCe~UIU"H1tees, mut,.l _viDa- 1:a.Ua in

t.he Not"tbeast could cbarmel surplus savings to orcher part£ ot the
cexmtry. Mbnover, gaverl'lDfllt-1naured loa.n& proved to be

attrr.ct~ve to M.tiooal institutional investors, such ss life
insurance c(JD~ie8. Finally. tba goverrment-1nsu:l"ed!lIlrket had

acceIIS to capital IMrlNts through nItA .debt is&Uil9S. (In S.A. the
GoVeI'IIIle'lt has SlOW) will1npess to intervene in hoUlBiIli finance.

o

a guarantee ~tbod might prove the most efficient metha:t to <it>
it) •
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The devetojment of mortgage-backed securities:

To create an active secondary market for both convent tonat and
government-insur€!d loans and to improve the linkages bet~en
mortgage and capt tal market.s , the goverrment made radtcat changes

in its housing: program fran 1968 to 1970. '!be h-ey features of

t!lis new program ~ro a restructuring and expansion of the role
of the federal housing agencies and the creation of a new type of
debt tnstrtment , the roortgage-backed security.

Since the early 1970s, the market for mortgage-tacked securities
~~a.'C: undergone tranendous growth and change. Financial
deregulation and interest rate volatility have played an

important part in..the developnent of the market as new types of);
securl ties have been created and private financial instt tutio~.
httve begun to assune a 11mi tf:ld role in the market.

'lhe rote of gOVertmeDt agencies
(\
\)

To implenent cbanges in its housing program, the goYet'IJDeI'lt
cha.r.l&ed the ,role of FttIA. and crea ted t'M) new housing fina.nce

\j

8.g.snc1es, the Government Nltiooal ~rtgl8e Association (GlWA)or
''GtOOie Mae". and the Federal Fic:me T.J:)8.D,flbrtgage (brpon.tiOll
(FHI..MC) or ''Freddie MIle". 'lhe three ageneie~ differ in their
srructure and omership and in tbe functions that they perfol~ in
the mortgagemarket9.

In 1968, FfIIA _s turned into a pri'late cerporatdon With private
managMlent aOO publicly held stOCk.10 GNVA-.s Cl'eflted at the

g-~Amoredetailed dieK:~ioo of the agencies and their progra::as
can be fourd in Kenneth G. Lore. ibrtgage-Ba.cked Securities:
Developnents and Trends in the Secondary Ii>:rtgage Harket,
Clark brdnan (l). Ltd., New York, 1987-88 ed1tim t W.2-1 to
2-58.

10 FttLA continues to be S!1bject 1;.") a ollDber of federal con-
straints and 8) 1s not an b!\tirely private co.t'p:>ratioo. See
Iore , p, 2-19 to 2-20.
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same time to assuue FN'M f S credit market suppor-t functions and to
aaninister mortgage guarantee progr~lS. Grf4A operates as a
~over!llnent agency. under the supervision of the secretary of
fbusing and Urban wvelopnent. FHIJ.K! 'W.S created in 1970 in
order to develop a. secondary mrlret for conventional mortgage
loans. Fm.Me is owneri by savinge and lean associations and the
Federal Hane wan Banks.

:~:;J)
1\ ,;j

A prlncipal function of all tb1'ee agencies in support of the
housina market is their provision of a guarantee for mortgage-
backed securities. Thus. <:alA guarantees full and timely payment

of interest and principal on its securities and its guarantee is
backed by the "full fr..ith and credit" of the goverrrnent. FlfstA

provides a similaJ:" gUR.r8.lltee aDd. while it is no lorcor a
gO'lermnent agency, is yifted in the capi tal mal"ket8 as.. having
..~~y .,status" • PmJC luarantee04 full a.Bi timely pa.}'IDeQtof
interest and ultimate payment of prinCipal and, it too, 1s viewed
as having agency status. Having agency status anow F1'fIIA and
PHlJIC to obtain ~ et'e!1it ratlr.,s and thus incur lower borrowing
coets.l1

c

o <RIA's prU1c1pa.l, role in the marlD!t for mor1¥aae-blc.la!d
aecuri ties is to act only &8 a guarantoJ"_of S8C\U"i ties i:asued by

thrifts, mrtlaae bankers, and other mo_e originators. '!hat
is. G*A does not issue mortgage-backm securities or purchaSe
mor~e l~s. In contrent, both FMlA and Fm.MC provide
insurance guarantees, ,issue lOO!'tpce-backed securities, and buy
and sell IIlOrt&age loe.ns. )l)re recently. Ftn..MC and FNiA bave beea

actively involvEd. in the design of new types ot IIX)J."tt~&--backed
if

S8CUl"i ties.

GlIIA guaranteed ElElCUl'i ties, backed by FHA and VA loa.ns. 1Uere
first iSSUED in 1970. FHI..A!Cfirst issued securities backed by

rr--Fc:».;-s:-oore detaUed dilltCussion of these guarantees, see Lore ,
p. 9-21. to 9-28.
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convent.tonal loans in 1970, while FN.1A-issued mor-tgage-backed

securities l~an in 1981.12

II
Types o.f mo~e-backed securities:

o
In generic form :;,a mortgage-backed security is a debt tnatriment
whose interest and principal Illyments are et.tner derived fran the

/t / )
cash flows of an \J1derlying pool, of mortg~ '('Pr are collater-
alized by the mortgage pool. The market) ~¥)r mortgage-backed

'I_. )

sect;ri ties has evol ved iIi several stages, of increasing
catlplexity. Desptte structural differences, notreVer. all
ruortgag&-b1cked sec uri ties share a carmon ~!)al: to create a
securi ty tha t is similar to and canpettt!~, ,,' wtth' other Debt
insrr\Jlle!lts in the capital ma.rket. nliS sub-sectfon examines
three imp:.>rtant types of mortgage-backed sec uri ties and

s:tmnari~s sane of the more recent mar.ket developnents.

)1

Pa'S8'-througha were the fil'st mortgagebacked. BeCUl"ity and are
still the mat :importa.ct type in the l'll&rket. '!betr importance
derives trem tile fact that tbe7 are widely held in investment

portfolioe am are a.lec used as b&cking or coUateral for other,
more canplex types of mor~age ~urit1es.13

The 'ba.sic features of a IBSs-thro~ aecuri ty can be seen in a
typical <HA secLtt'i ty. 'Ib create a GlIlA lBSS""through, an

approved fOOrtgage originator wUl aSSEmble a rxx>l of

12 GlI(A gtarantees are confined to goven:ment-insured
mrtgageEl. FHU!C ani flIiA are not restricted but operate
mainly m the conventJoaal market, Ibtb mtMC and FNfA nave
~r l:lmits on the si?e of the mortgage that can be inclu:ied
m their mortgage poota, This limit is linked to housmg
prices a.nd. so has generally increased over t:1D!.

13 Additional information of PlSB-thro~ securities can be
fou.."1din Kenneth H. Sull:l.van, :Bru:e 14. Collins, am David A.
Snilow, "JA:>rtgage~SR-thl"Ougb securities" in The lkndbook of.
Fixed Inccme Securities, Frank: J. Fab:>zzi and Irving M.
tbllack (eds.), Dow Jones-Irwln, ~. III., 198'1,
pp.382-403.
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government-~nS'.lI'ed i:lOrtgages that :olifotT:1 to critrerta set ')'1

C:>1.tI\. 7he or igma tor witl then LiSUG J. secur-; tl whosr:! interest
and pr morpa.I represent an undivided :'~i1::'':!rest1,.1the cash :low of

r.~'1atis, each Lnves'tor receives ~l

GNMA6:.aran tees

ti'!lcly raymem:of l"lterest and p:oincipal fot' sequrlties backed by

this :;\Ortgage rool and charges a fee for t:lis guaranree , The
interest rate on ttlE;' 1MA security r s lower than the rate on the
under Lying mortgages ...(i.le ::0 the QlMA guarantee fee and to
piynlentS' to the servtcer of the mortgage pool.

CHAAT 1
-'q.ney pus-throughs OUlstanaing

~i\hOt\' Ot Joll3rs
:.1:>

/

The ~thI'OV&h security has a n1lll):>A!rof chara.ct.$tist.ws, both

IX)8it1ve and neptive, thl.t lnflueoce its a.cceptanc~ by
investors. First~ because of th9 iovermDett~ gv.u-a.ntee .. the. .~
through securi ty is free vf credit rliik. Second, un} ,~ the

\,

underlying individtal martgaaes, the _\urity call be 1SSU3din
large denaJl1rla.tions ard is hitlbly liquid,. '!bird, its cam flow
ts .•mthly t unlike the cUb !lOla of cOl'p)rate or goVel'llIIHmt

debt. F\)urtb., the pa,u-thn::l\.tgb security is subject to the BaDe

(i



- 197 -

prepayment; ri.sk as the underlying mortgages 00 that the size and
timing of p.lynlent is uncer-taIn, Fifth. the sale of a pasathrough
is:' treated as sale of assets; that is, ownership of the
underlying mortgages is transferred to the owner of th.:
secura ty. '!he pase-througn mark-et lAaS created by the government

housing agencies and continues to be dominated by these
agencies. There have been relatively few privately tssued and

guaranteed }Jl.ss-througns.14 TIle growth of GNd.4.. FHI.MC, and PrI.lA

~throughs is shown in Olart At the end of 1987,
appro:dma.tely $627 billion of ageooy pass-through securities were
outstandin.g. '.I

'!he developnerrt of the p?ss-thrv~ security has had. 8. nunber of
beneficial effects 00 housing finance. Its principal l.'Up!1Ct has

been to im}rove the liquidity of the mortgage market/ helpjrtg to
eliJllinata the geograiitic inefficiencies that cha.racteri:ze<.i

mortgage markets prior to 1970. For example. /\ lender wi. th

surpl us fwx1s becauee of a lack of local ho~4,~~ danand can
purchase pL9&'througb securities. AlternatiVe11~S\\ lender with
local mortgage dSDand exceeding local fundirtt.-l can sell

1;-

pi.8S""through securities and 'ase the funds generated to ~,
additional loans. A second po6itive effect is the ability to use
JBSS""thro~ as collateral for borrowing. 'lhusJ institutions
holding ~8'"tbl"Ot8h securities as assets find that t. ',..,.crr?i t

Ilgta.ran tees and liquidi ty ma.ke these securities beuter and (~lea~r
\\

sources of collateral than whole roortgage loans. Finally,
.rass-througbs imp:'ove the integration of mortgage a~d -capf ta!
markets because they appeal to investors desiring to purchase
securities rather than individual loans.

14 For the most part, private ~Bd-througbS have i'lvol ved
so-called. Ifjunbo'r loans, which exceed agency ceil1~~. In
1987f $1.1.1 MIHon or pI'1\i'R:'~plSS-througb securities were
is8J.ai. Gener,a.lly s~kitlg, p:-:-ivately guaranteed PlSS'"
t.hrough securities hav~ lot been cost-o~petitive with
governnent-gw..ranteed ,:;.~urities. In ~i tim, the
developnent ot a . ate market has been hindered by
favourable tax lP\f' :regulatory treataenu Of gaverrment
securr.tfes, See r ,pp. 1-37 to 1-49.
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Despita these advar:ti:ges, pass-through securities have not proved
to be the sol uti to all housing finance probtens , First, v.'hUe
p1SS- throughs 11",,'} some

debt secur i.: es , they
of the characteristics of traditional
a100 have limitations. The chie:':'

limitation the presence of prepayr.lent risk and the lack of
certainty aoout interest and principal p1yments.

Second, because of the:ir treatment as a sale of assets,
pase-throtgns proved to be unattractive to many th,{'ift

institutions ~ose loan portfolio consisted of mor-tgages wi. th
below-market yields. If securitiV3d U!;;ing a J;Xt&s-throl.:gh, these
loans would have to be sold at a loss. As a result of these
limitations, other types of Ilx>rtgage-backed securities W)r9

developed by financial institutions and the fede:~A.l agencies.

A second type of..mortgage- tacked secur1 ty is the mortgage-l:acked
(I

boed, r.tlrtgage-backed bonds are debt instM..Jll::;mts that are

collatera.li2led by lOOrtgage loans or pa.se-throUgb securities.
Unlike pa.ss-thro~ ,securities, the owners of mortgage-backed
bonds do not have an oWlersblp interest in the unde~'ly1ng
mortgage inStl'1.ftentS am there is no autana::ic pas&-thro~ ot'
cam flow fran the mortgages to "the bond holder. As a dept
1nstrllIlent, IOOrtgage-backeciholXis are a liability of the issuing
institution and the l.mderlying collateral l"f!Dainson
the ba.lance sheet of the is.suer .15 .

ltt>rtgage-~ked bonds were developed by thrift Insrt tutaons and
inves1ment bankers in the mid-1970s as a :way tor thrift
iasti tutions to obtain funds without ru..ving to sell mortgages
with below-market yields fran their portfolios. Like corporate
bonds, the timing of interest and principal lJl.~ts on
mortgage-backed bonds are not directly related to the C&sb flo'!\'

15 For a detlliled diseu.'9sion of tax and accounting issues
related to mortgage-backed S8Curit:t.es, see lore, :We 6-l to
6-109 and pp., 7-1 to 7-28.
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of the col Iatera.l , a result, the cash now~. of the
rror\'~Age-backi~ bond are ')t subject to prera~'JI'Ient risk, and

rayrnents can be rrade qua, ":rly or senr-annca Lly. Thus, in
principle, rortgage-backed ix. .is solve many of tt;:.e difficulties

-, of pass-through securiti~<a.

However, rool"tgage-hacked bbnds have their. own li.rT'..itations 'i".bat
have hindered their ,t;i;evelopnent~ The chief probie;, with
mortgage-oo.cked bonds is the lack of a gov~rtJrl1ent credt t
guarantee. Even tbough the collateral may have government
insurance t ", the ,,'laSh flO'llt of the colla ter'al is not dlrec'tl:r
connected to the cash flow of the bond. "rhus. to be cc:mj:P-titive
wi th other securities, anrtgage-backed bonds ·rtIlSt have
substantial credit enbancenent. typically if~) the form of a nigh
degr;-e of overcollateral~tior.. As a. consequence, rrt)l'tgagebicked,.
moos can be an expeosi ve way of :'ais.; ng )funus. In additioo. the
ab6en~e of government insurance and lack of sta.ndal":iizat ton of
tho bonds issues imply that tbese bond have very 11ttle seca!ctary

m»rket liquidity.

Source: s.kHMft lrodItn: Mon,.,,-II«W W: £'1'01",,,,,,1;,.,.,,, ~ .•• " Pav!cr.
MIUciI 10. 1911
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The devel.opnent of thhl market for mortgage-oo.t;;ked bonds is si.~om
in Chart 4. Initial~ y rssued in snaIl armurrts in 1977 and 1979,
mortgage-backed bonds did not becone p'pular again UIl'til 1984.
A!though Issuance has z i,:;8n in recen ears , these bonds make up

a very smal I part of the market for mortgage- tacked
securt.t Ies , Thus, th~~ tota] ;31fIJUnt of m()rtgag('-b.llC~i(.ri bonds

olltsmnding at the end of 191:37was bout $1.2 btl 1ion, <.1••1 amount
that is dwarfed by the $627 bi.llion of outstandf.ng federally
related .t'Ils~:)'-throughs. The increase in recent years is p:lrtly
due to an increas€rl danund for funds by thrifts and partly due to
tbn devel ojmerrt of nflW +ypes of bonds wi th characteristics
appeal tng to s~i:fic inw it' niches.17

Collateralized mortgagE obliga.tions.
()bHg~tlons (0408) represent an important advance in the growjng

,;-

nlUket for mortgage·oo.c.ked securi.ties. lntrodooed in 19&1 1:;y

E'IHf..MC and First Ibston Corporati.oo,. (M()3 are multi-class bards
t'ackrad by a poot of mortgages or hy prt.SCJ-thl'Ol-€h oocuritie:3.
(MOsshare cha:racteristics or bltIl ptse-throughs and I1lOrtgage-

te.ck.ed bonds. !..ike ptwr-throughs, (l{()s are he.clred by colla.teral
wbosecam flows are deHro..ated to the rom. 'lbus, OdOsdo not
require as mwh overcol.Iateral i.za.tion as mortgage--b1clred bonds,
~lke mortgae;e-backedboude, <lIOSare treated as debt 'n3trunents

1lnd S) :ra:nain on the tilllance sueet ot tno issuer. M:>reoverI
~ilile the mortgages or Jjat:;..o;through ~uri ties backing a aID l'M.y

be msured , the OdO bonds have no goveranent insurance
glJB.rantees.18

i;l~.,-;;~:-~ issues have ~ in the eurobond r."vk.et and other~\
have in-volved new 1ea.tures such as yields fiXed in real \\
terms. :~\

10 Additional dtseusston of OICS can be fomd 1.'1 Richard !bU.
"Collate!' Uzed f.&:>l~tgage Obl:tgat1ollS: Cllan.cterist:I.~,
H1.story# AnalYSi.s," tn ftbrLgage-Ba.cked Seeurities: llleW
Strategi~, Applic't Hons and lt3eea.rch, Frank: J. f t.ozzj.
(ed.) t Probus Publi!:'hinp' Olicago III .. 1987, pp. 7-44; and
Gregory J. Parseghian t I, tlatel"alize.i ~l'tgage ObUg;il.tions" ,
in 'lhe It lbook of }<~ixe(Flnc.:aneSecUl'it:ies, pp, 404-4:21.
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CMO's issuance
e,lIionl of doilaT!
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Sourct: $.aIomol!8M1w."\: ftC'fi«w of 1f00000000Cw MO"lllc Marklf#. "lil"~ 1917. Wtl.tly Mont""At.,." UpdIK., JIIM: .~. 19... .

The casic objective in the' design of a. 00 wa.s to transform
iOOrr.gagacaSh flows i,l1to bond classes of dH.!eren't maturt ties so
as to reduce the ur.lcerta1nty about the tinting of cash flows
caused by prepa:yment. In th.ts way» ClOl overcame the marn

limitartons of pa.s.!l'"throughs. This goal Wcts accanpiished by

3.Hocating principii payments :l.Ild pI'l!J:8.ymentS to different bond
classes according to a. predeternllnea scneoule . !='ore~ple, in
its simplest form, a em might have t'M) 0000 classes. The
firsr.class is a fa.st-pa.ytn, clU!$ tbat receives schedu.',~
i.nterest pa.in"nta a.n:i all principal pi.yments anel preptytnents
until the cla.ss is }:a.1doff. '!be second or slow-paying class
receives interest ptytDent..q,but no princiral payments, until the
first class is ret1.l."ed. In eftf!Ct, the cash flows of the
mortgages are tranafaM.Ded .fJlto two ronci.s, one with a relatively
short maturity and onEIwith a longer maturtty.

UnUke '1!1Ss-tr.roughs, which have been the provmce of the federal

housing ··encies, o.Ds hav,a been issued by federal agencies and
by investment b.mks, thrifts, heme builders. IOCIrtgage ~~kers,
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insurance conjames , and cormerctaf banks , CMOshave been issued

ip. a variety ,)f fOl~~tswith as few as three classes and as many
as ten cl.asses , As shov.n in Cl1art 5, issuance of lJd03 expanded
gradua.lly fr(.JIl 198:3 to lS~£ and then increased dramatically in
1986 and 1987. In relative terms, (1.i03 are much more Impor-tant;

than loortga.ge-backed bonds ;,u'Xiai ~ growing in rela tion to the

pase-through narket , In 1987, $57 bi.Ll ion of CM03\\ere i.ssued as
et::mpa1"€!~to $3.5 bilUon of mortgage-backed bonds and ~1235

lJill:i.on of agency pase-tnroughs,

Q,{Os M.ve advantages and disadvantages as conpared with pass-
through securities. 'the chief at.traccton of CMCsis the creation
of mor-tgage-backed sec uri t:i.es wi th distinct maturi ty classes ,
'nl\~ , Q.!Qs may attract new investors to the nouszng market,
investors who di.d not find r:a~"jj-through $€Curi ties actrac ttve .19

In fact, there is ~ lim:1.ted evidence that Q.I(); are ac(!anpli~-
log the objective of attractive new investors. In 1986, thrifts,
caunercial bankS ,lite insurance ccmpw.tes t and pension funds
were the largest pUl'~:!basers of <lfO classee, Pensioo funds who

have tradi t1orw.l1y caunitted few funds to housing ~re the
ls,rgest purchasers of all of the classes. Moreover, pension
funds and life i;;lsuranc~ cCJnJRllies mainl'l l ....7Jght the longer-
maturity <d }.')eS while thrifts and carmercial banks tended to

r ,I

purchase th~ shorter rnatur i ties. 20

OZOlSal so have disad,,·antag'es which may limIt their appeal. The
chief' di!3advantage i.s: tha.t 040 classes U"E! relatively illiquid
$9~uri ties. til sharp contrast to ;:asa-thrc;~hs, QfO classes are

issued in relatively ~mall amoucts, by a variety of issuers. with
little standardiza.tiooi aroongissuers.

19 With a (lfO. the Uming of the {:a}llnents can be 1i!:tferent fran
the underlying lOOl·tgages. 'lbis may ~ (,gOS attractl\~ tn
investors MlO want a. quarterly or ~i-aLnual jlI.ymer.t stream.

20 See lore, p.S ..21. S:lnr!.lar information is provided in
ParseghiM f pp, 420-121.
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CMCSa.lso lack government guarantees, '!bus. O.fOclasses do not

ha:v€a well-established secondary market and 00 are not hearl:,' as

liquid as pass-t~roughs.

IecEllt developlarts in mortgage-ba.cl:2d SBCUt"ities.

111e market for mor-tgage-backed secnr-rtfes has undergone

considerable evolutio.1 in recent years. While the market
...1'iginally developed as a government initiati,ve, many recent

devetopnents hn,ve been market-driven in response to financial
deregulation and greater interest rate volatility. Signiftcant
changes have been made in the structures of rass-through

secur t ties and O.~i.:B.

An imIX>!'ta.ut develorraent in the p\ss-th~l.'€h market has been the

pro1ifer-.it~..:;.u or new types of mortgage contracts. 'lbe high and
volatile it'lter&~t ra-:es in the [early 19808 lect to imp:>rtant

,I_

changes in the standard mortgage d\:mtract. sane of the imlX>r~t
new types of mortgages created are adjustable rate 1'OC)rt;;~ges(as
in use in S.A) gl"aduated sa,uent mortgagesz~.-e on this later)

Ii sborter term mortgages, and mortg8.ll.~ tSla.t are convertible fran
-<.--

variable to fixed ~te$. . N~ types of pi\ss-through securities
have been devl()p;<.t-.!f(the federal agencies tc,;. conform to the new
I1lOr1J1PJ;e~tra.cts and to provide secondary narket suppor-t for
t!:ie~ mortgages.

A second develop!'lellt is the creation of }:aSS-- through securities
wi'd.ch, like Of~ I transionn the cam flows of the mortgage poot ,
An lml.'Ortant fa.ctor in this developnent \\It\S the 1986 change in

ta,x law, which created the Real Estate l4>rtgage Inves1ment
<:bOOuit (RfVIC). A, HEMICis a legal ooti ty for issuing mortgage-
backed securitie.; witbout the tax and accounting d1ffj.culti.a1
tJ:u\.t plagued their early developnent.21

21 For an overview of mlfICS, see :autos Konsta.s, "REJlICS: '!heir
Role in J.brtgage Finance and the Securities tlarketlt, IBanking
and Ebon01'lic Review' t Federal Deposit Insurance OOrporation,
llay/June 1.987. pp. 11-18. For,j, 1OO1'e canprehensive treatment
see Kenneth G. L:>n: and Kyllikki Kusna.. 'Mortgage-Backed
Securi ties - SpE!(Jial Upiat'e: 1 :aEMICS, Clark Iba:rttnan (b.
Ltd., New York, 1987.
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As a resul t of these changes, multt-crass ptss-through secur i ties
have been developed L'1 the past tw.> yea.rs. One of the more

notable examples is the stripped moetgage-bacsed St-"CUI'ity in
which one class receives only '.nterest p;t..ymentsfran the mortgage
pool while a second class receives only principal pa~ents.22

CM(.:Ehave also evolved in rru!"e canp1_c~ ways. One early

developnent was the creataon of ~ so-called z-bond, The Z-oond

class of a (MO is .a. zero-coupon bond tbat receives neither
tnterest or pr-il.lcira1 payments until prLor classes are paid off.
'1l:lll$., . tile Z-oooo has an e,:tt~Emelylong ma,turi ty aoo :l100 has the
effect of snor-temng the maturities of the other classes. M:>re

rC";'f.Lntdevelopnents in (MOstructures have included floating-rate
~~d inverse floating rat~ classes.23

'It~cp recent developnents in both the pa.ss-through and oro
m,.ljor~t;:i have helped exJlU1dthe investor lXJOlfor mortgage lending

'I

by pro+ecting i~!estors fran increased interest ra to volatlli ty •
)bus. for example f the interest-only portion of a stripped
mrtgage-backed security can be used as a hedging device for
in\'~.itors in roortgage-bt.cked SP.r1lritles~ O!trtain QdO classes
US::>bave useful hedging propertieEJ while floating rate classee
directiy protect the i.J:lvestor fran interest rata volatility. At
the same time. oowever, many of these new securi ties have unusual
pric~ and tnterest rate behavior as canpu-ed to standard ,PiSS-

thro\lih secur1 ties. Thus, they p)ge conarderable riskS for un-
aolilisticated investors.24 (As is Blown later in this raper) •

22 Stripped securities are discussed in more detail in Sean
Becketti, "'Ibe Role of Stl·ipped Secut'i.ties in :{:brtfolio
Management", '.Econanic review', Federal ReSE<rve Bank of
Kansas City t May 1988, pp.20-31.

23 See Lore, pp.3-40 1:( '3-43. For a more techuical diooussion,
see Ga.:U M. Belonsky aoo Steven D. 1eyer. "Floa.ti~ Rate
(.)I()s: '!.le Floe:tel", the Inverse Floater, and the Residual",
')i:)rtgag2-Backed Securities Rlesea.rca' , Drexel Burnham
Lambert, J):K:enber1986.

24 '!bese dangers are illustrated by the estimated $275 million
loss suffered by Merrill Lynch in 1987 on a jX)S1 tion in
stripped securities. See tore; 'Mortgag&-Backed Securities
JJevelopnents am !'rems, pp.3-38 to 3-40.



lMortgage-ba.c1red secur t tt.es and housing finance'

Evaluating the :impact of mor-tgage-backed securities 00 housing
finance tnvolves answering two questions. What is the magnitu::il:

of mortgage secur-t ctzat ion since 1910 and is the trend. likely to
continue? Have IOOrtgage-mcked securities contributed to sorvmg
the prob;\ens that plagu~ housing financl~ prior to 1970?

By most measures, securi tim tion has had a Iarge anti growing

i.ntluence on the mortgage market. Ole g:tuge of this Imp:tCt is
the friction of mortgage debt that has been securd tdzed, Olart
6 shows the uoount of agency r,ase-throUJ}l securi ties outstanding
as a. percent of residential mortgage debt. By this measure, the
fracticn of !DOrtgage debt seeurt ti.zed haa increased steadily
since 1970. reaching 30 psrcen t in 1987.25

An important determinant ot the future tret¥l of securitlm.tion is
the rate a.t which llew mortgage loans are being secttr1ti:led.
Chart 7 sOOws the traction of new!Ik)rtgages that have been turned
into agency {aSS-Ulroug.lt aecm-i ties fran 19':70to 1981. jUthough
va.l'~.;.i.ble fran year to year. the rate oj~ securitiat10n r.as

" ,',,' \1

recently a.pproacb 00 percent. If this race continues, tJ:19 stock
of securitized tDOrtgage debt will continua tD grow.26

25 'Ibis is not So perfect rnea.stL":'e for a mater of reasons. While
acme CMOSare backed by pi.88"'tbrougbs, others are backed by
mole loans that do not conform to agerl.cy guideUl',es. 'l'bose
(l(Os b&cked by whole 10lUls ehould be incltlied in a JDeQStU"e of
securitl:zatl00. but this data is not f~a.llable. AlSK). this
measure does not tncl ude the more trac~\"tlons.l debt issues by
MA and Fifi.MC to fi.nance loans hel~( in their portfolios.
Adding this debt to I&SI.it" through \1OJlfu..~ raise the share ot
mortgage debt aecur1tizec:t. 1be rerorted measure also does
not include 1.)011-ageooyj:8Sa"'tlll"O'\.Whs.

26 Part of the reason for this var1tlbility is that adjustable-
rate puJa-tbro'tCbs are relatively recent. Before these netJ
puss-tbrougbs ware created. an it'lcrea.ae in the market Slue
of ARIIB ver8ua fixed-rate loa.ns 9;iOuldrafu:::e the fraction ot
origina tiona St.."C'.tri t1:l2d.
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Agency p... ,.ttuct,lgh aecurlti." ••• percentage oj totAl rl.idon1\" mortgago debt
Pcrc:tltil'lt ' " \,
.$ .,..--';----- -----------------------------!
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Mort&qe-t.cluad ~,eeuri t~~ *,lso appear to have helped improve the,

~c efUe~,ency a,e: boua~ filwlce a.nc1 to ba.ve IItreagthened
f,~~ i

the, l1akaae "b.)i;wen ~~)USing aDd capital mt.rkats. Evidence
( ! !

su):,lpOrt1ng tbis ••ooncluEi~Lcn ccmes fran recent stud1t1S thlLt pol:,nt

to reduced ~latioo rn f1I)rtgaae rates 'across regions and to
1ncrasecl stlnS;t.tlv1 ty Cit. mortp,ae interest rates to chanCes in

capital market ra.*.21 biditiona.l evidence 151 provided by data
sbowiDl that i.nstitut1a:aal l~vestors, such as peosiOO funds and
mutual funds have bean signi:t1c:a.nt purcba8eN ot Il'[)rta:aae
secur1 ties.

27 See, for e:a.mplt3~Howard L. FOth, ''Volatile ~rtcale aates -
A New Fact ot Life?" "BcoDaDtc a_1ft', Federal Reserve Bank
of Kansas City, March 1988, pp.l6-28. Also, see Stual"t A.
Gabriel, "ti:lUslng and Mortgage Markets : The ~t-1982
Expansion." 'F'ederal Reserve Bulletin', ~r 1987. pp.
893-903.
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The various types of mortgage-backed securities have mde
different ~ontributions to this process. Pasb-through secu: ~ies
have played the nost important role by crearang a liquid,
national secandax1r market for conventional and government-insured
loans. In addi tion , pass-throughs have appealed to non-
trad1 t100al housing investors wi t.h a preference for investment
securt ties rs ther than whole rortgag'.! loans.

Mortgage-backed oc.nds allci Orf()s have served a. different !unctioo.
They overcame SCl1(le or the problems of the tra.di tional roor'1;gage

"concract by reduC't1nf; .th\~ uncertaini ties ot cash flows caused by

mortgage prepaym~nts. Thus. these types of mortgage sec-.Jr1t1es
appeal to a wid.er range of potentia.l investors tnan do jXlS9-

throughs. :\t the same t:1.'lle, without the government guarantees or
standa.rdiza:tion of pa,ss.,,·througbs, ttese seeuri ties co not have

-'!Jl1Xhof a. secondary _I'ket so that the investor may sacrifice.~
cons1der.abl~ liquidity.

Agency p.... through Iisuance IS • ptrcttntllflt of total mortg.ge origlnatlona

-- ..---------------.,1

i
~

o ......-L__ I I .I ~ ~ ,_
1910 "'2 ''14 '7~ '11 ·to '11 ' '&1

5tMw. 1M ,.",.,,_1idMl ~,.ftIc*It. ~ .....,./l1li. Gty D. C6t1ia (Id,l. ".. ~
IlliCompuy. ou.c.co. 'L.
..... otOovctcod. fcclmllacm :S,..... Macro 0...LIbrary. SI.MiIIK", fnMfJ 1IIt o.,.nmc.
(If HOlI$IIIf AftIl Udu 1)t".1OfICIICN.
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Securi ti2ation and bcus1.Dg f.i.nanc:e : policy issues

Desptte its beneficial effects, the securitization of housing
finance has raised a mmber- of quest tens about the proper scope
of government tnvol venent in housmg finance and the future
structure and stability of the financial systan. 'Ibls section
qiscusses the implicati.ons of eecur-ittzataoa for three public
policy issues; the relative rotes of goverrment and the private
sector in housing J the viability of the S & L industry, and the

implications of securitization for financial systan risk.

'GovernmentI S role in housing finance'

'!be exranding role of government in housing finance s:f.nce the
19305 has lei to increasing concern about the desil·a.b!1 i ty and

econcm1c efficiency 0'1' government ~rams. 'this issue has been
i:

a. particularly important topic of data te during the te:rmof the
aeaaan administration. '!he admiilistration has praDOted the
privatization. of housing finance, thAt ts, the redootioo of the
role of goveri14lent in housing. 'Ibis view runs counter to !JK)Stof,.
tile housing legisla.tion {Bsseci since the 1930.s. whidi uses
:)

government programs to expuld. the availability and a!forda.bility

of housing.

Proponents of privatization
of federal housing policy.
are devoted to housing and

\~\
queataon the cost 'Md effectiveness
'lboy argue that too many resources
tba t ~·ert1llent subsidies crowd out

I'OOreproductive [011116 of mvesteem , . In contrast r opponents of
privatiza.t~c)Q argue that, in the ab~nce of federal programs, too
11ttle housing would be pr,.)j'jJ(',er' ::.tnd housing would not be
affordable"

'!be privati2'Ation iss.Je directly involves the federal housillg
agencies a.nd their role in the securitimtion process. Critics
of goveranent housing p'licy point out that the scope of ,;2'ency
activities bas expanded far beyond their original intent pro-
viding 3.ffordable housing to low incane families and SUPl"C::-t1ng
the developnent of the secolldary market. 'Ihese critics IKte tha.t
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as much as 80 percenc of single-family mortgages conronn to Bfi1A

and f'HL\1C guidelines and. so are eligible for securt ttzarton by

the agencies. '!hus, eritics contend, fl~eral hcusdng subsidies
extend to moderate and upper incane f~rnilies. In addt tfrn ,

crt tics argue that ra tner than suppor1;ing the secondary market,
agency activities daninate the market and prevent the developnent ,

of a private secondary market.

hbst proponents of privati23.tion focus their dis,~leasure on the
"agency status" of F'NMAand FHI.MC. '!bey co(itend that the
agencies have a canpetitive advantage because of the impU.clt

\\

goverrment guarantee of their activities. 'Thus, agenc~r

canpet1tlon reduces the profi tabUi ty of priva.te r:artici~ts in
housing finance who are without govermient guarantees. Generally

speaking supporteIj~ of privatimt10n advocate turning FNrfA and
FliI..lcC tn to pr1vate inst1 tu tions wi tnout goverrment; guaran teas
supporting their activities.28

In contrast, supporters of current housing policy are generally
opposed to ft. major cb&.nge in governnent ~ams or a. change in
the status of the agenCies. '!bey argue that in the absence of

,)

governnent support t housing a.vaila.bil1ty am afford ...bili ty WQuld
suffer. In this view. scaling bl.ck govertll'la!ltgus.rantees ~uld
raise housing costa and might impair th> liquidity of the
secondary market and the integration of t\;;'.sing and capital
marl;tet.s.29

-_._--
28 see t for ~ple, Tarry R. Mendenhall, "Setting New

lbunda.rieB", ISecondary Ii;Irtgage Markets' 1 FHI.KC,Fall 1987,
pp. 7-1(~; and Dennis Jacobe, "Federal Agencies Are '!aking
over", In 'Savings Institutions, January 1984, pp. 8-41 to
8-45.

29 See Micbael J. lea, ''Dueling GlarImtees," 'Secondary ~):..·tgage
Markets'. 1''8.111986, pp. 22-27.
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'Securitization and the viability of S &; Ls '

A pol icy concern related to the pr-tvat.tzataon issue is the ft~ture:
role of S & Ls in hi)USing finance. As di~"'~ussedearlier, fran
1930 to 1970, goverrment housing pr~rams gave S & Ls a central
role in housing finance. Since 1970, hosever , the government-
sponsored securati zarfon of honsi..I".gfinance has tended to erty'

the daninant ,l:osition of S &; LS. As securf.ttza.tton has broken
down geograji11c barrfers to the flow of housing funds and U.'lked

\\ h~ing and caprta; markets, S & '{i have forced increased
v Jconpecrtaon in mortgage lending. 'Ihi:r:; increased canpetition has

lowered the returns to toorT:;age lending. In addi,tion, deposit
rate deregulation has ratsed the cost of funds for S &. Is. As a
resul t of these two forces, the spread or profit that S &: Ls can
earn on their mortgage portfolio has declined.30

\-.'

The adverse effects on S & L profitability can be seen roore
clearly by looking at the variety of functions or services
provided by S &.uS, Historically, S &: Ls have originated
mortg,a.ge loans; serviced these loans; assu:ned the credit,
interest rate, and prera;yment risk of these loans; and provlded
liquid savings and transactions accounts to deposi torrA.
Securitization and deregula.tion have ccmb:ined to alter \~.he
prof1'bJ>111ty of many of these act:1.1;lities. '!b1JS, for ~'l:ample
gaven:men't insurance o~\ pa&ct" throtrgh securities has tra.nsferred
credit risk :responsibilities to the g<:Nerrment, red~ing S &; L
earnings. Interest rate risk has been transferred to borrosere
through :uljustable r..re Ioens ruxi to purchasers of IOOrt;gage-

-------
30 To put this issue into perspective, it must be recogIljzed

that this issue is not confined to the thrift industry •
Similar concerns have been :mised .about tne im:ract of
securitization on the future of CQlI!1ereial banks both in
their danest:ic and international markets. '!hus, the
viabili ty of S &: LS is really part of a broader question
about the impl.ica'tions of securi tiza. tion for traditional
depository intermeciiar1es4 See, 'Recent Trends in Comlercia.l
Bulk Prof!tabi11 ty 9' Federal Reserve Bank of New York, 1986,
and eRecent Innovationa in Intel'na. tional Banking', Bank for
International SettlanE=".nts, A;>ril 1986.
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backed securities. Depoai.t ra te de"'f~;.t1atiol1 and the growth I)f

savings al ternat.tves have eroded any local ccmpetLttve advantage
of I:hrifts rn raising funds.

'Ihese changes have hid sane to specula te tha t the primary
ronct.ton of S & IS in the ruture my be to provtde mortgage
banking aCl:ivities such as loan origination and servicing. While
this may be an extreme vir;;; of the impact of securt ti '1. on
S & Ls , there is no question that the exctustve focus "', Ls.
O~ mortga.ge lending is diminishing. This reality is reflectoo in
recent legislation expandmg thrift powers beyond mortgage
lend1ng and reducing the tax tncenrtves for S & ~, in mor-tgage
lendin.,,:.

At the tA'D1e tinoe , hC1Iever t securi tim t10n has had .tJOsitive
effects on thrifts. Holdlng lDO!"tga.{te-backed securities can
provide geogl\'\ibic diversification that makes S & L loan
portfolio less ~sitive to local econanic conditions. Ill'
sddition, holdings of mortg8l;e-tacl:ed seelJri ties CBD provid~

liquidi ty to thrift ~nvestmentportfolios as wall as se~'ing as
III etfic.:ient form of col1ate~l for borrowiug. Finally,
mortgage-backed 8a'!Ul"ities and deriva.tive securities can help
S " La manageinterest rate risk more effectively by providine

'!bedging jnstrunents or by Pl'l.1Yj,d~ sources of funds tr..at allow
better matching of asset and lis.dUty rr..aturlties. Obre on this
later).

"Risks to the financial systa;:I'

A third p)lioy concern is the !mlllct of hO(~J..'1gsecuritJmtion on
'the stablli ty ~)f the fi"'l.8.ncialsystan. One ih'SUe i~ the effect
of securltimtion on tbrift ins.titution incentiv\.~s to take risk.
'!hat is, if the returns to mortgage lending are ral\lCcd. tbrifts
may have incentive to underte.ke more risky investments with

adverse effects 00 the depost t Insurance systEm. If S) ,,
regulatory policies may have to be adjusted to allow f<)r greater
supervraton or to cha.D8e thrift i1h~entives tbrough J.'isk-bl,~

deposit insurance or capital requirenents.



- 212 -

A broader question concerns the rela.ti.onship between interes
rate risk and financi!)l, ,"tability. In the past, :3 & Ls h01d much
of the oucsrandtng mortgage debt and absorbed a gooo deal of the
associa ted interest rate risk. 'Ibis provided to 00 disastrous
for many thrift~; in the volatile interest rate environment of .th~
early 1980s. With a :;:art of +he Put€ntial Interest rete risk .:~:
mortgage lending transferred to borrowers and to other lenders,
S & Ls rr.a.yhave less risk exposure but the impact of tncerest
rate volaUlitr on the health of the ofinnncial s:,"stan :is
unclear , A particular concern t(0 policym?.i:lers 1s lU'.'e8torst

understanding of the behavior of the loo~;eexotac derivative
mortgage securi t1e~ in an adverse f .,~_',sst rate envIrorment,31

\ /

A fiq~l aspect of risk related to mortgage sec~'~,"~Js,/Js
cOUDt'3rl».rty risk or fraud. ~ere: have ~~i\wellr·publ'ictzed
instances in recent years in government securities markets ~lere' '
collateral turnea out to be inadequate or Cl.Oaela.stnut. In
addition to sizable financ!a.l loSs for individual investors,
these events my cause drsrupttons .,i.'1. the normal" tuncttoning of
financial m&rJaets or the ,.~~e~ts system., ~nce roor,;gaie
aElCurit:tee are f~tiy ll\yered ~ c(uplex _ye, t:b~ 'p!".elf.enceo c

and ~dequacy ot colla tenl may be difficul t to d.a~nnin~ in l'llIJr,y

situa t1on&~• 'Ibis probl f.Dl could be can,.'tX)unded br investors
lulled into canplacency by the a.sst.Il>ffi;:!.ooof a gO'~;,era:nmt
guarantee where none extsts.

31 Federal Regulators of Banks and thrifts )lave recently
q~~~, ')1<r~ the appropriateness of Inve.::.-~tc: by t;.h.ese
:i..nstl:"ut'h'ns 1n derivative! mortgage securit1es.

---."-.,_-----"'"'-----~~--------.... ''---
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~ E8l'ATB fJ~ _~. ~'!~T.YSIS
(Wi.lliam H. St:,enkel 1988, ('l'?OT"bia Unj:versit:'(l.

1'be Wor.ldngs (ft ;~~::nda1"Y lIar.lret

This sect.ron ~i'UL

1. Explaln the operation of the secondary m)rtgag{~
market in t~ U.::~.

2. List cha.htctf!t':t.SUcs of eecondarv u.c~·te:>'genarket
agencies in the U.S.

3. De.s~ribe 'bow secondary uarket f:.mCtiOlU1' have revised
mortgage lfin,, ;00 in tre U.&.

4 Abalyze CJeI..."OodaryIOOrt..g9..gemarJret opelations in the
D.S.

As the'-Jlarges:t single source of lllortg~e credf.t , in the U.S•• the
secondary mar.ket consists <.,:e( Invest<.1rs and govert.lIlent agenctes
th'it l:xIy mort~es fran the originating lenders.

() .

By buyi;.lg a.(ki selling Loans to lenders and other investing

inst1tutiOUS~ t.he secondary trarket _t;,raootesthe orderly operation.
of roortgag,:; ma.rkt!ts. The secOI:l.dary market serves several

impOrtant fW:;ctions:

1. To encol.;l,rage tile geographic mobility of nx>rtga.ge
IOOn~y.

2. To enabl19 IOOrt.gage lenders to convert tOO.rtgages to
cash.

3. T() level off extreme vari.atioo!S in. the supply ot and
der.t»Wd for mrtgage fWlds.
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4. To attract additional funds to roortgage markets.

Secondary mortgage lenders tend to at toea te lOOrtgage funds to
areas whtrre l.OC>:rtga,gesare more urgently needed: lenders with
shortage of rurtgage funds sell L'lo.r.'tgages, lenders wtth surplus
funds purchase lOOrtg'ageson the secondary market. By allowing
origilla tion lenders to convert. IOOrtg:llgesto cash during tan},XIrary

credi.t; snortages, the secondarv :m:rket gives m,,,)l'tgagesa high
degr~:; of liquidity, Mor~'Over~a secondary agency my level off
the peaks and valleys in the supply and denand of loanable funds.
By selectively entering the marlret:, seccndarv IIlSl'ket agencies
minimize underatrable cycles in the )irx>rtga.g~market.

In addition, secondary mrket agencies assue securities w.ckt)(j by
IOOrt.gages; such securfraes are .purc.based by investors who

ordinarily 't( ~ld not invest directly in zoortgages because 'roans
I \

require rrf)n~I." t· service ar:.d e.c.binil;trat;ioo. Issu.tng mteresr-. : [

rearing securi ties tacked by a t:,ool of roort.gages Is called
... t.pge ~iti2aticm. More t.haIli one ha,lf of all reSidential
roortgages nave been placed Ii into sec'ari ties for salE! through

secondary markets; this permits t.hEt' secondary market to at+racr
funds which would not ol'd1na.rily fli;~ into IOOrt,gages.

r
--.. --,
F_",_, I~.l_::::::

I

tl.O$f1l'MM 01
~'l'I(Iul1lln

Ot¥MOnr'"
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Figure 1, il1u.~;trates the main di vrstona of the secondary
)WJrtgage market. The Fede:r'al National Mortgage A,issociation

!
(FNMA) was ol".ig:lnally a government agencr; in 1968 l?rumie Mae

converted to a private corporation to buy 1OO1'tgages.fretl) approved
mortgage origi..na,i:o:rs and sell than to mvestcrs ,

TL ('lOV91'00lentNational Mortgage Assoctataon (GNMA)is a division.
of liIJD (Housing and Urtan t:levelopnent) j it primarily buys and

sells FF.A-insul'ed or VA-gual"anteed xrortgages.
below-market interest rate IOOrtgages for

The packaging of
mortgage-tacKed

securf ties xs one of GlllJ)i~ MaeIS rrore i.mportaut fU!i(~t1on$.

The Federa.l Heme U::lan Mortgage Corp:tratiOtl (FHIldC) functions in

the secondary lOOrt.gage market under the Federal Hane Loan Bank

Board. Mmber associations and bulks use F'HIJK; secondary a:arket
facUities D'JlIC:tl as other lenders use FNMAana GNMA.

jl

Ii
The ~rs Heme Administ:ra.tion (l'mBA) is a d19,;181•on of the:
Department of Agriculture; it not only malr.es direct Ioans ·forii

I'
rural hOUSing, but also insures and gue.rautees rural mortgages!:

i'
into p:JOls and sells Certifica:tes of Benef:l.cial Ownership. "

/?

.A9'/fItI:Y 1'''' '"1 1910 tl't I'll 1'13 IN' 1M! l~f 11111'"
~III $43.312 1$1.081 SS7.321 S01.412 $11.11" $7'.2515 $87.'40 Saa.212 S97.el!'ia S9:$.t4tJNdOn&!
~
~

QlI'IMlMCIt 3•• 3.1$2 ••642 4.715 U21 3.315 2.301 t.473 N' MeN.......
~
~

"...,., 3,c14 ".031 5._ !~1 t.m :'.~ ,o.~8' 14.022 11.94 10.:'14Home t.D1tIt c-.
MorIOqit
~

~ 12l' 1.27<4 :US2 Z.2:II 1.111 2.1~\ UTe 733 .'.421 ~•.m,..._.
1f..dI\'II'IIIItnOn

First QlJter 1987.
socrce: 'Federal Reserve Bullet:tn, various issues.
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Figures 1 and 2, show how the secondary Il:arket has cbarlf;'eci over
the last 10 years. Mortgage holdings listed in Figure
indicate that the Feder~l National Mox'tgage Association bas
continued. its program of purchasmg .IOOrtgage holdings which
totalled $95.140 billi.on in 198'1. Tltlis agency's n.ortgage
holdings have increased over the last 10 y1ears.

Since 1982 t the Feder.-o;l.lHane Loan ('orrx;u:"<i"tion has added sub-

stantially to its mortgage portfolio. OV,v:t~le salTle period, the
~1armers Home Administra tioOI\,bas varied il:tortgage holdings by a
naninal aeouat , In contrrer ~o otner sec~:>nd!H'ltnax'k&'(.agenctes ,
the Government National Mo!,tgke M'SVC:il1.tionius decreased its
:IOOrtgage}Ortfolio.

Figure 3, Show..:. that the Government Na.t10l: ..1 i:vrtgagt:> Association
has increased its support lor ltKl; i:gage pools or trusts fran
$.'>4.347 million in 19'18 to $277.380 million in 1987.
Furtbem.1re, IDltrt.gage pool.s or trusts held by each of the
secondary market agencies have 1ncrea~ considerably since
1978. These trends nave led sane investigators to predict t.llat
75 percent of reatdentnat mortgages will be held in nx>rtgage
pools or trusts by 1990.

QO\O"",.,.nt
NIIiMal
Mono.
A"""'CMIIOn

HettI! 11.112 15.110 11.154
i'tCIfftt \.OM
~
CoICIOf_,..,......
HGmtAdmII __

FMer8l HI."'........~
luac.un

"7, It" 1He 19ft lilZ 1H3 ,~g.. IN! IS8S 191"

$5.1.:1<47S7M.40~U.1.'74 IUIS.7oo SWI.t.tO SI5Usa SHUll S212.1"'5 S250.06!,l 52n,386

It.H3 42.114 57.65 70.122 \00.:1.7 111,:172 la2.151

2Z.3M 27.817 3U3Q 31.140 40.300 420207 45.000 47,523 351

HI. 3U1S 54,"7

*I"irst quarter 1987.
Source: 'F'ooeral Reserve Bulletin; various issues'.
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Fannie ~ile' s assets of $98.130 billion consist mostly of mortgage
lO!?J1s; to f'Inance rnortgage purchases J the agency has Lssued

bonds. loans, and debentures totalling ~L 039 bill ion. '1l!ese
data are sbosn in Figure 3. ~ stockhotders equity is fai:t'l y

nani.nal: $2.073 billion. Before the popularity of alternative
mortgage instrunents I FntA purchased 30-~ar, fbted-rate
assunabte mortgages at bi\\eek!y auctions. Pu:rcbases were made

fran qualified mortgage bankers and other approved lenders.c
Rising Interest rates in the m1d-l91Os forced r~ to PlY higher
interest rates on loans to buy additional mortgages. With a
mortgage port!()lio ~onsi::.iting of lOW-interest, fixed-rate
I1lOrtgages, the corpora tioo ~perietlCed heavy losses on their

mor~age JX)rtfol1o in 1984. Yet s::me of FNdAIS operataone are
profi.t&ble. '!heir 'COl"p::>ra.te business falls into three major
a.reas: lDOr"tlage-1:ac'&8d secur1tie~, the mortgage p:)l·tfolio, and
new investments.

IbrtIaae pool- permit 1.D.experienced 1!lvestors to buy mortgages

I\without ~ JOOIlthly servicing rEISpOllSibUit1ea. '1b this
eod. FMIA a-iCDB mor'tiaaes to a mrtgage pool am then sells
sec:rut'1ties representing a prop::>rtionate interest in the
de81pated ooJDOl. tllrtgace-bc;.cksd securities are frequently
sold to large-!Cale investors, such a.s nationa.l !IElcuriUes
dei.1e~ , fOx· resale to 1nves't..ors v.fu purchaoo shares in de-

'_~i \)

naninl.tioW:l of $1,(00 cr IOOre. FtI4A not only acts as a. trustee
to collect Qalthly pr1ncllal W interest. but a.l&O mkes
Pl)llllBlts to 1x>lders ot ~tg8it.-bll.c~ securities.
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F!-MAl3ala.nce Sheet (:;l lUllionSi)

AmOl,lnr

"u.'s
Mo~q.9. ocnrOhO. NIII
fit".' as••••I ;0111aU.1I

Jl..lllbtl", ••
aonas, ,.,01•• , .r'(l 0."."1", ••

OV. ow,,"'" 01'11 ..,ea.
Oue I".'one y.ar

TOlal
Olhot IIlt11l111 ••

TOCIl "ltIIlIll'"
SIOClL~., • ....."

To,., 1t10lMlt.. Ina '10Ck~1 .QUIty
900k 'I11Ue .,., $tIa1.

$91,081
r 049

Sii:iJo

~46,931
64.1\:1
91,0;)9
50'8

M.OS1
-1..m
SM.130
$ 25,33

"Second quarter 1987.
F1cvre 4:

FWA specialims in conventional 11)&118not insured or g1.B.ran~
Jj

by govarrment agencies. 1'he agene)' purchaSe. only a limited
nunber of rnA and VA leans that ,are ineligible for other
governnent &g8tx:y-s,(X)O.8)red. IIXIrtgage JXlOla. For ex_pJ,e, FHA a..cd

VA loans for a' ~:4001/)mUl!lt not be more than one year old at
the timet ,the pool is fonned. FKNA lssues mortgage-ba.cked
securities for FfiA-:L'1suredor V.\-guu-anteed loans which are more
than one sear old if the moriliaces do not ElXeeed the ~a.x.jmun
dol Iar limits iJnp:>sed by the Rganey.
property tn=e ar..cilocatioo.

Mllt.ximtp LImits vary by

'lbe roortg8le-tacksd 13!lCuritiea are issflBd under tWld agreensl'ts
that provide pa.s ... t~~ eertif1catt.. bse agl'"eE!Dents:

EstabU.sb the trust for thl! benefit ot the (~ert1fi-
(".a.te holders. . ...

OJt11ne servicing requirements.
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Describe the issuance and transre tn of pass-through,

certi fica tes ,

Identify .duties 9-1 t,he. tr~;!~~
mor-tgage-backed S€C,,~~ty) 0/

'::::- /i

~"'_/

(t..l:te issuer of the

~t')vide /~~medies in the case of mortgage defaul t ,
((

1\)

/i
Allow terminat.Ion of the trust.

Ii
<~:z~L

lDsses 1'es.1122d t~~ de!au.lts on the underlying mol ~ages are
shared by certificate holders wOO are deened to be owners vf the
under1y~ mortgages for incane tax purposes ,

FNlA lost $138 million on ~~ts mortgage portfolio in 1.984; the
lCE:s resulted fran the Pl"EWiQusly mentioned lOW-'interest-rate

e:>loans ~ in the 19705. '!his ~pss haa been radu::ed each
year as the relatively l()1ll-interest-ra~\rtlages are reps,id or
refinanced. O1rrent inveetmellt policieS redu::e tho spread

bet\'o8ell the yield ra te an the mr1¥ce IX)rttolio IJXf the
borrowing cost.

N3w investments are selected to bllanee the ~eed tor
d1versificatioo aIWJ yield. ;~'Ibeyare currentl:r allocated in too
~llow1ng proportions:

Ole third to adjustable-'rate and second mortgages; ODe thlrd to
1ntermediate-te:rm loans, am the balance to lonl-term, fixed-·rate
1(.;.D.8.
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By closely matching the 4uration of the debt to the expected lifE!

of new mortgages, i~~ minimize the risk of holding mort.gage~~
wi th yields lover than the cost of borrowing.

In ;;..~>'l.'~ "'g funds in new mortgages, FNtlA earns C<IIIIIitmft"tt fees

and net yiel·~.. frem the spread bet\\IeCn the higher yield on riewly
purcbased mortgage:.; and the interest rate on debts created to
purchase new mortgages. F1i4A receives ccemttment fees for its
wrt tten pranise to make or insure a loan for a spect.rted amunt ,

In sun. lenders and borrov.ers benefi t fran FNdA's secondary
MOrtgap a.ct1vity of purchasing a variety of specis.li33d
mortgages. The ma.iJl buying and selling activities of FRiA are
concentrated mx>Dg nutiel"Ous :t'1nancing plans:

Adjuetable-ra.te mortgqes (as available in S.A).
I 1

Gradl&te~I~}fQeIlt morts.ea (not )'9t publicly
a'Y&11abt~ I~ S.A). -,

1\'

O>nvent10Dl.U.fixed-rate heme mortgagel:' (lMI.'ltimUll loa.fi.:
to-value ra.t1o for oilier ooc\C)ied tones : 9(5 pe ..oeceot)
(DOt available in S.A).

..
\ )

(bnventional S8C\'lnd mort:caaes on one--to-four 1'am111
hcmes (SO-year reJ.'e.)1Dent schf.rlule with a mu:imUD tenD.,
of 15 :years).

Cllan'V!tt::ad a!Cm-itiee b1.clled by pools 01 conventiooal
haDe 1L.'Ql"t&ases.

It>rtgages. on l1Wluta.ctured ooases to a. muimun of 3)

years.



Ioans issued by hone sellers for first or second
mor tgsges .

toans for c(mnmity developnent.

By buying mortgages en mul.tiple-:t:amily projects in addition t;r

single-fanHy dv.ell1~s, the agency adds to the s'tabil Lty of tb~

mortgage market.

'!bis agency, organi2Jed as a d1visio~' 01 the United States
~p\' }n~t of Jtmsing an:i Urban Developnent. vas ini t1ally fonned

1- ... 1

to purchase FHA-insured or VA-g1.Il.ranteedloans. '!his function i.s

00" less imfOrtant than GMrfAt S oo!"1gage-backed sec uri tie~
pr-ogram; since 1970 too agooey bali g1.B.rant.eedprivately issued
securities backed by pools of mortgages insured or- guaranteEd by
the go'Ie.nJlla'l t .,' Because the <N&A gtaran tee is backed by" the full

fa.! th aDd enid! t of the federa.l gcwerrment, these l,~(rtmerlts
have v1rtua.l1y no risk.

"va., HuBA, and a few conventiOlUl,l loans. 'Dleae lerxSers must meet
certain net worth l'eqUireDlI1tS and operate as mortgace
originators aDd service agetx:ies. Figure illU..CJtra~ coo
orgll1imt1on of a CHIAIllOrtgage-taclmd mcuritiea prog:ram.

After a borro'M!r's loan applicatioo 18 approveti, tl'S leDder aci:ls,

this lam to a PlCk&8e of morta_as lUl81gned to <BfA. Sucb
pe.ckaaes a.re "the ba.sis ot aecUl"i ties guara.uteed by GMft1.. tenders

bold tlw llXIl"tsage dcxnJD«lts and El6tabliEtl custodial accounts for
priooipP.l. in:ter6st, tues, and inB1.1MlIlOe. bnwhile. the
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securities are sold to investors or secur rttes dealers, who
market then in mtntmim daooninations of $25.000, and to
investment trusts which market these Interests in smalIer
denaninations. EVen tho~h mol'\.gages r.ay be del Inquest or
subject to late ;aym91t, the .rcbaser of a mortgage-tacked
security rece tves a monthly P1:>ment of interest aM p!'incipai,
The originating mortgage banker must .al9) absorb foreclosure
losses.

~lbrtgage-tnc~ securf ties give mortgages considerable liquIdity;
the~ sec uri ties my be readily ootght and sold in the open
na.l'ket - a feal:ure not available to the purchaser of a fixed

rate. 3O-;year mrtgsge. Another advantage to securities
investors is tha t !:OOOOnewho acquires $10 mill ion In

mortgage-backed securi ties rece ivea only one check each month

covering principal and interest. If the same funds \\ere invested
in iooiv1dual IOOr'tgages, the iINestor w::>uld receive 250 to 350
moothly cbeo:ks, requiring a record doctmentiag each loan
l»-~t. In addltiCll, the investor 'WOuld have to make roontbly

o:ihecisioos regai"ding delinquent lOSgeS." Ji>rtgage-tacked
securi ties allow investors to earn mortg. yields and to avoid
mOl'tg88e adD:!inistration. Y::>reovert greater rnarlEt efficiency 1s
gaiiled by standardizing mrtgage processing prooedures.

'!be 1lwd8'I P1u W. S)

mIlA supports below-mar~t interest rate loans sooh as 10fUlSon
properties in dimster areas; lOW-8!1d-n:loderate-inccme housing
under Section 221(d) (3) of ~e Nl tional ibusing Act as amE!1ded

and subs~\2Sd 1I1ult1ple-fs.J!l1l~1 property are other exanples.
\~ 1/

"', II

eecru~ mortgages issood for special assistance programs carry
below-market interest rates. they are disco1.llted in the marlret.
~r example; if G'tfA purchlises $5 million of below"'ftl"ket
interest rate mortgages. and sells the p,\Ckage to an investor
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~_; I
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WItt OOC:.1l1W\'j Escrow
(;YItOCtsn account

1
t

-[Issuer . ,

I
:.~~

:-"~'-----'~'-"!·,:..t---------'I
o-.=._ 0~::1~-- -"
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SOurce: (M. Shenltel t 1988)
1'1.I1a"e 5

for $4.6 m1lJ1on, the het coer 1s only $400.000 - not $5 million.

Under this procedure, known as the ~ Plan, developers must

obtain not only a GM4Aca]'mf:t:~nt, but aloo FHAInsurance on an
eligl:>le project; then a construction 10Q.t11s negotiatei with a
private lender. Q1 pro,ject ccmplet1on, the perrra.nent loan is
sol(l to ~ at the purchase ccmniunent price; GNMAin tun"
sells the roortgage a.t public auction, absorbmg the diff~rence
1:etween the purcbase price and the auction price. By absorbmg
the discount, GRtiA generate~ additional ft,lnds tc~ suppor-t similar
10liU!S. The T3!iaan Plati, theref.ore, reduces the cost of
subsidized loans to the 'amount of the niscount (this Ls a systml
which could be applied in S.A. Goverrment Hane Fwdillg).,. .

At the present time, GMlA guarantees construction loans, issuing
securities in minimtm den<ll\ina.tioos of $25.000; investors receive
payment of interest only over the life of the construction loan.
Whenconstruction is canpleted, constructton loan securities are
exchangt;!d :for long-term IOOrtgage-tmcked securities. The agency
also accepts IOOrtgages en UXlbile hanes and certain a1terna.tive
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Created in 1970, the Federal !bne Loan Mo.t''':gage Corporat ion , or
"Freddie Mac", purchases FHAf VA, and conventional mor-tgages on
coo-to- four family dy,oelJ \8. FH.LMC purchases thm fran approve..tj

lenders suCh as: savings a~soctataons, savings banks, connercta.I
banks , and mortgage bankers , Governed by three dtrectors diG are
manbers of FHLBB.the agenev is financed by the sale of shares to
the 12 participati.ng regional Federal Horne Loan tanks.
Add!tional funds an:': obtained by the sale of mortgage-rocked
securities and uebt, securities.

As origiaally conceived, FHl.JrCshifted mortgage wpital fran

surplus areas to d~flcit areas at a time \\hen mortgages of
savings aesoctatfons were generally funded by deposrta, Savings
associations facing capital shortages could ',sell mortgages for
cash; a5.:JOCiP.t1ons in capital surplus areas could increase yields

by buying mortgages fl"an FIfUdC.

In today's e'wirofJllent, hosever , deposits may not be adequate to
satisfy d&fi,:.l.1.d£,i for mor'tf "~es. F~~ atcracts new capital to
housing by purcnasmg mortgages fran participating assoctataons
snd iRSUing roortgag(l-mcked securities known as participation
certificstes (Pes). Pes are sold to pension funds and others who
gain nx:>rtgageyields but sh5.ft servicing and origination respon-
sibilities to savings assoefataons , Issued in dencmfnataons of
$100.000 to $1 millton, Pes represent an Imdivided interest 1n a
large group of residentia.l mortgages. (A Similar system to
rrobili:ze Institutional ftmds is one of the p.rop.>snls of this
stuiy).

FHLMCpennits saV~lgS associations to alter their invesbn8nt and
,portfolio str.ategie9j; with SaDe restrictions, thrifts may make
sbort..,.tem consueer and cc.mnercial loans to redooe the risk of
holding low-Interest-rate loans in periods of rising interest
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rates, Howeverf most savings associations will probably continue
"

tOf/J'~' ~1,; stlOrt~tenn deposits and to originate and service ronz-
~ J i iO

tei /_ - _,.68.DS on residenti~l prceerty. At the ~,ame ti.i(~t~. the

;:x>pularlty of zroney market deposat accounts will ma.ke a lal'ge

proportion of their funds interest rate 8ensitive. Under thp.se
circUl'!lsta.ncen., the intel'esn; rate riSk: will be reduced by using
the FHlMC s~ondary nnrket.

Savings assoctattons originate new rmrrgages and reduce the
interest rate risks by adapting their mortgage poI'tfolios to the
secondary rrarket created by FHlMC. The l'IItin strategy involves:

L Originating adjustable-nte roortgages

2. Or:!glca.ting and ~ning fixed-rate oortgages (FRMs)

in the secondary market

3. Originating FRMStor cOnversion to Fm..MC 5eCurities

because tbe secondacy lVIU"ket assumes a new role Jlndel' these
stn. tegies, they deserve add!tiom.l explana t;,cn .' \\

"

I) ,

(As in use in S.!.).

Adjustable-ra.te mortgages, shift interest rate I'isLe; to the
borrowers. Because FHU4C ~JrCbases ARKs ,that conform to certain
requir(;;1Dents, ) asaociations my inc~.~e earnings wi thout
stLcrificiDg _).iqU1i.1iCY; consequently, deposit institutions n:a.y
increase earnings by convertin(ll; part 0:' their p:)rtfolios' to

\ '

adjustable-rate mrtgages. ouriilg perioos of credit sholitages,

these ARMs nay be converted to cash fl")r addi:l:io~"·(.t mortgage
011.81/_1:1008. To a.ttraot oorrowers. however, AmI :ln1.iarest rates
are one or two points below :tnte?est rate.:.: on r'RMs.
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Sbort sel1:i.Dg. Sbort ssHiag is simply a. premise to deliver a
specific contract at a future date for a specific price. A short
seller:_ must purchase contracts to canplete delivery. Selling

"'---'_:-_';

short is profitable if the selling price is higher than the
atoount paid for the purchase of a contract for the required
sale~) Conversely $ a loss occurs if the amount received for the

snort sell is lower xhan the anounc paid to cover the sate
pJsition.

For, '!xampie, a savings assoc:1.(~ti~ may want to hedge against
inte:rnst rate challges to protect the value of a $5 millioo.

/'

fUA&-rate, conventional roortgage portfolio with a rrarket value
of 90 basis points or $4.5 ,111111100. (A basis pOint is one
;~~undredth of 1 percent in the yield at an in~eSmle[?t). 01 ~ly

/":;

1, the associa.tion agrees to e911 50 september futures contracts
at $4.750.000; that is. the association sells sho!':;;"50 ('n"iUA
COl1tra.ct3 in September. Wbeo. a ri_o in interest !"'.l0"~ lowers the

value of the ~rtgs.ce portfoliO to ,.85 taste points ;1;r $4.250.0l>0
'by Septeni:>er 1. the. resul. tiCi $.;5().000 1088 1s o1.fset by a

eorresp:>nding gain earned as contn.cts are acquired at a lOWer
price for ale 1lCeOrd1rJ1to tho abort _le contract.

(..j\
) (

", )

The_ .data are illustrated in Figure 8~i in practice, the futures
market and ~a.sb. market ~y net chege by precisely the same
amounts, and tees and cal\JD.ssioos, reduce the profit~ on futures
GO:fitractS. While no hedging open.tlon is perfect, hedging. eenda
to protect the hedger fran flt::btuatioos4.!l. the' market.

!.::::~,

Real estate developers nay hedge to mluce the risk pf changing
interest rates during a project's development phase. FOr
exemple, ~~n fill&~iDi a $100 mi1l100 project under a short-term

I
c~structiO~ loan "":t 2 percent over the pr~ rate, hedging
protf!Cts a ~\1eveloper frau ~~1~ conatruct~ lam interest

..;.' \, '.,
ratM.~ '[~Jguard aaa.1.rurt higher interest rates, the deveif,)per

I.'
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Option c.bntra.cts

(Already in existence 1n S.A. for certain standardized
Lnatrtmerrta) .

Option C<mttacts are standardtzed contracts to buy or sell
Specified securities at a stated time for a given price called
the striking price • Option contracts are available for Trea:~
bond and securt ty futures j ncluding GNbIApass- through securities.
Contracts may be purchased frem the Chicago Boord Option:" Ex-

change wh1.ch is supervised by the Qmoodi ty Futures Trading
Carmissioo and Secur1 ties and Exchange Ccnmission.

~velopers putchase option contracts to ccmpensa.te for rising
interest rates. and savings assoctataons enter the option market
to hedge flx~rate standlJy ccmn1tments, or loan prepayments.

Interest rate options do not penalize investors as severely as
future contra.~t$ wben:.:lnter'eS-C rate$ decline; option contracts
are ~"re costly though the tfsk of a.i'oidance can be purchased for
a speci~!c known cost.

Pa.r-Ciclp&nt$.1M.}' take four baaic positions in the OptiO~8 market:

the lone call, aoort· call, IOD@:put. a:ud short put. Figure
defines these terms.

u..g put qltiuas. As proteetic..'tl against rising tnteres: _, ~,.,!:;)

developers USfI'''J.OIII pqt optiaas. WIttl j1. long put i a developer
may sell a specific secur1'~ at a S)1eC1!ied stI'1l~1.ng price wi thin
a given per1cd of t1.me. 'n'te 1001 ;1\:\t pu.rc".haser (owner) pJ.Y5 a
fee for the right to sell a security .t a given price.

To illustrate, asetIJ8 a developer purcha.ses a long put with a
striking price of $120.000~ I If lnterest rates increase and \ \

\\
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(Not in use 10 S.A.).

though ~:iOne OOI':t'01refS Instst on FRMs I lower fRM yields rro.y rm.~e

these It;a',1s ilIlprofi table for mortgage lenders. FilLMCencourages
f.'P...\{s by' purcliaetng these nnrtgages at an agreed rate when the
loans al.'El orfgi.nated, A..c; a resul t , savtngs assocaatdoas nuy

originate mt.is wt th an agreenent to $<~ll the mortgages to ::1rtMC
and yet retain orjginaticxl and ronGhly mortgage servicing fees.

&~causpFt:tMCC accepts deli ..,.;ry OVP:r:' 30. 60, 90 or 120 days, the
assoctatnon may avoid interest rate risks fran the t~n~ the loan
is ori.ginated.

origina:ting FRHs for (bDVers:ioo. to mu«:: seeuri t~

Savings asscctataons usually want to hold sane portion of tt(':.7:.r
~:rrtfplios in ':-he higher-yielding longer-term f"".riMs. By
convertfng these loans to partlc1pa.t1on certificates,
assoctat tons (lan hold :pc,s that (~:m be sold qu.' ckly in th~
,p)rtfoltc~l. More::Jve!', by investing in PCst the a$~x:i~.tion may
rmre readily hedge Lnterest rates. Investing in PCs has st;tl1

i;
another advantage: res are usuakIy MOre :m.rk:etable than ).lthe

f')ortgage 1 tseH • Sane pension funds t to!" eXaJI1Ple <, would p}~fer
the ma.rketabil j of a widely traded secure ty, with a str"1n.;
gllJU'S,ntc., in. preference to a r:nrticular rrol'tgage. ·\,fortga.gt?-·

backed securities issued by flfi.MC in the :-~~mqa.rY' rrnrket.
therefore, biive portfolio narmgcrs greater flexibiHty in meeting

inves~nt ~eqUirements.

tHI.MC progH11'llS are highly ;...candardized; for exs.."dle, lenders
selling convE:'rlti.mal loans must include appraisals pr'::'J.'6.reaon
standa: ..di:;:~il appraisal tvnns ft')X' single-fam:Uy residend.\~, snaH
residential l.ncaoo propertl~.3 <: tWtl - and fota"'fwrJ.ly prope-z;"ties),
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and condcmntuns. ~.b:n,gage loans must; observe maximun loan-to-

value ra tio guidelines: namely, 95 percent Ioan-to-value r'3.UOS

witil maxtmunmatur i ties of 3) years.

Per R~tlJ ."«1jU:AltrlfHIt
PrlfI..?d

,q,t. Adlus/ment Pffflod

,,'.1" l111n••It monlhs
ISiX mom!'), 01' more nul

lUI Inlll'l on. ye.r
(jn. I'll' 0' mOf' oul

i.II' h'ln IWO y •• r.
TWO'lUll 01 mor., but

I,.. 11"1'1II1f" '1"."
Thrn \'8lI1Sor mori)

bl.ll IISS man iQUf
yUrt

f'co.lf Yllirs er more

MIll/mum lIIu'U'II(1Wt
A#f'CfInlllqft MUJlittl1fJ

Riff. P.,'Yl'Nfli
Ad/ollm.N Inc.... ,.

0.083% S l,20
05 19.;';2

, a 1B.39

2.0 ,'1'< 51
~'~\

3,0 114~~

3,5 132.00

&Jurce: 'lJndp.rwriting Gl1delines (Vhshington, D.C.
IIfederaVl'httonal Hone loan COrp:>ratio.1,

1~5\p.22.
Figtre 6

Similarly, borro~;r information must follow prescrfbed foms
prepared by FHllC, ,l::if: exanpie, for rentaJ. property t FHU4Crecoe-
ni~s 75 perceat of the proposed dootJ1lE!ltatedgross rental tncone
for 10M PU!'IXJses~ If ths borrov.e':' is 001:f-enployErl, profit and
loss and balance sheet sta.t«:,'lUerlta for the IlLst tllO years ( 0:.,'
s4.,"Q'Joofederal Incoee tax l~tt1rl1s) are required for loan
approval.

Generally, canbined t...ththly housing expenses should oot exceed a

r' 'lge ot 2:5 percent to 28 percent of. the borro_r's sta.b!e
moothly ~.nc-:me. Further. tots.! mont.hly debt pt.ytnoots sht"uld not
exceed 36 percent !)f the stable l1X>Itt:lly ioocme of the borrower.

'lb qualify as an FHIlIC purchase t adjustable-rate mortgages '''ust
meet interest rate maxim1l:lS based on th~ rnin:imtm ~ius1ment.
Figure 6,
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Associations must also observe maxirmm rnyments :i.djusunents over
t~ 1ife of the loan; negat Ive arrortization must not exceed 125
percent of tne initial mortgage balance.

rurat , urban, and suburban coemun ties. FHLMC's stanuardi ..zed

ronns and prescr-ibed 1imits give purchasers of mortgage-backed

\. securities confidence that conventional mortgages al so follow its
underwriting guideUnes. 'ItHWi.ro this end, FHUle aas published
loan definitions and other standards making t;'lortgage-l:acked

secur-tties highly marketable.

CClls:tel'ali2ed lbrtgage Seeuri ty

St.,ftCt AIlel'MjIi
Amount M.,Uf11Y /.II.

C.t1Iflt::M'. .S lftIIItOtI.j iy •• '" rye.",
c-i 52.15 ! 32
C'2 350 12.5 U
C·3 4.35 30 2Q.4

Secondary market lendera have created tViO new concepts tha:. have
ac.'\dt t1ona.l li;ppeal' to lenders; colla1:eral1ed IOOrtgage obligations
«».1);) a'lCi the trust tor investments in mortgag\;;s (TIMs). The

secondary market pemi ts lenders a.rd others to hedge futm-e

ccumitments against interest rate changes. criginated with

FHIlIC, a Q{O ba.ses IOOrtgage-backtd. securities on loan !1'IlturitY.
tbder the T1Mplan. an association. jSSUEtemortgages to a troot (a
stbsidiary) that sells lnortgage-'ba.c)!.ed trust obligations to
investors.
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Cbllaterali2ed ibrtgage Cbl:l.gations

O>llaterali2'£d mortgage obUgations a.rJ} mortgage securities
issued according to serial matur-tt.Iea, 'lb illustrate. for a

I'.

ioor tgage package of $10 million with 'f!t:J.turities of 30 Y'~ars,
severa l crasses of Gash flow bonds may be issued according co the
sta ted maturi t.tes of f) years I 12.5 years I or 30 years, (See

Fic;ure 7).

Undt:r the typical (MO, pr Incfpa.I and interest p:l.~ments;u"e

usuat l y D!\'de seniannually rather than ronthly. Initially I the
holders o~ C-l cer ti flcates collect semanma.l nr-tnctpal and
intere;st Pl)'lnents in additioo to all prepajmeats ft'an the $10

,I. !nil lion pool, After C-l certificates are repatd in full.
pretn}fllents fran the lllO:t;!t:gagepool, are applioo to C-2
certificates. C-3 holders roocive prepaymf.:nts only a.fter C-2
bOMS have been repatd c 32 (1

With this arrar~genent. tnvestora may select c!artifi.cates with
varying maturities. Over 80. percent ',;t the $10 b111100 af~ sold
in the mo...~trecent year were purchased by non-thrift investors,
sldl as paneioo fUlXls and insm-ance can.PWliesJ that preferred
investments with predictable roa:turities. Si.nce thei.r
intro:hrtion in 1984 ti rntWc. several pr:J.v~te lender'R, sooh us
ctt1bank: ot New York, have succeelili'ully marlt:eted ()fC8.~

TINs function m1r.h li~ real estate investmmt tr~ts ~ The
lender/developer'\ !6nns a fX}J:XX8.te entity 01' trust that acqut res
mortgages to back bonds iszut:.'1 by the trust. ProJX)n.;.:nts of'

3't1rilliam -w:---au-tlett! "Paradise Lost .. and Regai'led" J

'teal EState 'lbday'. February lSS5, p.SO.
sa Jane Fant Nelron, HSe.:::ondary Jbrtgage liu'ket Updated

Oltlook". lug Iimker, <Tanuary 19858, pp.14-17.
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of tr-usts for iDvetJtments in mortgages claim tha t the, provide
more flexibility between the mortgage and the mortg;tge-tacked
tnvestmect because the issuer of the bond may manage mortgage
assets 1.;0 closely match specf.f tc investor preferences.

'lhe trust tnatr-unent avoids the inherent limitation~ of the
unde:..~lying mortgage , namely, the lack of call protection,
inflex~>ble interest, and unpredictable principal JXI.)IIDellts. With
mortgage "'l9.tur:lties varying due to mortgage prePl~€f1ts, yields

are dlffi(!ul t to predict because pr6p;l.)mentschange the effective
yield. The trust. in effect, separates the loan and origination
tuncttons fran the investment functioo.

~ponents >a.rg\J:! that TIMsmay leaq to l.mJrwent lending practices
(j -

since the trust, simHar to earlier REITs, v.ould face great
pressures for growth and high yields that .,could canpranise loan

;)

quality. $JDe ob8ervers see a Conflict of 1nteres,! between tr.oee
o , .' IiwhO benet! t frq1l nHl88 $8.1e8 and tl¥>ae mo \\Ork for high loan

" ;::;:\

qual1t)'. M it s'tards, ~tore TIMErhaVe the REA 'fledbil1ty a.lY.l

tu treatment CUlT€:ntfY ex1),..~nded to REI'l'S. Cbngress mtJ&t enact
specia2. 1,egisiatloo.34

P!iJ.91ate" cornpudes are also, active in tl'.Ie eeoondary illSl'ket;
:::-,

typically they or1gina.~ rl(()~'1nfo:rming loans, such as
reaident1al !DOl.1:itC- that -e.;1 th.~ mu:lmundollar limits of
othel'" secondary market acencies. ~ig1nators, soob as tlJe
1.t>rtga&3 Guarantee Insurance COrp:>l'U,tlOJ1, iasue mortgag~

certilica.tes custar.:1:2Sd to~'suit particular investor. specifi-
cations. C1'ticorp and the Financial (brl,X>ra.tiQnof !maries. are
other f:lnaDcia.l 1nstttutiOO$ that have VJsued ,trivately
originated. mortgage-ba.cked 98Curi~~es. Any loans sub'Ditted fot'

\
securitlation must have private ~rtaage insurance.

. I)
J_::;'. )1

--_.,---
at! Mary Marteil, "'DLxati.Jn of the M:>rtga;e FOol", !tItle .:burnal
,r .cr leal EBtliP.teTuation', SUmler1984, pp.341-58.
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The Tax Refonn Act of 1986 ~eated a special vehrc le called tna
Real E.c;tz;ceMortgage !nvesrmeri1:Conduit (HtNIC). This vern.cte is
for entities that issue mul tipJ..e classes of investor offerings
tacked by a pool ''of mortgages. Al.1Y partnership, trust, or

similar entity meeting the qualifications is granted pase-througn
RFlwlICsta l:US. 1'0 quaHfy for a RflfIC ,. the ent!. ty must meal? two

tests regarding assets and the investors I interests.
(I

\,

RlllIC a.sseta. The required assets include qualified rortgages
and pel1'ft1tted investments. Qualified rrortgages are obligations
secured by an interest in real property; these ma.y teo par-tt cr-
pa.tions or certificates of beneficial o'l!1ership interest.
Permitted i:tvas1ments are cash flow investments, qUD.l1fied.

"

reserved assets I 8.1ld foreclosOO prf')per.ty; these ihvestments' are
, '

received for a tfl!1Jx>ra1'y plIIriod before distribution to holders of

a. REXIC interest. SUch cash flOW' illves1ments are limited to
jntere3t pa.yments (pusive :!.nCcme).

o

~1if1ed reserve assets are any il1uuatble property ''held for
o investment as part of 8. qualified reserve fund; these l'CMl"Io'e
funds' are used to pay e~aes 4nd to r4Y holders of regular

interest" Foreclosure property held bY the HEMIC tor mora than

one year atter acquis1 tioD ~-:to be a permitted investment.
,---_. .--::-:

In9'Gll'tors' iJtteraBts. Investor's are entitled to principal and
interest i'»-yments as long 'as the iD.tP're5t payments are ndt
dlspror:o:rtionate to the pl'lncipl1. As a tax\) cooduit .ent!ty ,

nDtIC is subject to a penalty tax equal to 100 percent ot its net
1.nllatle frcm probibltoo traruMctioD.~. Such. tra.n.sactiona include

\', ir

selHn~\, (tua,l1!1ed mortgages. uoletis the sale 1s to substf.tute
replacelD't!nt ffiOi'tg:ll.ges for defective mortgages. Qtha!"

prohibitions are that (1) RaIle is not permitted to hold incane
fran a.s.9I$tssuch as inC'~ received for servicesr arId (2) REMIt

;!
:.(
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may not sell my other investments that do not represent a
qualifled sale. '!he effect of a REMle is to extesd too tax
.exemption features or a REIT, to mor~_age p:>ols.35

(Al:ready z., €'.xistence in S. A. for certain ·.tE'.idardi2f!d

lnstl"'unents) •

c

Using the secondary market, investors may hedge long- term
contracts, corporate 1\ .)bt, and real estate loans with G~A

futures contracts. }Jeqglng is simply a market p::>s~-::::~ken to
i\ - fl.
~bf!set interest \. )risks. Since 1975, the 0l1cago 9lalti of\ ?
Trade taB provid~' futtn"eS contracts tor <BfA, fixed-rate •
30-year mortgages. FUture- interests may al so be acquired in

'l'reG.SUrYbills, notes, bonds, and certa.il'l types of carmercial
credit. Fi.ltancial 1nst1::tutlons,,' sooh as dealers in GltIA

coa:tncts J aav1ng8 and loan !UBX:i.atioos. and IIIQrtaage bankers,
, 0

_y sell short to g'''i1'J! against rim,. interest rates.

'lb explain the~ ._-~jceduresi ~.t iet belptul to review three
1mPO.t't&nt"~*fs of the caDDOd!ty futures market: the 1llU"'g1n.,

\ i ...

abort aellinl. and ~ 10Dg.
1)

1be ~. 'lbe .... iD consists ,)01 a depoei t oe a future

caxmitment to but or sell a :futures cont?act. For exnple; an
asacc1At~on_1 buy a (,1fQ fut'llre6 contract in deoardnati~ of
$100, rot,) for a 2 percmt margin, at $2.000 per contract.

II

II
35 Stevs D~ Dilley • .JamEit C. Young~ e.nd Vernon }bVal. 'Th~ 'Dlx

BetOl'lD Act of 1986: 'lUation ot Heal Eat..'l.te Transac't.l,pns'
(Par_u.s t N. J.: PrenUce-aaU Information Services. 1997) i

- 11>.'12-73.

~ I.

\
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sells short G?.JMAor '!'reasury blll contracts. If interest rates
ri1'Jt:'. the developer l,:aYS irore interest on t~ construction Loan
and recovers his or her shor-e }l.)sition by P~kC'h:t .Lng a futures
contract at a lower price. In other words, profits en the
futures contract offset the higher cost of the deVf~)~opnentIoan,

Buying 10111is an agreement to purchase a contract in the future
at a specific price. Cur:t"ent high rates can be protected tw.r
Duying long. For instance, a mortgage banker rray believe that

current high interest· rates will decrme in the next three months
when.tile mortgage banker will have $10 million to invest.

A Sl.V11'l1!1 A8IJociat101l Bedps a P'f.%ed-Rate Ilor1:g&ce

~rttol1o (PaJI_ a. r1Be 1rt interest rates)

~:IO~1I14I
~Mf\l ..,... Of • $$ million.Ii_.,...."""'... pcH1f0ll0
at 90. l

$~.500.000

S~1
v.. of 'I'IMII. ~
~tot5.

-",E·Q99
1.oM: .$ 250.000

The aIOCIClIOn .... 10 .."..new
GNU.«. t..dur .. c:onnQS AI 1$.

$4.750.000

TM U~1IOft tM.'Vf 60 QNMA
c:onueaa .. 10.

In July the nortgage banker buys $10 mUl10u of September
contracts at 85 points, wbich yield 12.5 per'cent. In septauber
as interest rates dI'Qp, priceR increase and th"! ITOrtgagetanker
mtls!buy at 3. higher price than :in July J but the loss is offset
by the prott t earned 0;1 the ;;futures contract ..
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security price decreases to $115.000, the developer will buy the
bond m the secondary market for $115.000 and sell to the maker
of his put for 5120.oon. Tha!: is. for $115.000 the developer
will buy back the long put that originally sold fo~ $120.000. If
zne converse holds true - the tnteresr rate decreases - the price
of the bond increases over the str1ki.ng price and the aeveloper
does not exerctse the long put. 'The flcal result is thai' the
long put gives protection against rising interest rates at the
cost of the option fee.

C4>t101l illlLrket Defini tioos

Sou.~: Ada;Jted fran WUliam C. Ha.ndor:tand Michael T. Mc.Cal"thy,
"The Advantages ot Hedging Uncertain Borrowing Costs with
OptiOllS", 'Rea.! ",Ttate Review', F;Lll 1983, p.87.

SJort call optioas. A abort call protects unknown future
bor:rowtng costs by generating if1caD1!. SUpp.::>sethe developer
negotiates a COI1!1trUetion loan to be exercised. in three months at
four polnts above the prime tnterese rate. In this case, the
developer' may sell the right to purcr.a.se a. security in three
I1Dnths tor J. fa.vourable }.'\I'ice. FOr this illustJ."l1tion, as8lIJ1'.! a
striking price ot $l20.o1X>~by agreeing to sitll a security for
$120.000 after three months. the developer d'eCeives a fee or
$5.000. If tile interest rate declines ru:xi the narke't price
increases above the striking price, tho call option is
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exercised. 'me fee pa.rt:iall!f offsets the falling interest raT;e

because the developer m;:;St sell the bond at a price lower than
the current rmrket. A:.::>o,:~11€: Jeveloper benefits bj~paying less
interest on the constructaon loan. Should interest rates
increase and rood pric~s fall, the call purchaser does not
exerct se the option; -tne fee the developer received offsets, to
sone extent, the higher c6'nstruction loan interest rate. ()

$a.V'ings associations use opt.ioo c...ntracts to hedge against
..fued rate, standb-.;I loan coemi.tmenra, For example, an
assoctataoc may agree t,) provide construC\~ior. funds at 15

percent, to!" the next 90 days. If interest ~\tes increase above
15 percent, the ;.'\ilaer exercises the catmH·t~nt; hdwev('t", i.f

rates drop be.J.9WiJ.:pep:~A~l the builder negotiites p, lo~r rate
\.' . .. " ,!

fran another lend~ ,'~,'~ To.: .. :edge against providing 15 percent,
tnterest when loan rates have increased, the assoctatton r.ay

purchase a. put in the options mal'ket. If tnterest rates rise ~
the value of the put contract increases, (,ftsetting the
difference between the below-mal'ket 15 ;;ercent loan and the
market rate loo.n. !f interest rates drop, the value of the
put decreases; short puts, thers:tore, hedge the interest ra.te
risk fer standby' camUtments.

In effect, assc~iations face 1;9K) carm:m options available to
bor:rowers; First, the standby, :'ixe<i-rate loan coomitment is
taken by buil<\er~ when rates rise above expected levels; the
<lss:>cia tiCn makes no corresponding ga.in ., 1'Xlwtwer, if the ra tes

\ I '

drop, because the ruilder will find at'. .. fWlding sources.
secoed, associa.tions lose wben borrowers ref:J.nanc.e loans as
i..terest rates decrease. Whenintarest rates Increase, there is
no cOl"respondlng refinancing - aga.i.n, to the diS3.dvantage 02 the
aSSOCiation. By hedtP.ng in the options !'IJU'ket, sav1ngs
essocia. tions may oHset interest· rate !"isle exposure.
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Tne •secondary roortgage market' encourages "':he geOg~PJlic
mobility of mortgage money, e_nabl-:-~lenders to conver-t rrortgdges

II
// to cash, and sncoths out extraTl'a var-ia ..tions in the supply and

danand of roortgage funds. VIOre signific.l.'1tly. 'mortgage
pools' .cperat mg through the secondary rrra.l"ket, attract
substantaat add.1.tiona.l funds to mortgage markers, The secondary

mortgage rmrket is dominated t:! the 'Federal National Morr:gagE)

Assoctatdon", a quasapubl.te corpora tion that buys .tortgages f!":n

approved J'lX)rtgageoriginators for sale to investors

'!'he 'Governmt..•.l; NatiCl1lill Mortg~~e Assocra rfcn I priJm.rily buys and.

sel1S' FHA~insured or VA-guaranteed rortgage'$. This agency leac:fu
{'l .. 1/

itt ,Illckaging bel.ow-n'arket interest rate mortgages as col Ia teral
for IOOrtgage-oocked securities. The 'Federal Home Loan ~t.:>rtgage
Corporat ton operates UQ.;1er the Fl.>dera.l H<.:IOO Loan, Bank J30e.rd to

buy and sell c~vent~linal rrortgages primarily fran savings
} \_f ,'.

asSOCiatiOOB. LastlYJ t~ lFa..."'!Dera~ Administration1 f a unit
of the Depe.rtment of Agr1culture , c;lIll.kes direct loans 'for rura;
housing, it also .places IOOrtgagei in to pools and sellr; .:;;Zs:-tifi\j
cates of beneticil.l omership to lendell'S. fJ

\\
.-~
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South Africa is today the commercial,
industrial and technological leader in
Africa. Its development over the past
100 years was preceded by the
discovery of gold on the Witwatersrand
in 1886. This acted as a catalyst in
triggering the development of the
country's vast resources and the
enterprise of its peoples.

The United has been an integral part of
that development" It has grown from a
terminating building society, providing
housing in the mining camp that was
Johannesburg 100 years ago, to the
national broad- based financial services
giant that it is today.

Along the way then: have been many
changes. The financial services
industry in South Mrica has adapted to

~

-
JDhatmasburg

No.' "~i"'''"e".", Soc'""

Bethlehem
B'Jildio9 Society
1941

StAndrews
(.Johannesburg)
BUi!ding Sociely
1944

Gr6)1own
Building Society
1!i78

L_ __.

Johannesburg J
No' '''''''''j Johannesburg Johail!1esbllrgBudding Society
18119 No.3 rcrm ..18ling No, 4 Terminating

BuHding 8o.:iety BlJiiding So'..ociety

~,- I[~~Building Society
Queenstown1E:93
Building Society
1941

I SA Trade Union
(JOhannesburg)
Building Society

I 1962

Vryilold ~~"T'JBuilding Society Building Society
,_

197i1 1981

~--~

1889-1989
the growing demands and
sophistication of a wide variety of
clients.
Competitive edge h,,-~become
Important, especially in the field of
service ._often the only way to
differentiate between competitors in
the industry.
The lading of the once clear distinction
between the bUSU1CGSeS of banks and
building societies has led to
encroachment by each in tne business

J(ln(Jl!nesburg in 1889.. a 1:/usteroj'd'lJ.!c:lings spread '1cross the ~..dd.

of the other. Aggressive marketing of
competitive and innovative products
and services, supported by advanced
computer technology, has paved the
way tor maio:' changes in the manner in
which the man-in the-streer conducts
his financial affairs.
In 1986, the United, through a newly
established holding company, became
the first building society to convert to a
lined public company. Within two
years it has become firmly entrencheu
as one of the country's top listed
financial institutions with broad
interests in all aspects of the industry iu
which it operates.
At the beginning of its second century
the United Group is wen placed as one
of the country's leading providers of
one-stop financial services.



Group profile

UBS Holdings Limited was ineorporated in the Republic (;If South Africa on 2
October 1986. Its main obiecrs 'ltt:~"operate as the control company of United
Building Society Limited aL'; U';lil.efi &n.I~Limited, and to cury Qn busi.1.C:SS as
an investment holding COOlPI' J \ . t 1: ': (it\ 'lli> provides 8 broad spectrum of
competitive financial, insur.m·::! ."l.:i ~rr.'.~:1Y services, particularly aimed at the
man in the street.

The Group iscommi(teJ to:
Op'.~vidingits clkat8 with service of such superior quality as will dift'e1'eIltiatc it
from all other participants in the fiQ&UCial services industry;

O~Jaintainin, an optimal ~ between the long-term intcresti of in
sl).areholdera and the penc.tla! well-heir, of its staff. n:wardi.na their

1\ p(triormance on merit and providing them with opportUllitits for tp"OWtb..mt
, d~:velopmalt;and .
O~~taining the highest~ndatds of intearity and business ethics.
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Features and stati5tics

&lance sheet (It 4lillions)

Income shtemeat (R m;.:.tioDs)

OrJinary alwe r.erfo!'lrullu:e

/f

Shardloldcn' iafOl'!Wttioe

(!

Jolwuaubt.qJ)toclt Esc:harce
perl"o!1Daf',c:e u

i)

()

Features of
the Group results

Shareholders: funds
Total deposits
Total advance,
Total assets

Net income before t!WItiOD
Net income attributable to sharehclders
before Utraordina.cy items

Dividend
P.c;:ained current earnings

Earninp per Mare (cents)
Dividend per IIlwe (cents)
Dividend cover (tim=s)
Net BSset vaiue per ~ (cents)
Avc:nsge sbarcl1olden' funds (R millions)
Retw:n on avenae shatdtoI&rs' funds (%)
Averqe tocal useu (R millions)
Rerum on avenge total usets (%)

)1

1-10000
10001-100 000

100001-500000
Over 500000

VolbJw I~t Corporatiou L.iautzd
Mine Officials' ~n Fu.nd
,\line Employees' Pension Fund
Other corpotllte bQdies
Private individuals

/)

Number o(i.Jn.res in issue
Market price: (cents per share):

Casing (lut ItJe)
Jii«h
Low
Weiahted average

r,',\o&ingprice/net ISlet value per slwe
00IUng :>rice/~ l'Ittio
Vl)21.Une of shares traded (mJUions)
Number cf trans&c:tions (thousands)
Value ofshare8 traded (R millions)
Volume traded to number in issue (%)
Market capitalisation (R millions)

2

31 Man:h 3! Mardi
1989 1988

1239~ 1 153,2
11 507,5 9740,7
10683,2 9 153,7
13121,4 117.45,8

215,1 189,0

150,1 122,2
H,S 57,2
86.2 68,5

63,1 51,3
27,0 24,0
2,3 1,1

518,9 482,8
1196,5 1057,7

U,6 11,6
~183.6 10~U6,9
<) 1.l4 1,16

II
~ra Sbare£

Numb« % NWhbc::

15765 92S,l 8~,381 76~
1353 1,7 se 184?41

53 0,1 ,1l416649
32 0,1 108%2"'18

17203 100,0 238945 rn

I 23787267
J 13026200
t H'1761WO

}.n'6 2,8 11• .521575
7S024 9/,2 6J749f31

-""",',"'_"''''_
17203, 100,0 238 'r'4~773

--~--'-"'';'''___'''''--'-

3lM.ucb
1989

238,.5173

435
480
260
382
O,~
6,',1
It,5
'495
8~,1

" 9,83
103':'.4

31 Mar.:-h
~988

238 '146 773

330
645
280
522
0,68
6,4
33,3

14530
174,0
13,94
78M,2
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Landowning
subsidiaries

The modem, c£'smopolimn city a/Johannesburg in 1989-
the hub of commercial and industria.l activity in South Africa.



VDS H(;ldings Limited
Incorporated in the Republic of
South Africa under Registration
No. 86/03934/06 and registered as a
Building Societv'Ccntrol Company and a
Bank Controlling Company. .

Boat'd of directors
II V Heier (Chairman)
W G Boustred (Vu:e-Chairmcm)
P J Badenhorst (Chu!Execu:ice)
S Borsook (B'f'jJsh)
LBoyd
Dx' DC Cr(lnje
RAEdwards
A.Mentis
DDMorgan
JAS~nn
GSThomas

Group audit eommitllee
H V Herer (CJuUmsan)
P J Badenhorst
LBoyd
MT.Ridle'J

"

RegisWred office
27m Floor, Uni1I:d ~s
160 .Main,~t
Jot~
2001
(PO Box 260595 Excom 2023)

Audito.1'W
Saml, Thomson & Young
Emst&~\
~ Acoountants (S.A.)

Slwe transfer aecftmies
('.entta1.~ I..imited
3rd Floor, 154 Marir.et Street
Johannesburg
2001
(PO Box 48<~~.johanr:.esburg 2000)

Group secretary
J R EagIcsham

Directorate,
executive management
an~'administration

DireCtD~cltes of subsidiary'
cempames

Unifl1;d Building Socie!y Lmited
P J Badenhorst (Chait"llUln and
Chief Executive)
W G Boustred .'VU:e-O.airman)
L Boyd
J FOarke
E M de Blanche (Managing l'i1e- ;'Or)
RAEdwards
HVHekr
A Mentis
DDM:npn
M TRidlcy
PEl S\>iU'tZ
GS1bom&S

UBS IaIutuce CoDlp'lUlf L~
c H V lkf"S (Chairman)
PJ~
E M de BJanclle
I L 3 Sturrock

UBS'Dust 1.jmiIM

M JRvan del' Berg (~
RGCllaIer
AANo!th
CAScholtz

UDiIed But l.imited
P J Bed!''1hom (Chaimtan)
E 'R Bos.ean (~ Din>.aor)
DrDCCron~
E .M de Blanche
HVHefer
A Kelly
Dr P R Morilcl
J A StJ:gn:;ann
J L Jansen van Vuuren

Uoi1Jed Development CorPoration .
~) I .imitwf /
H V Reb' (C.Jurimran)
P J Badc:nhorst
RG<lIesIer
EMdeBLwcbe
RAEdwards
P1A Kruger
GEMameweck
AANc~
,!..1TRidley

DiredDrares of p~-owning and
other subsidiaries are not reflected.
Mr 1R Eaglesham is the Secretary of aU
the above subsidiary compani~.

Group er.!CUtive management
p J Badenhorst (52)
B.(Amrm, CA(SA), FIBS
Chief Exeeum»
196(i*
EM de Blanche (51)
B.Comm. FC/S. FIBS
Managing /)ireCIQr of United Buikling
Society Limiitd
19S11<
E R Bosman (#)
B.CQmm (Ham), MBL, CAIB(.sA)
Managing DiYtctDr o!United Bank Limiiec1
1987*
A Bronkhorst (49)
BA(Hqm) .,
Cmttral ~}HfIItIll1't ~ii::~'
1985·
Dr A P Burger (31)
M.Sc, PII.~ Sci.Nat
~ Manager: Inft)f1tl(lrl(ll'J SeroiM
1979*
R G Olesu:r (47)
B.CompI, CA(SA), FIBS
Genmd Ml;m(tger: Szrat"gic l~
12r:tation and ,4udit
1970*
P J A I<ru&et (59)
FIBS
GmnriI Mmu;rgtr: LMns and ..Droperty
1947*
S P Leach (3~;)
M.Comm
Genm:l Manc;~tr: Trea..-wy
1988*

/.,/L A Noah (44)
8.Comm, FIBS
Gmtrrsll1.fanag!!f':F;'~
1969*
C A Scholtz (39)
B.Comm, MBA, CAlB(SA)
GeMralManager: Sa.~
1987"
M J R van del' Berg 1~9)
B.Comm (lions), MIOM

, Gmmtl Ul#lager: ,MtrrketilJg
\~1964*

It. C van Vliet (5~}
Gentral Mmwgtr: UTiiud Bank Limited
1987*
*Yearofjcining United Group

Stated: H V Hefer
Chaimtan

Sta7llJ!ing:P J Bq4en}umt
Chit! EuetaWt
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In September of 1886, Robert Holliday rode into the camp that

Iwas to become Johannesburg - the commercial heart of South
. Africa.

In 18h~, in response to the need for permanent housing to
·.··.1. replace the tents and temporary dwellings of the burgeoning

population of the area, Holliday founded the Johannesburg
No.1 Terminating Building Society.

I
Four years later the No. 1 Terminating Society merged with
three others to form the United Building Society. The fust
meeting took pi ace in the courtroom of Captain Carl VOlil

I

I,
I,
IBrandis, Johannesburg's first magistrate. Holliday was elected

chairman and the building society movement in South Africa

I began to gain momentum.
... In 1902 a land mad: occurred with the opening of a savings bank

and Frank Edward Blackwell, a chartered accountant heading
i the society, began the task of reshaping the United along
" business lines.

His efforts, including lobbying me Transvaal Government for
protective Iegislatien for the industry, continued over many

I.., years. Despite the upheavals of the times and the Great Wall."
. between 1914 and :[918, the United continued t grow.

By 1919 the assets of'the Society were almost one million pounds

IIand the United was poised tor further dramatic growth, but its
'. ; development was temporarily arrested in 1922~when the

infamous miners' strike brought business to a shuddering halt
and the chairman and directors found themselves concernedIwith preserving assets rather than the growth of business.

I II

ri~firsz Unl p;tcl!d in F~~s'+""
camp in lilt 188fh.
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Cover of the United's 15th AnnuaiReport.

TI,e 1912 Ar.nual Report depicltd opica{
housing (lfthe rime.

A Carter
Chairm.m 1893-1897.

i HEva".s
Chairman 1909-1911.

T B Carruthers
Chairman 1917-i921.

MDMt:ua
Chairman 1911-1917.
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During this time, Mr Ruben Raphael succeeded Frank
Blackwell ar-' ihe Society expanded beyond the borders of the
Transvac' .clude Cape Town (l923)} Port Elizabeth (1926)
and Durban (1931).
Once "gain prosperity in general was thrown into turmoil by the
refusal of'the government to abandon the gold standard, but
mounting protest forced the government to do so in 1932. This
decision rendered immediate results and the 'dronght' that had
forced business and the financial institutiocs into stagnation,
was broken. Funds began to flow back to the United and
lending operations resumed.
Once the Society had ccnsolidated its position it pursued a path
of expansion. In 1941 it acquired the Bethlehem and
Queenstown building societies and in 19# it absorbed the much
larger and popular St Andrews Building Society.

I

I

I.
t·· .. .. .,.,"us "0·'4•. ;7
if" All offiu of tit' far,nutllm
k tJ/1IJd4y'J~

,I . " ' __ <
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Although the Union of South Africa had been steadily
developing its industrial base, it took the threat of war to trigger
the creation of heavy industry and a supporting infrastructure.
Paradoxically the United. benefited financially, as first Europe
and then many other countries of the world, moved towards
war. The commencement ofhostilities in 1939 also marked the
occasion of the United's l!;ulden jubilee.
In this 23-year period up to the conclusion of the Second World
War, the United's assets increased to more than. thirty-three
million pounds and profits topped the one-hundred-thousand
pound level for the first time.

IJ
I}

I.
t
I
,I ,

,TB~' .
:~' ~ 1929-l938.

8

I)~'Co,~
~ 1938--1955.
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I The United building, St Ge'lrge's Street,
Cape 'JOWll.

UNITEDl
BUILDING SOCIETY

IMPORTANT NOTICE TO TilE SOCIETY'S
BORROWERS ON FUI.L-TIME

MILITARY SERVICE

The B03fd of Directors hns pleasure in cnnouncing that.
1D respect Ot homes bonded to the Society, the rote of
interest 'Will be reduCEd tc 4~~e;;(or the perioo during
which the borrower or the pri~cip:ll brcud·v;inncr is
on f~.tima '.nilitnry service.

Thin concession will begranted bythe Boord at itodi=!lon
to ezisting borrowers, who will be required to submit a
formal cpplication fer consideration by the Society. Full
~ lculars of the Rebate of interest and application forma
are available at ail of the Society's Office s,

United's assistance to men
on military service in the 1940 s,

Unile£l staffon. active seroice during the Second World War.

FOREWORD

ONE of the biggest pr.:lc!ems faci,19 Sollin Africa is
ihe protlis!on cf homes "hic.h are so urgently r.quired.

The IIUna,d" stand. ~.dy equipped to larry Clut this
.-orl. We h~W"ttthe re,oure(\l. w. hav .. ihe crgani:atton
and. mod imporiant of .U. w. h... the 9xperiene.
aecumu!afed ovor C6 ye~rs whieh will enIJbl. IJ'E to .nist
in ~.c~j;n9 ~h" hou:;ir.g probf.m!n • Jlltermin"d lind
pr ..c:.tical meneer,

w. han producod ~nIs bOQUet conh1!nin9 some of
our Jelected plan!! of ml'ldioJt:'l.ziled houI.s. in the hope
that it may provo of assill.nca to those people .,ho ere
desirtius of building their own homu, In .ddition. tha
"United" hlo!Oor':i"r:s end ropl"eseflf,Hvu frGined' in this
specia\iaed Fid~ lin centres {as iided (In Paget 24. 25.
26 end 21) wh II .. happy to .:.sid and .dllis. ill ...gl d
to the bu:~~ir.g 0\ AS.

Promauon OfhfJ1l te O'Wnerskip s1wrtly after the Second lVorld 'Wal'.

OCTOE81, 10;.15.
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As t!11! reconstruction following the end of the war began and

,
••, servicemen reuirned to their civilian occupations, there was a
JI huge demand for housing and home loans.

\'fithin five short years ofVE-dliY marking d.i.~return of peace,'
the assets of the United had risen to seventy million pounds and,I C

1
limbeasteadily thereafter. I' h
'echnological developments had begun to acce erate m t e war

years and the world moved i, a second industrial revolution.I Inevitably, the focus of development fixed firmly lin business.

~ ;;;'J;enJing de~ualiur. ",rour t'l4mncy Jparketi a st.aff
:ro~tMw.

I
I
I li_IIl.UUIt(i -;i)( IrTY

..... ~Q-<...... ,....IIoiq._ ....
~~.,.......,..................I

I
I The move towards mechanisation in the financial services

industry began and formerly manual routine clericll tasks were
inexorably mechanised,
In 1956Mr W F (Frank) Boustred became chairman when
assets (ld alone hundred and thirty-eight 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 Mrican
conti 'lent. Political changes -wept through Africa, and the
empires established by European powers began tc crumble. In
South Mdca, a Republic was declared ml961 end the United,
despite an unstable po;tlitiCdi climate which led to a depression in
the property market, posted 11net profit of Rl,3 million.

I
I
I
1-

I
I
I , 10
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W FBosstred
Chairman 1955~1969,

I If orJy Iwere human,

I
I
I I'd jump at the chance

of 'investing with

I

I
1-=======-=--=..J

Pronwtitm in the early siyti.Js.

TheFox Strut bu,;aii1g. Jphanru,sburg, tvt'. oJTJdally opemd in 1955
by liteMini$Ur o"Finance. 1M Hen, Mr 10m Naudl.

1le u« r~zy of U1riltl!'S
](I/ranneslJurg Spans Club in19M.

'Initth=,,~
f{Wi .Met Amtllltt/~tiUll" ~

1.,/

\X:e are the boys who know the iuys
Of w')rkifl~; for self-satisfaction,
It makes us fed fine just to gaze at our &ign
And know it's a source of attraction.

Tbn» (hurs/rr the (lid lUiS.! !

We ere the type who 1l.'\Cf gripe
Or are given to recrimination
When loans we submit are consigned to the pit
BcC;IUS~ of a cut allocation,

Thru cheersfor ~I,.old V./J.Y. !!

\'\;'e are the lad.cwho spurn the cads
\Vho ntTer their representation.
\vJe might get more cash, but it surelv WU~11ddasl
Our hopes (If a high social station. .

Three dJeeN tor the eM UB.s. !!

\1I;eare the men who reach for a pen
To write for Head Office permissson
To collect all arrears for the next twentv \'e~15
\\;'ithout anr ehocghe of commissron, ..

Ttr« .hem for Ih~ old UB ..r. !!

.:
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In 1964 the United celebrated irs diamond jubilee end only a
year later the horizons ofbuilding society operations were lifted
by the amendment of the Building Societies Act to permit the
establishment of wholly-owned insurance companies. This was
followed in 1969 by a concession permitting the establishment '.Ii
property development subsidiaries.
The United's developing role as 'paymaster to the nation' led to
huge volumes of business threatening to overwhelm the existing
business systems. To avert the pending crisis an Organisation

I
I
I
I
I
I
I
I
I
I

PWSceaTtf
Chainr.an 1969-1987.

I1VH4er
Chaimran 1987-

I and Methods team was established to investigate the ins lallation
of a computer system. Their efforts culminated in the
installation of the first on-line real-time C ,Jutet system by a
building society in the world ill 1967 whea eomputerisation of
the llociety's millions of accounts commenced,
In N69~ Frank Boustred retired as Chairman. The period from
19M to 198'7 marked the era of Philip Sceales w'1ose foresight
and .leaderspJp saw the Society grow into a financial giant
_;uln:~nating in its conversion to a public company and the listing
of ill:holding company on The Johannesburg Stock Exchange
on 3 December 1986. This paved the way for the development of
the ,;roup :, .to a fully-fledged ft..a."!cnu services organisation
under the leadership or Mr Here Hefer ~Chairman, and the
Chief Executive, Piet Badenhoret,
By 1989, its centenary year. the United Group is well on its way
to. achieving this objective - one-stop financial services have
become a reality fol' United clients.
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To 'survive or thrive?' ~lJL1Sthe questi01. put to managers attetulillg a strategic conference in
September 1969.

United Taaers-« G.'Dllp headquarters since
1978.
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Mr W G Bcustred pmselZting MT Philip
Sceale: with a gift on his retin:mellt in 1987.
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.4utomatic teller machines were first
illtroduced by Unilad in 1977.

The 99-year-!e(lsehold scheme
encoumged Black home-ownershijl,

July 1988 saw the laund: oftlu: United Bank cheque a7UIcredit card accounts,



It is gratifying, in a period
characterised by intense competition,
to report a year of satisfactory growth
in both assets and earnings, Net
income attributable to shareholders
increased bv 233% to R150.7 million
and earnings per share rose from
51,3 cents to 63,1 cents. Including ..
final.dividend of 16 cents pel' share" the
total dividend amounts to 27 cents per
s'tl\rc (1988: 24 cents) covered 2,3
timer. b· rings,

Operating environment
In our review last year fiwas presaged
that the domestic ecor.t;tny 'Would
remain buoyant with conduued
pressure ell the balance of payments
and consequently continuous upward
pressure on inter-at rates.
Notwithstanding the spiralling interest
rates during the year, prime rising
from 14,0% to 20,0%, real domestic
expenditure and imports did not
respond adequately to the more
stringent monetary and fiscal measures
adopted in stages during the year and
demand tor credit cominued unabated.
Coupled with a substantia! reduction in
the dollar pnce of (lold, the country's
large foreign capita! repayment
commitments and a decline in the trade
surplus, the Rand depreciated
markedly.
The substantial increase in nominal
rates on the one Alandand a decline in
the rate of inflation on the other,
resulted in real rates of return for most
of the vear, The level of domestic
savings, however, continued to decline
to an all-time low and investors wtce
unwilling to invest in fixed interest
securities.
The flow of personal savings to the life
assurance Industry continued.
investment in their tax-advantaged and
inflation-hedged products providing
real returns on the savings of private
individuals. Outflows from tax-
concessionary investments continued
unabated, the fixed returns on these
investments being unattractive in
relation to other investment avenues in
the prevailing economic environment.
The proposed phasing (;"t of tax
concessions on these jr"l estments bv
the authorities has be;)l postponed e

until 1990.
Once again therefore, the Group has
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nab co rely on the corporate sector for
the major portion of its funding
requirements. Expectations th'lt
interest rates and inflation would
continue tc rise resulted it:> roth
corporate and pri ....ate investors being
reluctant to invest for any hut short
periods. Although not nearly adequate
to meet requirements, amendments to
the :oauks and Buil.iing Societies Acts
afforded the Group greater flexibility
in funding its activities, particularly in
regard to the building society'S ability
to accept a larger proportion of funds
on short-term deposit,
The financial services industry was
characterised during the past year by:
C further broadening of the types of
business conducted by the various
finar..;;;W institutions;
CJ increased realisation of the
Importance of a r~,'l\il client base and
the generation of business
opportunities through relationship
banking;
ointense competition for market share
of retail business;
Obigbly competitive, and in SC'01e
instances uneconomic, rates and
charges for services; .
Oaggressive and expensive
pzomotlonal and advertising campaigns
inmarketing new, enhanced and
innovative products and services;
okeen competition for the services of
the rela ely limited pool of skilled
personnel; and
Llaccelerared investment in new
technology to facilitate the new
prodr 'ts and services.
TIl\'; major beneficiary of all these
developments is, of course, the
financial services customer who
received improved Sl!MCe and an
extended range of more sophistjcatc('
products and services at lower costs.

Group activities and investments
The Group concentrated its efforts
during the year on maintaining its
position as the leading provider of
finance f01 homeownership and in
expanding its range of products and
services. mainlv through its banking
subsidiary. Further diversification
through new acquisitions was limited
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to the acquisition at minim)! cost of:
!Ja lOO'YIl interest in a trust company,
the name of which has been changed to
UBS Trust Limited, and which
specialises in the drawing and
execution of wills and the
administration of testamentary an';
inter·z'itJOs trusts: and
Lla one-third interest, rile other
participants being JH Isaacs Group
Limited and V'olksk:ls Group Limited,
in Combined Participation Bond
M\U'.agers (Proprietary) Limited, a
company formed to take over the
independent p"rtr;;ipatitin bond
businesses conducted by those
organisations,
These acquisitions have further
facilitared the Group's ultimate aim of
providing the fullest range of fi~OOJ.dal
products and services,
The moratorium on stamp snd transfer
duties incorporated in the Taxation
Laws Amendtuem Act, 1988, has
provided the clroup\;W.th the
opportunity to re-organise and.
lationa!ise its structure at minimal
cost. The approval of the Registrar has
been granted and application to Inland
Revenue has been made to:
Lltrsnsfer the 100°.«.Interests held by
United Building Society Limited in
nBS Insurance Company Limited and
United Development Corporation
(Proprietary) Limited (together with
its subsidiaries) to UBS Holdings
Limited; and
Otransl'er to United Building Society
Limited, the immovable properties
owned by its property-owning
subsidiaries {(,Howedby deregistration
of the subsidiaries concerned.
It is anticipated that these transfers will
be implemented by mid·1989.

Operating eesults
In line with its oJ,iecrive to strategically
reposition itself as a provider of a
comprehensive range of financial
services, the Group implemented a
management and regional
infrastructure to support this
Important phase of its expansion.
Accordingly, a core of experienced and
skilled people has been employed,
training has been broadened and
accelerated and the necessary computer
support systems have been developed,



ai! in a. very short period, wi.dt resultant
cost implications during the current
~ear in !Jarticular. A major portion of
the costs concerned related to ehe
development and marketing of two
core retail products, viz United 13anic's
on-line real-time cheque account, ~i
first of its kind in South Africa and its
highly competitive range of creoit
cards.
Despite these increased cow, and the
very competitive operating
~nvironm{,;n~~hlch impacted business
margins, Ute lrrroup's strong financial
position, itS}~~~t-efficie:Jt
infrastvucj \:id broad-based
diver,i:fic~ ....._~lOder£aketl during
1987, were major factors in the pOllting
of ,J_"1 increase of 2:.)3% ln attributable
net income which rose from R122.2
million to RlSO,7 million. The
utilisation of ~'~tpjtalin the Group
improved, the return on average
shareholders' funds increasing to .
12,60/0, mIll gina11ylower than tlv::
average rate of inflation d~;:he
year. The return on average Jlf~ts, an
important Ir..d.icali,r of overa~
nerformance 'fl me fmanci1l services
industry ~improved once tqJain,
reaching 1,24%, the hI.;~fin the
industry, against 1,1611(1 the previous
year. Net income befare taxation,
including dividends from associates,
increased from R!89,O million to
R11S,l million (13,8%) but, mainly
due to a large; proportion of non-
taxable income, a lower effective tax
late of "1-3% resulted in 1'I~t income after
tax increasing by 21,4% to R122,9
million. Attributable retained earnings
of associates, Including those of
Commercial Union Assurance
Company of South Africa Limited for
the first time, rose by 30,3% to R27,S
million.
Earnings per share, based on net
income (before extraordinary items) of
R150,7 million and the weighted
average number of ordinary shares in
issue during the year (238 879 106),
increased to 63,1 cents from 51,3 cents
the previous yenr, an improvement of
23,(J'!';).
Dividends in respect of the financial
year amounted to 27 cents, covered 2,3
times by earnings, compared with 24
cents covered 2,1 times last year .
United Building Society Limited was
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once again the major contributor to
Group earnings, accozmring for R74,J
million <49,6%) of ~,..tributablc net
income, compared with F:,;r'A million
(54,3(),;)!last year, The equity
accounted earnings relating to the
Group's investments in associated
companies including dividends earned
from these sources amounted to R39, 1
million, re~~rescnting .l5,9% of
artributabie net income, compared
with R2),9 million (19,('70) the
previous year. UBS Holdings
Limi,ted's contribution amounted to
Rl~,7 million, representing] 1,1% of
tio" Group's earnings, while UBS
Itlsurance Company Limited
",~(mtributedR18,6 million (12,3%).
Group assets grew by Rl 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 pen enrage points, is indicative
of the Group's sound lending policies
and the quality of asset and liabilxy
management.

ODS Holdings Limited
Apart from the issue of an aj~\tiona!
100 000 shares to parricipants'in.the
Company's Share Incentive Scheme,
there was no other change in the share
capital of the Company. Shareholders'
funds, however. increased by the
addition of substantial retained income
arising principally from dividends
flowing from wholly-owned
SUbsidiaries, th': quantum of which is
determined to ensure maximum
investment flexibility from a Group
point of vic' V •

United Building Society Limited
Net iricome after taxation, including
dividends from subsidiary companies,
improved from R76,7 million last year
to R86,3 million, an increase of 12,51l/o.
This is considered satisfactory having
regard to the extremely competitive
funding and mortgage lending
environment in which this Company
operated.
Total assets increased bv Rl 399
million to R12 078 million at 31 March
1989, a growth of 13.1"%' Its principal
asset, mortgage advances, grew by
Rl 206 million, an increase 1)1' 13,3%.
On the other hand aggregate deposits
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grew b; 14,7% to R'! 1 052 million at
31 March 1989, enabling the Company
to fund mortgage growth and increase
liquidity to desirable levels. Although
rising interest rates affected overall
demand for mortgage loans and
competition intensified, the Company
remained competitive and through
aggressive marketing, lent R2 747,&
million during the year.
It is gratifying to report that the
number of unsold properties in
possession declined substantially from
730 last year to 581 at 31 March 1989.
The total book value, after accounting
tor a further write-down ofR2,?
million to market value, amounted to
R24,5 jnillion, a decrease of RI 0,4
milli~,fl since 1988.
UnsL(!Jipropcr1:ies represent only. \
0,24% (1988: 0,39%) of the total
amount owing on mortgage advances,
which is indicative of both the quality
of the mortgage pottfolio and the
Company's prudent lending practices.
The further slow-down in the
economy) coupled with the anticipated
high level of interest rates, however,
will probably cause this ratio to
deteriorate during the year ahead.
The Company's issued share capital
remained unchanged and, after
declaring a divjdend of R75 million
payable to UBS Holdings Limited,
shareholders' funds amounted to
R667,1 million which is still
substantially in excess of statutory
minimum gearing.

United Bank Limited
The Company, in its first full financial
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 appointment and
training of personnel, the promotion of
its name in the market and the
establishment of an appropriate
infrastructure to support its
operations.
Attention therefore focused mainly on
its activities ill the retail market, but
the ~Jank also entered the corporate
market, offering money market
facilities to that sector. While growth
in balances relating to existing retail
products, in particular per sonal mld
hire-purchese loans, was satisfactory,



the successful launch of cheque
accoums and credit card facilities
during July 1988 represented the
highlights in the Company's activities
ill the retail market.
Demand for its highly competitive OIl-
line real-time cheque account exceeded
projections and by 31 March 1989 the
number of accounts was 43,5% above
target, while growth in credit card
accounts was satisfactory. Their
successful introduction to a market
which is becoming increasingly cost
sensitive, was no doubt influenced by
the very competitive interest rates a.•..!
charges relating to these products.
Growth inassets by R428 million
(243,7%) from a small base, is
considered highly satisfactory taking
into account that special emphasis was
accorded the quality of business
undertaken. Adequate g..meral and
specific provisions have been made for
doubtful advances.
The Company reflected a loss of RO,6
million for the year under review.
which is considered acceptable having
regard to the very high development
and promotional costs incurred in
respect of cheque and credi, card
accounts" coupled with the fact that
economic business volumes in respect
thereof were achieved only towards the
end cfthe year.
P~llllS and systems development are
well tinder way to extend the
Company's product and service range
but in iine with policy these facilities
will only be introduced when expertise
is in place and personue! have been
properly trained. One such product,
the United Garage Card, was
introduced during April 1989.

UBS Insurance Company Limited
It is plea!:ling to report that th{, current
year was once again it successful one tor
the Company. Mrer tID': profit,
including investment and other income
and a transfer from the Life Fund,
amounted to R18,6 million, 14,8%,
higher than in 1988. The short-term
operation earned a modest
underwriting profit of RO,7 million
after conservative technical reserving
whIch more than met the
recommendations of'the M.elamet
Commission, in comparison with the
previous year's underwriting loss of
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HoI~2million. The year was fortunately
free of major catastrophes.
Short-term premium income reached
R51~lmillion gross and amounted
to R40,5 million net after reinsurances
compared with R47,9 million and
R34,6 million respectively for the
previous yea!'. TIle small increase in
gross premiums was indicative of the
extremely competitive insurance
market in South Africa. However, the
Company's excellent claims record
once again afforded a favourable
reinsurance programme and net
premiums rose by 17,0%.
An improvement in the operating
results of the Company will depend
largely on the incidence of major
catastrophes, the extent to which
competitors will undercut premium
rates itt a highly volatile market, and
the benefits 10 be derived from the
abolition of prescribed asset
requirements.
Gross life assurance premium income
increased by only RO,9 million to
R23,7 million. TIle major thrust into
the provision of mortgage finance by
other types of financial institution
occasiomd the introduction of Home
M.ortgage Protection policies with
enhanced benefits. Benefits under the
Company's policies have accordingly
been improved and, In conjunction
with its competitive premium rates, it
is expected tllat turnover will improve.
Investment income increased
substantially and the Life Fund, after
the transfer to the Income Statement,
rose from R94,S million to RI03,O
million at 31 March 1989.
After declaring a dividend of RIO,O
million to United Building Society
Limited, the Company's accumulated
reserves including retained income
amounted to R25~5 million and total
assets increased by 17% from R186,6
million to R21S,S million at 31 March
1989.

United Deve16p~llent Corporation
(Proprietary) Limited
Rising interest rates had a negsrive
impact on sales in the latter half of dle
year resulting in the Company selling
only 690 housing units compared with
the 8i9 of 1988. Accordingly, net
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income after taxation which amounted
to Rl.6 millio», was less than the
amount recorded last year. No
dividend was declared and total
retained income was utilised to increase
accumulated reserves to Rl1)3 million.
Sales were fairly evenly distributed
across the various population groups,
with the majority of sale'Soccurring in
the Witwatersrand and Western O~l"('
regions.
The Company was pa:l't~l!rkly active
in the provision of retirement homes
for senior citizens and launched three
highly successful retirement villages
during the year. All feature high
security and provide owners with
communal entertainment areas and
frail-care centres. Mooigelee, the
largest of these developments, situated
inPretoria. has been sold out while
sales in theLa Provence and La
Gratitude developments ill the Cape
are progressing well.
The Khutsong development in
Mamelodi outside Pretoria offered
purchasers high quality housing on
fully serviced stands and the facilities
expected of an up-market suburb, This
development has been well received by
the Black community.
W'hilst the Company has rationalised
its land holdings and sold land not
considered appropriate for
development in the near future, it has
several projects in various stages of
proclamation, servicing and
development to improve both turnover
and its contribution to Group profits.

Assot:iates
The Group's share of associated
companies' profits (including
dividends) before extraordinary items
rose from R23,9 million to R39,1
million, an increase of 63,6%. Equity
accounted eall1ll',gs relate principally to
the Group's 30% i~\erests inVolkskas
Group Limited in ril~pe~tof its
financial yearended~il March 1989
and, for the first tiro~\,Commercial
Union AssuranceCOItnpany of South
Africa Limited i~respect of its year
ended 31 December 1988. The increase
reflects satisfactory growth in the profit
'ienerated by the Volkskas GrOlH> and
steady progress In the life assurance
and short-term insurance industries.



Expan.sion and capital
development
The planned expansion of the Group's
activities duriag the year required the
estahlishmem and upgrading of
premises in key areas and the devotion
of substantial resources in the second
phase of upgrading and expanding
computer facilities to meet new
technological demands and anticipated
volumes.
During the year the Group expended
R18~4million on capital improvements
to existing buildings, the development
of new premises, the acquisition of
land for immediate and future
expansion of its operations and for
investment purposes.
The construction of United Towers
South which will house the Group's
main Computer Centre, is prosressing
well and is expected t? be completed
next year. The premises to house the
Blackheath (Randburg) branch have
been completed and the branch
commenced busi."lc8SinApril1989.
A programme to dispose of premises
and land no longer required to meet
future requirements 1$well under way,
and during the yeu fixed property
having an aggregate book value ofRS,7
million was realised at a profit to the
Group.
The second phase of the programme
for enhancement of computer
resources was completed during the
year and additional equipment was
acquired for strategic reasons to
obviate capacity constraints in terms of
volume projections and in anticipation
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
required to meet increased business
activities arising from its major
programme of expansion of products
and services.
Planned capital expenditure on fixed
property and equipment during the
tbrthcoming year is expected to cost
some RIll million. The advancement
of technology in the higbly competitive
financial services industry which
demands cost effective and customer-
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friendly delivery systems, is a vital
consideration in the Group's strategic
positioning and consequently, R43
million of the above amount relates to
expenditure in this regard. An
estimated R46 million is required to
meet the cost of new and upgraded
premises and completion ofbw.(ib'.; ';
under construction, .

Human resources
The Group is an equal opportunity
employer and performance, subject to
appraisal on an on-going basis, is
appropriately rewarded.
Despite the volatility of the socio-
political climate, the high premium me
Group accords sound labour relations
provided a stable and positive working
environment during the yeer, and
contributed in no small way to the
successful recruitment of the highly-
skilled manpower requited by the
Group to develop, market and
administer its banking products and
services in p~ticular. Negotiations
with the Building Society Officials
AssociAtion of South Mrica in regard to
working conditions and salaries were
concluded to the satisfaction of all ina
spirit of co-operation and mutual
respect,
A well-trained work force remains the
cornerstone of the quality service and
efficiency we offer our clients. The
rapid transition of the organisation into
a full flnaneial services group has
necessitated the acceleration of
training, utilising up-to-date
technology, and the development of
new courses to equip management and
staff to provide efficient service both
within and outside the Groupo
The Group has a proud record of
operating efficiency which culminated
in the overall 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 industry
and increased business volumes,
however, necessitated an increase in
complements ef'highly-skilled staff ina
market which is suffering an acute
shortage of such people. At the end of
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the financial year the Group had 7 256
employees. Ratios of assets and profit
to staff continue to compare more than
favourably with those of competitors.

Prospects
rXOllUUUC growth inEurope, Japan
and the United States is expected to
decline somewhat during 1989, whilst
it is expected t."lat inflationary
pressures will lead to stricter monetary
and fiscal measures which will impede
international growth rates.
Domestically it has become vital to
slow down the South African economy
to a growth rate not exceeding 3%, in
order to ensure an adequate surplus on
the current account so that the country
can meet its debt obligations. In this
regard it is gratifying to note that there
are positive signs of a change in
perceptions and sentiments abroad
which could arise in the negotiation of
a less onerous debt repayment
schedule. Monetary and fis<'.al policy is
expected to remain stringent.
'The rate of export growth is likely to
decline as a result 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
win accelerate. The abolition of
prereribed investment requirements
for insur ~hce companies and pension
funds could serve to underpin The
Johannesburg Stock Exchange whilst
privatisation of some large public
corporations is not expected to affect
its performance to any noticeable
extent.
The above factors do rwt augur well for
an improvement in the already
alarmingly low savings ratio. It is
therefore unlikely that retail sector
savings will improve and the Group
will continue to rely substantially on
the corporate sector for its funding
requirements. Life assurers continue to
enjoy substantial fiscal and regulatory
advantages and the disproportionate
flow of funds to that industry is
expected to continue during the year
ahead.
Recent changes to the Building
Societies and Banks Acts will afford the
Group greater funding flexibility. Its
entry into a wider spectrum ofbanking
business is gaining momentum and



this, coupled with business generated
through its broader interests, should
ensure that the Group capitalises on its
competitive position and permit
earnings to grow satisfactorily.

Directorate
UBS Holdings Limited
Mr L Boyd, a director of United
Building Society Limited, wall
appointed to the Board inNovember
1988, and Mr J A Stegmann was
appointed [0 replace Dr P R Morkel,
who resigned as a director. We
welcome bum these gentlemen whose
wealth of experience will be inv:lllUible
to the affairs ofthe Group.

n
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United J1ullding Society Umited
During \lbe year the Hon, M.r J H
Steyn ~i~igned as a director and Me E
Pavitt re~fed. from the Board which he
ioiaed in t~ember 1982. To these
gentlemen wt extend sincere thanks for
their contribution to the progress of the
Company.

United Bank Limited
Re'tJrettably Mr 0 P VMl Huyssteen
passed away on 9 June 1988. His
experience will be missed. Messrs H V
Hefer and J A Stegmann joined the
Board during the year.

tJBS In.suraace Company Limited
and United Development
Corporatioa (Proprietary) Limited
Taere were no ~ to the boe.rds of
these oompanie$ during the year under
review.

\\
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Auditors' report

To the members of (lnsHoldings Limited

We have examined the financial statements and Group financial statements set out
on pages 20 to 30. III OIJropinion these statements fairly present the financial
position of the Company and of the Group at 31 Ahreh 19&9and the results of
their operatior .or the year then ended in the manner required by ~heCompanies
I",ct, 1973.

§.am1. Thomson & Young
Charured Accollntatlts (SA)

johannesburg
29 May 1989

~!'nst& "'hinney
\ .~rreredAccountants (SA)

Directors' approval

The directors' report arid the financial statements which appear on pap:s 20 to 30
were approved by the Board of Directors on 29 May 19~9 and are signed by;

HVHeCer
Ch4irman

PJ Badeahotlt
Chu!Executive

(-::)

Johannesburg
29 May 1989
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Your di"':'i.:tors have pleasure 11"1
presenting tl,eir report and
accompanying financial statements in
respect of the financial year ended
31 March 1989.

Nature of activities
As a registered building society control
company and a registered bank
controlling company, the Company
directs the planning. control and co-
ordination of the activities of the
Group which, through its bui.idillg
society, banking, insurance, property
development, trust and participation
bond subsidiaries and associates,
provides an exr#tsiW:: range of
products and fihancia1 services to the
community.

Group results
Group net income attributable to
shareholders, before extraordinary
items, amounted to RlSO,7 million
0988: R122,2 million) and arose from
the fcllowiriaactivities:

1989 1988
am %Rm. %

Building
society 74,7 49,6 66,4 54,~

Property
development 2,1 1,.. 1,8 1,5

Insurance
includingassociate 28,0 18,0 1&,2 13,3

Banking
includiag associate 29,4 1~.s 24.0 )9,6

Other 16,S' 10,9 13,8 11,3

150,7 lOO,!) 122,2 100,0

A general review of the business and
operations of major subsidiaries is given
in the Annual Review set out on pages
14 to 18of this annual report.

Subsidiary and associated
companies
The interests in subsidiaries and
associated companies, where considered
material in the light of your Company's
financial position and results, are set out
inAnnexures A and R on page 29 of this
annual report.
'The Company's interests for the past
financial vear in the profit after taxation

Directors' report

of its subsidiaries amounted to RI06,8
million (1988: R81,8 million). The -
Company's share of aggregate losses
incurred by subsidiary companies during
the year amounted to RO,3 million
(1988: Nil), As profit'S earned by other
subsidiary companies far exceeded these
losses which are not considered to
amount to a permanent impairment of
the Comp..;!y's investments, no
provision therefor has been made in ito;
financial statements.

Dividends
A final dividedd of 16 cents per share
has been declared in respect of the year
ended 31 March 1989(1988: 14cents)
payable on 30 Jun~ 1989 which, together
with the interim div.idend of 11 cents per
share paid on 31 December 1988
(1987: 10 cents), increases the total.
dividend for the year to 27 cents per
share (1988: 24 cents).

Share capital
Details of the authorised and issued
share capital are given in Note 2 to the
finandal statements. The authorised
share capital of the Company remained
unchanged but the issued share capital
was increased during the year by the
issue of a further 100 000 ordinary
shares to participants in the DRS
Holdings Limited Share Incentive
Scheme.

Interests of ~ors
The total direct and indirect beneficial
and non-beneficial interests oi the
directors in the issued share capital of
the Compa."l.Yat 31 March 1989 were as
follows:
Bmtjicia1 1989 1988

25.262
26000

228 S62
20000

NOft-ba.ljUi41

Between 31 ,March 1989 and the date of
this report there were no material
changes in the number of shares held
directly or indirectly by directors,
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Acquisitions
During the year under review the
Company acquired the folloWillg
mvestments:
[J 100% of the issued share capital of
Die Sentrale Eksekuteursk.amer Beperk
for a consideration ofR46 214. The
name of this Company, which is engaged.
in the business of drafting and executing
wills and we formation and
administration of trusts, has been
changed to UBS Trust Limited; and
fJ 33,33% of the issued share capital in
Combined Participation Bond Managers
(Proprietary) Limited, for a
con.<;iderallou ofR70 000. 'This
Company W8$ established on 23 June
1988, in joint venmre and in equgt
shares with JHIsaacs Group 1 imited
and. Votkskas Group Limited, to ~uire
and~d the~tion bond
bu.~ coDd, ~ by those
companies. ,/'I ~I ,

Shareho1det!~\j wOOns
Shareholders of {~l,.\Trust Limited.
passed special resoli.Jons to change the
name of the company from Die Sentrale
Eksekuteurskamer &perk to UDS Tr~ >t
Limited. and to adopt a new
Memorandum and .A.rti.cles of
Association.

Directorate and secret.,. 'V i (

Details of tire directorate and $(.."'\,,~"1'

of the Company and its principal '\
subsidiaries are given on page 4.
.M.rJ A Stegmann was appointed a
director on 10 August 1988 to fill the
casual vaeancy arising on the resignation
as a director of Dr P R Merkel.
Mr L Boyd was appointed as an
additional director on 1November 1988.
In accordance with the Company's
Article') of Association:
Mer.;SI'S R A Edwards, H V Hefer,
S Thomas and. Dr D C Cn)nje retire

by rotation and being eligible offer
themselves for re-elecdon at the
torthroming annual general meeting;
and
the appointments of Messrs L t~Ci\l'd
and J A Stegmann as directors ar: to be
confirmed at the forthcoming annual
general meeting.



TIle financial statements are prepared
on the histoncai cost basis and
incorporate the fol1«wing principal
accounting policies which are
consistent with those of me previous
year. The Group avails 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 s!lbsidilUies. The results of
subsidiaries acquired or disposed of
during the year are included ii·:_:.h~
conselidated income statement fri.Jl
the date of their acquisition or up to the
date of their 4isposal.

Associated. ~D1paai4::i
Associated companies are these in
whicl1 the Group owns n~l1ea than
20% and.not more tIwl 50% of the
issued ~ty capitJ1aa Q IoDl~term
wvcstment. The investments ate state<l
at cost and no account is taken of
fluctuations in lIWkct values. Where
there is considered to be a permanent
diminution in the value of an
investment in an uaexiated company ~
the investment iswritten down. The
Group's stw-re ofproijis of ~ted
companies Is included.in the
consolidated income statement, and
the Group's share ofposr-ecquisirion
retained income and rese.t\"eS is added
to the cost of the investments in the
consolidated balance sheet,

Investments
Investments in stocks are stated at the
lower of cost or market value. Should
market value of stocks appreciate
subsequent to the year inwhich they
were written down, they are written up

Accounting policies

in value only to the lower of original.
'':;.istor market value. Investments in
stocks held by the insurance subsidiary
are stated at the lower of cost or
redemption value. !Jt other
investments are stated at cost and no
account is taken offluctuatlons in
market values, Where a permanent loss
is incurred the investment is
written c10'Ylrll.

Fi1ed assets
Freehold PN~ is held as
investment property and is not
depreciated. Leasehold property is
amortised over the period of the lease.
Furniture, plant. equipment, vehicles
and computer equipment are
depreciated On a straight line basis over
their expected useful lives.

Properties ~=ktfor I."e~le
Properties held for resale are stated at
the lower of cost or net realisable ',a!ue.

Propertiet inpotkIeUion
Uneold properties inpossession ate
ttated at the lower of cost or net
realisable value.

'1

Doubtful advances
Advances are stated after deduction of
amounts which, in the opinion of the
directors, are required both as specific
and general provisions. Specific
previsions are made against identified
doubtful advances. In addition, general
provisions,"based on periodic
evaluations of advances and taking
account of past loss experience,
economic conditions and changes in
the nature and levels of risk exposure,
are maintained to cover potential losses
which, although not specifically
identified, llUf';e present in any
portfolio of advances. Changes in the
levels of these provisions are included
inoperating expenditure.

Instalment eredit agtwmenta
Instalment creWt.agreenlClits ""'e
regarded as financing lnlllSaCtions and
instalments receivable thereunder. k:ss
unearned fi:.'lancecharges, are included
inadVIlI1CC$. Finance charges are
credited tort in c'Ome in pr3portion to
balances outstanding.

Dderred t~tioa
Provision is made, at the ct.lt1'C1ll rate of
taxation, for deferred taxation msme,
from timing differences in the
ac.:counting and ba: treatment of items
in the financial statements, using the
liability method. Where the effect of
timing differences results in a deferred
tax debit, the amount of such debit is
brought to account only when recovery
is reasonably certain.

Participation in trusts
Where group companies are
participants in financia! leases or
instalment sale contracts of trusts, the
panicipating companies' tax l.iabilities
are reduced. The smounts of the
reduction are paid over to the trusts net
of fees. Such payments are treated as
tax charges, for which they are a
substitute.



\i Balance sht rs

llt 31 .M.arch 1989
Note

Funds ~/mpl('tyed
Share c~pitili

Share prebium
Reserves" I

Shater,olders' funds

O\IJudt sha:leboldcn' interMts

Insurance funds

bite
Short term

~ md cumDtaccouate

Othu Iiabili1letl

Creditors ~ provisions
Taxation
Shareholders for dividend

~plGyment offwads
Mvacce::3
Investments
Su~rt ';ompaDies
Asso.:iated co~~~es
Fhedasaeu
Other assets

6

7

8
(/ 9

10

11

22

2
3

417,9
l~,O
599,9

1239,8

22~

123,5

'-1;3,.1 r
• " !I 20,S I
11501,5

225,3

4; .

s

13'Ul,4

10683,2

1609,6

256,1

300,2

Group
?89 1988
Rm Rm

477,7
161,8

__2l3,7'

1153,2

2~,1
112,7

I t

L:~I
c:)

914c),Z

21~j1

172.9
9,&
3J,~

H243,~

9153f7
1385,4,()

226,7
l78,2

_212,3 __!el,a

13121,4. ....!.!l!S..!.

(:A.panr
)'9S~~ 198&
bt Pm

471,~' 471,7

162,0 161.~~
.__}96,7 ._ .. 61,5-

746,6

SS,8

1~,1
.~22,1
204,0

0$1

_ll,!_

807.,4

if

107,4

47,0

---" S.O I
! 8,6
L_ 33,4

751,4-~--
15,9

327,0

~02,1
0,1

9,3--"\~
__ 154,4 \~::0

~,
lj



Income statements

f(li" the year ended 3I March 1%9

Income
Interest on advances
Net income on investments

Other operating income

Interest en deposit and current 8Ct.OUnlS

Open\ting apenditure

Net income before t.aa&a.
Tuatioa. P

Net income niter tuatioa.
Share of aU\lCiated CODlpuiu~ profits N)'~~te~
items

Attr!butable to out.tJ.dc·.hardioIden

Net mcome before tnrtraordiua:y iteJIIa
Share of utOclatecl com~' extraordia.lU1 items

Nat iacome attribu!loble to tlw:eJaoldetl
Dividends

&=taia.ed mcome for year

ki=tained mcollle at be.ainniDs of year

Tltaoc;fer to noa.~.tributable reserve

Riltained ia.CCl'Dleat ead of JUl'

Ealrllinp per than (weipted)

GroUp Compan:,
Note 1989 1988 1989 1988

1m ROl Rm Rm

lSi'315 1 193,7

U:S,2 128,5 17,6 4,9

__ 1!7,4._ __ 8~iL _!~J!. _~}3,1

18'9,1 1408,2 122,2 108,0

16(i4,O 1219,2 1,7 1,4-
~-'--'r 9211..••II:ui7.41 ,1~_h1 L_l,4I _1!~z!J L297,6__ ._ -~.-----_ .. ----

11 lI5,1 189,0 120,5 106,6

13 _9;~_ 81,8 _.!7,2 ~

122,9 101,2 103,3 92,4

9 21,5 _ _l1!_
_.

lSO,4 122,3 103,1 92,4

_. (0,3) -~ -- --
150,7 122,2 IOl,3 92,4

9 -~. ---- _ .._--
150,7 12S,7 103,1 92,4

~~- _S7,2 _64,S _)J_J_
(10,2 68,S 38,,8 3S,2

1~~~~=~7,9 _B.t~~ _ -3_:p=- -~
"==--~_c-'i96,6 135,0 106,7 67,9
4- __ 27,5_ 24,6 ,-I.---._ \ \ ----- ---

J!9L 110,4 \\ lC~;7 67,9\'\-----
14 63,1 cents 51,3cent~'
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Notes on the
financial statements

Group
1989 1988
Rnt RID

1. AccQu~uiagpolicies
'[he accounting policies of the -..=troupare set out on .ge 21.

2. Share capital
Authorised
300 000 000 ordinary shares of R2 each

Is~u(:';i

238 945 n~ordinary shares ofR2 each
(1988: 238 845 773)

600,0

417,' 417,7

Unisaued ,hares
At the bc8'it~ of the year 8 665 420 snares were reserved
for isaue by the directors to participants of the UBS Holdings
Limited Share Ir;')ltive Scheme in terms of a specific
authority. During'thr. year IIfurther 100 000 shares were
A$SUe(f to participant$leaving 8 565 420 shares available for
this purpose. 'c.
The remaining unissued shares are under the control of the
directors in terms of a general autnority ttl allot and issue
them on such terms and conditions and at such time 4!' they
deem fit. This authority expires at the forthcoming annual
general meeting of the Company.

3. Share premium
At beginning of year
Arising during year, net of expenses
Premium on shares issued, net of expenses

4. Reserves
Distributable
General reserve
Retained income

Company
1989' 1988
Rm Rm

477,9

161,8 88,7 161,8 88,7
_.__ O,!.. _73,~_ -.~!_ __ 73,1

._!6,b!" 161,8 162,0 161,8

378,7 378,7
1&9. ! _!lO,·1_---~,-
547,:~ 489,l

52.), 24.61"--' r-=-'I 24,CiJ
L~ 271~1 b-~4!~----
_599,~~ 513,7

IIM,i 67,9
441,1 421,2
52.1 -"-~~~.--.- .....:--

599,9 ..2112..--.

Nou-distributable:
Share of post.acqUis~}ion reserves of associated companies
Balance at beginnIng of year
Transfer from inCt'lm~ statement

Totalr'!!lIetv~8
AnalYilis of reserves
Holding company
Subsidiary companies
A:;sociated companies

\\ 24

_l!6..!.?. __ ~7,?_
106,; 67,9



N(ltes on the fmancial statements

(iroup
1989 1986
Rm Rm

5. Ueposit and current accounts
In~.efinite period deposits
Fixed. r\~rioddeposits
I-..legoriabiecertiiil.,,~e~:ofdepo:'\it
Savings, call and transmission deposits
Current accounts
Collateral and other deposits

1215,2
5103,3
2. 558,2
2476,4

1332,9
4328,3
1736,7
2261,2

99,8
,_.__?4,~ _~e ..
11507,5 9740.7

Advances
Secured by mortgages
Instalrnent credit agreements, overdrafts arid f1..her
accounts
Secured by pledge 9(deposits

10234,9

377,8
_136,7
l0749,4

66,2162,51
L-- 3-SJ

Less: Provisions for doubtful advances
General
Specific

9012,1

69,8
_.J34~
9.216,7

~
,l~683,2 9153,7

7. Investments
Listed
Government, municipal and public corporation
investments ' I
Debentures and l~ ! ,:ck
Ordinary and prefe~\ .•ce shares
Other
Book value
Market value
Unlisted
Debentures and loan stock
Deposits and bills
Ordinary and preference shares
13001;: value
Directors' valuation
Aggrel~te book value
Aggregate market value and directors' valuation

579,1
10,3
68,1

---1?,S__
715.•0

_~,4_

0,5
874,2

__J~2..
894,6

112,2
11,9
37,3
50,8

212,2
257,0

~-_.2!l!...
1173,2

~,6 • 1173,~_
1 609,6 1 385,4
1695,0 1430,2.....,...___ .........

Included in the Comp:m},'s unlisted investments is a deposit
of R40,O million (1988: Nil) with a subsidiary company.

8, SUbsidiary ~oro.panies(Annexure A)
Shares at cost
Indebtedness to the Company -Joan accounts

-dividend

Company
1989 1988
Rm Rm

57,0
__._621

63,1
63~1

292,5
179~6

__ _sO,O

522,1

4,9
__ 1~&.

15,9
15,9
15,9
15,9

292,5
179,5

~ •. _5.5,0
527,0



Notes. on the financial statements

Share of extraordinary items
Share of reserves at beginning of year

Group Compl*tly
1989 1988 1989 1988
Rm Rm Rm Rnl

204${I 202,1 204,0 202,1
52,1 24,6

[--;;,11 r~-~-lI 23,9,I n.s:

I 2!11
----II 27,5l

-I

l_2~ -_ .....-_.- --. -__ .----
256.1 ~7_ 204,0 202,1_-----
199,9 200,.Q_ 199,5 200,0.......,.__,...._,. ~

9, Associated companies (Annexure B)
Shares at cost
Share of post-acquisition retained income and reserves
Share of current year profits
Ul-.) Dividends received

Max'ket value/Directors' valuation (\f shares
"',1

10. Fixed assets
fixed property ,
Cost at 'beginning 0) year
Additions

Disposals
('.0$1 at end of year

172,9 157,4
_ 18,4 _ 16,f_
191,3 173.6

5,7 _-E.
185,6 _172,9

151,8 134,0
_ 27,2.:,. 20,9

179,0 154,9
~~ 3,1

168,6 151,8
8F,,8 _ 71,7---,-

_ 79,!_ ~ __80,1

Computer equitl,ml!Dt
C~tatbe~lofyeat
Additions

Disposals
Cost at end ',\1'year
Accumulated depreciation
Book value at end of year
Furniture, plant, equipment and vehicles
Cost 01' valuation at beginning of year
Additions

37,0
_ 16,8 _

29,8
8,1

37,9
0,9

0,1 0,),

Disposals
Cost or valuation at ~tlldof year
Accumulated depreciation
Book value at end of year
Total book value
Fixed properties at 31 March 1989 were valued during 1989
by internal valuators at R349,3 million.

Details regarding' land and buildings required in terms of
the Companies Act, 1973 are kept at the Company's
registered office and this Information will bemade available
to shareholders on written request.

53,8
__ .0,8

53~O
__ 18,2

34.~

0,1 0,1

37,0
_~}1!.
_ .. £5,2

0,1 0,1
_~,j)~!' 0,0
__ 2!.l__ __O_J_ _
_~J_ O.I300.2~ ~_
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Notes on the rmanciaistatements

Group
1989 1988
Rm Rm

Company
1989 1988
Rm Rm

1,1 12,1
(6,1) (3,5)
56,7 24,2 0,3

125,5 'l2,9 6,0 1,8
__!!.,!_ 2,8- 11,6 __ 2,8

188.2 128,5 17,6 4,9-
75,0 75,0

_ 29,!_ _ 28,1
104,6 1(\3,1

4,6 0,1
3,0 0,0

-.~!~ __ ._O.2_
8,4 0,6--
2,S

--~ ._1!_'_~2
3,5 (l~6)

1,1 1,3 0,0 0,0-~-
27,7 20,7

__ 6.!~. - 4,6 _~L --~~
34,2 Z5,3 0,0 O,Q--

0,3 0,2
_ .._..O,~. --~~

(I,8 0,8
__ "O,t _.___.o;~.

0,1 0,1--

11. Other assets
Properties in possession ~.sold under deed of sale

=unscld
Property held fer resale "
Deferred taxation
Accrued interest and dividends
Debtors
Receiver of Revenue
Cash and bank.

16,1
24,5
33,7
32,S
28,1
58,S
12,5
66.4-_."'...-_._

212t!_

12. Net income before taxation
Net income before caution is stated after crediting:

Net in.come 00 mvc."Itmeots
Net profit on realisation of investments
Decrease invalue of st.ocks
Income from listed investments
Income from unlisted investments
Dividends from associated companies

•.Income from subsidiaries
Dividends
Interest

Surplus 00 d.ia~ at fixed allsets
Fixed property
Computer equipment
Furniture, plant, equipment and vehicles

and charging: ..
Provisions for df1'ubtftll advances
General
Specific

Auditc1'8' remuner&tion
Audit fees
Depreciation afrlXed assettl
Computer equipment
Furniture, plant, equipment and vehicles

Directors' emolwnent&
Services as directors
Other services

Less: Paid by sl~!:>sidiarycompanies

'7

21,6
34,9
25,3
27.,7
13,8
44,6

0,3
0,8
ll~l

0,4
8,9

~~
201,8 _ 9,3 ':



Notes on the fmancial statements

Group
1989 1988
Rm Rm

Company
1989 1988
Rm Rm

13. Taxation
South African normal tax
Deferred
Payment to trust

98~3 87,7 ;3,8
(9,8) o.i (0,3)

-.~!!_ --'-~..-. - -~.?~-
92,2 87,8 17,2---...-

0;. % %

14,2--
Rate oftuation
The taxation charge for the current year 35 a percentage of
net income before taxation is
The charge for the year has been reduced 3£ a consequence
of:

43 46 14 13

Non-taxable income
Other permanent differences

Standard rate of'tsxation

1 5
_.__jQ

SO-
37
(I)

37

50 50

14. Earnings per share
Earnings per share is calculated on consolidated net income
(before extraol'(E.'lary items) of Rl 50,7 million (1988:
Rl22,2 million) 3'ld the weighted average number of
ordinary ff'-JdrtS in issue during the year of 238879 106
(1988: 23§ Hi 356).

Rm Rm
15. Contingent liabilities and commitments

Capital expenditure authorised and contracted for
Q\pital expenditure authorised and not yet contracted for

Contingencies in respect of guarantees and acceptances

56,.
.__!~,4

74,8_zt~

40,7
35,0

75,7

Capital expenditure will be funded from available ca..h
resources of the Group, It is anticipated that this.
expenditure wilt be incurred over the next two years. No
IORS is expected to be incurred in respect of guarao tees and
acceptances.

16. Pension fund
The Group has a contributory pension fund, which is
subject to a full independent actuarial valuationat intervals
of not more than three years. The last actuarial valuation at
31 December 1988 indicated that the value of the assets of
the fund exceeded the value of the a.:tuar.ially·det.ermined
future liabilides,

17. Comparative figures
(~')mparaiive figures have been regrouped 'where necessary,
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Anne:.mreA
Major $U'bsidiary comparues

Namt:

United Building Society Limited
and Its raaior subsidieries:

VBS Insurance Company Limited

United Development Cerporation
(Proprietary) I in;i(~1d

United Towers (Proprie~) Limited
VBS Trust Limited.
United &ok Limited

Nature
ofbusiDess

Building society

Composite insurance
Property lind
township development
Property

Wills and tnIS!S

Ba.o1ting

Issued Dir~ct Shares at
capital hoV.iDg cost

1989 1988
am Rm

Net
inclebtedness

1989 1988

am Rm
2700000,1')0 100 270,0 270,0 229,5 234,5

30000000 100

Details are given only in respect of those subsidiaries which are material to the proper appreciation of the affaire of the Group.

AmlWr-ur6B "
Auodttef! com,...
Name

VollukasGroup Limited

/:?'ColllUltrcial UJiou Assw:ance
/ Company of South AfxicM l.imitcd

Combined Participation Bond Muuigerl
(Propriet&ry) l.imited

Nas.ute
ofbusmctU

Composite !nslU'aIlce
Participation
monpses

4000000

10000
10000

450000

100
100
100 0,0
.50 22,S 22,5

Details are given only in respect of lWO<:iatedcompanies which IU-e material to the proper appreciation (If the affairs of the
Group.

1\

29

luucd Direct Shares.t
capital holdiaa coat

1_ 1988

It % Jlm. Rm
42481 S66 30,0 J.u,6 146,6

5000000 C~) 30,0 S7,3 55,S

210000 33,3 0,1



for the year ended 31 March I989

Cash generated by operations
Income before taxation
NQn-I:OiSh items
Depreciation
Profit on disposal of assets
Other'

Ta.ution paid
Dividendn paid

Net cash 1:etained from operations
:!

lnc:reaae ~~aource$ of {"moce

Deposit aed current accounts
Other

Repayment of loans by lub&kUary companiu

Increase in earnine assets
Investments
Advances

Cash -applied to other activities
Shares in associated companies
Fixed assets
Acquisitions
Disposals

Increase in illet current assets

Cash flow
statements

Group
1989
Rm

Company
1989

Rm

120,5

253,7
(111,7)

.<_(59,0)

120,5
(18,0)
(59,0)

83,0

1177,6

l1766:ilL.~

43,S

1860,6
4,9

48~4---

230,9
1533,0----1763,9 47,2

1,9
48~5

1'- f£Al
L_(I~292i

46,3---_-
1860,6

1,9

(0,7)
,__,---



Abridged
financial statements

of the Company's principal subsidiary,
United Building Society Limited

Balance sheet
1989 1988
Rm Rm

Funds employed
Share capital 270,0 2iO,O
Reserves 391,1 385,8_.---
Shareholder "s funds 667,1 6~5,g
Holding company loan 179,5 179,5
Deposits 11 052,1 ~639,4
Other liabilities 179,5 204,5

12678,3 10679,2
"Employment o(fuDcis 1,\

( \

Advances lO292~9 9084,6
Investments 1275,1 1152,7
Subsidiaries 132.2 116,5
Fixed assets 178,6 173,7
Other assets 200,4 151.7

12078,3 10679,2

Income stateUUUlt
Income
Interest on advances
Net income on investments
Other operating income

1534,5 1 190,5
147,8 1144
105,4 77,1,--- -_.__-

1787,7 1382,0
1633,2 1235,4
r'---' l 949,21i 1259~
L._.374,O 286,2J-_.,--

154,5 146,6
__ 68,2 _ ...,...~9,9

86,3 7(',7
___ 75~ 7!),0----11,3 1l,1
, ___.1.°,1_ ~1~4_._--_--

21,4 1(~,1--,.."

Expenditure
Interest on deposits
Operating expenditure

Net income before taxa don
Taxation

Net income after taxation
Dividend

Retained income for year
Retained income at beginning of year

Retained income at end of year



NOTICE IS HEREBY GIVEN that
the third annual general meeting of
shareholders will be held ill the PW
Sceales Auditorium: United Towel'S,
i60 Main Street, Johannesburg, on
Friday 28 Ju!y 1989, at 12hOOfor the
following business:
1. To consider and adopt the Group

and Company annual financial
statements for the financial vear
ended 31 .March 1989 and to
approve the remuneration of the
directors.

2. 1'0 elect directors in place of
Messrs R A Edwards, H V Hefer,
(1 S Thomas and Dr 0 C Cronic
who retire by rotation but, being
eligible, offer themselves for
re-election.

3. To confirm the appointments of
Messrs L Boyd and J A Stegmann
as directors of the Company, having
been appointed during the year
under review.

4. To renew the general authority of
the directors granted on 29 July;"
1988, to allot and issue the unissued
ordinary shares of the C<>mpan),
upon such terra!'; and conditions as
they deem fit in accordance t..'ith the
provisions of Section 221 of the
Companies Act. 1973.

5. To consider and, if deemed fit, to
amend the rules of the UBS
Holdings Limit .ed Share Incentive
Scheme ("The Scheme").
The VBS Holdings Limited Share
Incentive Scheme was adopted by
the Company in general meeting on
27 February 1987. Through
opportunities to acquire an interest
in the share capital of the Company,

Financial Year End

Notice
to members

either directly or through the
holding of options to acquire shares,
the Scheme is intended as an
incentive to employees (including
salaried directors) of the Company
and its subsidiaries to identifv
themselves more closely with the
activities of the Company and to
promote its continued growth and
so bring about an identity of
interests between employees and
the shareholders of th,..Company.
The Scheme, however, only permits
allotment and issue of a maximum
of250 000 shales to any ODe
participant. To afford the Board of
Directors greater flexibility in the
application of the Scheme, it is
proposed to pass, w;,th or without
modification, the followi:::g
ordinary resolutions:
As ordinary resolution number 1
.. Resolved that the UBS Holdings
Limited Share Incentive Scheme,
adopted by the Company in
general meeting on 27 FebrulU'Y
1987, be and is hereby amended
by the deletion of the reference to
'250 000 shares' where it appears
inparagraph 4.1 of that Scheme,
and by the substitution therefor of
a reference to '500 000 W" ,,;5' ."

The effect of ordinarv resolution
number 1) if passed, 'would be til
amend the maximum number of

Shareholders'
diary

shares which may be issued to any
one participa,« ~Tom250 000 shares
to such number of shares not
exceeding SOU000 shares.
As ordinary resolution number 2
"Resolved, subject to the passing
of ordinary resolution number 1,
that the Company hereby
authorises the allotment and
issue, in terms of'the UBS
Holdings Lirrdted Share Incentive
Scheme, by the Board of
Directors of the Compn,uy, to
Mr P J Baaenhorst, an executive
director of the Company, of such
number of shares as would,
together with any Scheme shari "
then held. and/or shares then
subject to any option granted to
him in terms of the Scheme, not
exceed 500 000 shares, insuch
quantities and at such times as the
directors may from time to time in
thek absolute discretion think
fit."

A. member qualified to attend and vote
at the meeting is entitled to appoint a
proxy or proxies to attend, speak and
vote in his stead. A proxy need not be a
member of'the Company. Proxy forms
must reach the registered office of the
Company rt least 48 hours before the
time appointed for the holding of the
meeting.

By order of zbe Board

J R Ea&lesham
Group secr~tllry
Johannesburg
19 June 1989

31 March 1989

Annual Genera1.Meeting 28 July 1989
-- ....... ,-.,-- .......... ,--..,._-.- .. --~-....,~-...,.- .. ---. -._ -. '<-~ .• ~.~ •• _,.-..,.....,.~- ... ~.,._.--.,....._-~~,----- -~_..,_- •• ~-- •• ,-,--~----- ... -- ....... - ......... -. -------_' ,-_,.,...._ __ ................ '-_. _.- ......

RCllOrts
Publication and issue of results tor the year
Issue of annual financial statements
Publication and issue of interim report

29 May 1989
23 June 1989
November

Dividends Declared Last date for Payable
registration

Final 1988189 29 May i989 16 Ju::td989 30 June 1989
Interim 1989/90 November December December
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PROSPECTlJS FOR THE PLACING OF

R225 000 000 Cl.ASS A AND R25 000 000 CLASS 8 UNSECURED
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COMPULSORILY REDEEMABLE :\10RTGAGE~BACKEJ)

FLOA TING RATE DEBENTURES du;\\~009
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;\!tORTGAGE SEClIRITIES 101 (PROPRIETARY) LIMITED
(Reg.No. 89/0(,778/07) PRIVATE PLACEMENT OF R225 000000

CLASS A AND R25 000000 CLASS B UNSEClJRED
COIVIPliLSORIL Y REDEEI\-lABLE M{lRTGAGE-BACKED

FLOA TING RATE DEBENTURES due 15 N()VEMBER 2009

~J)]\1l\IARY OF ISSl'E

The first mOrtgage securitisation issue in South Africa wli! have the !o!lowlf1g characteristics:
It,

Of~IG'tNALMORTGAGE
LE(NDER United Building Socia:j limited.

c.rss ISSUED PAPER Two classes of debentures will be issueo .
.vith ciass B paper represent:ng 10'Yoof the Issue betng subordinated
to the Class A rspresentinq 90% of the ISsue, in order of preference of
payment of caoua: ann interest.

PL,ACEMENT PROCESS
Class A

Class 8

By Private Placement In amounts suoscnbed for on Invitation in
Prcsoectus.
By Private Placement.

AMOUNT
Class A
Class B

R?J50uO{pOO
R>25000/jOO

NOMINAL VALUE

UNIT SIZE

CLEAN PRICE

ISe;UE PRICE

INl'EREST PAYABLE

100,00%

R100000

R100.CO'%

R 100.73654 %

Ouarterlv In arrears on 15 February. May. August. and November of each
year commencing 15 F.eDruary 1990.

Ci

INTE.RESTRArE
Olass A A rate equat from rime 10 time to the standard rate at which United Buiiding

Society Llm:te(! grants reducing balance leans secured by first mortgage
bonds over urban resicentiat property to applicants who do not qUdlify for or
who have not negotiated any special or lower rate of interest. lass 1.6%.

, .
Ciass e Cl,B5% above Class A rate,

,.,..



FIRST INTEREsr RATE
Class A
Class B

TERM

EARLY REDEMPTION

FINAL REDEMPTION DATE

REDEMPTION VALUE

SECURITY & BACKING

Class ;'J..

ISSUING COMPANY

QUALITY OF MORTGAGED
ASSETS

DEBENTURE
C(dARACTERiSTICS

QUALITY OF THE PAPER

19.15'%,
13.80%

20 Y'J::Us

Class A and Class 8 Debentures may be compulsorily redeemed at par in
!.he ratio of 9 Class A debentures to ~ Class B debenture on the basis of
random setscuoo from the market and cancelled at the end of any quarter in
order to i;mit the accumulation of capital repaid to Mortgage Securities 101
(Ply) Limited. Compulsory redemptions Will take place in trancnes of R! 000
OOO(One Mii:ion Rand) made up ot 9 Class A debentures and 1 Class 8
debenture.

15 November 2009.

100.00% of tile face value ot each debentlJrf{~IUS any interest due at date
of redemption).

Mortgages secured by urban residential immoveable property

8acked by ctairns on the mongage assets
underlying the entire Issue.
Backed by claims on the mortgage assets
underlytn9 the entire issue after satisfaction o! the Class A
claims.

MORTGAGE SECURiTIES 101 \f)TYI UM1TED (Reg.No. 8~~/Oe778:07) IS

Jointly owned by UBS HOW:NGS LIMiTED tReg.Nc.. 861039'34/06), a
registered Building Society Controlling Company, and DISCOUNT HOUSE
RISK MANAGEMENT LIMITED (R~g.No. 88/05266/06). a regf1>tered
Porttclio Manager and Secunttes Trading Organisation.

Determined by refe~!3nce to standards dafined i" this prospectus, a:ld
includes !oan-to·vali:te, loan SIZll. locality distributions to enhance nsl(
containment, as well as mcome group selection

Unsecured compulsorily redeemaole mortgage backed floating interest rate.
and ii$,~d cebantures with final redemption date 15 November 2009. Early
rede~np11onsmay be made on a random selection basis.

\1
Designed to conform to qL'ality cntsna similar, as far as possible In the Soutrl
African context, to those generally accepted tor mortgage secuntisaticn
issues in the United Kingdom.
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SPECIAL NOTE Mortgage Sscuritles ,01 (Pty_)Ltd has as its sale purpose the acqusition and
holding of a mortgage portfolio ctr(j ji16 receiot, management. and payment
of fund flows denveo from one securitisation issue and its underlymg
security. The company's creditors are theretore continad to the FIscus (tax
liabilities). the Adrmrnstrators, Trustees and the debenture holders. The
Company may not engage in any other business. Costs incurred by the
Adrninistrator and Trustee are met from fees levied against the Company.
-r he Company is. in terms of the Deed of Trust entered into With Vclkskas
Bank Li,nlt&1i. ~iiT!\ted 10 respect to borrowings to an amount of R2 000 000
(Two Million R:;!nJ) lor purpose of working capital without the consent of the
Trustee or ,he Debenture Holders.

THE SERVICE
ADMiNIST~ATOR United Build!ng Society limited shall be responsible for. inter alia, the

coliecnon of memes due from mortgagors. and payment thereof to Mortgage
Secunties 101 (Pty) limited, and general!y for administration <if the
mortgages in terms of an Acmlnistratron Agreement

THE COMPANY
MANAGER Discount House Risk Mar.agerne:'1t Limited has been appoi''1teo .nter alia to

invest and manage the interest and capital flows ot the Company In \errns ot
a Management Agreement

THErRUSlt:E Votkskas Bani<.limited has been appointed Trustee of the Issue m terms of a
DEE!) OF TRUST. The Trustee will regularly confirm that the asset cover of
the Class .A. and Class B d(~bentwes In issue meets the requirements set 0(.;1
in lile Deed 01Trust. The Trustee is empowered to replace elthe~the
Administrator or the Manager should they tail to perform their roles
sanstaciorsy.



PURPOSE OF ISSUE

fHE PURPOSE OF THIS ISSUE is TO ~OVID~ LONG·TERM FUNDS TO THE UNITED BUILDING SOCIETY
Urv11TED WITH WHICH TO t=INANCE HOME OWNERSHIP AMONGST THE PUBLIC AT LARGE

SVIVI~lARY

The F!225 000000 Class P. Unsecured Compuisoriiy R9deemable MortgagecBacKed Floating Rate Debentures du,~
2009 C'the Class A D9bt>ntures') wili bR backed by the Issuer h,:)lding Mortgage Bonds registered over residential
property and c",;h te a nominal .Ciue of 100';1(, of ihe issued class A & B Debentures toqetner

in the case cf early redemption of a mortgage bond formtno part of the backing underlying tt1G Debsntures occurring
as a resutt at the aealn PI a homeowner, or the sale of his ;_;(operty or f.)f whatever other reason, the cash received
and the cash r':lpes9nting regular capita! reJJayment amounts received, wi!! be held in a SUitable investment meoturn
untii ;he next quarterly cycle date on which date Debentures of equivalent value will be redeerned. Suitable
investment media include cash on deposit, Certificates of Deposit from major b nKS. or state and top quality
instrtuuonat paper.

Mortgage SeCUrltil3S ~01 (Ply) Limited has lhe discretion to redeem ail the debentures in the ratio of 9 Class A
debentures to 1 Class B debenture allnt:3 end of any quarter. It is the intention of Mortgage Securities ~01 (Ply)
Limited to exercise this discretion to th~, extent that it retains the leve!s of capital received at a level below R1miliion
(One Million Rand). arill when the residua, value ot the Ciass A debentures in issue falls tc R50million (Fifty Militon
Rand),

Should the amount of capital repaid by homeowners in any quarter be such that ;1 p~rt;a; It~oemption of Oebsntures
to a value of at least R1milllon cannot be :1I(.;hleved. the reo'1"'mpt;oll WI" be l'e!d over 1.lt1t1isuffiCient funds h:=!';/;;:been
so accumuiatec.

Interest payments on tl'1a Jl3bentures shall be made quarterly on ihe 15 February, May, August, and November of
each year until maturity. Interest shall be determined as being 1,6% below the ruling mortgage bond rsts at-
determined in terms of the Trust Deed, The first interest payment shall. be paid on 15 Februaryi9gC,

()

The Debentures will be tirtOJIV redeemed at par value of t 00,00"/0 on the 15 November 2009 at the Johannesburg
office of the Issuing Company, If at any time prior to final redemption, tho total value of Ihe Class A Debentures
outstandmg ft\l!s below R 50 million, the Issuing Company may call the remaining paper from the market and redeem
it

5



DEF'INITIONS

"THE DISCOUNT HOUSE GROUP LIMITED"

is a Public Llm!ted Liability Company (Reg.Ne. 51 .;2668/06) registered as a
Bank. Controlling Company It' terfl)'O of the Banks ACt (i9G5).

"DISCOUNT HOUSe RISK MANAGEMENT LIMllEO"

is a PWblic limited liabiiity Company (Reg.No. 88!05266'06). who:ly owned
by The Discount House Group Limited. and is registered as a portlolio
manager in terms 01 the Stock Exchanges Centro: Act (1985).

"MOR~9"AGESECURITIES 101 (PTY) LIMITED" (The Company)

is a Private limited liability Company (Reg. No. 891(6778/07) owned jOlntlV
by UBS Holdings Limited (70% of the shares) and Discount House Risk
Management LirYlIted i30% of the shares).

"UBS HOLDINGS liMITED"

is a Public Limited Uablii~;.Company (Reg.No. 86/03934106) listed on
Johan'1ssburg Stock Exchange and is rsglstered as a Building SOCI~lY 11
ContrOlling Company In terms of the Building Societies Act ('1986). in relation ,Y
to United BUI!dip9 SOCiety Limited.

"UNITED BUILDING SOCIETY LlMlTeO"

(Reg.N';). 86/04794/(6) is a registered Building Society in terms of the
Building Societies Act. (1986). and is a wholly owne1 subsidiary of UBS
Holdings Lim!ted.

"VOLKSKAS BANK LIMITED"

(Reg.No. 78/03306/06) IS a registered Bank in terms of the Banks Aft {~965}.
\

\1
IJ
I·
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FEA TURES OF THIS ISSUE

THE ISSUER The Class A & B Debentures will be issuec by Mortg3S~ Securities 1~1
(Pty) Limited, which company will be responsible for the mterest paymen~s
and the redemption of the Debentures at matunty.

THE BACKING First Mortgage; Bonds onginaliy registered in favour of the United Buiicllng
SOciety limIted and sold to Mortgage Securities 101 (Pty) Limited by way of
an Acquisition Agreemant which may be Inspected at the Head Offices of
United Building Society Limited and of The Discount House Group Limited.

The agreement provides for ali the rights and duties ot I)wnl'lrshlp of the
mortgages to be acqwred by Mortgage Securities 101 (Ply) Limited. Th('lse
mortgage bonds are secured by residential propM}, OWiled by members of
the public.

THE MORTGAGES Tho mortgClJ6E; are subject 1(1tile same terms and conditions as those
applyir{i ti~.o!h';!r .oans Sf" ,'red by mortgages, but not participating i('! this
sene-no. gr(l;:I€¥J by Unit, 'Buikiing Society Limited. The mortgages are
norma! repayment type mortgages such that a portion of capital is repaid by
the mortgagor each month.

'1Mthe case Of a default by the homeownor United BUIlding Sociatl.! Limited
wi!! art on behalf of MortgaQ<J SeClJrit~~s 101 (Pty) Urmled in recovering
arrears of interest and capita! due from'~ homeowner, and it' certain cases
thewhole capital amount ou1standir.p, according to the standard practice of
United Building Society Limited,

United Building Scciflty limited has tha right to elect to amend or waive the
entoecsrnent procedures in certain cases of default. In tf\ose cases whera it
exercises this right. United Building Society Limited has undertaken to buy
the mortgages involv~ from Mortgage Securities 10! {Pty} Limited for the
(ull amount of tne capital c:..tstand;ng plus the arrears of cap!tal and intersst,
\r~ludinginterest on the arrears.

THE MORTGAGE
AOMINIS1'RATOR The administration and collection of interest. insurance premiums. and othel

payments due in terms of individual mortgages shall be carded 0(;1 by United
Building Society limited on behalf 01 MOr!gage Securities 101 (Pty) limited,
under terms and conditions set out in an Administration Agreement as
approved by the Trustee.

The Adm!nistrativ!' reSpOnsibility shall include the recovery process of
amounts owing on mortgages by delinquent homeowners participating in the
scheme 10 maintsm tha value of the Mortgage and cash backing.

THE COMf.IANY MANAGER Discount House Risk Management Limited has been ..ppointed by I-}.'.rtgage
Securities 1O~(Pty) limited in terms of a ManClgeman! Aoreement auprovad
by' ths Trustee to mar,ag'; j\" ousmess and affairs. Md t\~ receive, on the
Company s bflhalf, the G¢':tlpany's money from the Adml'histrator on due
dates. Thsc1Jorrpany Manager snan in'lest or depcsit these mcrues In such a
way as to ensure thl\t the commitments of the Company ar.;' met from "s
resources and that the Company s assets are properly managed in thl3
intArasts of the debenture holders.

7



OWNERSHIP OF MORTGAGES All rigtlt5 in. ann conferred by. the ~T'lortgages form:ng the under!ymg ba.;King
in the scheme, navmg been registered in favour of United BuddillQ Society
Limited have been sold to Mortgage Securities 101'tPt~)Limited for cash.
The mortgages, sold to Mortgage Se~uritles 101 (Pty) Limited, shall become
the property of Mortgage Secljrities 101 (Pty) Limited on completion of the
regis~'at!on of cession. and against payment therefor.

RE·ADVANCES Homeowners applying to the Mortgage Adm;llisir,~~or, United Building
Society Limited. for re-advancss oi cesn against mortgages fermlng part of
the pool may be grantedthf! re adrances by Mortgage Securities 101 (Pty)
ltd on the recommendation ot the Unitec Sullding S",CIf!ty Limited, and
provrded suffiCient capital has besn accumulated by Mortgage Securities 101
\t'l'tj "'(om capital repay-nents by h9fle01tiers to meet ltlf.tJl1qiliremants,

United'9y:ding Society Lnruted has warranted mat rne valuations used in the
10Iin-to-VahJ9 oeterrnmations were partorrned in accordance with accepted
stanoarcs and practices of valuation, and :h::!t each D'OP )rtY'provide.;
secunty for th~jamount out5t~nd'ng in terms of the Mortgage 80:10 under
,"nicn :;;: property ;s mortgaged.

QUALITY OF MORTGAGES

LOAN· TO·VA!...P:C;! On acquisition by i\il;)'igage Securities' 0: (PI}') Ltd, the Mortgage Pur.! wii!
nave a oistncunon of loan-to-value percentages::{s defined below:

85 to 90
80 tc 85
,,10 to SO
60 to 70
50 to 60
below 50

Loan-te-value "I.. '.!

90 \0100

NOTE: Valuation,? are as Fit granting of the loan, and no: as at date o~cession to
Mortgage Securities 101 (Ply) Ltd, whilst loan sizes are as at 15 NovemIC"{
1989, Whilst Loan-to-value proutes on s:dsting loans aiS improved in a risMg
market, they are v'.Jliler~lJle to failill9mCtrkets and may be ad~rsely affected
by them. Similar!y the aile of th~ loa':'IS~lelative to th~ property Y'ei:.!atlons
i!TIprov~"taguiar;y with the repaymern of amounts of capital as part of the
montht,,' Jalments pa!oby the home owners.

ThflIQ~i1S that make up the pool 0; mer-gages underlying the deOOntures
$~~11be profiled as follows:

LOAN SIZE O!STRIBUnON

Loan size Pe<'centagQ
() R'OOO. of Pool by Valuo

Below 50 3
50 to' 75 32
;]5 to 100 34
100 to 125 15
125 111150 6
150 to 175 4
175 t0200 2
20(1 to 225
225 to 250 1
above 250 2

iOO
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GEOGRAPHICAL
DISTRIBUTION;

o ~
Mortgages forming the underlying baCi(ing to the debf",1iJrl;;'.' are drawn from I .j

within municipal areas in thj;<fOllowing geographiCal ciir"as within the \\
Republic of Sotith AfrICa ir, the """POrtions indicated,

Aree 0' Percent of
dwelliOg portfOlio
PWV c<bmplol( 72
Weste.:n Cape 15
D~'-;ban!PMB 13
-~~--'~--~"--'----------'--"----'-"~---------- --100

On receipt of th,g full cash amount riue from the homeowner In terms of a
mortgage forming part of the mortgagf! .~l, that mortgage ~r~allt€
cancelled and lh\~ homeowner's ob;'~""'nr'tleemedf'Jlfill~,

f
A pool of mortgages has been I3Siab;I$~~ at a leva! 01 i00°;:01 ihe total face
value ot the debentures :n issue. The poet sr.alj no! be less lhan 100<:;,Of the
face value of the outstandinq debentures ~t a'1Y stage, except as provided
fer hereunder and lit fmal redemption on theJS Novemoer 2009, and
thereafter, '

Ml')RTGAGE CANCElLATJON

MORTGAGE POOL

'~
( "-.
'~\ \

THE TRUSTEE

THE DEBENTURES

,\
/'~ fi

in the event rr.at circumstances force the pool 10a leVel belo .....the 100%
security CO'!I3( tt,a company shaH maintain an asset backing inrespect of the
shortfall In cash. certificates of deposit from major banks. or 5.Qle and toe
qualIty Institutional paper held by Mortgage Securities 101 iPtYI Limited Th.s
arrangement shalt remain extant until sufficient debentures navs been
redeemed to restore the level of backing to the raa,uisite levels, or untilI' ,::
issue is red&emed in fu!!.

V01kskas Bank Linutec has been appoir:ted. tn terms of a D~cd 'Jf Trust.
Trustee for the Issue, at1d in particutar s!1all supervise the h<.:ldl;'l{lot all
mortgages. title deeds, ceded insurance policies and other relevant
documents of wha,t$OOver nl'ItJfe in safe custody for and on c9nalf of
Mortgago SI'JCuTitles 101 (Pty) Limited.

With respect to cash, '\'J,ccfued interest and investmsnte representing
accrued interest the Trustee shall ensure that these are properly
safeguar,r.!:1din ~e inter6sts of the debenture holders. The Tru::;tee Will tssua
a certif~at~ from tima to time. but not less than annuaHy. to Mortgagi:'
Sscurities 101 (~y) Um:ted. certIfying the total capi!ai value of the
mm1gages held under its supervision as at the date of tilt; certificate, n,e
certificate wiil also cenify the total nominal value of Class )\ a:1d sl?parmery
Class B D&bentures he;d by debenture holders. {}

Shouid the backing of cash and mortgages held by Mortgage Securities 10f
(Pty) Limrted fall to be!ow 900/0 (Ninst'l p6f' centum) of the total of Class A
"lid Class B debentures outstanding, the p~ovisions of the O~ (;f Trust are
inv"ked and th~ debenture hokiars 'fIit1be informed of the fact by trie
Trustee, In this circumstance ~ha debenture holdars may. by ~peCial ,'J

resolution, require the Trustee to call ft)f tM redemptitln of a!1the debentures
still in msue.

\'\
R225 000 000 Class A and R 2E 000 000 Class S unsACl:reti ('ompulso;lIy
r,1eemabla, mortgage-backed floatin9 late Debentures with a final maturity
on 15 November 2009 S.~il! be issued. Inte:rt..!stshall be paid quarterly in

. arres.s ',:U a rate basad oli. and varying with, the mortgage rule currer.tiy
- 'Charged ic the bulk of domestic mortgage bonds oy the United ~lJilding
Soci!3ty LImited (see "inter8st~ below},

VI'
'0, .-\

The NonMal value of each Debenture uM snail be R100 aoo (emf: ht~1dred
thousand rand). The Class B deoontur£.s ~rA subo ....Jina.·~d t~.-\hbGlass A
debentures in respect of the paymEl~t of inte.ost and th$ r~~ ,~Iflr.tof ca.?1:af
in the ~vent that Ihe Trustee should. in terms ot tM Deed of ) iUSl, raql)ire
pavmar.ts to be mads to the Trustee for distribution. At all o:h6r times the
Class A and Class B d.;oonlllt8!'i wli! rank ~i passu in all respects except
With regard tc their respective rates of interest payable.



10

iNTEREST

INTEREST DATES

EARl'{ REDEMPTION

FINAl. AF.[')EMP·nON

REOEMPTION CAll OPTION

IN~YRANC~

\\

TI~~Ciass A Debentwres bear interest at a i~leequal from time to time to the
!'>ta~dard rate at which Uni!ed Building SocielV Limited grants reducing
bala'l1ce loans secured by first mortgage bono~ over urban residential
prop&\1y·o applicants wl'lo do not qualify for or woo have not negotiated any
spec:a(;,or lower rate of interest less 1.F('/~.The Class B Debentures bear
intuest"~t 0,65% above the rate payable on Ctas:: A DEloontures

Interest shall be paid on the' 5 February, May, August, and Nover,1ber of
each yaar until the 15 November 2009 when !he debt>.ntures tall due. The
first interest payment shall be made on the 15 February 1990.

Mortgage Se(;~ITltiEI!~101 (Ply) lirT11t3d rsservea the flg'iit f~ 8Cql'irr1 CLASS A
Debentures from the market and to neutralise thorn in its ooolfs aqainst
capital accumulated, aftsr ;'WNlg any rs-acvances approved, from the ,
monthly cer;itai oomons of Instalments received and the early ~epaymants
mortgages forming tile underlying security for the IS~i;l~.

The Company may iikeWlse ourchass 1 Class 13 Debenture from tt'll~Marnet
for car-ceuanon tor every 9 Class A debentures already purchased,

D~ben!ures fur redemp'cml'.lii be selected en a random basis ~ythe Trustee.

In the case Qt early :edemptl()n ;jl a mortgage bond forming part of tha,
security underlying the debentUtt'S occumng for whatever reasoo. th9 each
rec'h,~d will be held In a !;1,;ltablE;. lnvestment madiufl1 untH debentures of
equivarent value arA purchdsed ()( the funds Me fa-advanced to approved
applicants.

2U1tab!e ("vestment r,ied;a Include cash on deposit, Certificates of Deposit
from major banks, or Stale a::Jdtop quality Insti'{Ulional paper. Should tho I,

arnoent 01 pnnclpal reiJ81u by nomsowners 1:'1any quarter btl such that a
partial ,'",demption 01 Ri IT ~f:Yncan not be achieved, the redemption will ~
nald OVt3I' lor successlve quarters L,ntil sufl,icient fuM'S have b~en so
accumulated.

(\

CLASS 8 Oe\)enlUr&!> sh~Hba r6dp,~mfl'don a pro rata ~SjS with CI.ASS A
Debentures sc as to maintain Uw ratio 01ClASS B debentures in proportion
to t!1e CU\SS A Df:lbenturs$..femairi!'9 in the hands of in'/esters,

Final redel1ptlonol all outstandiilg CL.t\~h 1\ _1hdCLASS B Debentllres held
'\i ana reg\stered rc, ;~Jle$to's shall take piace on the 15 November 2009. In I,

lI10 event that the 15 November 2009 is nQt a business day (on which banks
are op(h for business), tho next succsedmq day on which banks open to
conduct bu_srnes!:>shaH to the final redemption day.

Mortqage Securitiat 10, (Fly) Limit8d may a\ any time calLaii the remaining
Class ~ De~rtures trom the Cl)benture holders and rer'~m them, and
~imultaneoM'Sly Call in for le"etnptlon all femaining Clas:JB Debentures, It is
the inlention 0) Mortgage Securities 10( ,Pty} Limited to oxercise this right
only should !he totall/alU\~ of thf;\ Class A Dsecntures hehj by inl/estors 1&11to
belCIW R50 million (Fifty Million. Rand).

',:'

Th~ Pfopertier O'lf)r which the mortg<.'ges are r~glstared will at ali tiDles be
tully insured ~lgd;nS!penis specified by United BUilding Society Limited and
as GovElrM b~ common home owner's I.,alleles and iha premiums payable tor
this irs,jtance shall be recollered as pan 01 the monthly payments due from
the hOlT;p cwnsrs. The collection snd adrr.irustration of these monies i;; the
rsspcns L)dity of IJmted Bulldlflg Society Limited in terms of the
Administration "grea~ent

lnsurar-ce oohcies are in force which protect O!::;counl House Ri!lll.
Mnnageme .: Limtll'lCl and ~I~ited BlJlldin{J Socie~l{ limited against losses
resulting from tile dlshonE1',.5tor fraudule1! conduct of it!'>employees and
directors with respect to the achvities of the company. Thesa policies ~hall b8
maintained ,m forCe as reqwred hv ~he Registrar of Financial lnsntuticns and
the relevarnegislatJon and regu\ 'Ilions,

\ '.

,
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'REGiSTRATION & TRANSFER

STAMP ~UTY

LISTING

UNDERWRITING

J]

A co~ ,~base(l register of holders of the debentures for interest payment
purpose, ~iii be maintained by Discount H?use Risk Management Ltd. The
register will ClOS9 or: the tst Fehruary, May, August and November of sach
year 10 facilitate finallsatioti I)f the lists of Intarest.

o
Own6Tship of the detentfJres will be transfer ted against duly cornplet~iand
signed Securities Transfer Forms or Brokers' Transfer Forms as defined by
section 134 of thE')Companies Act. 197'3. and which forms hays been
apo;pvad by the Directors of Mon13ge Securities 10; (Pty} Limited.

F ",'"
J ,/

Stamp Duty at a rate determined by Section 15; paragraph (1) of the Frs!
Schedul5J ot the Stamp DI;tles Act. 1968. shall be paid on the issue of t~e
Debentures by Mortgage Securities 101 (Pty) limited. In terms of Section 15;
p;aragraph (3); Hem (p) of tha Exemptions from Stamp Duty, no additiol',f11
duty is payable on transfer of owr.arshlp. provide~ the debentures have ~r,
fisted on the Johannesburg Stock Exchange

Application sha:l be rnada to the Johannesburg Stoel' Exchange for the
debentures to be listed in terms ot the Stock f::xchanges Contrai Act(1985).
to tase effect as SOOt>! ~s possible after the effective (late, being 15
NOVF;MBER 1989.

Messrs George Huysam.;.; Inc .• StocKbroking members of tn9 Johannesburg
Stock Exchange'have bee!1 appoin_~eci as sponsoring brokers for the Issue.

Discount H.~se Risk Management Umit~ has been appointed \0 undar..vrite
the Issue. '"

~\

(,0)
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APPLICATION FOR AN ALLOTMENT (i
0,
\\

AMOUNT Invitees are invited to subscribe for a maximum ot R50 000 000 In nomina!
value oJ the Debentures, in units of a minimum nominal value of R100
0(.10(ona hundred thousand rand) or multiples thereof. Ap;:.lication lists will be
opened at 09hOO on Wednesd, . 2Z November 1989, and will remain open
until 12hOO (noon) on Friday 24 November 1989.

"Irrevocabte undertaking!' to participate must be received by Discount House
Risk ManagEfment Limited ill the form of a teletax message or leUer using the
attached term, at the 19110wil19address before 12hOO on Friday 24 November
1989:

Discounr H0uSe Ri~k Management Limited.
2nd·.Floor, Mar,;hall Pi ace,
66 Marshal! Street,
,JOHANNES3URG 2Q01,
Tsterax Number 011 ·8369636

ALLOTMENT AND ISSUE
OF D~8ENTURES Applicimts wlll be no\\!ied as:;Soon as poss!ble a.fter the close on Fnday 24

November 1989 01 the amount ;allotted to them and !he cash amount due
from then'. Discount House Risk Management Limited shaH have the sole
discretion with regard to the allotments, should the Issue be over-subscnbed.
Certificates 1:1 evidence ot the Debentures will be POSled to the appucants by
Registerod Pest within 30 days from receipt of payment

PAYMENT Payment in respect of the Debentures allol1$d i'i1ust.be11lade in lull by 12hOO
(noon) on Wedne~day 29 NOVEMBER 1989. . ';'
Payment should bt.t made by cheque or banker's draft free of commissions in
the currency of the R~~public of South Africa at :

Discount House RiSk Management Limited.
2nd Floor, Marshall Place.
86 Marshall Street.
JOHANNESBURG.
I,"

The cheque or oanssr's draft Mould by crossed "not transferable" and drawn
in favour of:

)

\..

nlE DiSCOUNT HOUSE GROUP LIMITED· MORTGAGE SECURITIES
101 ISSUE.

Alternatively payment may be made by teleqrapnic transfer II):

Discount House Group Limited,
account number 400002t083,
First Ndtici1al Bank t, imited,
60 Main Street Branch,
JOHA,NNESBURG.

)\
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